GLOBAL i
EDITION S

Detecting

Accounting Fraud
Analysis and Ethics

Cecil W. Jackson

ALWAYS LEARNING PEARSON



DETECTING
ACCOUNTING FRAUD






DETECTING
ACCOUNTING FRAUD

ANALYSIS AND ETHICS

GLOBAL EDITION

Cecil W. Jackson
University of Southern California

PEARSON

Boston Columbus Indianapolis New York San Francisco Upper Saddle River
Amsterdam Cape Town Dubai London Madrid Milan Munich Paris Montréal Toronto
Delhi Mexico City Sao Paulo Sydney Hong Kong Seoul Singapore Taipei Tokyo



Editor in Chief: Donna Battista Senior Production Project Manager: Liz Napolitano

Acquisitions Editor: Lacey Vitetta Media Production Manager, Global Editions:
Editorial Project Manager: Nicole Sam M. Vikram Kumar

Editorial Assistant: Christine Donovan Senior Production Controller, Global Editions:
Head of Learning Asset Acquisition, Global Editions: Trudy Kimber

Laura Dent Manager, Rights & Permissions: Michael Joyce
Senior Acquisitions Editor, Global Editions: Rights & Permissions Coordinator: Samantha Graham
Steven Jackson Senior Manufacturing Buyer: Carol Melville
Project Editor, Global Editions: Suchismita Ukil Cover Designer: Lumina Datamatics

Director of Marketing: Maggie Moylan Cover Art: © bikeriderlondon/Shutterstock
Marketing Manager: Alison Haskins Full-Service Project Management: GEX Publishing
Team Lead, Project Management: Jeff Holcomb Services

Credits and acknowledgments borrowed from other sources and reproduced, with permission, in this textbook
appear on the appropriate page within text.

Pearson Education Limited
Edinburgh Gate

Harlow

Essex CM20 2JE

England

and Associated Companies throughout the world

Visit us on the World Wide Web at:
www.pearsonglobaleditions.com

© Pearson Education Limited 2015

The rights of Cecil W. Jackson to be identified as the author of this work have been asserted by him in accordance with
the Copyright, Designs and Patents Act 1988.

Authorized adaptation from the United States edition, entitled Detecting Accounting Fraud: Analysis and Ethics, 1st edition,
ISBN 978-0-13-307860-2, by Cecil W. Jackson, published by Pearson Education © 2015.

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any
form or by any means, electronic, mechanical, photocopying, recording or otherwise, without either the prior written
permission of the publisher or a license permitting restricted copying in the United Kingdom issued by the Copyright
Licensing Agency Ltd, Saffron House, 6-10 Kirby Street, London ECIN 8TS.

All trademarks used herein are the property of their respective owners. The use of any trademark in this text does
not vest in the author or publisher any trademark ownership rights in such trademarks, nor does the use of such

trademarks imply any affiliation with or endorsement of this book by such owners.

ISBN 10: 1-292-05940-0
ISBN 13: 978-1-292-05940-2

British Library Cataloguing-in-Publication Data
A catalogue record for this book is available from the British Library

10987654321
14131211

Typeset in Palatino 10/12 by GEX Publishing Services

Printed and bound by Ashford in The United Kingdom



To my family:
Sandra, Kate, and David






BRIEF CONTENTS

Preface 17

Chapter 7 Introduction to the Problem of Accounting Fraud 25
Chapter 2 Ethics at Work 47

Chapter 3 The Sizzling Saga of Sunbeam 69

Chapter 4 Hocus Pocus 117

Chapter 5 WorldCom Wizardry: From WorldCom to WorldCon 144
Chapter 6  Abracadabra 191

Chapter 7 Enron and the Tale of the Golden Goose 226

Chapter 8  Tall Tales 292

Chapter 9  Mortgage Mayhem 325

Appendix The Top Twenty-Five Signals Indicating Possible Fictitious Reporting in
Financial Statements 361

References 365
Glindex 383






CONTENTS

Preface 17
Instructor Supplements 19
Acknowledgments 20

Chapter 1 INTRODUCTION TO THE PROBLEM OF ACCOUNTING
FRAUD 25
What Is Accounting Fraud? 26
Civil Accounting Fraud 27
Criminal Accounting Fraud 28
The Extent of Accounting Fraud 29
Accounting Fraud at the Turn of the Millennium 30
Enron and WorldCom 30
Stock Options 31
External Auditors 31
Boards of Directors 32
Investment Bankers 33
Internal Controls 34
The Sarbanes-Oxley Act of 2002 34
Internal Control Requirements (Section 404 of SOX) 36
Responsibilities of Corporate Management (Section 302 of SOX) 36
Other SOX Regulations 36
Accounting Fraud and the Financial Crisis of 2008 38
The Dodd-Frank Act of 2010 40
The Top-Twenty Methods of Fictitious Financial Reporting 42
Assignments 44

