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DISCUSSION CASES

Discussion Case 6(1

The advantage of an earnings-based bonus plan is clear: Employees are unified and directly interested in the overall performance of the company. However, there are a number of disadvantages:

1.
The existence of an earnings-based bonus plan greatly increases the incentive of employees to manage earnings. Even employees at a low level in the organization may misstate the reported results to report higher earnings. Thus, an earnings-based bonus plan puts pressure on the credibility of the financial reporting system. This also increases the audit risk and may require the auditor to conduct more tests.

2.
Encouraging employees to focus on periodic income may cause them to adopt a short-term focus. Thus, employees may oppose long-term strategic initiatives that may result in a short-term drop in profits.

Discussion Case 6(2

Chris can revise many accounting estimates that will lower expenses and increase net income. For example, he can reevaluate the allowance for bad debts to look at the possibility of lowering the allowance. He can examine the depreciation life estimates to see how they relate to industry norms. If some depreciation life estimates are on the low end of the range of industry norms, Chris might consider increasing those estimates. He can also look again at the estimates for warranty expenses, environmental cleanup expenses, and so forth. In short, many estimated expenses might be lowered a little on closer scrutiny.

Chris should be concerned about the precedent that will be set if he uses accounting adjustments to change a loss into a profit. Externally, Chris should consider what type of message this will send to users of the financial statements. Dallas Company may develop a reputation as having low-quality financial statements. This reputation can be costly as Dallas tries to obtain loans and raise investment capital in the future. Personally, Chris should be concerned about his own reputation. If he develops a reputation as a flexible accountant who is willing to change estimates to satisfy the board’s earnings targets, he may find it more difficult in the future to maintain his personal integrity in the face of more aggressive requests to manage earnings.

Discussion Case 6(3

This is almost surely not a coincidence. If there is an equal chance of a forecast being too low or too high, the odds of forecasting too low 27 quarters in a row are 1 in 134 million. Stella may be a poor forecaster, but the evidence provided doesn’t provide support one way or the other on that issue. What is almost certainly happening is that Olsen Company has been managing its earnings and the “guidance” it gives to analysts to ensure the ability to meet or beat the analysts’ forecasts on a consistent basis. In addition, to maintain a good relationship with the financial executives of Olsen, Stella may have been careful not to forecast earnings so high that Olsen couldn’t reach the forecasted amount. An important part of the job of an analyst is maintaining information contacts. Stella has had to balance her desire to maintain good relations with Olsen with her desire to maintain her forecasting credibility. It appears that so far she has decided that maintaining her relationship with Olsen has been more important than preparing unbiased earnings forecasts.

Discussion Case 6(4

Over the past three years, Clark Company has had a more stable, predictable earnings series. As a result, an analyst would typically feel more comfortable making a forecast about sustainable future earnings for Clark Company than for Durfee Company. The earnings series makes Durfee appear to be a more volatile and risky investment. Thus, in the absence of any conflicting evidence, an investor would probably be willing to pay more for a share of Clark Company than for a share of Durfee Company.

The chapter information discussed the possibility that a company could time its transactions and use adjustments in accounting estimates to smooth the reported amount of earnings from one year to the next. An analyst would want to look at the reported operating cash flow numbers for these two companies to determine whether the underlying cash-flow-generating ability of Clark Company is as stable as its apparent earnings-generating ability. An analyst would also want to look carefully at the notes to Clark’s financial statements for the past three years to find whether any accounting changes have been made that might have contributed to the smooth earnings stream. An analyst also would like to see the quarterly earnings amounts; one would be suspicious of Clark’s reported annual amounts if the quarterly earnings in the first three quarters were widely variable but the fourth quarter results consistently led to steady overall income growth for the year. Finally, an analyst would like to get a sense for the character of the managers of both companies. For example, if the managers of Clark Company are people of high personal integrity, the analyst can place much more reliance on the smooth reported earnings series.

Discussion Case 6(5

Mr. Zhang has several motives for releasing very honest, straightforward financial statements. First, he has his own personal integrity to consider. Second, he is aware of the benefits of establishing the credibility of the company with investors. This reputation for credibility will be particularly valuable if a decision to sell more shares of Dalian to the public is made in the future.

Mr. Zhang also has some incentives to push for the issuance of very positive, perhaps overly positive, financial statements. With stronger financial statements, the IPO price likely will be higher and more funds will flow into the budget of the ministry of which Mr. Zhang is an employee. This additional cash inflow will be good for the people of China. In addition, the more funds that are raised through the IPO, the better Mr. Zhang looks to his superiors. Thus, Mr. Zhang’s future career may be impacted by the type of financial statements released in connection with this IPO.

As mentioned in the chapter, there is some evidence that the financial statements of Chinese state-owned enterprises are subject to some earnings management efforts in advance of an IPO.

