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Foreword

It has only been a few short years since publication of The
Financial Numbers Game: Detecting Creative Accounting
Practices. While much has happened since then, the
techniques advocated for detecting creative accounting
practices continue to be effective.

We wrote the book at a time when there was less of a
stigma attached to earnings management. In fact, the
activity was arguably quite widespread and was viewed by
many as a responsibility of management for the purpose of
reaching forecast targets. In a speech given in the late
1990s, the chairman of the Securities and Exchange
Commission (SEC) noted that earnings management, which
includes aggressive accounting actions both within the
boundaries of generally accepted accounting principles
(GAAP) and that extend beyond those boundaries, had
become a game of sorts as managers took all manner of
steps to report earnings at or slightly above expectations.

In writing the book that we will refer to here simply as The
Financial Numbers Game, we surveyed financial
professionals to get their perspective on the subject of
earnings management. It is interesting now to look back at
their views and marvel at how those views have changed.
For example, the following observation regarding earnings
management is representative of many we received at the
time: “It helps companies who manipulate earnings for the
purpose of maintaining stability in their stock price by
smoothing earnings over time, rather than sending volatile
earnings reports to the market.” These are exactly the
kinds of steps that managers at Fannie Mae and American
International Group, Inc. (AIG) were taking in order to
report a smoother, less risky earnings stream. We suspect



that fewer financial professionals would view earnings
management as this benign today.

The Enron Corp. fraud was uncovered around the time the
book was published. It was followed in short succession by
the discovery of fraud at WorldCom, Inc. Both frauds
resulted in dramatic bankruptcies that wiped out billions of
dollars in shareholder funds. Suddenly, the perception took
hold that while earnings management may begin small, it
can often grow and become harmful to investors. Congress
responded and passed in short order the Sarbanes-Oxley
Act of 2002. The financial-reporting landscape in the
United States was changed dramatically as new
requirements were put in place for managers, their firms,
and auditors.

America wanted to see the perpetrators of the alleged
crimes dealt with harshly. Prosecutors responded and a
series of high-profile court cases, including trials of
managers at Enron Corp., WorldCom, Inc., Tyco, Inc.,
Dynegy, Inc., and Health-South Corp., among many others,
took place.

Today, even as we continue to feel the fallout from
Sarbanes-Oxley, investors are understandably interested in
whether financial statements can be trusted. Are the frauds
over? Has the financial numbers game stopped or has it
changed into something new?

While Sarbanes-Oxley cannot stop financial fraud, it can
make it more difficult and costly, and, in the process,
theoretically, reduce the number of frauds and their size.
However, such assurances are of little consolation when
fraud is discovered in a firm in which one has an
investment position.

The Financial Numbers Game is designed to help investors
and creditors uncover earnings management and fraud in



financial statements. The methods advocated are as
effective today as when we wrote the book.

In this Foreword, we look back at the financial reporting
landscape at the time the book was written. We trace
developments in financial reporting since then and
highlight the changes. Finally, we address how The
Financial Numbers Game can help investors today just as it
did when the book was first written.

THE CHAIRMAN MAKES HIS PLEA

At the time we wrote The Financial Numbers Game we felt
that it was crucial to stress the seriousness of what we
considered to be an important and growing problem—one
of using aggressive, or what we referred to as creative,
accounting practices in an effort to mislead investors and
creditors. It seemed to us that it was too easy for managers
to employ many tricks in an effort to achieve desired
earnings targets.

For example, revenue might be recognized even as a secret
side agreement introduced as contingencies that effectively
negated the sale. Or, charges might be taken and reserves
established for merger-related costs or restructuring
activities. Later, these reserves could be reversed and used
to boost income. Similarly, useful lives of depreciable assets
might be manipulated to achieve desired results.
Sometimes these actions were within the boundaries of
GAAP, and sometimes they extended beyond those
boundaries. In all cases, however, the impressions of
investors and creditors regarding financial performance
were affected.

As early as 1998, Arthur Levitt, then chairman of the
Securities and Exchange Commission, was also vocal about
the developing problem. In a speech, which we cite in the



book’s introduction, he warned those in attendance at a
gathering of the New York University Center for Law and
Business of a “widespread, but too little-challenged custom:
earnings management.”! He noted that the process had
evolved into what he characterized as “a game.” He
continued, noting that, if not addressed soon, the game
would “have adverse consequences.”