Chapter 2 ETHICS AT WORK 47
Theories of Ethics 48
The Three Major Normative Ethical Theories 49

Applied Ethics: Ethical Decision-Making Models in the Business
World 53

The Consequentialist/Utilitarian Approach to the Decision-Making
Model 54

The Rights-and-Duties Approach to the Decision-Making
Model 55

The Justice Approach to the Decision-Making Model 57



10

Contents

Chapter 3

Chapter 4

An Ethical Decision-Making Model for Accountants 58

The American Accounting Association Ethical Decision-Making
Model 59

Key Terms 61 e Assignments 61

» CASE STUDY: Peter Madoff, Former Chief Compliance Officer and Senior
Managing Director of Bernard L. Madoff Investment Securities, LLC 64

THE SIZZLING SAGA OF SUNBEAM 69
The History of Sunbeam 70
The History of Al Dunlap 72
How Wall Street Embraced Sunbeam’s Downsizing Plans 74
“Downsizing or Dumbsizing?” 75
Dunlap’s Carrot-and-Stick Approach 76

An Overview of Sunbeam’s Fictitious Financial Reporting
Schemes 80

Scheme #1: Improper Timing of Revenue Recognition via Bill and
Hold Sales, Consignment Sales, and other Contingent Sales 80

Scheme #2: Improper Use of Restructuring Reserves 84
The Sunbeam Inferno 85
Signals of Sunbeam’s Schemes 90

Signals of Sunbeam’s Fictitious Reporting Scheme #1—Improper
Timing of Revenue Recognition via Bill and Hold Sales,
Consignment Sales, and Other Contingency Sales 90

Signals of Sunbeam’s Fictitious Reporting Scheme #2—Overstating
Earnings via Improper Use of Restructuring Reserves 94

Are They Living Happily Ever After? 95
Key Terms 96 o Ethicsat Work 96 e Assignments 97
» CASE STUDY: Beazer Homes USA, Inc. 101

HOCUS POCUS 117
Sensormatic: Madness at Midnight 118

An Overview of Sensormatic’s Fictitious Financial Reporting
Schemes 119

Scheme #1: Holding Books Open after the Close of a
Reporting Period 119

Scheme #2: False Recognition of Early Shipments 120
Scheme #3: Slow Shipping Requests 120

Scheme #4: Recognizing “FOB Destination” Sales at
the Time of Shipment 120

Scheme #5: Misleading the Auditors 120
Signals of Sensormatic’s Fictitious Reporting Schemes #1-#4 121
Are They Living Happily Ever After? 122



Chapter 5

Contents

Xerox: Do Not Duplicate 122
An Overview of Xerox’s Fictitious Financial Reporting Schemes 122

Scheme #1: Improper Use of Multiple-Element Contracts
or Bundled Contracts 123

Scheme #2: Estimates of Discount Rates and Residual Values 123
Scheme #3: Improper Disclosure of Sales of Leases 124

Signals of Xerox’s Fictitious Reporting Schemes 124
Are They Living Happily Ever After? 125

CUC: Phony Funds 126

An Overview of CUC’s Fictitious Financial Reporting Schemes 126

The CUC Scheme of Reporting Fictitious Revenue via Top-Side
Adjustments 127

Signals of CUC’s Scheme of Reporting Fictitious Revenue 128
Are They Living Happily Ever After? 129

Insignia: Return to Sender 129

The Insignia Scheme of Failing to Value Revenue Correctly 130

Signals of Insignia’s Fictitious Reporting Scheme of Failing to Value
Revenue Properly 130

Are They Living Happily Ever After? 131
Key Terms 131 e Ethicsat Work 132 e Assignments 132
» CASE STUDY: Peregrine Systems, Inc. 135

WORLDCOM WIZARDRY: FROM WORLDCOM TO
WORLDCON 144

The Wizards of WorldCom 145
The Chief Wizard: Bernard Ebbers 145
The Assistant Wizard: Jack Grubman 148
The Accounting Wizard: Scott Sullivan 149
The Acquisitions Spree 149
The Myth of Internet Growth 151
Making Accounting Magic with Acquisitions 152
MCI Falls under the WorldCom Spell 155
Problems at WorldCom 156

An Overview of WorldCom’s Fictitious Financial Reporting
Schemes 158

Scheme #1: Improper Use of Merger Reserves 159

Scheme #2: Improper Capitalization of Expenses 161
The Collapse of Wizard World 162