Discussion Case 6(6

The primary issue that should be weighing upon your mind is the public relations disaster that will result if Flame Control reports record earnings because of the fires that have destroyed the state’s forests. The financial statements could very well be used as evidence in the state legislature as laws are considered that would punish profiteering from natural calamities such as forest fires. Even in the absence of direct punishment from such legislation, Flame Control will have lost a large amount of public goodwill by seeming to profit from the misfortunes of the rest of the state. As a result, you as Flame Control’s CFO will feel a strong incentive to make pessimistic, income-decreasing assumptions as you supervise the preparation of the financial statements. You may consider decreasing depreciation life assumptions, increasing bad debt estimates, and so forth.

Discussion Case 6(6
(Concluded)

Rather than rely on accounting assumptions to lower your reported earnings and conceal the fact that, from a business standpoint, you had a record year at the expense of the rest of the state, you might convince the board of directors to address the issue head on. Yes, Flame Control makes more money when there are more fires. That also means, however, that Flame Control suffers financially in years that are relatively fire free. Perhaps in recent years Flame Control has had to lay off workers because of slowdowns at its factories associated with a low incidence of forest fires. Flame Control might also be advised to use some of its windfall profits to rebuild the communities harmed by the fires. In summary, the reported earnings of Flame Control are going to provide politically sensitive information this year. Rather than trying to cover over its financial success with accounting assumptions, Flame Control might consider more direct ways to placate public anger.

Note: Various industries in the United States have faced this exact issue in the past. In the mid-1970s, soaring oil prices generated windfall profits for the big oil companies. Congress even passed a “Windfall Profits Tax” to try to extract some of the oil profits that appeared to have been generated through the suffering of the American people. In the mid-1990s, public scrutiny focused on the profits generated by pharmaceutical companies.

Discussion Case 6(7

The frustration of your finance professor is understandable. However, we should be careful not to allow this frustration to throw out the practice of accrual accounting that has been carefully developed over the past 500 years. Some points that you might make in response to the finance professor are as follows:

· Research has demonstrated that net income is a better measure of a company’s economic performance for a period than is operating cash flow. This indicates that, on average, the accrual assumptions made by accountants add value to the data.

· Research has also demonstrated that current net income is a better forecaster of future operating cash flow than is current operating cash flow.

· Operating cash flow is also subject to manipulation through the timing of cash payments near the end of a quarter.

Rather than throwing out earnings, it makes more sense to punish those companies and managers who issue deceptive financial reports and reward those companies that engage in transparent financial reporting. Much of this punishment and reward can take place as financial statement users become more discriminating in their analysis of financial statements and the assumptions that underlie them.

Discussion Case 6(8

Of course, Cruella’s opinion is personally repugnant and reflects a very cynical view of the world. In addition, her opinion may very well reflect poor business judgment. Once financial statement users are aware of her opinion, they will be very skeptical about any financial statements she prepares. Users will have to do more independent verification to ensure that her financial statements are not intentionally misleading. Basically, Cruella’s approach will increase her company’s cost of capital.

Discussion Case 6(9

Accounting assumptions can be used to improve Heidelberg’s reported earnings as follows:

· Depreciation. Heidelberg can use longer depreciation lives. Also, if the company is using an accelerated method for any of its long-term assets, it can switch to straight line.

· Bad debts. Heidelberg can reduce its bad debt allowance as a percentage of outstanding accounts receivable. This is equivalent to reducing bad debt expense as a percentage of sales.

· Pensions. As explained in Chapter 17, two key assumptions related to accounting for a defined benefit pension plan are the assumption about the implicit interest cost associated with the unpaid pension obligation to the employees and the expected long-run rate of return to be earned on the pension fund. Lowering the former percentage and raising the latter reduces the reported amount of pension expense.

Four major categories of financial statement users are investors (including financial analysts), banks, the board of directors, and other stakeholders (such as suppliers, employees, local governments, and so forth). The first three groups are usually sophisticated financial statement users and are the least likely to be influenced by blatant earnings management. The final group, the other stakeholders, are the least sophisticated of financial statement users. They are most likely to be influenced, in a public relations sense, by the four quarters of reported profits in the centennial year. They also are the least likely to carefully scrutinize the financial statements to see whether any deceptive earnings management has taken place.

This scenario matches the general fact situation in a well-known Harvard Business School case, Harnischfeger Corporation, written by Professor Krishna Palepu.

Discussion Case 6(10


First, whether a company is a good investment or not depends primarily on what the current market price of the stock is. Every stock is a good investment at some price. Setting that aside, your analysis of Denethor’s financial statements suggests that the company may have engaged in earnings management in the most recent year by changing its depreciation life estimates. The explanation given in the financial statement notes looks to be merely a boilerplate justification; no explanation is given for what changed this year to cause the depreciation estimate to be changed. The evidence suggests that the key factor motivating the change was a desire to report positive rather than negative earnings. Once you put all of this together, the one definitive statement is that you now are questioning the credibility of Denethor’s management. It would probably be appropriate to pass along these doubts to your client.

