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The Challenge of Earnings Management:
AValuators Perspective

very business day is filled with reality) because the latter may beates opportunities for “earnings man-

moral decisions—matters of easily manipulated (managed) or usecagement,” in which managers choose

right and wrong. People in busi- in self-serving fashions.” reporting methods and estimates that do
ess are frequently torn not accurately reflect economic reality.

between reducing cost, maximizing The very nature of our accounting envi-
profits, self-interest, and social re-ronment makes the search for economiaVhat is Earnings Management?
sponsibility. As valuation practitioners, reality a daunting task. As valuators,

most of us are far removed from theour search starts with an understandin
likes of Enron, Tyco, WorldCom, Global of generally accepted accounting prin-

d?epresentative definitions of earnings
management from the academic literature

Crossing, Lucent, Xerox, and so forth.ciples (GAAP) and the application of Include the following:
We are not, however, removed from GAAP by the company being valued.
guestionable accounting practices andsAAP proposes the use of accrual
inappropriate management behavior. Asaccounting. The objective of accrual
valuation practitioners, we rely heavily accounting is presented by the FASB in
on representations made by both manStatement of Financial Accounting
agement and outside accounting firmsConcept No. 6 (FASB, 1985):

“Enrongaté’ has put us on notice to look
beyond the numbers in search for eco-
nomic reality. This article introduces the
concept of economic reality and dis-
cusses the meaning and challenge of
earnings management.

Economic Reality

Accordingly to Dr. Paul Krugmahan
economist at MIT, “perception creates
economic reality.” To valuation practi-
tioners, economic reality is the true
essence of a company'’s financial condi-
tion and its earnings power. The Internal
Revenue Service, a major contributor
of valuation theory, employs various
common law doctrinés(substance
overform, economic substance, sham
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provides for flexibility in accounting,

Accrual accounting uses accrual,
deferral, and allocation procedures
whose goal is to relate revenues,
expenses, gains, and losses to peri-
ods to reflect an entity’s perfor-
mance during a period instead of
merely listing its cash receipts
and outlays. Thus, recognition of
revenues, expenses, gains, and
losses and the related increments
or decrements in assets and lia-
bilities—including the matching of

“...a purposeful intervention in the
external financial reporting process,
with the intent of obtaining some
private gain (as opposed to, sagre-
ly facilitating the neutral opation
of the process).” Schipper (1989)

“Earnings management occurs when
managers use judgment in financial
reporting and in structuring trans-
actions to alter financial reports to
either mislead some stakeholders
about the underlying economic per-
formance of the company, or to
influence contractual outcomes that
depend on reported accounting
numbers.” Healy and Wahlen (1999).

costs and revenues, allocation, andn Practice, earnings management
amortization—is the essence ofincludes a wide variety of legitimate and

using accrual accounting to mea-i”egitimate actions by management that

sure performance of entities.

affects earnings. Legitimate earnings

management includes reasonable and
transaction, business purpose, and steld‘ summary, the objective of accrual proper practices that are part of operat-
transaction) to reveal the true essencedccounting is to help us measure théng a well-managed business and
of a transaction—economic reality. €conomic performance of a businessdelivering value to shareholders, while
According to Jay Soled, writing in the over a period of time. By design, GAAP illegitimate earnings management is

intervening to hide real operating

courts “prefer giving greater weight allowing management to make judg-performance by creating artificial ac-
to the substance of a transaction ovements and estimates. The problem is thatounting entries or stretching estimates
its form (in the search for economic management’s use of judgment also crebeyond a point of reasonablenéss.
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Professors Dechow and Skinfdistin- company.” In August 2002, Robert strategies and techniques commonly used
guish between earnings managemenBayless (currently with the SEC’s by publicly traded companies (discussed
decisions that are fraudulent and thosDivision of Enforcement) spoke at the below). Importantly, closely held com-
that comprise aggressive, but acceptAmerican Accounting Association’s 2002 panies are not subject to the same rigor
able, ways in which managers can exerAnnual Meeting where he stated thator scope of examination as publicly
cise their accounting discretion. Table 1the SEC's focus was on management'sraded companies—no SEC filings and
is an adaptation of their presentation. INtént to deceive—including “within- enforcement, no public reporting, little or
GAAP choices that are used to obscurgyg poard oversight, no financial news
The Securities and Exchange Commis [u€ economic performance. scrutiny, no stock analysts, and so forth—
sion, oddly enough, does not explicitly ] ] and therein no creditability checks or
define earnings management. In Sep!S Earnings Management Pervasive? \yatchdogs.
tember 1998, SEC Chairman Arthur |, 3 putshell—yes! Numerous studies
Levitt spoke at NYU Center for Law paye documented the prevalence an&armings Management Techniques—
and Business where he addressed h yjyations for earnings managementPublicly Traded Companies