Ebbers Loses Control 162

The End of the Sullivan Era 164

11



12 Contents

The Gatekeepers Who Failed WorldCom 166
Signals of the WorldCom Fraud 169

Signals of WorldCom'’s Fictitious Reporting Scheme #1—Improper Use of
Acquisition or Merger Reserves 169

Signals of WorldCom'’s Fictitious Reporting Scheme #2—Understating
Expenses via Improper Capitalization of Expenses 170

Are They Living Happily Ever After? 174
Key Terms 175 e FEthicsat Work 175 e Assignments 175
» CASE STUDY: Tyco International, Ltd. 179

Chapter 6 ABRACADABRA 191
Livent: Phantom of the Finances 192
An Overview of Livent’s Fictitious Financial Reporting Schemes 193

Scheme #1: Understatement of Expenses via Removing Invoices
from the Records 194

Scheme #2: Improper Deferral of Expenses 194
Scheme #3: Improper Capitalization of Expenses 195
Additional Miscellaneous Schemes 195

Signals of Understatement of Expenses 196

Signals of Fictitious Reporting Scheme #1—Understating Expenses and the
Corresponding Liabilities via Lack of Accrual 196

Signals of Fictitious Reporting Scheme #2—Understating Expenses via
Deferral of the Expenses 197

Signals of Fictitious Reporting Scheme #3—Understating Expenses via
Capitalization of the Expenses 198

Are They Living Happily Ever After? 198
Rite Aid: “The Keys to the Kingdom” 199
Rite Aid’s Fictitious Financial Reporting Schemes 199

Scheme #1: Overstating Ending Inventory Values to Reduce Cost of
Goods Sold 199

Scheme #2: Adjusting Gross Profit Entries to Reduce
Cost of Goods Sold 200

Scheme #3: Improper Recognition of Vendor Rebates to Reduce
Cost of Goods Sold 200

Other Rite Aid Manipulations 201

Signals of the Fictitious Reporting Schemes of Reducing
Cost of Goods Sold 201

Are They Living Happily Ever After? 203
Allegheny (AHERF): Trick or Treatment? 204



Chapter 7

Contents

AHERF's Fictitious Financial Reporting Schemes 205

AHERF's Fictitious Financial Reporting Scheme of
Understating Bad Debts 205

AHERF'S Other Fabrications 205

Signals of the Fictitious Reporting Scheme of
Understating Bad Debts 205

Are They Living Happily Ever After? 206
Lockheed: Sky High 206

Lockheed'’s Fictitious Financial Reporting Scheme of Failing to Account
for Asset Impairments 207

Signals of the Failure to Record Asset Impairments 208

Are They Living Happily Ever After? 209
Key Terms 209 e Ethicsat Work 209 e Assignments 212
» CASE STUDY: Navistar International Corporation 215

ENRON AND THE TALE OF THE GOLDEN GOOSE 226
The Start of Enron 227
Kenneth Lay 227
Jeffrey Skilling 231
Andrew Fastow 234
Lay, Skilling, and Fastow 234
Enron Capital and Trade (ECT) 235
How Enron Lost a Fortune 236
The Projects of Rebecca Mark 236
Enron Energy Services 239
Enron Online 240
Enron Broadband Services 241
The Electricity Fiasco in California 244
Enron’s Fictitious Financial Reporting Schemes 247

Scheme #1: The Abuse of Mark-to-Market Accounting via Mariner
Energy 247

Scheme #2: The Abuse of SPEs 248
Scheme #3: The Prepay Transactions 263
Signals of the Enron Frauds 265

Signals of Enron’s Fictitious Reporting Schemes of Using SPEs
(or Unconsolidated Affiliates) to Understate Debt and Overstate
Earnings 265

13



14

Contents

General Signals of Enron’s Assorted Financial Problems 272
Are They Living Happily Ever After? 277

Key Terms 278 e Ethicsat Work 279 e Assignments 280
» CASE STUDY: Basin Water, Inc. 284

Chapter 8 TALL TALES 292

The Edison Lesson 293

Edison’s Fictitious Financial Reporting Scheme via Inadequate
Disclosure 293

Edison’s Choice of Accounting Treatment 295
Are They Living Happily Ever After? 295
The Adelphia Account 295
Adelphia’s Fictitious Financial Reporting Schemes 296

Scheme #1: Improper Use and Misleading Disclosure of
Related-Party Transactions 296

Scheme #2: Improper Use of Non-GAAP Financial Measures 298
Signals of Adelphia’s Fictitious Reporting Schemes 298