Discussion Case 6(11

In Accounting and Auditing Enforcement Release No. 1405, Administrative Proceeding File No.   3-10513 dated June 19, 2001, the SEC had the following to say with respect to the Arthur Andersen audit of Waste Management:

Waste Management's financial statements were not presented fairly, in all material respects, in conformity with GAAP for 1993 through 1996. For each year 1993 through 1996, Andersen, as a result of the conduct of certain of its partners as described herein, knew or was reckless in not knowing that the Company's financial statements were not presented fairly, in all material respects, in conformity with GAAP but nonetheless approved the issuance of an unqualified audit report on the financial statements each year.

The key phrase in the SEC statement is that Andersen was “reckless in not knowing” about the lack of conformity to GAAP in Waste Management’s financial statements. It is not sufficient justification to say that a problem was overlooked because of an innocent mistake. The audit should be designed to detect such errors if they are of a material magnitude; so if the audit didn’t reveal the misstatements, the audit firm recklessly designed it. The SEC formally sanctioned Arthur Andersen in this case.

Discussion Case 6(12

It may be possible for you to assemble enough evidence to get an indictment against John and Mary. It is reported that Sol Wachtler, the former Chief Judge of the New York State Court of Appeals, observed, "Even a modestly competent district attorney can get a grand jury to indict a ham sandwich." Getting a conviction won’t be so easy. What Earnings Management, Inc., is doing certainly appears to be sleazy and unethical. However, on closer inspection, it isn’t clear what laws John and Mary have broken. They have merely taken unsavory little facts and packaged them for sale. However, a venture capitalist or a banker might like to get a list of John and Mary’s clients to know what companies to avoid when investing or lending money.

Discussion Case 6(13

The first year of a new management offers a unique opportunity for making asset impairment write-downs because the negative impact on earnings will be blamed on the previous management. Managements are typically replaced because of dissatisfaction with their performance. Accordingly, reevaluations of the assets are expected. In calculating these charges, the new management has no incentive to understate their magnitude. When faced with a difficult decision of whether or not to write off an asset, new management would always have an incentive to write it off in the first year when old management will be blamed rather than waiting until subsequent years when the new management will be held responsible for poor earnings.

Discussion Case 6(14

To accomplish the CEO’s directive to show big earnings growth in the next few years, you want to allocate as much of the purchase price as possible to in-process R&D, which is expensed immediately. Costs that are expensed immediately are then not included in the computation of depreciation expense in future years. This suggests that you choose Allocation 2. To give Rosie Company the maximum flexibility to show consistently increasing earnings in future years, you want to pick depreciation lives at the low end of the acceptable range. This then gives you flexibility to increase the depreciation lives, within the acceptable range, in future years, resulting in increasingly lower depreciation expense. You should thus choose a 15-year life for the building and a    3-year life for the machinery.

This request from the CEO should trigger a host of concerns. From a practical standpoint, you must be concerned whether this accounting for the acquisition will pass the scrutiny of your auditor and the SEC staff (if you are publicly traded). In addition, this request confirms the CEO’s reputation of being without scruples. You should be concerned about the wisdom of continuing to work for such a person. In addition, if you go along with this request, what will happen to your personal reputation?

Discussion Case 6(15

Scenario 1. Earnings this year are high, but earnings in future years are in doubt. If Lily Company’s board wants to establish a cookie jar reserve that can be used to bolster earnings in future years, a 4% bad debt expense should be used this year. This will allow for the reporting of lower bad debt expense in future years if earnings are low.

Scenario 2. Earnings this year are low, but those in future years are expected to be strong. If Lily Company’s board wants to show consistent, steady income growth, a 1% bad debt expense should be used this year. This low expense will increase reported income this year. In future years, experience may necessitate a higher bad debt percentage estimate, but that can be balanced against the expected future profit improvements.

By using the bad debt percentage estimate to create a cookie jar reserve to smooth earnings, Lily Company runs the risk of reducing the credibility of its financial reports. Financial statement users will be able to detect the fluctuating bad debt estimates. If changes in business conditions do not justify these changes, Lily will be suspected of being an earnings manager. This will cause financial statement users to be more skeptical of future financial reports and perhaps other claims by Lily’s board or managers.

Discussion Case 6(16

By making his comment, Rex has informed the assistant controller that no questionable items less than $250,000 in amount will be actively investigated. If the accounting staff at Kirtland Company wanted to hide anything from the auditor, they now know that they can hide quite a bit just by making sure that the amounts of the items are less than $250,000. On the other hand, Rex probably hasn’t revealed any crucial state secrets. It is likely that some of the people on Kirtland Company’s accounting team have previously worked for the same audit firm that is now doing the audit. As such, they are familiar with the way the audit firm computes its materiality thresholds and could probably deduce the number if they desired.

Any numerical threshold is dangerous if the auditor focuses only on the dollar amount of the threshold but doesn’t put the audit evidence in a broader context. For example, the nature of an apparent error in the client books might be more important than the dollar amount, such as a $50,000 cash payment to a vendor that is not on the approved list and is identified only by a post office box number. In addition, as mentioned in the text of the chapter, an audit difference that results in a company reporting a profit instead of a loss should be considered to be material no matter what the amount.

