The Leslie Fay Companies

Paui Polishan graduated with an accounting degree in 1969 and immediately
accepted an entry-level position in the accounting department of The Leslie Fay
Companies,a women's appare! manufaciurer based in New York City Fred Pomerantz,
Leslie Fay's founder personally hired Polishan. Company insiders recall that
Pomerantz saw in the young accounting graduate many of the same lraits that he
possessed. Both men were ambitious, hard driving, and impetuous by nature.
-Aftersjoinifig. Leglis ‘Fay T L{h-qn uickly struck  up a velationship. with John
Pomerantz,_the son of the’ companvs fo"ﬁﬁcxia: “fohn had jomed the company in 1960
aftér earning an economics degree from the Wharton School at the University of
Pennsylvania. In 1972, the younger Pomerantz became Leslie Fay’s president and as-
sumed responsibility for the company’s day-to-day operations. Over the next few
years, Polishan would Become one of John Pomerantz’s most trusted allies within the
company Polishan quickly rose through the ranks of Leslie Fay eventually becoming
the company's Chief Financial Officer (CFO) and Senior Vice President of Finance,
Leslie Fays corporate headquariers were located in the heart of Manhattan's
bustling garment district. However, the company’s accounting offices were 100 miles
to the northwest in Wilkes-Barre, Pennsylvania. During Polishan’s tenure as Leslie Fay's
top accounting and finance officer, the Wilkes-Barre location was tagged wit th the
nickname "Poliworld” The str 1cl and automat;c Pohsh n 1u]ed the W]ll'esB g
with_an .iron ,fsl 4 t ; --'_ - ' Y : .
Poshanotten reguiréd his qu'bor mates ta put in 16 hoir shiffé and fo w ork ithUUh
therweekend:Agriving two minutes late for work exposed Poliworld inhabiiants to 2
“SCathing reprimand from the CFQ. To make cerfain that his employees understood
what he expected of themn, Polishan posted a list of rules within the Wilkes-Barre of-
fices that documented their rights and privileges in minute detail. For example, they
nad tire right to place one,and only one, family photo on their desks. Even Leslie Fay

personnel in the compam’s Manhattan headquane}s had lo cope wth Polishan’s
dommeennq manner. Bh _ ariagers it - -uesteg

s to Manhalran peRsiinoies
«@a __
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nat ha\ f: an incentive- bdsed Lunlpenmttoll Luntmu lled 1o the aompam s earnings.
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SECHON ONE  COMPREHENSIVE CASES

meaning that Heshad nor e eIt divectly FOM S ar

iptiaks es bonuses larger than then annual sa[aues as
a result of Kemasatf‘écred scam. Even after Kenia pleaded guilty to fraud charges,
many third parties remained unconvinced that he had directed the fraud. When
asked by a reporter to comment an Kenia's confession, a Lesiie Fay employee and
close friend of Kenia indicated that he was a “straight arrow, a real decent guy” and
then went on to abserve that,*something doesn't add up here”!

Lipstick-Red Rolls Royces and the Orient Express

Stmilar to many of his peers, Fred Fomerantz served His country during World War 11
But instead of storming the beaches of Normandy or pursuing Rommel across North
Alrica, Pomerantz served his country by making uniforms, uniforms for the Women's

Army Corps. Following the way, Fomeraniz decided to make use of the skills he had

acquired in the military by creating a company to manufacture women's dresses. He
named the company after his dauohter Leslie_Fay. His former sobordina[es and

* Pomerantz’s penchant for adventure and 1evelry did not prevent him from quickly
establishing his company as a key player in the volatile and intensely competitive
womens apparel industry. From the beginning, Pomerantz focused Leslie Fay on one
key segment of that industry. He and his designers developed moderately priced and
stylishly conservative dresses for women ages 30 through 55. Leslie Fay's principai
customers were the large department store chains that flourished in major metropol-
itan areas in the decades following World War I1. By the late 1980s, Leslie Fay was the
largestsupplier of women’s dresses to department stores. At the time, Leslie Fay's prin-
cipal competitors included Donna Karan, Oscar de la Renta, Nichole Miller, Jones
New York, and Albert Nipon. But, in the iminds of most industry observers, Liz
Claiborne, an upstart company thar had been [ounded in 15976 by an unknown_{

s AEELE AETEES
M ta

COmpany:In ike his father befme him,John Pometaotz beheved that the top
executwe of a company involved in the world of fashion should E:\hlbit a ce:taln

h =5tk lait g ;
wmdfall that Pomelantz :eallzed in the eallv 19805 allowed hlm to buy an emant

b 3.8trom, "Accounting Scandal at Lesliv Fasy The Newr Yk Times, ? February 19493, DI1.