Signals of Adelphia’s Fictitious Reporting Scheme #1—Improper Use
and Misleading Disclosure of Related-Party Transactions 299

Are They Living Happily Ever After? 299

The BellSouth Warning 300

BellSouth’s Fictitious Financial Reporting Schemes 301
Scheme #1: The Use of Fabricated Invoices at Telcel 301

Scheme #2: The Use of Inappropriate Payments and the Failure to
Keep Accurate Records at Telefonia 301

Improper Acounting in Violation of the FCPA 302
Are They Living Happily Ever After? 302
Krispy Kreme and the Missing Dough 302
An Overview of Krispy Kreme’s Operational Problems 304

Signals of Krispy Kreme’s Operational Problem of Opening

Too Many Franchises 304

An Overview of Krispy Kreme’s Fictitious Financial

Reporting Schemes 305
The Krispy Kreme Scheme of Using Inappropriate Accounting for
Round-Trip Transactions 305

Signals of Krispy Kreme’s Fictitious Reporting Scheme of Misusing

Round-Trip Transactions 306
Are They Living Happily Ever After? 306

Key Terms 306 e FEthics at Work 307 e Assignments 311
» CASE STUDY: BUCA, Inc. 314



Chapter 9

Appendix 361

Contents

MORTGAGE MAYHEM 325
The Housing Bubble 326
Easy Credit: Securitization 327
Easy Profit: Tranching 328
Easy Banking: Regulations Repealed 329
Easy Investing: Credit Default Swaps 330
Hard Times 332
The Countrywide Story 334
Increased Credit Risk 336
Pay-Option ARM Loans 337
Countrywide’s Misleading Description of Loans in SEC Filings 338
Countrywide’s Underestimation of Allowance for Loan Losses 338
Signals of Countrywide’s Underestimation of Allowance for
Loan Losses 339
An Overview of Countrywide’s Notes to Its Financial Statements 348
Accounting Lessons from the Mortgage Crisis 348
Are They Living Happily Ever After? 348
Key Terms 349 e Ethicsat Work 349 e Assignments 350
» CASE STUDY: TierOne Bank 354

References 365

Glindex 383

15






PREFACE

ABOUT THE BOOK

Accounting fraud, or the manipulation of financial statements, has become an increas-
ingly serious issue over the last two decades, leading to the collapse of ostensibly solid
companies, exacerbating a serious global recession, and resulting in an acute lack of confi-
dence in financial markets and in the accuracy of financial statements. This book provides
an informative and invaluable analysis of the Top 20 Methods of Fictitious Financial
Reporting that lists the most frequently used methods of overstating earnings and assets
and understating debt in financial statements. The book also presents a detailed examina-
tion of the main Signals indicating possible fictitious reporting in financial statements.
Taking the viewpoint that no book on accounting fraud would be complete without an
examination of the breakdown in ethics that underlies the fraud, this text examines the
three major Theories of Ethics, as well as ethical decision-making models that are appli-
cable to the business world in general and to students of accounting in particular.

Detecting Accounting Fraud: Analysis and Ethics takes the following eight-step
case-study approach:

1. Identifies the accounting fraud or method of fictitious financial reporting
utilized by a specific, real-world company.

2. Presents background information about the company and its key executives.

3. Describes the fraud or scheme in detail, referencing the company’s financial
statements as well as primary documents such as Accounting and Auditing
Releases, Litigation Releases, SEC Complaints, and Bankruptcy Reports.

4. Explains how a particular accounting scheme or fraud leads to specific signals
in the company’s financial statements indicating that these financial statements
have been manipulated.

5. Asks students to address relevant ethical issues in the “Ethics at Work” sections
throughout the book.

6. Provides short, end-of-chapter questions to ascertain that students have under-
stood the material.

7. Provides in-depth discussion questions and exercises to encourage a more com-
prehensive grasp of the material.

8. Presents a new, real-world case study of another company that perpetrated
an accounting fraud or scheme similar to that discussed earlier in the chapter.
Students are provided with extracts from this new company’s financial state-
ments, as well as relevant excerpts from original documents such as Litigation
Releases and Complaints. Students are then given the opportunity to identify
signals in this company’s financial statements indicating how the company has
manipulated its financial statements.

