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Financial Statements: Fact or Fiction?

Les Livingstone Ph.D., CPA (NY & TX)

Introduction

Financial statements reveal financial condition, earning power and cash flow. They are our business report cards, and are indispensable for important transactions. For example:

· Apply for a mortgage on a home, and the lender will ask for your personal financial statements. 

· A business wanting a loan from a bank, or credit from a supplier, will be asked for its financial statements. 

· A corporation wishing to issue stock or bonds to investors will be required to present its financial statements. 

The importance of financial statements is illustrated by the fact that all corporations who sell securities to the public in the U.S. are required by law to issue quarterly and annual financial statements in a timely fashion. These financial statements become public record, and can be accessed through the internet and in hard copy form through the SEC

The financial statements of an entity are usually compared with its financial statements for prior periods, in order to track the growth and progress (or lack thereof) of the entity. Also, the financial statements of an entity are often compared with those of similar entities in the same line of business. In order for these comparisons to be valid, the financial statements being compared must be prepared on a mutually consistent basis. For example: 

· One entity records a sale as soon as an order is received. Its revenue is not consistent with the revenue of an entity which only records a sale after the goods have been delivered and payment has been received

· One entity treats research and development costs as an asset. That is not consistent with another entity which writes off research and development costs as an expense 

· One entity has tax losses that can be deducted from future income if and when it   might be earned, and reports this prospective tax saving as a current benefit. That is not consistent with another entity which only recognizes a benefit when future income is actually earned and the past tax losses in fact reduce the currently payable taxes.

As these few examples show, accounting is not by any means as cut and dried as it may appear to the uninitiated. There are many different ways to record assets, liabilities, revenues and expenses. The possibilities of inconsistency are limitless.

Meet the Twins: GAAP and GAAS

Since consistency and comparability of financial statements is important, there are numerous rules about how financial statements must be prepared.  The purpose of these rules is to ban as many as possible of the different ways to record assets, liabilities, revenues and expenses. The rules narrow the options, and are compulsory. The collected rules are known as Generally Accepted Accounting Principles (GAAP). They are voluminous, being almost as large as the Manhattan yellow pages.

Although GAAP are compulsory, how is the user of financial statements to know that the GAAP rules have actually been followed and applied in the proper manner to the financial statements prepared by the management of an enterprise? This assurance is  provided by an independent audit. All corporations that sell securities to the public in the U.S. are required by law to subject their annual financial statements to an independent audit.

An independent audit is an examination of the financial statements that have been prepared by the management of an entity. The independent audit is performed by a firm of Certified Public Accountants, which is considered independent because it is separate from, and unrelated to, the entity being audited. The audit consists of collecting evidence from inside the entity (such as invoices, paid checks, purchase orders and other business documents) and outside the entity (from customers, suppliers, bankers, attorneys and others who do business with the entity). This collected evidence is used to determine whether the financial statements (and the underlying books of account and financial records) are:

· In conformity with GAAP, and

· Free of material misstatements

If the audit firm is satisfied that the financial statements comply with both of these conditions, it issues a “clean” audit report, which is attached to the financial statements. If the audit firm is not satisfied, and management refuses to correct the financial statements, the audit firm is not permitted to issue a “clean” report. Instead, it must issue a modified audit report, which explains why it has been modified, and which is attached to the financial statements. In short, the auditor is a watchdog, and the way the watchdog barks is by issuing a modified audit report. When an auditor issues a “clean” audit report it is taken for granted that the watchdog has faithfully patrolled the territory, found that all is well, and therefore has no need to bark.

The U.S. Supreme Court has stated: “By certifying the public reports that collectively depict a corporation’s financial status, the independent auditor assumes a public responsibility transcending any employment relationship with the client. The independent public accountant performing this special function owes ultimate allegiance to the corporation’s creditors and stockholders, as well as to the investing public. This ‘public watchdog’ function demands that the accountant maintain total independence from the client at all times and requires complete fidelity to the public trust.”