CASE 1.5 THE LEsUE Fay COMPANIES

Desplte Leslie Fay's size and prominence in the apparel industry, John Pomerantz
continued operating the company much like his father had for decades. Unlike his
competitors, Pormerantz shunned extensive market testing to gauge women’s changing
tastes 1n clothes. Insteacl Le rellerd_on hig and his desmners mtumon m developmg_each

! I.;’ong after most women apparel manufacturers had de-
monitor. da.llysales of thelr products at major customer

fashft;ned way "also meant that the companys Wilkes-Barre location was slow to take

advantage of the speed and efficiency of computerized data processing.
Management's aversion to modern business practices and the intense competition

within the women’s appatrel mdustry did not prevent Leslie Fay from prospenngaiter

fashlo radually became unfashlonable The so-called ° casuahzahon of Amenca
meant that millions of consumers began balking at the new designs marketed by
apparel manufaciurers, opting instead for denims, tshirts, and other more comfort-
able attire, incl dm l-worn, if not tattered, garments that they had purchased

“Making matters worse for Leslie Fay was that the growing preference for casual
clothing had the most dramatic impact on women's dress sales. Since the company’s
inception, Leslie Fay had concentrated its product offerings on dresses, even after
pants suits became widely recognized as suitable and stylish for even “mature” women
during the 1970s 15 Tas azggéwng&atﬁdm%bgg_ gradugtbé ir gg}g@sb;
Comg executwes it the womie’s apparel industry believed this trend- Would even-”
fudlly reverse! However the preference for more casual apparel that developed during
the 1580s resulted in this trend contmumg throughout the end of the century
The
h omensapparel mdustry'[hat recession caused many consumers to curtail lhetr '
dtsczetlonary expenditures, including purchases of new clothes. The economy-wide

decline in retail spending had farreaching implications for the nation's major depart-

ment store chains, Leslte Fay's.principal customers. Even as other segments of the
kness, ki e'retaﬂ seetor cms:leeply iRt thesales ¥
3 Eventually,:_several_ large chains were forced to

thal large-retailer:-filéd for: bankruptcy Many of the department stare chains that Sur-
vived wrangied financial concessions from their suppliers. These concessions in-
cluded longer payment terms, more lax return policies, and increased financial assis-
tance to develop and maintain instore displays, kiosks, and apparel boutigues.
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The structyral and economic changes affecting the women's apparel industry
during the late 1980s and early 1990s had a major impact on mast of its leading
companies. Even Liz Claiborne, whose revenues had zoomed from 347 million in
1979 to more than $1 billion by 1987, faced slowing sales from its major product
lines and was eventually forced to take large inventory write-downs. Occasionally,
industry publications reported modest quarterly sales increases. But the companies
that bernefited the most from those increases were not the leading apparel
manufacturers but rather firms such as Clothestime that marketed their wares to
discount merchandrsers

% afel : : = hlblt T presents Leshe Fays consoltdated balance
sheets and income statements for 1987 through 1991. For comparison purposes,
* Exhibit 2 presents norms for key financial ratios within the women’s apparel industry
in 1991. These benchmark ratios are composite amounts derived from data reported
by several investment services that regularly publish financial ratios and other mea-

sures f01 al! ma]or mdustrtes

rted_Pomerantz realized that retallers'we're 1ncreasmcsly critical of Leslie Fay's prod-
uct lme “O]d fashtoned"“matronly” “drab" and overpnced were ad}ectlves that the

reported that an “irate”} Pornerantz cal]ed he1 in 1992 and ehastlsecl he} for issuing an
earnings forecast for Leslie Fay that was too “pessimistic™?

“Housion We que A Problem”

2. Business Wire, “Leslie Fay Announces Record Earnings,” 17 October 1991.

3. T Agins,"Dressmaker Leslie Fay Is an Qld-Style Firm That's in a Modern Fix,” The Wall Steet Journal,
23 February 1993, A8.