17



Preface

Intended Audience

This book has been written for instructors and students of undergraduate and graduate
courses to be used in the following areas:

* Accounting Fraud (in business schools, MBA programs, and law schools)
¢ Accounting Ethics and Business Ethics

e Financial Accounting Case Studies

¢ Auditing (in business schools and MBA programs)

Distinguishing Features of Detecting Accounting Fraud: Analysis and Ethics

¢ In addition to analyzing the more well-known case studies (Sunbeam, WorldCom,
and Countrywide), the book presents a number of new and unusual real-world
case studies for students to examine. These include companies such as Beazer
Homes, Peregrine Systems, Buca, Inc., and TierOne Bank.

* The book is written in a lively and engaging style, with interesting background
information on many of the companies and their executives.

* The material is well organized and complex material is presented in a logical,
easy-to-follow manner as the chapters systematically examine the Top 20 Methods
of Fictitious Financial Reporting.

® The book concludes with a useful Appendix summarizing the Top 25 Signals
Indicating Possible Fictitious Reporting in Financial Statements.

e Students are presented with a variety of original, primary documents (or relevant
extracts from such documents), adding a high level of authenticity to the real-
world cases covered in the text.

e Students are given the opportunity to examine the ethical dimensions (or lack
thereof) of a variety of the case studies.

* The wide range of end-of-chapter assignments provides students with ample
opportunity to apply what they have learned.

* The new case studies presented at the end of the chapters give students the valu-
able opportunity to examine original documents and look for evidence of account-
ing manipulation in a real-world company.

® The book features an extensive list of references for each chapter, inviting further
research and reading on the various topics covered.



INSTRUCTOR SUPPLEMENTS

Instructor’s Solutions Manual: The Instructor’s Solutions Manual provides both thought-
provoking responses to all the open-ended questions and clear, concise solutions to
the broad range of accounting issues and numerical questions presented in the text.
To assist the instructor in guiding student discussions on ethical issues, the manual
presents a range of comprehensive responses to all the questions in the Ethics at Work
sections. It also contains answers to all the True/False, Fill-in-the-Blank, and Multiple
Choice Questions in each chapter. It offers suggested responses to all the Discussion
Questions, as well as detailed answers to all the Short-Answer Questions and Case
Study Questions.

PowerPoint Presentations: Complete PowerPoint presentations are provided for each
chapter. Instructors may download and use each presentation as is or customize the
slides. Each presentation allows instructors to offer an interactive presentation using
colorful graphics, outlines of chapter material, and graphical explanations of difficult
topics.

Both the Instructor’s Solutions Manual and the PowerPoint presentations are available
online at www.pearsonglobaleditions.com/Jackson.

19



20

ACKNOWLEDGMENTS

It certainly “takes a village” to write a book, and this book could not have been written
without the encouragement and support of many. Thanks to the Leventhal School of
Accounting and the Marshall School of Business at the University of Southern California
and to the many undergraduate and graduate students who have taken my classes on
detecting accounting fraud over the years and have provided valuable feedback on the
material presented in this text.

Thank you to the following reviewers, whose comments helped to shape the
final manuscript: Richard G. Brody, University of New Mexico; Jim Cali, Southern
Illinois University — Carbondale; Judith M. Clark, The University of Northwestern
Ohio; Dr. Marina Grau, Houston Community College-Southwest; Venkataraman lyer,
University of North Carolina at Greensboro; Jacquelyne L. Lewis, North Carolina
Wesleyan College; and Timothy A. Weiss, University of Northwestern Ohio.

A warm thank-you to the people at Pearson for their various and invaluable con-
tributions to this project: to Sari Orlansky for initiating the venture; to Stephanie Wall
for bringing me on board; to Donna Battista for her guidance; to Lacey Vitetta, Nicole
Sam, Liz Napolitano, and Christine Donovan, thank you for successfully and expertly
steering the project through the complex publication process. To Linda Harrison, the
development editor, thanks for the helpful and insightful feedback. To Kelly Morrison
at GEX Publishing Services, many thanks for navigating this book through production
so efficiently.

To Christine Burdick-Bell who, in spite of her demanding schedule, is always
available to answer a question or give valuable feedback on the text, I am sincerely
grateful.

To my daughter Kate—Ph.D. student and budding ethicist—thank you for your
significant contributions to the chapter on “Ethics at Work” and for the assignments
and suggested solutions to accompany that chapter.

To my wife, Sandra, thank you for keeping track of everything and keeping every-
thing on track! You brought your expertise to every step of the process, and I could not
have completed this book without you.

