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                     It's a going concern. But where is it going ‑‑ out of business? 

                     Look closely at nearly any company's annual financial statements, and you'll notice an 
                     obscure yet important qualifier. They are prepared on the presumption that the company is

                     a "going concern" ‑‑ that is, that it will continue as a business for at least another 12

                     months. And if an auditor has substantial doubt about a client's ability to continue as a

                     going concern, it must say so in its report on the company's financial statements. 

                     Investors often take those warnings, commonly called "going‑concern clauses," to mean

                     "run for the hills," and the inclusion of one can kill a company's plans to go public. Next

                     month, as most companies file annual reports, dozens of flailing dot‑coms are expected to

                     disclose they have been tagged with that dreaded boilerplate. 

                     But what about last year's crop of failed dot‑coms? Of the 10 publicly owned dot‑coms

                     whose financial problems forced them to cease operations or file bankruptcy‑court

                     proceedings, only three had going‑concern clauses at the time they shut down. And one of

                     those three didn't have a going‑concern clause in its annual report last spring, but instead

                     got one from its auditor three months later ‑‑ after the stock had tanked. Among the

                     flameouts that sported clean auditor opinions: Pets.com, Quepasa.com and

                     MotherNature.com. All 10 were audited by Big Five accounting firms. (In addition to these

                     10 publicly traded companies, dozens of others that are still operating were delisted from

                     stock exchanges, and many closely held dot‑coms also filed for bankruptcy.) 

                     In retrospect, critics say, there were early signs that the businesses weren't sustainable,

                     including their reliance on external financing, rather than money generated by their own

                     operations, to stay afloat. "You wonder where some of the skepticism was," says Mike

                     Willenborg, an accounting professor at the University of Connecticut. "It makes you think

                     that the auditors just felt these companies could keep raising money if they needed to." 

                     For their part, the auditing firms say confidentiality rules preclude them from discussing

                     details of specific audits. They note that nearly all 10 audits occurred in early 2000, before

                     the technology‑stock bubble popped in March. And auditors say they couldn't have

                     anticipated the collapse that left so many capital‑starved start‑ups to die. 

                     Consider the state of Pets.com, the company with the sock‑puppet mascot, just before it

                     went public in February 2000 with a clean Ernst & Young audit opinion from the month

                     before. By the end of 1999, about 10 months after its inception, the company had spent

                     $55.3 million, mostly on TV ads, to sell goods that cost $13.4 million for $5.8 million. The

                     company's prospectus did predict that Pets.com, which was intentionally losing money to

                     gain market share, would have at least 12 months' worth of cash after its IPO. 

                     But it also warned it would "need to raise additional funds, and these funds may not be

                     available to us when we need them. If we cannot raise additional funds when we need

                     them, our business could fail." Further, the company said it expected to rack up losses for

                     at least four years. The company on Nov. 4 announced it was closing its operations. 

                     "The audit of the company was completed in accordance with all appropriate regulatory

                     guidelines and represented the auditors' best judgment at the time," says Larry Parnell, an

                     Ernst & Young spokesman. "In general, 10 months in the life of an Internet company in the

                     year 2000 was a lifetime. The dot‑com capital markets in the spring had a tremendous

                     impact on a lot of companies, and that couldn't have been foreseen by anyone." Former

                     Pets.com officials either decline to comment or couldn't be reached. 

                     Indeed, under the auditing standards published by the American Institute of Certified Public

                     Accountants and written by the auditing profession, the fact that a company goes under

                     within a year of receiving a clean auditor opinion "does not, in itself, indicate inadequate

                     performance" by an auditor. Further, the absence of a going‑concern clause "should not be

                     viewed as providing assurance as to an entity's ability to continue as a going concern," a

                     point that over the years appears to have been lost on many investors. 

                     The standards place responsibility on auditors to identify trends ‑‑ recurring operating

                     losses or negative operating cash flow, for instance ‑‑ that may raise substantial doubt

                     about a company's ability to survive until its next fiscal year. And when doubts surface,

                     auditors are supposed to consider management's plans to mitigate the doubts. For

                     money‑losing dot‑coms, the key considerations typically have been whether they could cut

                     enough expenses or raise enough capital to stay in business. 