4. Strom."Accounting Scandal at Leslie Fay"

5. T Agins,"Lesiie Fay Says lrregularities in Books Could Wipe Qut '92 Profit; Stock Skids.” The Wal Srreer
Journal, 2 February 1993, A5,
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%
The Lestie Fav ¢ _ EXHIBIT 1 ‘__\ 1
_The Leslie Fay Companies THE LESUE Fay
Consolidated B?ianr:e .Sheets 1987-1991  COMPANIES
{m milliens) © 1987-1991
1991 1990 1989 1988 1987 BALANCE SHEETS
ASSETS
Current Assets:
; ~ fash 3 47 3 47 $ 55 $ 55 § 41
i ) Receivables {net) 118.9 139.5 117.3 109.9 82.9
Inventories 126.8 147.9 1211 107.0 83.0
Prepaid Expenses & Other Current
Assets 19.7 22.5 19.5 16.4 15.9
Total Current Assets 270.1 314.5 263.4 233.8 185.9
; Property, Plant, and Equipment 39.2 30.0 27.2 25.9 24.1
Goodwill 81.3 88.1 91.2 94,1 90.3
: Deferred Charges and Other Assets 5.2 6.2 5.5 4.2 5.1
Total Assets $395.8 $438.9 $387.3 $363.0 $305.4
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities:
Notes Payable $ 35.0 $48.0 §23.0 $29.0 $ 15.5
Current Maturities of Long-term Debt .3 3 .3 3 1.4
Accounts Payable 31.9 43.3 38.6 45.6 31.6
Accrued Interest Payahla 3.0 3.8 4.1 3.9 3.7
Accrued Compensation 16.9 14.9 19.5 16.6 10.6
Accrued Expenses & Other 4.3 6.4 5.8 7.2 7.4
Income Taxes Payable 1.4 2.3 4.6 6.1 1.8
Total Current Liabilities 92.8 119.0 95.9 108.7 72.0
Long-term Debt B4.4 129.7 1259.0 116.3 116.6
Deferred Credits & Cther
Noncurrent Liabilities 2.8 2.6 2.7 4.2 4.9
Stockholders” Equity: ,
~ Common Stock 20.0 20.0 20.0 20.0 20.0
Capital in Excess of Par Value 82.2 82.2 82,1 82.2 82.2
Retained Earnings 156.9 127.6 98.5 72.8 50.5
Other (353)  (31.5) (31.9) (32.0)  (31.7)
Treasury Stock {3.0) {(10.7) {9.0) {9.1) {9.1}
i Total Stockholders’ Equity 215.8 187.6 1597 133.8 111.9
Total Liabilities and
Stockhoiders” Equity $395.8 $438.9 $387.3 $363.0  $305.4

(continued)

! ponsibletfor thetintegrity-of tieslie-Fay's-dctounting records. Pon:éréntz"ﬁ}mly told
| a reporter that Polishan "didn't know anything about this™®

6. fhid.
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/ EXHIBIT 1—
" continued The leslie Fay Companies

Consclidated Income Statements 1987-1991
(in millions)

THE LESLE Fay

i COMPANIES _
1987-1991 INCOME 1991 1990 1989 1988 1987
P STATEMENTS Net Sales $336.6  $858.8  $786.3  §682.7  $582.0
b Cost of Sales 585.1 589.4 536.8 466.3 403.1
Gross Profit 251.5 269.4 249.5 216.4 178.9
Operating Expenses:
Selting, Warehouse, General
and Administrative 186.3 199.0 183.8 156.2 132.5
Amortization of Intangibles 2.7 2.9 2.6 3.3 3.8
Total Operating Expenses 189.0 201.9 186.4 159.5 136.3
i QOperating Tncome 62.5 67.5 63.1 56.9 52,6
; Interest Expense 18.3 18.7 19.3 18.2 16.4
Income Before Non-recurring
Charges (Credits) 44,2 48.8 43.8 38.7 26.2
Nonrecurring Charges (Credits) — — — — {5.00
Income Before Taxes on Income 44.2 43.8 43.8 38.7 31.2
Income Taxes 14.8 18.7 18.0 16.4 11.5
Net Income $29.4 $29.1 $25.8 $22.3 $19.7
Nef Income per Share $ 1.55 $ 1.53 $ 1.35 {117 $ 1.03
EXHIBIT 2
1991 [NDUSTRY Liquidity:
NORMS FOR KEY Current Ratio 1.8
FINANCIAL RATIOS Quick Ratio 9
For THE LESLIE FaY Solvency:
&%ﬂ:ﬁ:“? Debt to Assets .53
) Times Interest £arned 4.2
Long-term Debt to Equity .14
Activity:
Inventory Turnover 6.7
Age of Inventory 53.7 days
: Accounts Receivable Turnover 8.0
Age of Accounts Receivable 45.5  days
Total Asset Turnover 31
Profitability:
Gross Margin 31.5%
Profit Margin on Sales 2.2%
Return on Total Assets 6.0%
Return on Equity 14.0%.
During the following weeks and months, an increasingly hostile business press
; hounded Pomerantz for more defails of the fraud, while critics openly questioned
: whether he was being totally forthcoming regarding his lack of knowledge of Kenia's
i accounting scams. Responding to those critics, the beleaguered CEQ maintained that
rather than being involved in the fraud, he was its principal victim.“De | hold myself
personally responsible? No. In my heart of hearts, 1 feel that I'm a victim. | know
there are other victims. But I'm the biggest victim”" Such protestations did not
7. E.Lesly."Who Played Dressup with the Books?" Business Week, 15 March 1993,34.
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prevent critics from -questioning, why Pomerantz had blithely.
impressive operating results while many of the company’s Competitors: wi
gling Anancially. |