Pearson would like to thank and acknowledge the following people for their work on
the Global Edition:

Contributor
Dayana Matsura, Asia Pacific University of Technology and Innovation, Malaysia

Reviewers
Mohamad Hajj, Lebanese University, Lebanon
Loo Choo Hong, Wawasan Open University, Malaysia
Deehbanjli Lakshmayya, Wawasan Open University, Malaysia



ABOUT THE AUTHOR

Cecil Jackson, Professor of Clinical Accounting in the Leventhal School of Accounting at
the University of Southern California, teaches courses on detecting accounting fraud
and on managerial accounting for the MBA program as well as the graduate and under-
graduate accounting programs. Dr. Jackson developed Leventhal’s highly regarded
course on “Detecting Fraudulent Financial Reporting.”

Cecil Jackson'’s previous book, Business Fairy Tales: Grim Realities of Fictitious
Financial Reporting (2006) received favorable reviews from publications such as Barrons,
The CPA Journal, Investor’s Business Daily, the Motley Fool, and The Accounting Review.

Dr. Jackson has appeared on a number of business news shows, including
Bloomberg Television, The Street.Com, and CNN. He has worked for two leading public
accounting firms and qualified as both a CPA and Chartered Accountant. Dr. Jackson
has won several awards for his teaching and is a respected speaker and consultant on
aggressive financial reporting issues. In May 2010, he was awarded the prestigious
Evan C. Thompson Teaching and Learning Innovation Award by the Marshall School
of Business. In May 2012, he was voted one of the best professors in the Marshall School
of Business and received the Golden Apple Award.

21






DETECTING
ACCOUNTING FRAUD






Introduction to
the Problem of
Accounting Fraud

Learning Objectives

After studying this chapter, you should be able to:

¢ Identify the elements of accounting fraud.

® Recognize the pervasiveness of accounting fraud.

¢ Identify the major financial gatekeepers in corporate governance.

¢ Explain the main elements of Sarbanes-Oxley reform.

¢ Explain the main elements of Dodd-Frank reform.

e Identify the top 20 methods used to manipulate financial statements.

CHAPTER OUTLINE

* What Is Accounting Fraud? ® The Dodd-Frank Act of 2010
¢ Accounting Fraud at the * The Top 20 Methods of

Turn of the Millennium Fictitious Financial Reporting
¢ The Sarbanes-Oxley Act of 2002 ¢ Assignments

¢ Accounting Fraud and the
Financial Crisis of 2008
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Chapter 1 ¢ Introduction to the Problem of Accounting Fraud

Although gold dust is precious, when it gets in your eyes it obstructs
your vision.

—His-TANG CHIH TsaNG, CHINESE ZEN MASTER

In July 2010, in the wake of the mortgage crisis and financial tsunami that had hit the
United States in 2008, Mary L. Schapiro, then chairman of the United States Securities
and Exchange Commission (SEC), described the vast damage caused by the financial
crisis and went on to point out: “One of the fundamental requirements for rational
investing and efficient capital formation is the availability of high quality information.
One of our core functions is collecting and making publicly available financial and
other relevant information from public companies.” The health of our markets—and
the very foundation of our financial system—relies on the production and accessibility
of this “high quality” financial information.

Unfortunately, as a review of the last 15 years reveals, the financial informa-
tion from a variety of public companies that were once regarded as mainstays of
the U.S. economy was naively misleading at best and blatantly fraudulent at worst.
Numerous executives have been exposed in cases of greed and betrayal, of blatant
duplicity and moral bankruptcy. Central to almost every case discussed in this book
is the fact that these corporate executives manipulated financial statements—or
encouraged others to tamper with financial statement disclosures—and misled those
who trusted them.

WHAT IS ACCOUNTING FRAUD?

Before addressing accounting fraud, it is helpful to briefly examine the concept of fraud
in general. Defining fraud is a complex legal exercise, and definitions may differ from
state to state, from federal courts to state courts, and from criminal cases to civil cases.
This discussion addresses the issue in broad terms and is not meant to be taken as
legal advice. The Association of Certified Fraud Examiners describes fraud as follows:

In practice, fraud embraces all the multifarious means that human ingenuity
can devise for one person to gain an advantage over another by false sugges-
tion or suppression of the truth. No final, invariable rule can be laid down in
defining fraud—according to Black’s Law Dictionary, the act of fraud includes
surprise, trick, cunning, and a range of unfair ways by which people are
cheated. The only boundaries are those that limit human knavery. (The Fraud
Trial, 2011, p. 6)

According to Lawrence and Wells (2004), “Under common law, three elements are
required to prove fraud: a material false statement made with an intent to deceive..., a
victim’s reliance on the statement and damages.” The Federal Bureau of Investigation
(FBI) defines fraud as follows: “The intentional perversion of the truth for the purpose
of inducing another person or other entity in reliance upon it to part with something of
value or to surrender a legal right” (www.fbi.gov).