                     But rather than questioning the sustainability of the bubble at a time when some dot‑coms

                     had stock‑market valuations of several hundred times their revenues, critics say many

                     auditors appear to have presumed the capital markets would remain buoyant. "For

                     anybody to have assumed a continuation of those aberrant, irrational conditions was in

                     itself irrational and unjustifiable, whether it was an auditor, a board member or an

                     investor," says Gary Lutin, a former investment banker who runs forums on

                     financial‑reporting practices for the New York Society of Security Analysts. In fact, the

                     current auditing standards provide no guidance about how firm a company's financing

                     commitments must be to pass muster. 

                     In all 10 companies' filings, the management‑discussion sections contained strong

                     cautions. But those came from the companies and their lawyers ‑‑ not the auditors, who

                     are responsible only for evaluating the financial statements. Auditors' harsh words can

                     carry a lot more oomph, because investors often see the sky‑is‑falling language contained

                     in companies' risk disclosures merely as lawsuit protection. 

                     Ernst & Young, the Pets.com auditor, did issue a going‑concern opinion for Garden.com,

                     which shut down in November. However, because the company had a June 30 fiscal year,

                     the opinion letter wasn't publicly filed until October. 

                     PricewaterhouseCoopers had issued a going‑concern opinion for Value America early last

                     year in the company's annual report. The online retailer filed for Chapter 11 bankruptcy

                     protection in August. But another client, Streamline.com, ceased operations in November

                     without a going‑concern clause. 

                     Pricewaterhouse partner Jay Brodish declines to discuss either company, but says that

                     going‑concern judgments are "a subjective exercise." He says that many dot‑coms that

                     closed last year might have had enough cash to survive 12 months but decided instead to

                     wind down operations and distribute remaining cash to shareholders; he doesn't feel

                     auditors should be criticized in such cases. 

                     Arthur Andersen had three dot‑com clients that went under last year: ZipLink,

                     MotherNature.com and ReSourcePhoenix.com. All three had clean audit opinions when

                     they filed their annual reports in early 2000, but the accounting firm tagged

                     ReSourcePhoenix.com in June, reissuing its opinion with a going‑concern clause when

                     the online financial‑services company filed a registration statement to raise more money. 

                     In its annual report for 1999, MotherNature.com said it believed it had enough cash to last

                     through the end of 2000, but added that additional financing likely would be needed before

                     year's end or sooner, and that such financing was uncertain. The company's former chief

                     executive, Michael Barach, says Andersen officials never discussed the possibility of a

                     going‑concern clause with him, but that they might have with the company's chief financial

                     officer at the time, Michael Bayer, who declines to comment. 

                     Dick Deiter, an Andersen partner in Boston and a member of the U.S. Auditing Standards

                     Board, also emphasizes that going‑concern decisions are a judgment call, declining to

                     discuss the Andersen clients. "Our ability to predict, in terms of what is going to happen in

                     the future, is no greater than the capital markets," he says. "I think auditors looked at these

                     things awfully carefully. I don't necessarily agree that the judgments were wrong." 

                     KPMG officials decline to comment. The firm gave clean audit opinions in early 2000 for

                     Quepasa.com and Mortgage.com, both of which closed in the fourth quarter, and

                     Caredata.com, which filed for Chapter 7 bankruptcy in November. Hired in January 2000,

                     KPMG was Quepasa.com's fourth auditor in 12 months, and the previous auditors didn't

                     issue going concern opinions, either. When Quepasa.com filed a new registration

                     statement in September so that some insiders could sell stock, KPMG allowed the

                     company to cite its clean audit opinion from early 2000. Former Quepasa.com executives

                     didn't return phone calls. 

                     ‑‑‑ 

                     Theo Francis contributed to this article. 

                     ‑‑‑ 

                     Going Concern, Going . . . Gone
                     "Going‑concern" clauses, in which auditors raise substantial doubt

                     about a company's ability to stay in business for at least 12 months,

                     were rare among dot‑com companies that shut down or filed for

                     bankruptcy last year. Here are dot‑coms that folded in 2000 without

                     going‑concern clauses in their most recent auditor reports.

                     Company

Auditor        
Status
                     Caredata.com  
KPMG 

Filed Chapter 7 bankruptcy in  November

                     Mortgage.com
KPMG

Announced closing in October

                     MotherNature.com      AA        

Announced liquidation in October

                     Pets.com

E&Y

Announced closing in November

                     Quepasa.com

KPMG

Announced liquidation in December

                     Streamline.com
PwC

Ceased operations in November

                     ZipLink

AA

Announced closing in November