Discussion Case 6(17

Revenue cannot be recognized until the company has substantially completed its performance. Although the membership fees are nonrefundable, the membership is for the person’s lifetime. Thus, the revenue should be spread over the estimated time that a member will use the facilities. In attempting to secure a new loan, Kristen and her partners wish to portray the performance of their health club in the best light possible. If a potential lender is nervous about the club’s economic viability, the loan may be offered on very unfavorable terms. Thus, Kristen and her partners would like to recognize as much revenue as possible. Timing is very important since the loan is being sought now; revenue recognized next year or the year after won’t improve the financial statements given to a potential lender now. On the other hand, Kristen and her partners do have an economic incentive for maintaining, or increasing, their credibility with their lender. If the revenue recognition rules are stretched and extra revenue is reported, the lender could very well ignore the financial statement numbers and focus instead on the negative connotation that this earnings management has with respect to the character of Kristen and her partners. Through straightforward financial reporting and revenue recognition, Kristen and her partners might increase their credibility and lower their cost of borrowing.

Discussion Case 6(18

The Worthington Company pro forma disclosure is an example of how pro forma reporting can help financial statement users better understand a company’s earnings. By removing the effects of one-time items, the Worthington pro forma number gives the financial statement user a better measure of the sustainable or permanent component of the company’s earnings. In contrast, the Millward Company pro forma earnings number is an illustration of the abuse of the flexibility of pro forma reporting. One can make an argument that the costs of the strategic initiative and the employee training are economically equivalent to long-term capital investments. However, it is equally likely that these costs are required for the company merely to maintain its current operating performance and do not add productive capacity. It appears that Millward’s pro forma earnings disclosure is merely an attempt to report higher earnings.

Discussion Case 6(19

Benefits

· Under Jacob Marley, Dickens Company’s financial reporting system is extremely reliable. Financial statement users can be assured that no attempt has been made to fluff the numbers to meet earnings forecasts or other targets.

· Marley’s approach removes the financial statements from the set of strategic actions that Dickens’ management can use to improve reported performance. Marley’s approach forces management to fix the underlying business rather than rely on accounting solutions to paper over any problems.

Costs

· Marley is wrong in thinking that the financial statements speak for themselves and need no clarification or amplification. A business is a very complicated entity, and its economic performance over any period of time cannot possibly be completely captured in a set of financial statements.

· Some financial statement numbers are best understood in the context of ongoing developments in a company. It can be useful to a company to have the financial statement numbers placed in context by someone inside the company who has a fuller perspective than do external users. By refusing to do this, Marley is depriving financial statement users of important background information.

· As in every aspect of business, personal relationships are critical. By refusing to build relationships with the investment community, Marley is contributing to an isolation of Dickens Company. In a crisis, a company would be well served by having sympathetic allies in the business community. Marley is driving away these potential allies.

Discussion Case 6(20

Your best defense is a reputation within the company for consistent ethical behavior with respect to financial reporting. If you have developed a reputation for cutting corners and being willing to change accounting estimates to meet earnings targets, you are probably in trouble. Assuming that you have a solid reputation, you might make some of the following points:

· Reliable financial reporting is crucial to the well-being of the company.

· Part of reliable financial reporting is the use of consistent and defensible estimates in the preparation of the financial statements.

· These estimates must be not only defensible but also reasonable in light of what other, similar companies are using.

· Given a certain set of estimates, only one earnings number is possible for a given set of facts.

· However, there is no sure way to identify the single best set of estimates for a given company in a given year.

Discussion Case 6(20        (Concluded)

· Thus, the purpose of the presentation is to show the shareholders what earnings would be if other sets of acceptable estimates had been used.

· This is not to say that this range of possible earnings numbers was examined and the most favorable number chosen to be reported. Instead, a set of estimates, consistent with the estimates that have been made in prior years, was applied to the facts, resulting in the reported earnings number.

Discussion Case 6(21

Kara thinks that the time she spends explaining quarterly earnings to the business community could be much more productively spent in developing long-run initiatives to improve her business, initiatives that might not bear fruit within the current reporting period but which are in the best long-run interest of the company.

As described in Chapter 18, the Business Roundtable (an organization of 200 CEOs of top U.S. corporations) has claimed that quarterly earnings reports are very costly in terms of preparation and are counterproductive because they cause management to focus on short-term earnings rather than long-term growth. This concern about the counterproductivity of quarterly reporting was echoed by Peter A. Magowan, then-CEO of Safeway, the large supermarket chain based in Oakland, California. In November 1986, Safeway was taken private in a $5.3 billion leveraged buyout (LBO). In looking back on the success of the restructuring that followed the LBO, Magowan reported that one of the key advantages enjoyed by Safeway was that as a private company, it was no longer locked into the cycle of fixation on reported quarterly earnings. According to Magowan, this freedom from pressure to report ever-increasing quarterly profits made it possible for Safeway to institute aggressive pricing, store expansion, and increased spending for training and technology—all actions that would hurt reported profits in the short run but were for the company’s long-term good.