Chapter 1 e Introduction to the Problem of Accounting Fraud

Accounting fraud (also sometimes called “corporate fraud'” or “financial report-
ing fraud”) is a particular type of fraud that involves the manipulation of financial
statements. In its report on Deterring and Detecting Financial Reporting Fraud (2010), the
Center for Audit Quality defines financial reporting fraud as “a material misrepresenta-
tion resulting from an intentional failure to report financial information in accordance
with generally accepted accounting principles” (p. i).

For criminal fraud cases, the burden of proof (or level of proof) required is gener-
ally higher than for civil fraud cases: “For civil cases that burden is a “preponderance of
evidence.” In criminal fraud the standard is ‘beyond a reasonable doubt”” (Lawrence &
Wells, 2004). For this reason, many cases of accounting fraud are tried in civil court or
result in civil actions such as SEC enforcement actions.

Civil Accounting Fraud

The Enforcement Division of the SEC publishes “financial reporting related enforce-
ment actions concerning civil lawsuits brought by the Commission in federal court
and notices and orders concerning the institution and/or settlement of administrative
proceedings” (“Accounting and Auditing Enforcement Releases”). The SEC issues its
findings in the form of an Accounting and Auditing Enforcement Release (AAER) or
a Litigation Release (LR) or both. In an AAER or LR, the SEC describes how a com-
pany has allegedly infringed securities law. The SEC will usually accept an “Offer of
Settlement,” and the respondents agree to the “Order Instituting Public Administrative
and Cease and Desist Proceedings.” The respondents generally do not admit or deny
the findings.

After the Sarbanes-Oxley (SOX) Act was passed in 2002, SEC enforcement
actions increased from 598 in fiscal year 2002 (Dickey, Sturc, & Van Lobels Sels, 2003)
to 679 actions in fiscal 2003. The next few years saw a slowdown in cases, until the
financial crisis hit the economy to cause another upswing in enforcement actions. As
can be seen in Figure 1.1 (below), the SEC’s Enforcement Actions cover a range of finan-
cial violations, such as insider trading, market manipulation, and securities offering
violations in addition to financial fraud/issuer disclosure violations. The category of
“Financial Fraud/Issuer Disclosure” (i.e., accounting fraud) involves violations related
to financial statements and financial disclosures released by “issuers” of financial state-
ments. These are the types of violations that we examine in this text.

The crisis of 2008 shifted the focus of SEC enforcement investiga-
tions and actions away from accounting and issuer disclosure violations for a
few years. According to an article in The Wall Street Journal, it is expected that

! While not all corporate fraud is accounting fraud, accounting fraud is the most prevalent and most damaging
form of corporate fraud. (“Financial Crimes Report,” 2011. www.fbi.gov)
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28 Chapter 1 ¢ Introduction to the Problem of Accounting Fraud

m Year-by-Year SEC Enforcement Statistics

Enforcement 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Actions by

Fiscal Year

Broker-Dealer 137 140 94 75 89 67 109 70 112 134
Delinquent n/a n/a n/a 91 52 113 92 106 121 127
Filings

FCPA? n/a n/a n/a n/a n/a n/a n/a n/a 20" 15
Financial Fraud/ 199 179 185 138 219 154 143 126 89" 79
Issuer Disclosure

Insider Trading 50 42 50 46 47 61 37 53 57 58
Investment 72 90 97 87 79 87 76 113 146 147
Adviser/

Investment Co.

Market 32 39 46 27 36 53 39 34 35 46
Manipulation

Securities 109 99 60 61 68 115 141 144 124 89
Offering

Other 80 50 98 49 65 21 27 35 31 39
Total 679 639 630 574 655 671 664 681 735 734
Enforcement

Actions

* Prior to FY 2011, FCPA was not a distinct category and FCPA actions were classified as Issuer Reporting and Disclosure.

** Prior to FY 2011, this category was reported as Issuer Reporting and Disclosure and included FCPA actions, which

are now

tracked separately from Financial Fraud/Issuer Disclosure actions.

Source: www.sec.gov/news/newsroomlimages/enfstats.pdf

new SEC Chairman Mary Jo White, who assumed leadership of the SEC in April 2013,
will be more likely to shift SEC focus back to accounting fraud in future years
(Eaglesham, May 27, 2013). A recent article in Accounting Today agrees that the SEC’s
emphasis will move from fraud on “Wall Street to Main Street” (Cohn, 2013).

