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 As months continue to pass since the collapse of Enron, the scope of the recent wave of corporate 
scandals is becoming more apparent.  Since December 2001, close to forty top level executives, including 
seven associated with Enron, have been indicted for, convicted of, or pled guilty to various forms of 
financial fraud, including wire fraud, mail fraud, securities fraud, embezzlement, and insider trading.1  This 
wave of white-collar crime has contributed to a general decline in investor confidence, which in turn has 
contributed to the decline in the stock market as a whole. 

Not surprisingly, Congress has responded with legislation, most notably the Sarbanes-Oxley Act 
of 2002.2  This legislation reforms the national system of financial accounting, adds additional checks and 
balances to the system, and increases penalties for misconduct.  It also calls for additional reports and 
further fact-finding review on critical matters.  The Sarbanes-Oxley Act of 2002 has been hailed in some 
quarters as the most significant reform to securities regulation since the passage of the Securities Exchange 
Act of 1934.3 

This article seeks to understand the causes of financial fraud and to use that understanding to 
assess the likely effects of the recent legislation.  The analysis proceeds in three parts.  Part I offers a 
general discussion about why people obey law; it asserts and explores the proposition that people are 
selfish and interested in their own pecuniary gain, but that they are also capable of acting selflessly out of a 
sense of public duty.  Part II uses this framework of self-interest and public duty to assess the recent spate 
of white-collar crime, focussing on the Enron case.  Part III sets forth and assesses the likely impact of the 
major provisions of the Sarbanes-Oxley Act of 2002.  The article closes by restating its primary 
conclusions and by offering brief reflections. 
 

I. WHY PEOPLE OBEY LAW 
 

Human motivation is multifaceted and varied.  In some contexts, a person may appear ruthlessly 
self-interested, calculating and conniving.  In other contexts that same person may demonstrate a capacity 
for totally selfless behavior, apparently sacrificing his or her own self gain for the good of others.  This 
complexity of human motivation and behavior suggests that there is more than one reason that people obey 
law.  This part of the article examines two, sometimes-conflicting reasons: self-interest and public duty.  It 
considers each factor separately, and then addresses how the two interact. 

 
Pecuniary Self-Interest 
 

The analysis begins with the proposition that businesspeople are motivated by pecuniary, or 
material, self-interest.4  Hence, businesspeople are more likely to obey the law when it is in their pecuniary 
interest to do so than when it is not.  For example, suppose a corporate executive is considering whether or 
not to engage in insider trading.  The executive calculates the potential gains from the illegal behavior and 
compares those gains to the potential costs associated with criminal and/or civil sanctions and loss of 
business reputation.  When the projected costs exceed the projected benefits the executive has no pecuniary 
incentive to break the law and legal obedience is probably forthcoming.  On the other hand, if the executive 
concludes that crime pays (perhaps the likelihood of conviction is low), then he or she is more likely to 
engage in criminal conduct. 

Although the logic of pecuniary self-interest is relatively straightforward (people like money), 
calculating the pecuniary effects of illegal behavior, ex ante, can be quite complicated.  For example, 
consider the calculations necessary to assess the profitability of insider trading.  First, the executive needs 
to assess the likelihood of detection.  Detection depends, in part, on the measures taken to conceal the 
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crime, which in turn have both direct costs and opportunity costs associated with them.  Second, the 
executive needs to predict the consequences of getting caught, including the market effects of a damaged 
reputation, the direct costs of litigation, both civil and criminal, and the likely outcomes at trial.  Litigation 
also carries significant opportunity costs, as does time spent in a white-collar prison.  Third, the executive 
must predict the likely gains from the proposed insider trades.  Once these and other projections are made, 
the executive sums the expected values of the various costs and compares the sum to the expected value of 
the potential gain.  The greater to potential pay out, ceteris paribus, the more likely the executive is to trade 
on the inside information. 