Shortly after Pomerantz publicly disclosed Kenia’s. haud,,}..g,s i€
tee launched an mtenswe mvestigatlon oLLts u‘npa" e

and Exchange COrﬁmlssmn (SEC). aﬁci inquir
dependence fmm Leshe Fay g:ven the pen

tors. Al thcmgh the report was not released publlcly sevelal of 1ts key ﬁndxngs were
conveyed to the press.The most startling feature of the fraud was 1t5 perva51 ture,
According to a company insider who read the report, ' Ty e e

cost side of the company’s ledgers fcn;those m%ar&ga
reugaenng“ JI‘he key fDCUS of the f raudu euL;cUxﬁy.w

terly penod to reduce the per let__cq' of-finished.

tory durmg the peno&'iendmgfécmnts
Othe1 accounting gimmlcks used by Kenla mcluded faﬂmg.-—lo accrue ieriod:

records. These fraudulent entries overstated the companys proﬁts by'approxmate{y
$80 million.

Kenia and his coconspirators molded Leslie Fay’s financial statements so that key i
financial ratios would be consistent with historical trefixds; 5Fhe ﬁnanc1a -atit ]

8. T Agins, "Report 1s Said t Show Pervasive Fraud at Leslie Fay” The Wl Streer Journal,
27 September 1993, B3,
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fraudsters. paid particular attention 1o. was Leslie Fay's_ gross profit, percentags.

SECTION ONE  COMPREHENSIVE CASES

several years, the company’s gross proﬁt percentage had hovered.n
Leslie Fay’s actual gross profit percentage was approxmateljazﬁ} percent by the early
1990s, but Kenia relied on his assorted bag of accounting tricks 1o inflate that finan-
cial ratio to near its historical norm. .
Excerpts released to the press from the audit.committee’s report: largely.. exonerd
ated John, Pomerantz of any responmblhty for Leslie Fay's accouiting. eregularig S 7
The report indicated that there was ng evidénce thal [ie and other members ol Leslie
Fay's headquarters management team were aware of those iregularities but did criti-
cize those executives for failing to aggressively pursue unusual and suspicious
circumstances they had encountered during the course of Kenia’s fraud. If those cir-
cumstances had been vigorously investigated, the audit committee concluded that
the fraud mlght have-be ; d_much earlier than January 1993, i :

EQ and: ngo ZIdenti ol L1
partnef‘%frl‘ﬁ‘é’“ﬁ ”ﬁ‘@en involvediin tf

commlttee 1n\re.st1gatfon .

BDO Seidrman: Odd Man Out

[nfi:\p Fay file ion flOITl zts creditors under Chaptei 11 of the
federal- barike iptey code' Press reports of Kenia’s fraudulent scheme had cat off the
company’s access [0 the addltlonal debt and equity capltal that it needed to continue
normal operations.. By eatly Apdl, )3 the. | gthe price: of Ls es,,l@,,fagg:ggo,qjﬁbad drowped by
nearly:85 percent since ‘the fikst detalls ol the fraud had become public two th
earhel:i The company’s plummellng stock price and the mounting criticism of its
officers in the business press triggered additional lawsuits by angry stockholders
against Pornerantz, other Leslie Fay executives, and the company’s longtime auditor,
BDO Seidman.