In hindsight, the speech is alarmingly prescient. It is
probably more accurate than even the Chairman could
have foreseen. One could reasonably question why the
Chairman did not do more to stop the problem if he was so
sure that adverse consequences would be the end result.
However, he did try to effect change. In fact, some of the
action steps he proposed, which were designed to address
the problems with financial reporting that he felt existed at
the time, actually found their way into the Sarbanes-Oxley
Act that became effective several years later.

The Chairman identified five accounting practices that he
thought were being abused. He devoted SEC time and
resources to uncovering instances of their use and effecting
change. These five practices, which we look at more
carefully in Chapter 4, were the heart and soul of
aggressive earnings management. They consisted of the
use of big-bath charges, such as those taken in a
restructuring, which were designed to reduce current
earnings but to boost future earnings. In addition,
according to the Chairman, creative acquisition accounting
provided a means for writing off much of the cost of an
acquisition, typically in the form of purchased in-process
research and development. Cookie jar reserves were
accruals for any number of ordinary operating expenses
that are expensed in advance of payment and carried as a
liability. Subsequently, these reserves could be reversed,
thus providing a means to absorb and reduce future
operating expenses. He identified a problem with the




application of materiality rules, where individual items may
not be material, but collectively they breach normal
materiality thresholds. Finally, he noted problems with
revenue recognition, where companies were recording
revenue before a sale was made and delivery had taken
place.

The Chairman laid out an action plan that was designed to
return reliability and transparency to financial reporting in
the United States. The plan was divided into four broad
categories. The first, improving the accounting framework,
was focused on rectifying the five accounting practices that
he thought were being abused. In the second, enhancing
outside auditing, he asked auditors to review the way
audits were being performed and determine if changes
were needed. In the third action step, strengthening the
audit committee process, he called for a blue-ribbon panel
to develop recommendations to strengthen audit
committees. Finally, in the fourth step, pursuing cultural
change, he called on corporate management and Wall
Street to examine the reporting environment and find ways
to reward open and transparent reporting and punish
abusive practices.

While on target, the Chairman’s plan was probably both too
little and too late to head off the firestorm that was
emerging. The year 1998 was at the height of the last great
bull market. Corporate managers, rich with stock options,
Wall Street, feasting on fees derived from investment
banking and mergers and acquisitions, individual and
professional investors, rich and giddy with double-digit
annual returns generated over several years, were not
interested in change. As many in these groups likely
thought at the time, if earnings management helps to keep
the party going, why should we change?



A SURVEY OF FINANCIAL
PROFESSIONALS

A survey of financial professionals, which we completed
during 2001, did not provide an unequivocal view that
earnings management was necessarily bad. Some results
suggested that earnings management was not a problem
while others viewed it with growing concern. For example,
some survey respondents viewed earnings management as
harmful if it gave the appearance of greater stability than
was the case, or if it kept negative items temporarily
hidden. Others saw benefits from the smoothing of
earnings that might have a beneficial effect on share
prices. If done within the GAAP boundaries, earnings
management was also seen as helpful since it could help
firms to meet or beat analyst estimates of earnings.

The dramatic accounting-related turmoil that exploded in
late 2001 and early 2002 has no doubt affected some of the
relatively benign attitudes toward earnings management
that existed when the survey was conducted. For example,
survey respondents rated earnings management achieved
through the use of “real” actions as midway between (1)
within the flexibility afforded by GAAP and (2) at the outer
limits of the flexibility afforded by GAAP. The real actions
included in the survey included adjusting advertising
expenditures, increasing production, relaxing credit
standards, announcing next-year price increases in the
fourth quarter of the current year, delaying year-end
shipments, and selling investments in order to book a gain.

The real actions above that involved the relaxation of credit
standards and the announcement of price increases in the
fourth quarter—to take effect in the next year—could be
seen as part of a “channel-stuffing” strategy. In recent
years firms that have engaged in channel-stuffing activities



have become targets of the SEC. Those affected have
included, among others, such prominent firms as Bristol-
Myers Squibb Co. and The Coca-Cola Co.

In a SEC Accounting and Auditing Enforcement Release,
Bristol-Myers Squibb was charged with, among other
actions, “stuffing its distributions channels with excess
inventory.”2 A $100 million civil penalty and a $50 million
shareholder fund were required as part of the settlement.
Bristol-Myers Squibb was found to have engaged in
channel stuffing “near the end of every quarter in amounts
sufficient to meet sales and earnings targets set by
officers.”3

In the case of Coca-Cola, the focus of the SEC Accounting
and Auditing Enforcement Release was also on channel
stuffing. With Coca-Cola, the practice was referred to as
“gallon stuffing.”4 Coca Cola (Japan) Company, Ltd. offered
extended payment terms to bottlers at or near the end of
reporting periods. “The income generated by gallon
pushing in Japan was the difference between Coca-Cola
meeting or missing analysts’ consensus or modified
consensus estimates for 8 out of 12 quarters from 1997
through 1999.”2 Unlike Bristol-Myers Squibb, the Coca-
Cola Company avoided any fines. However, it did agree to a
cease-and-desist order and to institute a range of “remedial
efforts” to avoid a repeat of its “channel-stuffing”
adventures.