Of course, an executive contemplating white-collar crime will not have all the information 
necessary to make his or her calculations with precision.  He or she will have to project dollar values for 
relevant variables and assign a range, or variance, to these projections.  Some of these projections are likely 
to be little more than guesses.  For example, how would a corporate executive quantify the pecuniary effect 
on his or her business reputation from being indicted for, but not convicted of insider trading?  Since most 
people are risk averse, it would seem that the prudent executive would err on the side of obeying the law. 

It is also true that businesspeople are not always so calculating.  Most commonly, people obey law 
out of habit, without calculating anything.  But sometimes, they do calculate.  In fact, one is unlikely to find 
instances of insider trading or securities fraud where the criminal had not conducted a cost/benefit analysis 
ex ante and concluded that such crime (risk discounted) was likely to pay. 

Interesting questions arise when a businessperson does a thorough, risk-adjusted, cost/benefit 
analysis and convinces himself or herself that it is in his or her own pecuniary self-interest to engage in 
illegal activity.  In other words, the person believes that in a given case “crime pays.”  When this occurs, 
does the businessperson break the law, or does she restrain herself? 

It would seem that the answer to this question would depend on at least two factors.  Most 
obviously, it would depend on just how profitable the illegal activity appears to be.  As discussed above, 
the greater the expected return the more likely the crime.  But the decision also would seem to depend on 
the businessperson’s sense of public duty to obey the law in general and commitment to the moral 
underpinnings of the particular law or regulation in question.  It is to this sense of public duty that the 
discussion now turns. 
 
Public Duty 
 

Even casual observation reveals that people do not always break the law just because it is in their 
pecuniary interest to do so.5  After all, people are capable or restraining themselves.  Two explanations 
suggest themselves.  First, perhaps people are completely selfish and self-interested, but they value things 
other than money.6  For example, a person may feel a sense of shame from blatant criminal activity such as 
arson and insurance fraud even if their guilt goes completely undetected.  If this is true, then it is in this 
person’s non-pecuniary self-interests to obey laws regarding this crime.  Alternatively, people may be 
capable of profound forms of altruism.7  Perhaps a person has respect for the rule of law in general, or a 
respect for the purposes that underlie the particular law in question.  An altruistic person does things for 
others unmotivated by personal reward.  As a practical matter, however, it matters little whether one 
assumes that people are motivated by non-pecuniary self-interest, by altruism, or by both.  Under either 
assumption, people will sometimes obey the law even when it is in their pecuniary interest to disobey. 

It also seems reasonable to assume that businesspeople will temper their drive for pecuniary gain 
in systematic ways.  In particular, the greater the respect for the law a businessperson has the less likely is 
the crime.  This level of respect, in turn, is likely to vary with reference to the moral content, moral 
saliency, and moral poignancy of the particular law in question.8  For example, compare an environmental 
regulation intended to reduce instances of human birth defects with one designed to protect the habitat of 
migratory birds.  It would seem, ceteris paribus, that a businessperson would be more likely to intentionally 
violate the latter than the former.  This is true, at least in part, because laws protecting unborn children have 
higher moral saliency than those protecting birds do.  In fact, it seems reasonable to assume that for any 
given level of expected pecuniary gain, the stronger the moral underpinnings of the law, as perceived by the 
businessperson, the less likely is the crime.  In other words, most people are unlikely to commit murder 
regardless of how cost effective it might be; respect for bird habitat, by contrast, probably has a price. 

TABLE 1 provides a tentative ranking of various business crimes with reference to the degree of 
moral content as might be perceived by a business executive.  The numbers are merely illustrative and 



based on a priori assessments.  The basic idea is that for any level of expected pecuniary return; the higher 
the perceived moral saliency of the crime, the less likely is the criminal conduct. 

 
 

TABLE 1 
Perceived Duty to Obey Law 

 
            Crime        Moral Saliency 

 
Murder for Profit        10 
Arson and Insurance Fraud         9 

             Legitimate Workplace Safety Regulation                      8 
Legitimate Environmental Regulation Useful to Reduce Human Birth Defects  8 
Embezzlement         6 
Financial Fraud          4 
Insider Trading         3 
Legitimate Environmental Regulation Useful to Protect Migratory Birds  2 
General Tax Regulations        2 
Inane Environmental Regulation Purporting to Protect Migratory Birds   0 

 
 
Consider the moral underpinnings of laws against arson and insurance fraud.   Arson is dangerous.  