Discussion Case 6(22

It is important to remember that every audit involves a calculated risk. It is impossible for an audit firm to take the time and incur the expense to check every transaction a client entered into during a year. Accordingly, the final issuance of the audit opinion is an act of faith that the audit procedures have been designed properly to detect all material misstatements. With riskier clients, the possibility of an undetected material misstatement increases. However, this increased risk would also justify an increased audit fee. For any potential audit client, there is an audit fee that is large enough to justify the level of risk that the audit firm must bear with respect to that client. In doing this assessment, the audit firm must be careful to factor in not only the potential cost of lawsuits associated with an audit failure but also the potential cost of a loss of reputation. Once all of those factors have been considered, if the audit fee is high enough, the audit firm should consider accepting the audit client no matter what the risk factor rating.

Discussion Case 6(23

The criticism about overly optimistic forecasts is directed at sell-side analysts. Sell-side analysts work for brokerage houses and are thus susceptible to some pressure to help secure clients. Thus, a sell-side analyst must balance his or her incentives to produce accurate earnings forecasts with the desire to keep clients and potential clients happy. A buy-side analyst is employed to help an investment fund identify good investments. Thus, a buy-side analysts has no incentive to curry favor with the companies whose earnings he or she is forecasting. Instead, the buy-side analyst has an incentive to identify good investments on behalf of the investors in the fund. This identification of good investments is best done by making unbiased earnings forecasts.

Discussion Case 6(24

With no financial statements available from any of the 100 companies in Tarazania, the best an investor can do is estimate a company’s average profitability and financial soundness and assume that each company is about average. Accordingly, when it becomes legal to release financial statements, the company with the greatest incentive to release financial statements is the one with profitability and financial soundness most above average. In fact, all companies that are above average have an incentive to release financial statements. Once this happens, the bottom 50 companies will be left, and the best that investors can do is assume that each of these companies has profitability and financial soundness equal to the average of the bottom 50 companies. So, the companies that are in the top half of the bottom 50 will have an incentive to release financial statements to differentiate themselves from the bottom half of the bottom 50. This process will repeat itself until 99 companies have released financial statements to reveal to investors that they are not the worst of the 100 companies. At that point, the 100th company might as well release its financial statements. So, even with voluntary reporting, it is probable that all, or almost all, companies would release their financial statements to the public.

This analysis is based on the following well-known article: George A. Akerlof, "The Market for ‘Lemons’: Quality Uncertainty and the Market Mechanism," Quarterly Journal of Economics, August l970. Professor Akerlof was the co-winner of the 2001 Nobel Prize for Economics.

Discussion Case 6(25

The reporting choice that Companies A and B face is similar to the famous prisoners’ dilemma. The standard way to analyze a prisoners’ dilemma is using a payoff matrix. Each cell contains the amount of investment funds that you receive, given the combination of your action and the other company’s action, as follows:


The Other Company’s Action

	Your Action
	Transparent

Reporting
	Deceptive

Reporting

	Transparent reporting
	
$5 million
	              $0

	Deceptive reporting
	
$8 million
	
         $1 million


Look at the columns Transparent Reporting and Deceptive Reporting. These are the two options open to the other company. In the first column, which assumes that the other company reports transparently, you see that you can increase the investment amount that you receive from $5 million to $8 million by issuing a deceptive rather than a transparent report. In the second column, which assumes that the other company will report deceptively, you can increase the amount of the investment funds that you receive from $0 to $1 million. So, no matter what you expect the other company to do, you can increase the amount of investment funds that you will receive by reporting deceptively rather than transparently. Your only rational choice, given these conditions, is to report deceptively.

The other company will construct this same matrix and come to the same conclusion. Hence, both Company A and Company B will report deceptively and both will receive $1 million in investment funds. The reason that this prisoners’ dilemma scenario is so tough is that both companies would be better off if they both reported transparently. However, such a solution is not stable because if one company expects the other to report transparently, that company has an incentive to report deceptively and increase the investment funds it receives from $5 million to $8 million. The only stable solution to the dilemma is the unsatisfying solution in which both companies report deceptively. In this case, neither company has a desire to change its action after the fact because its action is the best it can do given what the other company did. This is called a Nash equilibrium after John Nash, the mathematician who initially derived it. John Nash was the subject of the book and Academy Award-winning movie A Beautiful Mind.

Discussion Case 6(25      (Concluded)

The more you think about this Nash equilibrium, the more unsettling it becomes because the two companies could both be better off if they were to report transparently and receive $5 million each in investment funds. The Nash equilibrium of dual deceptive reporting is, however, the only stable solution.

A key part of the problem of this prisoners’ dilemma is that deceptive reporting has no long-run consequences. If this scenario were played out each year over the course of many years, the companies might realize that they could both improve their long-run positions by reporting transparently. The best long-run solution is for both companies to report transparently each period so that each gets $5 million in investment funds each period. This illustrates that perverse behavior sometimes arises because a company or an individual does not properly evaluate the long-run consequences of actions that may have short-term benefit.

SOLUTIONS TO BOXED ITEMS

Microsoft Charged with Establishing Cookie Jar Reserves (pp. 328–329)

1.
The second revenue recognition criterion is that the revenue has been earned through substantial completion of the activities involved in the earnings process. Microsoft reports that substantial completion of its earnings process is not accomplished until technical support has been provided over the product life cycle. This approach makes theoretical sense but also introduces a practical difficulty in determining how much of the revenue should be recognized immediately and over what period the remaining revenue should be deferred.