In the case of both Bristol-Myers Squibb and Coca-Cola, a
central theme of the SEC actions was that the channel
stuffing was not disclosed and that the implications for
future profits were not highlighted. A reasonable inference
might be that, if disclosed, the channel-stuffing activities of
both firms would not have been considered to be a violation
of either GAAP or SEC regulations. However, if these
activities had been disclosed it seems clear that the analyst



community would not have considered, for example, the
earnings targets of the channel-stuffing firms to have been
met. That is, increases in earnings from channel stuffing
are inherently unsustainable. They would be removed from
reported earnings in the process of revising reported
earnings so that these revised numbers could then be
compared to the forecasts.

A reasonable conclusion about the use of real actions in
efforts to manage earnings is that their use should be
expected to be somewhat reduced in the post-2002 era
because of the active and aggressive SEC action that is
taking place. In addition, it is clear from the SEC action in
the cases of Bristol-Myers Squibb and Coca-Cola that
channel-stuffing activities and their effects on earnings
must be disclosed. However, if disclosed they will lose
much of their effectiveness as earnings-management tools.

Beyond earnings management involving real actions, the
2001 survey respondents would probably view the
exploitation of the inherent flexibility in GAAP in a more
negative manner today. Moreover, if the disclosure
requirements, discussed in connection with the cases of
Bristol-Myers Squibb and Coca-Cola, for real actions are
extended to other earnings-management actions, then a
reduction in the use of GAAP flexibility should be the result.
The combination of increased SEC scrutiny, new reporting
requirements, and the severe penalties being levied against
company officers, make going to the edge with GAAP
flexibility less likely in the future than in the environment
of 2001.

THE ONE-TWO PUNCH THAT SHOOK
THE INVESTMENT WORLD



In an environment where there were equivocal views about
the problems posed by the use of creative accounting
practices, it was difficult for the SEC to get much traction
in the Chairman’s crusade to foster transparent financial
reporting and punish abusive practices. There was little
agreement about whether a problem existed, much less on
how to deal with it.

However, much like the manner in which an unexpected
explosion can turn all eyes in the same direction, toward
the blast, the events of 2001 and 2002 changed everything.
The discovery of the frauds at Enron Corp. and WorldCom,
Inc. fostered the consensus view that something must be
done.

It was 2001 when news of the elaborate fraud we now
know as Enron captured the nation’s attention. That fall,
the company filed for bankruptcy. The average American
felt empathy for Enron’s employees as television stories
carried video clips of them leaving their offices for the last
time with boxes of personal effects. As details of the fraud
became available, we learned that the company’s profits
were illusory and liabilities were kept off of the balance
sheet. The firm effectively transacted with itself through
unconsolidated special-purpose entities, recognizing gains
on transactions that had no real economic substance. While
rules were in place to force consolidation of special-
purpose entities, Enron illegally skirted those rules.
Analysts who focused on cash flow as a means of
confirming the company’s earnings were jarred as it
became clear that much of its cash flow from operations
was actually borrowed and funneled through the same
special-purpose entities. Loans were reported as deferred
revenue instead of borrowings, enabling the company to
report the proceeds received as operating instead of
financing cash flow.



For several months Enron was viewed as an outlier, an
isolated event and not a reason to effect wholesale changes
in financial reporting in the United States. Then, in the
summer of 2002, the WorldCom, Inc. fraud was uncovered.
At WorldCom, billions of dollars of operating expenses,
costs for connecting long-distance phone calls, were
capitalized and kept off of the income statement. They were
reported instead as property, plant and equipment. It was a
relatively simple fraud to commit, devoid of the accounting
complexity and nuance that was part and parcel of the
Enron fraud. Yet, analysts were misled because the
company’s capital expenditures, which included these
capitalized operating expenses, were kept in line with
company-provided projections.

Like Enron, bankruptcy followed the WorldCom fraud. Once
again, investors lost billions and employees lost jobs.
Congress, feeling a need from constituents to do something
about accounting fraud in the United States, responded
with the Sarbanes-Oxley Act of 2002.