Even with all precautions, fires can spread and people can get hurt.  Engaging in arson demonstrates a 
reckless disregard for the welfare of innocent people.  Hence, the law of arson carries a high degree of 
moral content, saliency and poignancy.  One would hope that in most cases businesspeople do not commit 
arson even when ex ante it appears to be profitable to do so. 

Regulations designed to protect the health and safety of workers in chemical plants similarly have 
high moral content.  Although businesspersons may resent safety regulations that appear ineffective, those 
same businesspersons will typically recognize the need for plant safety.  In this light, a chemical-industry 
executive would have a fairly robust affirmative social duty to cooperate with safety regulators, to take 
steps to assure that regulations reflected the proper level of precautions, and to cooperate with the 
implementation of those regulations.  Regulations concerning issues directly affecting human health and 
safety call upon a spirit of cooperation, not mere compliance, and certainly not evasion. 

Regulations with relatively less moral content, by contrast, would seem to elicit less respect.    
Consider, for example, a general tax regulation, the purpose of which is to generate revenues for the 
government and to assure that everyone pays an equitable share.  These social purposes are important, but 
do not carry the moral saliency of health and safety on the plant floor or the social stigma of arson.  In fact, 
in the general tax arena, the executive probably could ethically defend most decisions to exploit tax 
loopholes and to lobby for reduced levels of taxation.  In fact, if the businessperson believes that tax 
evasion pays (perhaps due to low likelihood of detection and conviction), he is likely to evade.  

At the extreme, one finds that some laws have no moral content whatsoever.   For example, 
consider the social duty to comply with a misconceived and inane environmental regulation.  Suppose that 
compliance with the letter of this law actually causes more damage to the environment than good.  In such 
a situation, the executive would have little or no social duty (though he or she might a legal duty) to follow 
the law.  In fact, he or she may have a social duty to disobey it. 

 
The Interplay between Self-Interest and Public Duty 
 

The above discussion emphasizes that businesspeople are motivated by pecuniary self interest.  
Therefore, to achieve legal obedience, regulators need to increase the likelihood of detection and/or 
increase the severity of legal penalties.  Yet, the analysis also suggests that legal obedience will depend on 
the amount of respect the business actor has for the law or regulation in question.  Most commonly, one’s 
sense of public duty and one’s pecuniary self-interest correspond; that is, legal obedience typically is cost 
effective.  When this is true, it is difficult to assess whether the businessperson is self-interested or 
altruistic.  The true test of character arrives when pecuniary self-interest and the duty to obey the law 
diverge.  



 
FIGURE 1 uses the data contained in TABLE 1 to illustrate the tradeoff between public duty and 

pecuniary self-interest in graphical form.  The horizontal axis captures the moral saliency of the crime; the 
vertical axis reflects the likelihood the crime will be committed.  Comparing the solid line with the dotted 
line illustrates the effect of the doubling the expected return of illegal activity.  Of course, the numbers 
reflected on the graph are presented for clarity of the presentation and are mere conjectures. 

 
FIGURE 1 

 
Relationship between Self-Interest, Public Duty, and Legal Obedience 
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The graphical representation provokes several insights.  For example, note that as the expected 

return to criminal conduct doubles, the dotted line rotates out.  If the returns are sufficiently high, even 
murder becomes possible.  On the other hand, reduce the expected return sufficiently and workplace safety 
violations, financial fraud, and insider trading become very unlikely.  The graph also illustrates that the 
likelihood of white-collar crime varies directly with the expected return and inversely with the perceived 
public duty to obey the law in question. 