For an audit report to be meaningful, the audit process must be consistent, from year to year and from one audit firm to another. An audit would be meaningless if the examination was thorough one year and cursory the next year. It would also be meaningless if one audit firm's examination was thorough and another's was cursory. For these reasons, there is a set of compulsory rules to make the audit process consistent and reliable. This set of compulsory rules is known as Generally Accepted Auditing Standards (GAAS).

It is GAAP and GAAS that lend credibility to corporate financial statements, and give confidence to investors that their funds are properly employed in profitable and legitimate pursuits, and under the trustworthy stewardship of principled corporate executives. This investor confidence in corporate financial statements means that investors face little risk of management fraud and therefore are willing to accept lower returns by way of interest and dividends on their invested funds. Otherwise investors would demand higher rates of interest and dividends to cover the risk of false financial statements designed to conceal fraud by crooked corporate executives.  Investor confidence and the resulting low cost of capital are vital to the efficiency of U.S. financial markets in raising capital from investors and channeling it into corporations with profitable opportunities to expand their operations.  

Trouble in Paradise

Until the late 1990’s only a few periodic scandals rocked the placid scene of U.S. corporate financial reporting. True, there had been major corporate frauds and audit failures over the years, such as:

· McKesson & Robbins (1940)

· BarChris Construction (1968)

· Continental Vending (1969)

· National Student Marketing (1975)

· Equity Funding (1978)

· The savings and loan debacle of the late 1980’s and early 1990’s

But these scandals were isolated events, and the CPA profession retained the trust of the investment community. Investors had faith in the financial statements of our largest corporations because they carried the “blue chip” imprimatur of one or other of the renowned and respected “Big 5” auditing firms.
   

In the late 1990’s U.S. stock markets soared to new heights on the rosiest of expectations. Few, if any, observers would have predicted the coming carnage that was soon to devastate U.S. financial markets. The symptom of trouble ahead was the increasing number of restatements of previously issued audited financial statements by U.S. corporations. A financial statement restatement is required when it is found that the previously issued financial statements have been materially misstated. By law, the previously issued financial statements must be withdrawn, and the restated financial statements must be issued.

The restatement of financial statements does not necessarily indicate that there was fraud or that the audit failed. For example, in rare cases there might have been material error that was accidental and not fraudulent. Further, no audit is absolutely guaranteed to detect material error or fraud. The auditor is not an insurer, and provides reasonable (but not absolute) assurance that the financial statements are free of material misstatement. An audit that is thorough enough to absolutely guarantee the absence of material misstatement would be prohibitively expensive. Therefore the occasional restatement is not a smoking gun that points to audit failure. But when restatements happen more than occasionally, they become suspicious. Coincidence can only stretch so far.

The U.S. General Accounting Office (GAO) made a study of restatements by publicly listed companies
 and reported that:

“The number of financial statement restatements identified each year rose from 92 in 1997 to 225 in 2001. The proportion of listed companies on NYSE, AMEX, and NASDAQ identified as restating their financial reports tripled from less than 0.89 percent in 1997 to about 2.5 percent in 2001 and may reach almost 3 percent by the end of 2002. From January 1997 through June 2002, about 10 percent of all listed companies announced at least one restatement. The 689 publicly traded companies we identified that announced financial statement restatements between January 1997 and March 2002 lost billions of dollars in market capitalization in the days around the initial restatement announcement.”

Meet Some of the Bad Boys

There have been an alarming number of restatements in recent years, often accompanied by accounting scandals involving huge sums. Some examples are as follows:

· Adelphia filed Chapter 11 bankruptcy in June 2002. This cable TV operator, and several related individuals were sued in July 2002 by the SEC and charged “in one of the most extensive financial frauds ever to take place in a public company” with fraudulently excluding from its annual and quarterly financial statements from mid-1999 to end 2001 over $2 billion in debt by systematically recording those liabilities on the books of unconsolidated affiliates, which violated GAAP. The Rigas family, who founded Adelphia, collected $3.1 billion in off-balance-sheet loans backed by Adelphia. Three Rigas family members have been arrested on allegations of fraud. Adelphia has sued its independent auditor
 for malpractice.