concerns about earnings managemeny,  pjicly traded companies. Professorszecent accounting scandals have

describing it as “accounting hocus-
X : Healy and Wahel present a comprehen; ifi
pocus.” Chairman Levitt expressed his y b P fdentified four commonly employed

fear “that we are witnessing an erosion ir'Srlr:/:sree:tllf;\ilezfatrheesﬁSg‘r’ﬂtg:ﬂ Igj;a;‘arriéearmngs management technlqges
the quality of earnings, and, therefore, the = " " e 00 E S conducted 50 ¥trategies or schemes) used by publicly
quality of financial reporting. Managing o ~  traded companies: (1) off balance sheet
may be giving way to manipulation: Magazine in October of 1998, which 4ccounting, (2) accelerating revenue, (3)
integrity may be losing out to illusion.” concluded that 78 percent of CFOs hadye|aying expenses, and (4) accelerating
In November 1998, Chairman Levitt been asked t.o use accounting rules t@xpenses.

spoke to the Financial ExecutivesManage earnings.

Institute where he addressed his con ) ) Off balance sheet accounting refers to
cerns about earnings managementD0€s this mean that only publicly tradedyethods employed by a company to
describing it as “perverted accountingCompanies manage earnings? No! Anyenoye assets and liabilities from its
practices where managers cut cornerSéasoned valuator (or practicing CPA)y51ance sheet. There are generally four
and where earnings reports reflect thecan attest thaall closely held busi- \4vs 1o remove (or impair) assets and
desires of management rather than th Nessesmanage earningsin some formor ;- pjijities from a company’s balance
underlying financial performance of the fashion—employing many of the same oot (1) special purpose entities (SPE),

(2) asset impairment, (3) spinoffs, and

Table 1. Earnings Management Decision Grid .
9 9 (4) synthetic leases. Enron, for example,

CLASSIFICATION ACCOUNTING CHOICES WITHIN GAAP employed the use of SPEs to hide
X - — — debt totaling over $1 billion. Adelphia
Conservative Overly aggressive recognition of provisions or reservesmmunication’s off balance sheet
Overvaluation of acquired in-process R&D in purchaseaccounting involved the use of company

acquisitions assets to secure $3.1 billion in payments

Overstatement of restructuring charges and asset | t0 the Rigas family (its founders).
WorldCom employed a similar scheme

write-offs
Neutral Earnings that result from a neutral operation of the \t/)vhen making $400 m|II|.on i off
alance sheet loans to its founder,
A Bernard Ebbers. A spin-off is simply
Aggressive Understatement of the provisions for bad debts another way to establish a SPE—
Drawing down provisions or reserves in an overly a subsidiary into a separate publicity
aggressive manner traded entity. A synthetic lease is
employed to improve a company’s
ACCOUNTING CHOICES THAT VIOLATE GAAP financial performance ratios by keeping
) ) assets and liabilities off the books.
Fraudulent Recording sales before they are realized
Recording fictitious sales Accelerating revenue is simply the
Backdating sales invoices process of recording revenue in one

Overstating inventory by recording fictitious inventgry Period while delaying recognition of
related costs (delaying expenses) for

Source: Adapted from Dechow and Skinner later periods. AOL, for example, inflated
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its sales by booking barter deals and adaccounting and a comprehensive sedata and related representations. Is a
it sold on behalf of others and “round- of books and records. The challenge ocertified audit report more creditable
trip” deals with advertisers and suppliers.earnings management may again bithan a tax return? Consideration must
Bristol-Myers inflated its 2001 revenue compounded by the purpose of thealso be given to the motivation(s) for
by $1.5 billion by “channel stuffing” or valuation. For example, if the purposeearnings management.
forcing wholesalers to accept more tharis adversarial or litigation-related
they could sell (subject to return) just(divorce, shareholder action, busines:Concluding Comments and Observations
to get it off their books. Global Crossing damages, etc.), the respondent migh
and Qwest engaged in network capacitipresent skewed data, incomplete date
“swaps” with other carriers to inflate or a pessimistic view of the business, its
their revenue. Afinal example is Merck, prospects, and risks. . .