The question, of course, is whether this framework helps to explain what happened at Enron and 
elsewhere.  Were the potential pecuniary gains from crime so large that people could not resist?  Or was it a 
case where the regulations concerning the financial disclosures and the common law precepts regarding 
fiduciary responsibilities did not receive sufficient respect?  As will become apparent below, the 
explanation probably lies in both factors: the projected payoff was too high, and the level of respect for the 
law was too low. 
 

II.  ENRON AND THE CURRENT WAVE OF WHITE COLLAR CRIME 
 
 At the close of 2000, Fortune Magazine listed Enron as the seventh largest U.S. Corporation with 
annual revenues in excess of one hundred and fifty billion dollars. 9  When Enron filed for bankruptcy on 
December 2, 2001, it set a record for size.  The collapse triggered additional governmental scrutiny into and 
general public awareness of a wave of accounting frauds.  Since that filing, close to forty executives, 
including seven associated with the Enron case, have been indicted for or pled guilty to various forms of 
financial fraud.  The tainted firms have become household names including Worldcom, Adelphia, Global 
Crossing and even Kmart. 
 Although the investing public lost billions due to the recent scandals, many people associated with 
these tainted firms made out quite handsomely.  For example, prior to its collapse, six top Enron executives 



allegedly cashed in for $1.1 billion dollars.  According to the New York Times,10 Lou Pai, former CEO of 
an Enron subsidiary, sold $353.7 million dollars in Enron stock prior to its collapse.  Ken Lay, “trading 
almost daily” in the months proceeding Enron’s collapse cashed in for $101.3 million.  Director and former 
executive Rebecca Mark-Jurbache netted $79.5 million; director Ken Harrison received $75.2 million.  
Jeffrey Skilling, Enron CEO from February 2001 through August 2001, allegedly sold 10,000 shares per 
week, netting $66.9 million.  Andrew Fastow, Chief Financial Officer (CFO) and alleged mastermind of the 
accounting scams received $30 million.11 
 The shear size of the above pay outs suggest that these executives may have done a calculation.  
Perhaps Fastow, Lay and others calculated how much personal gain could be achieved through fraud and 
then compared this gain to likelihood of being caught and the likely consequences of detection.  Perhaps 
the promise of incredible wealth was just too hard to resist. 

Using hindsight, it may be tempting to conclude that some of the folks at Enron miscalculated.  
After all, Fastow is currently under federal indictment and David Duncan, the chief audit partner from 
Arthur Anderson in charge of the Enron account has already pled guilt to obstruction of justice for 
destroying Enron documents.  In August 2002, Enron managing director, Michael Kopper, pled guilty to 
fraud and agreed to repay $12 million in criminal proceeds.  In addition, thirty Enron executives and 
directors are listed as co-defendants in a class action civil lawsuit that seeks disgorgement of ill-gotten 
gains.  Yet, whether any of these folks miscalculated is far from clear.  An indictment is not a conviction, 
and one does not know how much money may be hidden away in Swiss bank accounts.  Furthermore, just 
because one gets caught in white-collar crime does not mean the gamble was not cost-effective ex ante.  
Apparently Fastow, Duncan, Kopper, Lay and others thought it was. 

To get a better handle on just what happened at Enron, this part of the paper relies on two primary 
sources.  It begins by examining the fifty-four page criminal complaint CFO Fastow with various crimes.12  
It then examines the allegations of breach of fiduciary duty contained in the 116-page class action lawsuit 13  
Discussion of these two cases is followed by a brief summary. 

 
Andrew Fastow and Criminal Financial Fraud 
 
 Federal prosecutors filed a criminal complaint against Enron CFO Fastow in October, 2002.14  The 
complaint alleges multiple counts of three types of fraud (securities fraud, mail fraud, and wire fraud), 
multiple counts of money laundering, and multiple counts of conspiracy to commit, aid, and abet those 
crimes. 15 The complaint is supported by an affidavit filed by the FBI agent in charge of the criminal 
investigation.  This affidavit sets forth with particularity how the frauds were allegedly perpetrated. 
 At the heart of the fraud claim are a series of “special purpose entities” (SPEs).16  An SPE is a 
accounting device many companies use to access capital and/or manage risk.  An SPE, typically structured 
as a limited partnership or limited liability company, is created by a company who wishes to transfer an 
asset.  Literally hundreds of Enron’s approximately 3500 subsidiaries and affiliates were SPEs.  The 
indictment asserts that beginning in the early 1990s, Enron used many of its SPEs, not to access capital or 
manage risk, but to manipulate its balance sheet and deceive investors.17 