· Baptist Foundation of Arizona was an audit client of Arthur Andersen, who paid $217 million to settle lawsuits alleging malpractice in the Baptist Foundation audit.

· Enron Corporation filed Chapter 11 bankruptcy in December 2001, setting a record for the largest corporate bankruptcy. Enron announced restatements that reduced reported net income by a total of $586 million and increased reported debt by $2.6 billion for 1997-2001. Enron’s auditor, Arthur Andersen, was convicted in August 2002 for obstruction of justice through destruction of audit work papers, and is no longer permitted to audit public companies in the U.S. Andersen offered $750 million to settle civil lawsuits filed against that firm – which was turned down. Soon after that Andersen collapsed. 

· Qwest Communications admitted inflating reported sales by $1.16 billion in its financial statements, and is restating results for 2000-2002.

· Rite Aid Corporation announced restatements that reduced reported retained earnings by a total of $1.6 billion due to overstated net income for 1998 and 1999. Rite Aid did not restate 1996 and 1997 financial statements because it would require “unreasonable cost and expense”, but reported that the financial data for 1996 and 1997 should not be relied upon. Rite Aid’s auditor, KPMG, resigned in November 1999 and withdrew its audit reports for 1997-1999, stating that it was unable to continue to rely on management’s representations (a polite way of saying that they no longer could believe what management told them).

· Sunbeam Corporation filed Chapter 11 bankruptcy in February 2001. Sunbeam announced restatements that improved its reported 1996 net loss by $20 million, reduced reported 1997 net income by $71 million and increased reported 1998 net income by $10 million. This strange pattern resulted from Sunbeam’s creation of improper reserves in 1996, which were used to inflate 1997 reported income and give the false impression of a rapid turnaround. Sunbeam’s auditor, Arthur Andersen, and other Sunbeam parties (including ex-CEO “Chainsaw” Al Dunlap) were sued, and settled in 2002 for $141 million, the largest portion of which was paid by Arthur Andersen. 

· Tyco International has lost more than 75% of its market value. All of its directors have resigned, and its three most senior executives are accused of looting the company by taking hundreds of millions of dollars in secret, unauthorized and improper low interest loans from 1996 through June 2002.

· Waste Management, Inc. restatements reduced reported net income for 1992-first quarter 1999 by more than $1.1 billion. Its auditor, Arthur Andersen, had issued “clean” audit opinions for those financial statements. Waste Management has paid out $220 million to settle some, but not all, of the lawsuits filed against it.

· WorldCom is accused of overstating income by $9 billion (mainly in 2000), and it gave founder Bernard Ebbers a staggering $400 million in off-the-books loans. The company has stated that it may have to take a charge of $50 billion to write off goodwill. Two former WorldCom executives have been arrested on allegations of fraud. WorldCom has superseded Enron as the largest corporate bankruptcy. WorldCom’s auditor? Arthur Andersen.

· Xerox Corporation went through not one but two series of restatements. The first restatements reduced reported net income by a total of $207 million for 1998 and 1999. The second restatements reduced reported net income by a total of $1.4 billion (52%) for 1997-2000. The Xerox auditor was KPMG through October 2001, when it was replaced by PricewaterhouseCoopers.

As a result of these accounting scandals, the once impeccable reputation of the CPA profession has been severely tarnished. In fact, the media now constantly refer to the “accounting industry” rather than the “accounting profession.” In the past CPA’s were stereotyped as passive, boring and unimaginative, but unquestionably honest. That is probably still true for the vast majority of CPA’s. But a significant minority of CPA’s has shown unsuspected imagination, unbelievable aggression and a remarkable absence of ethics.

Asleep at the Switch

There is plenty of blame from the corporate scandals for the failures of all the gatekeepers responsible for safeguarding the integrity of large corporations, namely:

· Boards of directors;

· The audit committees of the boards of directors;

· Regulators, such as the SEC; 

· Bond rating agencies;

· Major stockholders such as large pension funds and mutual funds;

· Independent auditors;

· Professional associations such as the American Institute of CPA’s.