SARBANES-OXLEY

The Sarbanes-Oxley Act was signed into law on July 30,
2002, only weeks after the WorldCom fraud was uncovered.
In hindsight, it is truly remarkable that such sweeping
legislation was enacted so quickly. The Act contained many
provisions, all of which were focused on the financial
reporting system in the United States.

Accounting Oversight Board

Recognizing that auditors may have been deficient in their
discovery of fraudulent accounting, Sarbanes-Oxley created
the Public Company Accounting Oversight Board (PCAOB).
PCAOB is a government-sponsored entity given authority to
set standards for auditing, quality control, and ethics, to



inspect the work of registered accounting firms, and to
conduct investigations and take disciplinary actions. As a
check on its power, PCAOB is subject to SEC review and
oversight.

The concept for regular review of the work of audit firms
was not a new one. For years, the work of accounting firms
was subjected to peer review, where audit firms would
review each other’s work. However, the results of these
reviews were not publicly disclosed and sanctions for
shoddy efforts were virtually nonexistent. Sarbanes-Oxley
brought important changes, as the results of PCAOB audits
would now be made public.

In August 2004 the PCAOB published the results of a
limited investigation of the Big Four public accounting
firms, Deloitte & Touch, LLP, Ernst & Young, LLP, KPMG,
LLP, and PricewaterhouseCoopers, LLP. If the accounting
firms held the belief that the work of the PCAOB would be
anything but in-depth and hard hitting, these first reports
surely changed that view. The investigations were very
detailed and looked at the procedures followed at selected
audit engagements as well as firmwide policies and
procedures. For example, across all four firms the PCAOB
found instances where (1) GAAP violations were not
identified or addressed, (2) departures occurred from
PCAOB or firm-specified quality control policies, and (3)
documentation was lacking of audit steps performed. We
suspect that the threat of PCAOB review will keep auditors
much more focused on audit quality.

Auditor Independence

Concern that audit firms may not be sufficiently

independent of the companies they audit led to provisions
for stricter independence rules. Auditors would be limited
in the scope of non-audit services they could provide their



clients. For example, auditors would not be allowed to
consult on the design of a financial reporting system or
conduct internal audits of firms where they were also the
external auditor of record. In effect, auditors would not be
permitted to audit themselves.

Corporate Governance and Responsibility

The Act contains provisions that are designed to stiffen the
resolve and oversight of auditors by audit committees.
Members of audit committees must be independent of
company management and directly responsible for the
appointment, compensation, and oversight of the
company’s auditors. At least one member of a company’s
audit committee must be a financial expert. The Act made it
clear that the primary duty of auditors is to the public
company’s board of directors and the investing public, not
to its managers.

As a deterrent to corporate misconduct, the Act contains a
number of new provisions. For example, for the first time,
CEOs and CFOs must certify that company financial
statements fairly present the company’s financial condition.
Also, the Act prohibits any company officer or director from
attempting to mislead or coerce an auditor.

Issuer and Management Disclosure

The Act imposes a range of new corporate disclosure
requirements including all off-balance-sheet transactions
and management conflicts of interest. The Act also requires
that all pro-forma disclosures must be made in a manner
that is not misleading and must be reconciled with GAAP-
based measures.

Provisions in the Act require management to assess the
effectiveness of its company’s internal controls and make a
statement in its annual filings with the SEC that it is



responsible for creating and maintaining adequate internal
controls and assessing the effectiveness of those controls.
The company’s auditors must review management’s
assessment of internal controls and identify the nature of
any material weaknesses uncovered.

Fraud and Criminal Penalties

Sarbanes-Oxley imposes a range of tough new criminal
penalties for financial fraud. For example, top corporate
executives that certify the financial statements of a
company knowing they are false can be subjected to fines
of up to $5 million or 20 years in prison, or both.

As we go to press, the trial of Richard Scrushy, former CEO
of HealthSouth Corp., is continuing. For Sarbanes-Oxley,
this is an important trial as it is the first that included
charges against an officer for violations of the Sarbanes-
Oxley Act.

Will 1t Be Effective?

Whether Sarbanes-Oxley will be effective in reducing
financial reporting fraud is an open question. Notice that
we did not posit whether the Act would eliminate such
fraud. We know that it will not. Human nature being what it
is, given the right motivation, opportunity, and attitude,
managers will succumb to temptation. What Sarbanes-
Oxley did was to reduce the opportunity and increase the
penalties for fraud on the premise that such moves will be
effective. While naysayers abound, including those who
question the Act’s cost and its potential to limit the appeal
of publicly raised capital, we remain optimistic that
Sarbanes-Oxley will be effective in at least reducing the
number and size of financial reporting frauds committed in
the United States.



