GUEST EDITORIAL

Editor's Note: CPA Journal readers
have shown they bave a lot to say about
whether they would choose accounting
again as a career Because so my
readers bave expressed interest in the
current stale of accounting, auditing,
management, finance, governance, and
ethics, 1 have decided to open this col-
wmn to guest columnists and their
views about the many issues facing us.
If you bave a perspective that can be
articulated in approximately 750
words, please e-mail it to me at rbcolson
@nysscpa.org with “Guest Editorial” in
the subject line.

WOULD CONTINUOUS
AUDITING HAVE PREVENTED THE
ENRON MESS?

By Miklos A. Vasarbelyi, Alexander
Kogan, and Michael G. Alles

hile many believe that a well-per-

formed traditional audit could
have detected many of Enron's opera-
tional problems, a well-performed con-
finuous audit would have brought them
to light much sooner. A continuous
audit would have provided an assurance
of processes that are not necessarily
part of the evenrual financial report; an
assurance focus that is closer to second-
ary supervision than after-the-fact
archival review;and an audit technology
that relies more heavily on analysis

artributes.

Continuous auditing produces audit
results simultaneous with relevant
events. In addition, it uses online infor-
marion technology to provide many dif-
ferent forms of assurance. One particu-
larty useful form expands the traditional
financial audit and makes it more sensi-
tive to extraordinary transactions, such
as those at the crux of the Enron case.

[n a continuous audit, software contin-
uously monitors trmnsactions and com-
pares their characteristics to expected
results. Any significant discrepancies trig-
ger alarms that the company's operational
managers, auditors, and top management
cannot ignore. These alarms extend the

nature and Sscope of the assurance
process, bringing it closer to operations.

Enron's transactions with its special
purpose entities were abnormal in
nature and detectable as such. For
cxample, many of the ratios of Enron's
subentities would not have been con-
sistent with their competitors and
would have triggered an investigation,
Also, an end-to-end flow analysis and
monitoring of Enron’s component
value additions would not have recon-
ciled, triggering audit procedures to
look for nondisclosed entities.

Continuous assurance depends on
continuous flows of transaction data
and analysis. A fully deployed assur-
ance system would overlay a continu-
ous measurement system. Most large
U.S. corporations already use continu-
ous internal reporting for critical vari-
ables such as cash, payables, inventory,
and production.

In many ways, CONtinuous assurance
can deal with independence issues bet-
ter than the traditional audit model.
Objectivity and independence require
environmental standards and controls,
in both traditional and continuous audit
environments. Although the potential
for corrupt managers, economically
interested assurors, and other breaches
of objectivity will always remain, contin-
uous assurance methodologies can iden-
tify these events, allow for multiparty
process monitoring, and illuminate data
inconsistencies that arise in bad or cor-
rupt business models.

The traditional U.S. regulatory model is
rather anachronistic. Companies, audit
firms, and the government would benefit
from monitoring flows and analyses that
create a more comprehensive basis for
checks and balances. For example, the
Italian bank BIPOP Carire has used online
technology to continuously update
reports of its financial health to Talian
authorities.

A continuous audit model could con-
ceivably permit companies to provide
summary continuous reports along a
wide range of flow-related variables to
the government or other supervisory
authorities and to monitor key processes.

A message from the
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This would position the government as
one of the stakeholders of financial
reporting in ways that are tailored to our
markets’ supervisory, legal, and statutory
needs.

While there is the illusion that one
set of disclosures should satisfy exter-
nal reporting needs, the modern cor-
poration has many stakeholders with
different needs and objectives. These
stakeholders could obtain separate
information structures and specific
online assurances that would pay for
themselves in the form of reduced
risk. For example, real-time covenant
monitoring would decrease banking
risks.

We believe that a continuous assurance
process would have detected the unre-
ported related-party partnerships that
plagued Enron. The data flows and mod-
els that would question (and require just-
fication for) the large nonrepetitive data
and resource flows between a corpora-
tion and its partnerships would have sig-
naled a level of control that could not
have been ignored. Conceivably, a report-
ing system that forwards such anomalies
to supervisory authorities would deter
some problems. Validity tests for the con-
tinuous audit environment could address
related-party transactions, overlapping
management, double dipping, conflicts of
interest, and insider trading.

The laws, standards, and practices
that currently determine business enti-
ty measurement and assurance were
developed long ago for substantially dif-
ferent types of business entities, control
environments, and data-processing
capabilities. Although legislation man-
dating compliance and monitoring
would be expensive, the threshold for
error is much narrower today. Tighter
regulation can be devised and imple-
mented, but whether such steps will be
taken depends upon society's need for
real-time monitoring to support trust in
the capital markets. a
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