2.
A company’s management would desire to report smooth earnings to give the impression of stability and predictable growth. Lenders in particular are made nervous by companies with volatile earnings.

3.
A simple definition of conservatism is that revenues and gains are deferred until certain, whereas expenses and losses are recognized immediately. By this definition, the Microsoft revenue deferral practice is conservative. However, this case illustrates that conservative accounting is not necessarily good accounting. If a company defers revenue to manipulate its reported performance, the conservative practice results in distorted financial statements. Conservatism should not be used as an excuse for deliberate misstatement of a company’s economic performance.

Arthur Andersen: A Tale of Two Choices (pp. 332–333)

1.
If a company has a reputation for unbending integrity, that company will find it much easier to convince other companies to enter into commitments with it. An audit firm with a solid reputation is able to attract high-quality audit clients who are eager to signal the market that their financial statements and financial practices are above suspicion. Such an audit firm would also find it easier to attract professionals with high levels of personal integrity. A manufacturing or service firm with a solid reputation finds it easier to build relationships of trust with suppliers, customers, and employees. It is easier for such a firm to design purchase contracts, warranty commitments, and long-term compensation agreements because the company’s stakeholders don’t have to worry about being deceived.

SOLUTION TO STOP & RESEARCH

Stop & Research (p. 338):  One reason for the very harsh treatment of Arthur Andersen in the Enron case in 2002 is that the audit firm had been severely reprimanded by the SEC in 2001 for its actions in the audit of Waste Management. This reprimand can be found at http://www.sec.gov/litigation/admin/34-44444.htm. Access this document and determine how the Andersen partners justified the issuance of an unqualified opinion in connection with the 1993 audit of Waste Management.

The following comes from Section D.3 of the SEC censure of Arthur Andersen:

“Andersen audited Waste Management's 1993 financial statements. By February 1, 1994, the engagement team quantified current and prior period misstatements totaling $128 million, which, if recorded, would have reduced net income before special items by 12%. The engagement team prepared Proposed Adjusting Journal Entries ("PAJEs") in that amount for the Company to record in 1993. The engagement team also identified accounting practices that gave rise to other known and likely misstatements involving understatements of operating expenses for which it did not prepare PAJEs. The engagement team informed Maier of the PAJEs and accounting practices giving rise to the other known and likely misstatements.  The Company refused to record the       PAJEs or to correct the accounting practices giving rise to the PAJEs and other misstatements and likely misstatements. 

“Andersen's Audit Objectives and Procedures Manual (the ‘AOP Manual’) required that Allgyer consult with partners having firmwide responsibilities when cumulative PAJEs exceeded 8% of net income from continuing operations. As a result, on February 1, 1994, Allgyer and Maier consulted with the Practice Director and the Audit Division Head. These partners reviewed and discussed the unrecorded PAJEs and what the engagement team identified as "continuing audit issues." They determined that Andersen would nonetheless issue an unqualified audit report on Waste Management's 1993 financial statements. Applying an analytical procedure for evaluating the materiality of audit findings referred to as the "roll-forward" method, these partners determined that, because the majority of PAJEs concerned prior period misstatements, the impact of the PAJEs relating to current period misstatements on the Company's 1993 income statement was not material. They instructed Allgyer to inform the Company that Andersen would issue an unqualified audit report. In addition, they instructed Allgyer to emphasize that Andersen expected the Company to change its accounting practices and to reduce the cumulative amount of the      PAJEs in the future.”

Stop & Research (p. 341): The AICPA Code of Professional Conduct can be found at the following Web address: http://www.aicpa.org/about/code/index.htm. Access this site, and find Section 102 on Integrity and Objectivity. What constitutes a knowing misrepresentation in the preparation of financial statements?

“.02 102-1—Knowing misrepresentations in the preparation of financial statements or records. A member shall be considered to have knowingly misrepresented facts in violation of rule 102 [ET section 102.01] when he or she knowingly—

a.
Makes, or permits or directs another to make, materially false and misleading entries in an entity's financial statements or records; or 

b.
Fails to correct an entity's financial statements or records that are materially false and misleading when he or she has the authority to record an entry; or 

c.
Signs, or permits or directs another to sign, a document containing materially false and misleading information.”

COMPETENCY ENHANCEMENT OPPORTUNITIES

Deciphering 6–1 (The Walt Disney Company)

In its November 8, 2001 press release, Disney reported pro forma net income for fiscal 2001 of $1,525 million, compared to a GAAP net loss of $158 million. A close estimate of this amount can be generated as follows:

(in millions)

Net loss for 2001 according to GAAP
$
(158)

Add restructuring and impairment charges

1,454

Subtract gain on sale of businesses

(22)

Add cumulative effect of accounting changes

278
“Estimated” pro forma net income for 2001
$
1,552
This estimate of $1,552 million is close to the actual pro forma earnings, but only because it ignores two offsetting factors. First, in its computation of pro forma earnings, Disney only added back $878 million of the restructuring and impairment charges. The remainder of the restructuring charge was considered to be sufficiently integral to normal operations to require that it be included in the computation of pro forma earnings. Second, increasing the amount of reported pretax earnings will change the reported income tax expense; that factor is ignored in the simple calculation presented above.

