CHAPTER 6
Earnings Management
Net Income is the number that receives the most attention, making it the number corporate numbers are most tempted to manipulate.

· Meet internal targets

· Internal earnings targets: important tool in motivating managers to increase sales efforts, control costs, and use resources more efficiently.
· Earnings-based bonus plan increases the incentive of managers to manipulate the reported numbers.
· Meet external expectations

· Lower-than-expected # of companies w/ earnings just a little bit negative and a higher-than-expected # of companies w/ earnings a little bit positive.

· Manage earnings to avoid reporting losses and disappointing external stakeholders.

· Announcing net income less than the income forecast by analysts results in a drop in stock price.
· A string of 52 quarters in a row of meeting or beating analysts’’ forecast has a 1-in-4.5 quadrillion chance of occurring randomly.

· Provide income smoothing

· Income smoothing: practice of carefully timing the recognition of revenues and expenses to even out the amount of reported earnings from one year to the next.

· Making a company less volatile makes it easier for a company to obtain a loan on favorable terms and easier to attract investors.

· Provide window dressing for an IPO or a loan

Earnings Management Continuum (start small and move onto fraud)
· Savvy Transaction Timing: Strategic matching: timing transactions so that large one-time gains and losses occur in the same quarter.
·  Aggressive Accounting: Changes in methods or estimates w/ full disclosure.
· Deceptive Accounting: Changes in methods or estimates w/o full disclosure.
· Fraudulent Accounting: Non-GAAP accounting (can be the result of inadvertent errors)
· Fraud: Fictious transactions (or deceptive concealment of transactions)
5 Hocus Pocus Items

· Big Bath: if a company expects to have a series of hits to earnings in future years, it is better to try to recognize all of the bad news in one year, leaving future years unencumbered by continuing losses.
· FASB has substantially limited flexibility in recognizing restructuring charge.
· Creative Acquisition Accounting: the allocation of the total purchase price to the individual assets of a company recently acquired.

· The cost assigned to “purchased in-process R&D” is expensed immediately.
· Cookie Jar Reserves
· Recognizing a very high bad debt expense this year when earnings are high, allowing the reporting of lower bad debt expense in future years.

· Recognizing some cash received as unearned revenue.

· Materiality (ex. 1% sales, 5% operating income, etc.)
· Revenue Recognition

· Start up companies like to report revenue when contracts are signed or partially completed rather than waiting until the promised product or service has been fully delivered.
Pro forma earnings number: the regular GAAP earnings number w/ some revenues, gains, or losses excluded.
· Can be an effort by management to add information value to the reported GAAP numbers or a last-ditch attempt to meet earnings targets.
· FEI recommended that firms give a reconciliation to GAAP net income whenever reporting pro forma #s.

Financial statements can be found under the heading “Investor Relations.” 
· A company must balance its desire to frame information in the best light possible with the need to maintain credibility with company stakeholders.

GAAP Oval: represents the flexibility a manager has, within GAAP, to report one earnings number from among many possibilities based on different methods & assumptions. (outside the GAAP oval is unethical; boundary is fuzzy)
Elements of Earnings Management Meltdown
Through stage 5, public is unaware of earnings management meltdown.
I. Downturn in Business
a. When operating results are consistently good, the need for earnings management is not as great.

II. Pressure to Meet Expectations
III. Attempted Accounting Solution
a. When accountants are asked to return a company to profitability through earnings management, the solution is a temporary one at best.
IV. Auditor’s Calculated Risk
a. Management has many incentives to paint the best picture possible; Audit firm has incentive to push back against anything that appears overly optimistic.

b. Audit firm can accept, engage in further discussion, or withdraw from the audit.

i. Multiyear future revenues v. Potential cost of being swept up in a scandal

V. Insufficient User Skepticism
a. Analysts and the investment community stand to benefit economically as companies obtain loans, issue stock, etc.
VI. Regulatory Investigation
a. SEC frequently investigates questionable accounting. (“cease and desist” misleading practices)

VII. Massive Loss of Reputation
a. Loss of credibility harms all of the company’s relationships & drastically impairs its economic value.
Entire purpose of accounting is to lower the cost of doing business. (make good decisions, reduces uncertainty)
· Cost of capital: cost a company bears to obtain external financing. (discount rate, hurdle rate)
· Determines which long term projects are profitable.
· More risk, higher cost; Higher cost, fewer projects.
· Cost of debt financing: after-tax interest cost associated with borrowing the money.
· Cost of equity financing: expected return necessary to induce investors to provide equity capital.
· Weighed average cost of capital: average of cost of debt and equity financing weighed by the proportion of each type of financing.
· FASB & AICPA promulgate uniform recognition & disclosure standards.
· SEC monitors the accounting standard setting process of the FASB, requires quarterly financial statements from publicly traded companies, and investigates cases of deceptive reporting.
· IASB works with international financial reporting.
MODULE

Time Value of Money Review

· Simple Interest: i = p x r x t
· r = interest rate (per period), t = time (# of periods)
· Interest: payment for the use of money. (i)
· Principal: amount of money borrowed. (p)
· Compound interest: interest on both the principal and accumulated interest.
· Effective rate of interest: interest used in compound interest (stated as an annual rate, “per annum”)
· Interest rate per period = interest rate / number of compounding per period
· Number of periods = years x number compounding per period