Every one of these gatekeepers has been passive or failed to perform its duty in one corporate fraud after another. But no failure has been as abject as that of the audit watchdogs that have turned out to be lapdogs. They have seriously eroded the credibility of audited financial statements and thrown a monkey wrench into the efficient functioning of the securities markets. They have been derelict in their duty to investors, employees, creditors and the public. How is the lost trust in auditors going to be restored?

The Remedies

In 2002 the U.S. Congress passed the Sarbanes-Oxley Act in response to the flood of corporate frauds. The main provisions of Sarbanes-Oxley
 are as follows:

· The previous self-regulation of independent auditors has been replaced by the creation of the Public Company Accounting Oversight Board, which is under the jurisdiction of the SEC;

· GAAP and GAAS will still be promulgated in the private sector, but under the oversight of the SEC;

· Independent auditing firms are no longer permitted to provide certain management consulting services to their audit clients;

· The CEO and CFO of each U.S. public company must certify that the company’s financial statements fairly present and disclose its operations and financial condition;

· Directors and officers of U.S. public companies are prohibited from fraudulently influencing, coercing or manipulating the independent auditors;

· If financial statements are restated due to “material noncompliance” with financial reporting requirements, the CEO and CFO must disgorge any bonus or other incentive-based or equity-based compensation received during the twelve months following the issue of the non-compliant financial statements;

· It is a felony to “knowingly” destroy or create documents to impede any federal investigation, and auditors are required to maintain “all audit or review work papers” for five years.

How effective will these provisions be in preventing future Enrons and WorldComs? No doubt, potential perpetrators of large-scale corporate fraud (including rogue accountants) will be chastened for the next few years by the punishments meted out to present offenders. But memories can quickly recede, and the chastening effect will probably fade all too soon. 

Will the Remedies Work?

It is difficult to object to any or all of the Sarbanes-Oxley provisions. All seem to be benign and helpful. The real question is whether they are likely to deter future corporate frauds and delinquent auditors. This is far from certain, for reasons such as the following:

· Some of the recent audit failures were not due to the inadequacy of pre-existing rules. They resulted because existing rules were clearly violated. Therefore just to add extra rules, as Sarbanes-Oxley does, is no guarantee that the new rules will be followed any more observantly than the old rules were;

· It is not clear that prohibiting independent auditors from performing certain business consulting services for their audit clients will be effective. On the one hand, it is true that consulting fees often exceed audit fees from the same client
 and consulting is far more profitable than the highly competitive auditing business. This leads to the opinion that consulting erodes the independence of auditors, and should be cut back severely in order to bolster auditor independence. But it could also be true that depriving auditors of lucrative consulting work may increase their hunger for fees from auditing, and make them more reluctant to stand up to audit clients wishing to bend the rules of financial reporting. This can reduce auditor independence. It may not be a coincidence that the recent flood of accounting scandals occurred at about the same time that the large CPA firms were parting company from their business consulting divisions
;

· Sarbanes-Oxley confers greater power and responsibility upon the SEC to combat fraud and to improve audit quality. The SEC has come under criticism for the weakness of its enforcement activities, and it has been called a paper tiger. True, the SEC has not received sufficient resources in the past to fully perform its duties, but its critics also note that it has not used its limited resources as effectively as it should have. In consequence, it must be questioned how well the SEC may fulfill its enhanced mission to enforce the Sarbanes-Oxley Act. 