The rules regarding SPEs are somewhat complicated.  According to Generally Accepted 
Accounting Principles (GAAP), a party independent to the firm must control an SPE.  To qualify as 
“independent,” the party must place its own assets at risk, and that risk must be at least 3% of the value of 
any asset transferred to it.  If these and other conditions of independence are met then a firm can transfer an 
asset to an SPE, record the proceeds of the transfer, and remove the asset from the firm’s balance sheet. 

According to the indictment, some of the SPEs created by Enron did not meet the criteria of 
independence established by GAAP; thus, transfers to these SPEs should not have removed the assets from 
Enron books.  Since the assets transferred were “under-performing” (losing money), the inappropriate 
accounting had the affect of inflating both the income statements of Enron and its balance sheets.  Hence, 
the systematic use of inappropriate SPEs artificially supported Enron’s stock price.18   

In fall 2001, Enron began to restate its books.  In October, it declared a $1.2 billion adjustment in 
earnings.  In November it announced an additional $569 million restatement.  These disclosures triggered a 
further decline in Enron’s stock price, trading partners lost confidence in the firm, and cash flow ground to 
a halt.  In December, Enron filed for bankruptcy protection. 

Reading the indictment, it is almost impossible to believe that Fastow and others did not know that 
what they were doing was illegal.  Some of the SPEs created and exploited by Fastow and other Enron 
insiders simply went beyond the pale.  That is, some of the purported SPEs were not even close to 



satisfying the independence requites as specified by GAAP.  This suggests that a high level of culpability 
on the part of Enron executives, not mere oversights. 

For example, consider the “Cuiaba Transaction” detailed in the FBI report.19  Enron was building 
a power plant in Cuiaba Brazil.  The project had difficulties from the start and by 1999 it was $120 million 
over budget.  CEO Ken Lay outlined the cost overruns to the board and the problems these overruns posed 
to current earnings.  Fastow crafted a “solution.”  In September 1999, he “sold” the project to an SPE called 
“LJM” for $11.3 million and removed the Cuiaba debt from the Enron books.  This “sale” enabled Enron to 
report approximately $64 million dollars in the third and fourth quarters of 1999, when it was struggling to 
meet market expectations.  The asset was then resold to Enron in 2000 for $13,752,000. 

The FBI refers to the Cuiaba Transaction as a “parking scam.”  Neither the $11.3 million sales 
price, nor the $13.75 million repurchase price reflected the true value of the Cuiaba plant.  In fact, no one 
was really interested in buying the project at all.  Who owned LJM?  LJM was an SPE created and 
controlled by Fastow as its managing partner.  The letters “L,” “J,” and “M” are the first initials of 
Fastow’s wife and two sons.  LJM was never “independent” as that term is defined by GAAP because none 
of its owners had any of their own money at risk.  According to the FBI report, the 1999 sale contained an 
oral side agreement between Fastow and Enron managing director, Michael Kopper in which Enron agreed 
to buy back the asset.  Allegedly, the agreement was left oral so as to deceive the firm’s accountants, 
Arthur Anderson.  In 2000,when LJM sold the project back to Enron, Fastow and Kopper shared in the 
capital gain.  The asset had never really been sold, it had been “parked.”  This enabled Fastow and others to 
manipulate Enron’s earnings statement and generate profits for Enron insiders. 

The Cuiaba Transaction is only one of a dozen or more accounting scams detailed in the criminal 
indictment.  In each instance, it is difficult to believe that the perpetrators of the fraud did not know that 
what they were doing was illegal.  To exacerbate matters, these frauds were committed within a fiduciary 
context of trust.  I consider the law of fiduciary obligations next.  