Criminal Accounting Fraud

Sometimes, a company may also be pursued by the Department of Justice and the
Federal Bureau of Investigation (FBI) and charged with criminal fraud. Since 2010,
the FBI has had special agents “embedded at the SEC” to swiftly isolate securities and
corporate frauds and initiate criminal investigations where necessary (Mueller, 2012).
Most of the criminal corporate fraud investigated by the Financial Crimes Section (FCS)
of the FBI involves financial reporting fraud:

The majority of corporate fraud cases pursued by the FBI involve accounting
schemes designed to deceive investors, auditors, and analysts about the true

2 Foreign Corrupt Practices Act.
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financial condition of a corporation or business entity. Through the manipu-
lation of financial data, the share price, or other valuation measurements of a
corporation, financial performance may remain artificially inflated based on
fictitious performance indicators provided to the investing public. In addition
to significant financial losses to investors, corporate fraud has the potential
to cause immeasurable damage to the U.S. economy and investor confidence.
(“Financial Crimes Report,” 2011)

The number of corporate fraud cases pursued by the FBI has grown steadily since
2007. At the end of its 2011 fiscal year, the FBI was investigating 726 cases of corporate
fraud in the United States (Figure 1.2).

The Extent of Accounting Fraud

While there is some debate concerning the extent of corporate fraud, in their study
“How Pervasive Is Corporate Fraud?” (2013), Dyck, Morse, and Zingales posit that
there is an “iceberg” of corporate fraud and falsified financial statements that remains
undetected and that the iceberg is “3 times bigger under the water than above the
water” (p. 4).

In addition, accounting-related litigation is on the upswing. According to a recent
Cornerstone Research article, “In 2012, the proportion of securities class action settle-
ments involving accounting allegations increased to almost 70 percent from less than
50 percent in 2011” (qtd. in Wilczynski, 2013).

800

726
700 661 |
600 592 |
529 545

500 — —

400 — —

300 — —

200 — —

100 -

FY 2007 FY 2008 FY 2009 FY 2010 FY 2011
FIGURE 1.2 Corporate Fraud Pending Cases

Source: “Financial Crimes Report to the Public: Fiscal Years 2010-2011."
(October 1, 2009-September 30, 2011). Federal Bureau of Investigation.
www.fbi.gov
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Increasingly, corporate frauds are also being exposed through the relatively new
Dodd-Frank Whistleblower Program. According to the SEC, in 2012, the most frequent
whistleblower complaints “related to corporate disclosures and financials” (“SEC
Receives ...,” 2012). Clearly, in spite of increased regulations, accounting fraud remains
a serious and persistent problem.

ACCOUNTING FRAUD AT THE TURN OF THE MILLENNIUM

At the turn of the millennium, the nation’s attention was focused on the dangers of ficti-
tious financial reports and the shortcomings of the financial reporting system as a result
of the spectacular business and financial reporting failures of Enron and WorldCom.

Enron and WorldCom

In an Amended Complaint (May 1, 2003) charging Enron executives with fraud, the
Deputy Director of the Enforcement Division of the SEC, Linda Chatman Thomsen,
declared:

At a point when Enron’s touted groundbreaking broadband technology was little
more than a concept—and its business model was not commercially viable—these
defendants played important roles in perpetuating the fairy tale that Enron was
capable of spinning straw—or more appropriately, fiber—into gold.

Within weeks of the beginning of Enron’s meltdown in mid-October 2001,
employees had lost over a billion dollars” worth of Enron stock in their 401(k) plans,
stockholders had lost billions of dollars as the stock price fell from $60 per share to
below $1, and debt holders were about to lose more than $3.9 billion that Enron owed
them. On December 3, 2001, about 4,000 of Enron’s employees were given notice to
leave the company on the same day.

Unfortunately, Enron’s accounting fraud was just one more case in an all-too-
frequent litany of falsified financial reports that had grown in incidence over the 1990s
and into the 21st century, when accounting fraud seemed to reach pandemic proportions.
WorldCom’s bankruptcy was soon to follow in 2002, and staggeringly, it topped Enron’s’.

In his First Interim Report (2002), Richard Thornburgh, WorldCom'’s Bankruptcy
Examiner, presented a list of the gatekeepers who failed WorldCom. Thornburgh
found failure by WorldCom’s management and senior accounting staff and its inter-
nal control system, as well as failed checks and balances by the following gatekeepers:

® The board of directors, including general oversight failure as well as failures by
the audit committee and the compensation and stock option committee

¢ The internal audit department

* The external auditors

* The investment banking company

* The investment banker’s stock analyst

*However, six years later, in September 2008, Lehman Brothers became the largest bankruptcy in U.S.
history and Washington Mutual became the second largest. WorldCom dropped to third place, and Enron's
bankruptcy fell to sixth on the list (Ovide, 2011).