The lawsuits thal named BDO Seidman as a defendant charged that the firay had-
been at least reckless in auditing Leslie Fay's periodic financial statements during the
early 1990s. Howard Schilit, an accounting professor and forensic accounting spe-
cialist, suggested in the & hat, Leslle Fays ﬁnc\ncnl dc‘tm had b

" BDO Semhmn ofﬁmais chafed ar pubhshed reports criticizing their firm’s Leslie Fay
audits. Those officials insisted that BDO Seidman was being indicted in the press
on the basis of innuendos and tncomplete information since the full details of the
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investigative report issued by Leslie Fay's audit committee had not been released to
the public. These same individuals also maintained that Leslie Fay’s top manage-
ment, principally John Pomerantz, should shoulder the bulk of the responsibility for
not discovering the massive fraud.

During various court proceedings following the disclosure of the Leslie Fay fraud,
many parties questioned the objectivity of the forensic investigation supervised by
Leslie Fay's audit committee that had largely vindicated Pomerantz and other top com-
pany executives. These skeptics suggested that the members of the audit committee
had likely been reluctant to criticize the company’s top executives who were their col-
leagues. To squelch such criticism, the federal judge presu:lmg over Leslie Fay's bank-
ruptcy filing appomted an mdepenc}

> e e S
The examiner's report con
exist against any rnembers of Lesla

'u"fei‘
inchudiy

officia iolerd d"; 'auqxto
bolst&r;rep ial : : Y om. 1ts execution. As
BDO Seidman has said from the beglnmng, we are victims of this fraud. As Leslie
Fay's outside auditors, we were deceived by the company Our reputation has suffered
neediessly as a result of Leslie Fay’s deliberate deception”

Leslie Fay's management responded immediately to the news that BDO Seidman
had named John Pomerantz and his fellow officers as defendants in a iarge civil
lawsuit. "The unsubstantiated and unfounded zllegations made today by BDO
Seidman are a classic example of ‘revisionist history and are clearly an attempt by the
accounting firm to divert attention from its own apparent negligence by blaming

others”!

9. Business Wire, "Independent Examiner Confirms Findings of Leslie Fay's Audit Committee Investiga-
tion,” 16 August 1954.

0. fhid.

11, fbid.
12. Business Wire, "Leslie Fay Responds to Unfounded Allegations by BDO Seidman,” 29 March 1995.

13. PR Newstvire, "BDO Seidman Announces Cross-Claims and Third Party Comnplaints Against Key Leslie
Fay Figures,” 29 March 1995.

14, Business Wire, “Leslie Fay Responds fo Unfounded Allegations.”
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SECTION ONE

sBDO Seidm 0O Seidman ¢ontfibuted

$8 million to the settlernent pool, although the
firm claimed that it was agreeing to the settle-
ment only because it was the most economical
and expeditious way to "put this matter behind
us™'S In June 1997, Leslie Fay emerged from
federal bankruptey court. Over the next seve ral

years, the much smaller company retuzned:ta-a--
1 n c

profitable condition belore bel

osed. :

\5. The Electionic Accountant (online), "BDO to Pay 53 Million
1997. As a point of infarmation. there is no public report of any resolution lo the
John Pomerantz. et al., by BDO Seidiman. Most
the setilement approved by the federal judge.

16, United States of America ¢ Foul Polishan,

~-summer of 20005
ighteen Ol e bwentone

case was finally heard in federal court in the
#Polishan- was covict
X counts filed
“against. him:‘His attorneys immediately ap-
pealed the guilty verdict. The attorneys' princi-
pal contention during the appeal was that there
was almost no physical evidence to link their
client to the fraud. Instead, they maintained that
Polishan’s conviction had hinged almost en-
tirely upon the veracity of Kenia’s testimony.
The federal judge who presided over
Polishan's appeal did not dispute his attorneys’
incipal cor_ktentign;.ffhrouohoul the fraud,ihe

it fact, the judge denied Polishan's appeal.

The judge observed that a substantial amount

ed ons

&3

#

of circumstantial evidence had been presented

during the trial. After studying the.
aking-detall

ing.to the judge’
b5 g

evidence 1n
3

e discasséd arlength
e judge noted.thai Polishan
enia - throdgh*i dafion

éln the opinion he issued in the case,
le occasions to.an

to Settle Leslie Fay Lawsuit.” 10 March
lawsuil filed againsl
{ikely, that lawsuit was drapped by BDO Seidman following

2001 1S, Dist. LEXIS 10662,
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