 
Ken Lay and Breach of Fiduciary Duties 
 

Running parallel to the criminal indictment, a civil class-action lawsuit was filed on December 4, 
2001.20  Plaintiffs in the class action each purchased Enron stock during the period of alleged frauds.  The 
thirty named defendants include Chairman Lay, each individual director, and most, if not all, senior 
executive officers of Enron.  The complaint also names Arthur Anderson, LLP, a consultant and auditor for 
Enron during the relevant period, as a co-defendant.  The lawsuit seeks damages totaling more that $1 
billion for breach of duties pursuant federal securities law. 

Much like the criminal complaint against Fastow, the civil complaint against Lay and others 
details a rather tawdry set of frauds.  It also alleges gross negligence on the part of Enron’s board of 
directors, executive officers, auditors, and lawyers for failing to adequately protect investors from these 
frauds. 

The civil claims against Chairman Lay and others are embedded within a context of fiduciary 
law.21  A fiduciary is a person of trust.  Directors and senior executives of publicly traded companies are 
fiduciaries, and as such, they owe fiduciary duties of loyalty and fiduciary duties of care to investors.  
Lawyers and public accountants are also fiduciaries.  The notion of a fiduciary relationship lies at the heart 
of corporate law and most corporate case law deals with alleged breaches of fiduciary duties.  Hence, in 
Enron, the claim is not simply one of deception and self-dealing; it is about deception and self-dealing 
within a context of trust.  

In terms of the discussion presented in the first part of this article, note the high level of moral 
content or “moral saliency” that underlies the law of fiduciary obligation.  In particular, note that when a 
fiduciary steals from his or her beneficiary, the case involves not just fraud, but also disloyalty and 
betrayal.  With regard to an executive officer’s duty of loyalty and care, Justice Cardozo wrote: 

 
  Many forms of conduct permissible in the workaday world for those acting at arm’s 

length are forbidden to those bound by fiduciary ties.  A trustee is held to something 
stricter than the morals of the market place.  Not honesty alone, but the punctilio of honor 
the most sensitive, is then the standard of behavior.22 
 

Cardozo’s poetic phrasing reminds us that the law of fiduciary obligations rest on a strong natural law 
underpinning.  Corporate executives such as Ken Lay are rewarded quite handsomely.  In exchange, 



shareholders expect officers to respect their fiduciary obligations.  In other words, fiduciaries are suppose 
to obey the law, not simply because is in their own pecuniary interest to do so, but also out of a sense of 
public duty. 
 
Summary 
 
 As one might expect, both the criminal indictment and the civil complaint paint rather distressing 
pictures of corporate corruption.  There also seems to be plenty of blame to go around.  According to these 
two court documents, it was not just Lay and Fastow who were to blame for the Enron fiasco.  Sharing in 
culpability were Enron’s board of directors, lawyers, accountants, and investment bankers, as well as 
financial analysts who recommended Enron stock.  Of course, the court filings contain allegations made by 
advocates, rather than proven facts.  But to the extent that the civil complaint and the FBI report reflected in 
the criminal indictment are accurate, it’s hard for the reader to not become a bit cynical.  The corruption 
documented in these two sources seems widespread. 
 

III. SARBANES-OXLEY ACT OF 2002 
 

 President Bush signed the Sarbanes-Oxley Act of 2002 (hereinafter SOA) into law on July 30, 
2002.23  The legislation enjoyed widespread bipartisan support.  It seeks to address the root causes of the 
recent accounting scandals.  In particular, it seeks to reform corporate governance in ways that make it less 
likely that such scandals will recur. 
 The SOA is organized into eleven titles, containing sixty-eight sections.  Collectively, these 
sections change the calculus of self-interest for executives and other insiders contemplating the payoffs 
from financial fraud.  The new law: (1) increases the likelihood that frauds will be detected, (2) increases 
the likelihood of conviction once the fraud is detected, and (3) increases the penalties associated with 
conviction.  I address these three factors in turn. 
 