strategies (techniques) employed by

which recorded $12.4 billion in con- N . oublicly traded firms to manage earn-
sumer-to-pharmacy co-payments tha Normalizing for Earnings Management ings. No one disputes that companies

they never expected to collect. .
A fundamental step in the valuation (large and small) manage earnings or

Delaying expenses serves to boost currelProcess is the collection and analysis othat current accounting practices—
earnings. The recent WorldCom scanda@ company’s historical financial state- GAAP—misrepresent economic reality.
demonstrates how desperate (or creativeMents. Historical data analysis helps theAS valuation practitioners, we must be
companies are. WorldCom, the seconcvaluator develop a business profile—cautious, even.skeptlcal, in our reliance
largest long-distance phone company irPositive and negative trends, strength:On representations made by both man-
the U.S., overstated its cash flow fromand weaknesses, investment attributes2gément and outside accounting firms.
operations by booking $3.8 billion in quality of management, risks, and othe'Scope_Ilmltatlons aS|de,_the challenge
operating expenses as capital expensefaCtorS that might impact the company’sOf earnings management is real and must
Another delaying expense strategy,future performance or identify assetbe considered. [J

employed by both Qwest and WorldCom,impairment. Simply stated, historical 1o ined by Richard Wayman, awriter wiith
long-term contracts. dation from which valuators develop Feb 27, 2000).

their opini.o.ns. To enhar_‘ce' the quality,> \west, Andrew, The Economic Spin Doctors:
Accelerating expense strategies, comcomparability, and predictive value of Perception Creates Economic Reality, Capitalism

Ui » i i i i i Magazine,
monly referred to as the “big bath, gen_the financial reporting being examined, C o _ )
example, a company might “front-load” We normalize (or adjust) the balance§3°1-_6111'2T and The E(_:onom|c Substance
' i , Doctrine, Houston Law Review, Summer.
expenses in a current period to reducSheet to reflect a company’s true eco

4 - L
. . nomic condition—market value—of both Soled, Jay (2001). Use of Judicial Doctrinesin
expenses in a latter period. The mos Resolving Transfer Tax Controversies, Boston

recent example of this is AOL Time Fog_ﬁ.d a”td Uf]btl’ooketd a;bslets adn'COIIegeLawRevieW

; i iabilities—tangible, intangible, an .
Warner’s announcement that it will take . Cw 9 i 9 'S Healy, Paul and Wahlen, James (1999). A Review
a $60 billion write-down of impaired Contingent. Vve normalize a Company's ¢ g, nings Management Literature and Its
assets. Other accelerating expense areNCOMe statement to reflect its true €co|mplications for Standard Setting, Accounting
include nonrecurring items, goodwill Nomic performance or earnings power Horizons.

impairment, in-process R&D charge- e normalization process should resule sehipper, k. (1989). Commentary on Earnings
offs, and other income. in transparency allowing insight (absentmManagement, Accounting Horizons,

distortion§) into what can reasona.\bly.be7 Parfet, William (2000, Dec.). Accounting
expected in the future. The normalizationSubjectivity and Earnings Management: A
process is made more complicated byPreparer Perspective. Accounting Horizons.
earnings management. 8 Dechow, Patricia and Skinner, Douglas (2000).
AIthough the order of magnitude may Earnings_Management_: Reconcilir_lgtheViaNsof
be less, closely held companies comAs presented by Professors Dechow anAccountmg Acade_mlcs, I_Dractltloners, and
. . . Regulators, Accounting Horizons.

monly employ many of the same strate-Skinner (see decision grid above), earn_ Barr. Stephen (1999). Mi ing Result

i i iesings management covers a wide variety >a'". Stephen - VISTEPOTHING RESUTLS,
gies used by pUb“CIy traded companies fg ti gf lete legiti *CFO Magazine, Retrieved 12/28/01 from the World
The challenge of earnings managemerot ac |onst rom fOTp ede tetghl 'm?ﬁy Wide Web: http: /mww.cfo.com

at one exireme 1o fraua a e other

and closely held companlgs IS frequeml)u d tandi h th luati 1 Pratt, Shannon; Reilly, Robert and Schweihs,
compounded (or mUdd!ed) b_y otherUn erstanding such, the valualionpg, .. 1993). valuing Small Businesses and
fundamental problems, including, butpractltl'one'r must mqke a cre;dlblh'ty Professional Practices, 2nd Ed.
not limited to, a consistent method ofdetermination regarding the financial

This article attempts to contribute to the
valuation literature by using recent
accounting scandals to identify various

Earnings Management Techniques—
Closely Held Companies

20 The Valuation Examiner January/February 2003