THROW THE BUMS OUT

As this foreword is being written, some trials have been
completed and many are continuing of executives at several
of the companies at which frauds were allegedly

conducted. While prosecutors have not always been
successful, and many verdicts are not in, some defendants
have been found guilty. Their sentences have not been
light. Consider the following examples of several high-
profile cases.

Enron Corp.

Kenneth Lay, the former Chairman and CEO of Enron
Corp., and Jeffrey Skilling, also a former CEO of the
company, face numerous criminal and civil charges related
to the company’s fraud. Both men await trial. A former
finance chief at the company, Andrew Fastow, pleaded
guilty to fraud and admitted to conspiracy in inflating the
company’s profits, in return for a 10-year sentence.

WorldCom, Inc.

In a very high-profile case, Bernard Ebbers, former
chairman and CEO of WorldCom, Inc., was found guilty on
all counts of securities fraud, conspiracy, and causing the
company to make false filings with securities regulators. In
his trial, the defendants maintained that he relied on his
officers and did not know that the fraud was taking place.
In a sobering development for other defendants who may
use a similar defense tactic, the jury was not swayed by his
contentions. Scott Sullivan, the company’s former CFO,
pleaded guilty to orchestrating the fraud and testified
against Mr. Ebbers.

Tyco International, Ltd.



L. Dennis Kozlowski, Tyco’s former CEO, and Mark Swartz,
the company’s former CFO, were accused of looting
approximately $600 million from the company in
unauthorized compensation and illicit stock sales, and
using questionable accounting practices to hide their
misdeeds. The trials of both men ended without the jury
reaching a verdict. At present, a retrial of Mr. Kozlowski is
ongoing while Mr. Swartz awaits a retrial.

HealthSouth Corp.

The trial of Richard Scrushy, former chairman and CEO of
HealthSouth Corp., is continuing. The officer is accused of
knowingly issuing fraudulent financial statements. More
than a dozen officers at the company, including five former
CFOs, have pleaded guilty in the case. Yet, Mr. Scrushy
maintains that he was a victim of the fraud and did not
know that it was taking place.

Cendant Corp.

Jurors failed to reach a verdict in the fraud trial of Walter
Forbes, former chairman of CUC International Inc., the
company that merged with HFS, Inc. to form Cendant Corp.
A retrial is scheduled. However, a former vice chairman at
the firm, E. Kirk Shelton, was found guilty of inflating the
company’s revenue by more than $500 million, among
other charges. He faces a prison sentence of up to 40
years.

Dynegy, Inc.

Jamie Olis, a former vice president of finance and attorney
for Dynegy, Inc., was sentenced to 24 years in prison for his
role in an accounting fraud at the company. Interestingly,
two of his former colleagues reached plea agreements with
prosecutors that included no more than five years in prison.



Adelphia Communications Corp.

John Rigas, the founder of Adelphia Communications Corp.,
and one of his sons, Timothy Rigas, were found guilty of
looting the cable company of more than $100 million. Their
sentence is pending, but the more serious of their charges
carries a maximum sentence of 25 years in prison. A jury
was unable to reach a verdict in the trial of a second Rigas
son, Michael. A retrial will be conducted.

Rite Aid Corp.

In 2004, Martin Grass, the former CEO of Rite Aid Corp.,
was sentenced to eight years in prison for his role in the
accounting fraud at the drugstore chain. Five other
executives were also found guilty.

IN SUMMARY

Much has happened since The Financial Numbers Game:
Detecting Creative Accounting Practices was published.
The requirement that corporate officers attest to the
effectiveness of their company’s internal controls and
certify to the accuracy of their financial statements has
increased their responsibility for the quality of their
company'’s financial reports. A heightened threat of civil
and now criminal proceedings against them has increased
the penalties they may receive for accounting malfeasance.
Audit committees have been strengthened, made more
independent, and afforded more over-sight of the audit
process and more responsibility for audit failures.
Accounting firms have refocused their attention on audits
of their clients’ financial statements and less on providing
non-audit consulting services. Awareness of the PCAOB’s
oversight of their work has them exercising more care in
the audit services they provide. The staff at the SEC has



been increased markedly and is more focused on pursuing
and effecting change in accounting practices that they
consider to be questionable.

These important changes notwithstanding, however,
earnings management and, in some cases, financial
reporting fraud will continue. Investors and creditors must
be ever diligent in carefully reviewing financial reports for
questionable results. In this regard, The Financial Numbers
Game: Detecting Creative Accounting Practices continues
to provide much needed assistance and guidance.
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