· Sarbanes-Oxley was enacted in haste by the U.S. Congress under pressure from the torrent of corporate scandals and lacking direct knowledge of what auditors actually do and what pressures auditors are under. All the gatekeepers responsible for safeguarding the integrity of large corporations have been ineffective. The passivity of boards of directors, audit committees, regulators such as the SEC, major stockholders such as pension funds and mutual funds, and professional accounting associations such as the American Institute of CPA’s has allowed some unethical corporate officers to run rampant and loot without restraint. To whom would honest auditors turn to report fraud by corporate officers? When directors, regulators and major stockholders close their eyes, auditors have no support against unethical corporate officers who can easily fire an honest audit firm, and without difficulty replace it with a more accommodating audit firm. A flaw in Sarbanes-Oxley is its failure to provide secure protection for the honest auditor who wants to blow the whistle but finds no one willing to hear it. It would be ethical for the honest audit firm to fall on its sword and lose the audit engagement. But the record shows too many cases where audit firms have not sacrificed the audit engagement, and have taken the easy way out just like the other compliant gatekeepers. One possible remedy would be to prohibit the dismissal of an auditor, unless approved by a super majority of shareholders (say 75%), and perhaps also to require the express permission of the SEC. If there is inertia on the part of directors, regulators and major stockholders, why not force crooked executives to overcome that very same inertia if they wish to get rid of an honest auditor? Then gatekeeper inertia would work in favor of corporate integrity, instead of against it, as is presently the case.

· If the auditor receives a carrot in the form of protection for being honest, should there not also be a stick to stiffen the spine of an auditor reluctant to confront a powerful management that wants to bend the rules? One suggestion is to require audit firms to be bonded for very substantial dollar amounts
. If audit firms were required to be bonded against malpractice, there could be several desirable outcomes:

1. The insurance company providing the bond would have a strong incentive to police the audit firm in order to prevent any malpractice that would result in claims against the insurer by victims of the malpractice. 

2. Audit firms would have every incentive to cooperate with their insurers because without bonding they could not continue to perform audits. 

3. If malpractice happened to occur, the insurer would be a deep pocket to pay out compensation to victims of the malpractice. This would avoid problems like Arthur Andersen, which had inadequate insurance and ended up with insufficient funds to pay substantial damages when sued.

4. Current malpractice insurance for audit firms covers only negligence, but not fraud by the auditor. Those who sue will try to prove negligence short of fraud in order to sustain claims against insurance. Proof of fraud would erase the insurance claim. It is perverse for victims of fraud to have no redress. The result is that fraudulent auditors escape responsibility for fraud, and only face the milder allegations and lesser penalties of negligence.

Conclusions

In summary, Sarbanes-Oxley relies too much on prescribing more rules even though old rules have been violated again and again. It relies on enforcement of rules by bureaucrats who have an ineffective past record. Sarbanes-Oxley has not taken the opportunity to turn the inertia of regulators and stockholders into a plus rather than a minus for corporate integrity. It has not established a source of funds to compensate victims of fraud. Nor has it used available carrots and sticks as powerful incentives to encourage auditors to have more backbone, and to help the accounting industry again to become the accounting profession. 

� This article was subsequently published as: “Fact, not Fiction: Financial Statements for the Real World” a chapter in the book MBA in a Box, Crown Business (a division of Random House, Inc.), 2004








�  The SEC is the U.S. Securities and Exchange Commission, which is the federal government agency in charge of the U.S. securities markets.





� United States v. Arthur Young & Co., 465 U.S. 805, 817-818 (1984), emphasis in original.





� Arthur Andersen, Deloitte & Touche, Ernst & Young, KPMG, and PricewaterhouseCoopers.





� GAO Report to the U.S. Senate Committee on Banking, Housing and Urban Affairs, October 4, 2002.





� Deloitte & Touche.





� Some of the Sarbanes-Oxley provisions are not new, but simply reiterate and codify existing laws.





� For example, in 2000 Enron paid Arthur Andersen $25 million for audit work and another $27 million for consulting services. Also in 2000, Sprint paid Ernst & Young $2.5 million in audit fees plus $63.8 million for other services, General Electric paid KPMG $23.9 million for audit fees plus $79.7 million for other services, and J.P. Morgan Chase paid PricewaterhouseCoopers $21.3 million for audit work plus $84.2 million for other services.





� One main reason for the separation of audit firms from their consulting divisions was pressure from the SEC.





� For the same reasons, it may also be desirable for directors and officers of public companies to be bonded for substantial sums.
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