Increasing the Likelihood of Detection 
 
 The SOA makes in more difficult hide financial frauds.  It does this by giving various corporate 
actors, including auditors, directors, lawyers, bankers, and stockbrokers incentives to uncover such frauds.  
It also provides whistleblower protection for employees who report fraud.  I begin with rules specifically 
addressing the role of accountants. 
 
New Accounting Rules  
 
 Auditors provide the first line of defense against financial fraud.  Arthur Anderson, Enron’s 
external auditors, obviously failed in that role.  Two reasons for this failure suggest themselves.  First, 
perhaps Fastow and insiders at Enron used the complexity of GAAP regulations (particularly those 
regarding SPEs) to essentially dupe Duncan and Anderson auditors.  If this is true then Anderson was 
merely incompetent.   On the other hand, perhaps Anderson had a conflict of interest that led the partner-in-
charge of the Enron account, David Duncan, and others at Anderson to intentionally look the other way.  
The SOA addresses both these possibilities. 
 With regard to the substance and complexity of accounting rules, Title I of the SOA provides for a 
review of accounting regulation and direct oversight of the accounting industry.  To date, the accounting 
profession has been largely self-regulated.  The SEC has relied on the American Institute of Certified 
Public Accountants (AICPA) and the Financial Accounting Standards Board (FASB) to regulate the 
accounting industry and develop and enforce generally accepted accounting principles (GAAP).  Although 
this will continue to be the case, the SOA has created a new institution, the Public Company Accounting 
Oversight Board (PCAOB).  The new board has the authority and responsibility to review the substance of 
GAAP and to recommend to the SEC necessary changes. 24 For example, section 401 calls for a 
comprehensive review of GAAP regarding SPEs.  Section 108 calls for study of the effect of moving from 
narrowly worded rules to more broadly stated standards.  In addition, the new board has the responsibility 
to enforce the provision of the SOA generally.25 
 Title II of the SOA addresses the issue of auditor independence.  It seeks to lessen the likelihood 
that conflicts of interest will impair an auditor’s judgment.  Arthur Anderson provided Enron with 



consulting services totaling $27 million dollars in 1999 alone.  Henceforth, such conflicts will no longer be 
permitted.  Section 201 provides that an external auditor must not work for the audited company in any 
other significant capacity.  Section 202 calls for further study regarding the effects of mandatory rotation of 
auditing firms. 
 
New Rules Regarding Directors, Lawyers, Bankers, Brokers and Whistleblowers 
 
 Although accountants have gotten most of the attention with regard to Enron debacle, the roles 
played by other professionals have not gone unnoticed.   Title III reforms the interface between a firm’s 
auditors and its board of directors.  In particular, Title III requires the boards of public companies to 
establish “audit committees.”  These committees are to hire external auditors, who in turn will submit their 
audits to the committees.  Section 301(3)(A) provides that each member of the audit committee be 
independent of management.  In addition, section 407 requires that at least one member of the audit 
committee must be a “financial expert.”  The idea here is that the board of directors is suppose to ferret out 
fraud perpetrated by wayward officers.  They will only do so if they are independent of those officers and 
have the expertise to identify the financial chicanery.  SOA seeks to implement those changes. 

The SOA also addresses the roles played by lawyers, bankers, and analysts.  Henceforth, lawyers 
must report evidence of material violations of securities laws or breaches of fiduciary duties to the 
organization’s chief legal counsel or to its CEO.  If appropriate action is not forthcoming, then the lawyer 
must report the suspected violation to the audit committee.26  In addition, noting the potential conflict of 
interest with regard to financial analysts who work at investment banking houses, the SOA calls for 
additional reports and review.  Section 501 calls upon the Commission to address the conflict faced by 
analysts.  Section 705 specifically calls for a Government Accounting Office (GAO) report regarding the 
role of investment banking and analyst conflicts in the Enron and Global Crossing scandals. 