Deciphering 6–2  (Xerox)

As discussed in the text of Chapter 6, the peak period of earnings management at Xerox was in 1998. The following gross profit percentage numbers confirm that Xerox was able to maintain its apparent operating profitability until 1999:



2000


1999


1998


1997


Gross profit percentage
40.6%
46.8%
49.3%
49.8%

(Gross profit/Revenues)

Most informative are the operating cash flow numbers. If the cash generated by the selling of the finance receivables is removed from the 1999 operating cash flow, the trend for the 4 years is as follows:

(in millions)

2000


1999


1998


1997


Net income (loss)
$(257)
$1,424
$   395
$1,452

Operating cash flow
(663)
(271)
(1,165)
472

The negative operating cash flow numbers indicate that Xerox was having serious operating problems at least as early at 1998, and those problems continued through 2000. This example confirms that one must look at both net income and operating cash flow in order to get a complete picture of a company’s performance. In addition, the finance receivables securitization in 1999 demonstrates that there are actions that a company can take to manage reported operating cash flow.

Writing Assignment

· Why did we manage earnings?

To:
DeeAnn Martinez, Senior Vice President, Yosef Bank

From:
Your Name, Controller, Cam-Ry Industries

Subject:  
Poor Judgment and Earnings Management

Thank you for agreeing to meet with me next week. As the new management team at Cam-Ry guides the company out of the mess that we are in, we will need the support of our long-time customers, suppliers, employees, and you, our banker.

I personally apologize for my part in providing you with misleading financial statements for the past two years. I wish I could say that the entire earnings management scheme took place without my knowledge, but that would not be true. I knew what our former CEO was up to, and I failed to act to stop the release of the deceptive financial statements. Along with our CEO, I got caught up in working for our final objective, a successful equity offering next year, and I overlooked the unethical means (misleading financial reports) that were used to try to reach that objective. Don’t think that I have escaped punishment; even though I have kept my job, my business reputation is now in tatters and it will take me years to restore it.

Our new CEO has placed a high priority on restoring good relations with Yosef Bank. If you have lost confidence in me personally, then the new CEO will appoint someone from the new management team at Cam-Ry to represent us in our dealings with your bank. In addition to a new management team, we also have a new auditor, new financial reporting controls, and a new ethical attitude in the company. Please don’t let your disappointment in my personal behavior get in the way of working with this new management team.

Again, thanks for agreeing to meet with me next week. If you think it would be appropriate for a different member of the new senior management team at Cam-Ry to come in my place, please let me know.

Research Project

· Quality of earnings

In the case, “A Controller’s Challenge,” the controller Jim Woodruff is reluctant to order the acceleration of the $2 million shipment because to complete the goods early will require the company to spend an extra $100,000 in overtime charges. Jim wonders: “Why would I endorse spending real money to move profits a few weeks ahead?” Other earnings management issues introduced in this case are the liquidation of LIFO layers, the potential capitalization of experimental development costs that would normally be expensed, delaying the initiation of depreciation on a new facility that is just beginning to be used, and so forth. The pressure to manage the bottom line is illustrated in a quote from the company president in the case: “Running a business means having to balance out the ups and downs on the bottom line. We can get a sizable chunk of it from [accelerating] the [$2 million] Imperial order. The rest is mostly accounting issues. The target is a million(see if you can get it.”

The AICPA’s Quality of Earnings Case Study Collection contains over a dozen cases that explore earnings management issues. In addition, there are many other sources of information about quality of earnings accessible through the AAA’s Quality of Earnings Project.

The Debate

· Is conservative accounting good accounting?
The two teams in the debate might make some of the following points:

Conservatism

· As mentioned in the text of Chapter 6, financial reporting is part of the broader public relations effort of a company. As such, accountants feel a natural loyalty to their company and, thus, tend to make estimates and judgments that would present the performance of the company in the best possible light. A strict policy of conservatism would counteract this natural tendency.

· Managers are naturally optimistic about the prospects of their business, perhaps even overly optimistic. If they did not believe in their business, they would not be able to unreservedly devote their efforts to making the business successful. This predictable overoptimism will inevitably manifest itself in the form of overoptimistic accounting estimates, judgments, and assumptions. Conservatism is a counterbalance to this tendency.

· In addition to the factors mentioned above, managers also have strong economic incentives to bias the financial statements to report good news. These incentives include management bonuses, favorable bank loan agreements, a rising stock price, and so forth. Accounting conservatism helps mitigate the positive bias in financial statements introduced because of these economic incentives.

· Accounting conservatism imposes greater discipline upon a company’s financial reporting. The practice of conservatism removes a large amount of the freedom that companies have to manage earnings by insisting that bad news be reported as soon as it is suspected and that good news not be reported until it has been concretely realized.

Freedom from Bias

· Misleading financial statements are misleading whether they paint an overly optimistic picture or an overly pessimistic picture. Financial reports should fairly reflect a company’s performance and should not be conservatively biased to intentionally present a worst-case scenario.

· Conservatively biased financial statements harm those investors and creditors who would have invested in or lent to a company if they had received accurate information. Those investors and creditors have been deceived and have had to put their capital to use in less productive ways. Conservatively biased financial statements make the overall economy less efficient because the misleading information prevents capital from flowing to its most efficient use.

· Using a conservative bias in financial statements to counteract overoptimism among managers follows the faulty old “two wrongs make a right” argument.

· Financial reporting should not be used to impose discipline in a corporate structure. If there are concerns about management’s behavior, then those concerns should be addressed directly. The financial reporting system should be designed to provide unbiased information.

Ethical Dilemma

· What should you do with unpleasant and unwelcome audit evidence?

You are in a difficult situation because you owe loyalty to a number of different parties whose interests may be somewhat at odds with one another. These parties are as follows:

· Your audit team: An important part of your responsibility as an audit manager is to train the staff who work for you. What type of professional training will you be giving them by sweeping the channel stuffing evidence under the rug?

· Giff Nielsen, the partner in charge: You might be tempted to go around Nielsen and talk to other partners at Doman & Detmer. You should only do this if you are convinced that Nielsen will never act on the channel stuffing evidence. By going around Nielsen, you run the risk of harming his career, perhaps unfairly. Everyone will be better off if you can convince Nielsen to take this evidence seriously and act on it.

· Doman & Detmer: The entire audit firm of Arthur Andersen ceased to exist because of the conduct of a small group of professionals on the Enron audit. Surely, some of those professionals sensed that the conduct advocated by the partner in charge of the engagement was wrong. If one of those professionals had acted quickly and decisively, Arthur Andersen would still be a strong international audit firm today.

· The public (users of McMahon’s financial statements): As mentioned near the end of Chapter 6, the AICPA Code of Professional Conduct says the following about resolving conflicting loyalties:

“In discharging their professional responsibilities, members may encounter conflicting pressures. In resolving those conflicts, members should act with integrity, guided by the precept that when members fulfill their responsibility to the public, clients' and employers' interests are best served.”

· Yourself: Your personal reputation is at stake. If you acquiesce and bury this channel stuffing evidence, everyone in the firm of Doman & Detmer will soon know that you will not stand on principle. Your audit team will look on you with less respect. Other partners in the firm may be reluctant to work with you on future engagements.

Your best option in this situation is to prepare a better case and return to Giff Nielsen to convince him of the importance of following up on this channel stuffing evidence. You should provide Nielsen with the arguments he will need to convince the other partners of Doman & Detmer that the additional audit work is necessary to ensure that the firm is not caught up in a catastrophic audit failure. You should help Nielsen prepare a presentation to the board of directors of McMahon showing the impact of the apparent channel stuffing and the financial reporting risk that the company is running by insisting on reporting these shipments as sales in the current period.

Internet Search

1.
The following is from the SEC’s civil action complaint against Xerox, dated April 11, 2002:

Paragraph 16. Xerox's senior management was informed of the most material of these accounting actions and the fact that they were taken for the purpose of what the company called "closing the gap" to meet performance targets. These accounting actions were directed or approved by senior Xerox management, sometimes over protests from managers in the field who knew the actions distorted their operational results.

2.
The following is from the SEC’s civil action complaint against Michael J. Kopper, dated      August 21, 2002:

Paragraph 24. From December 1997 through December 2000, Kopper received various payments relating to Chewco, which he secretly shared with Enron's CFO. Kopper received approximately $1.5 million in "management fees" relating to Chewco, which he shared with Enron's CFO mainly through checks payable to members of the CFO's family. In December 1998, Enron's CFO caused Enron to pay a $400,000 "nuisance fee" to Chewco as compensation for agreeing to amend JEDI's partnership agreement. Kopper transferred approximately $67,224 of the nuisance fee back to Enron's CFO, again through checks written to the CFO or members of his family. In addition, Kopper paid the CFO's wife approximately $54,000 for acting as a Chewco administrative assistant.

3.
The following is from the SEC’s initial complaint against WorldCom, dated June 26, 2002:

Paragraph 5. Starting at least in 2001, WorldCom engaged in an improper accounting scheme intended to manipulate its earnings to keep them in line with Wall Street's expectations, and to support WorldCom's stock price. One of WorldCom's major operating expenses was its so-called "line costs." In general, "line costs" represent fees WorldCom paid to third party telecommunication network providers for the right to access the third parties' networks. Under GAAP, these fees must be expensed and may not be capitalized. Nevertheless, beginning at least as early as the first quarter of 2001, WorldCom's senior management improperly directed the transfer of line costs to WorldCom's capital accounts in amounts sufficient to keep WorldCom's earnings in line with the analysts' consensus on WorldCom's earnings. Thus, in this manner, WorldCom materially understated its expenses, and materially overstated its earnings, thereby defrauding investors.