The SOA also provides protection for whistleblowers who provide evidence of fraud.27  Section 
301(4)(B) requires audit committees to provide for “the confidential anonymous submission by employees 
of the issuer of concerns regarding questionable accounting or auditing matters.”  These whistleblower 
provisions, like the rules seeking to reform a firm’s governance structure discussed above, are intended to 
make it more difficult to hide financial fraud.  Hence, they seek to reduce the likelihood that such crimes 
will be committed. 
 
Increasing the Likelihood of Conviction 
 
 The SOA also has several provisions that increase the likelihood that corporate officers will be 
convicted once a financial fraud has been uncovered.   Most directly, section 804 increases the statute of 
limitations for securities fraud to two years from discovery of facts constituting the violation, and to five 
years from such violations.  This essentially doubles the previous law. 

In terms of substance, section 302(1) clarifies CEO and CFO responsibilities with regard to 
financial statements.  It requires corporate CEOs and CFOs to certify that they have reviewed financial 
reports, that the reports are not misleading, and that the reports fairly present all material information.  
Chairman Lay has argued, in part, that he was “unaware” of the lies contained in Enron filings.  CFO 
Fastow has claimed that he lived to the letter of the regulations regarding SPEs even if those filings were 
potentially misleading.  The new law seeks to deny both defenses.  Officers are to live to the standard of 
full and open disclosure rather than exploit the technicalities and complexities of arcane regulations. 
Officers must also accept direct responsibility for faulty filings.  Pursuant to the SOA, an executive’s 
ignorance is no longer an excuse. 
 
Severity of Penalties 
 
 The final step in calculating, ex ante, whether white collar crime is likely to pay, ex post, is to 
consider the potential penalties of being convicted.  Reflecting the need for additional deterrence, Title IX 
provides for “Penalty Enhancements.”  Section 902 increases the prison term for mail fraud from five years 
to twenty years.  The same four-fold increase can be found with regard to conviction of wire fraud.28  
Criminal penalties for ERISA (pension law) violations have been increased from one year imprisonment 
with a $5000 fine to ten years in prison with a $100,000 fine29.  Section 1107 increases penalties for 



securities fraud (10b-5 violations) from $1 million and ten years to $5 million and twenty years for each 
count. 
 
Summary 
  

In sum, an overview of the SOA illustrates that Congress has increased the penalties associated 
with financial fraud, made it more difficult to conceal fraud, and made conviction more certain.  
Congressional intent behind these provisions seems twofold.  First, the SOA gives vent to the outrage felt 
by a society betrayed by widespread breaches of fiduciary trust.  Second, the SOA appears to be a good-
faith attempt to deter similar financial accounting scandals in the future. 
 

CONCLUSION 
 
 The analysis began by discussing two reasons why people obey law: pecuniary self-interest and 
public duty.  If society wants legal obedience it has two choices.  First, it can seek to increase the rewards 
for legal obedience (increase the penalties for disobedience).  The SOA makes strides in this direction.  The 
other way is to increase the respect for the law.  The review of the Enron case illustrated the effects of 
under-deterred white-collar crime coupled with a disregard for the moral underpinnings of the law of 
fiduciary fidelity. 

Increasing respect for law is not easily accomplished.  At a minimum it requires questioning and 
potentially jettisoning political rhetoric that derides government and government regulators as inefficacious 
meddlers.  Some twenty years ago, candidate Ronald Reagan ran on the political slogan: “Government is 
the problem, not the solution.”  President Reagan’s “de-regulation” movement still has political 
momentum.  Perhaps the disrespect for the law fostered by this politics has come home to roost in the 
recent wave of corporate scandals.   

The Enron scandal also illustrates the essential need for securities regulations and regulators.  
Relying on the good faith of business executives to respect their fiduciary obligations simply won’t work 
when the potential gains from fraud are too high.  Similarly, market forces that supposedly punish 
executives by harming their reputations have proven inadequate to control greed.  Perhaps, the Sarbanes-
Oxley bill will sufficiently change the calculus of self-dealing to affect executive behavior.  Time will tell. 
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