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Charles W. Mulford
BioSketch

Charles W. Mulford is INVESCO Chair and professor of accounting in the College of
Management at Georgia Tech. Since joining the faculty in 1983, he has been recognized ten
times as the Core Professor of the Year and four times as the Professor of the Year by the
Graduate Students in Business Administration. In 1999 the graduate students voted to rename
the Core Professor of the Year Award the “Charles W. Mulford Core Professor of the Year
Award”. An additional teaching award received in 2000 was the university-wide W. Roane
Beard Outstanding Teacher Award.

Dr. Mulford’s scholarly pursuits include the publication of numerous papers in scholarly
as well as professional accounting and finance journals. His research interests center on the
effects of accounting standards on investment and credit decision-making, earnings forecasts, the
relationship between accounting-based and market-based measures of risk and international
accounting and reporting practices. More recently, his research interests have turned to the use of
published financial reports in cash flow analysis. He has co-authored four books, Financial
Warnings, published in 1996, Guide to Financial Reporting and Analysis, published in 2000, The
Financial Numbers Game: Identifying Creative Accounting Practices, published in 2002 and
Creative Cash Flow Reporting: Uncovering Sustainable Financial Performance, published in
2005. In 2002, Dr. Mulford founded the Georgia Tech Financial Analysis Lab, which is
dedicated to conducting independent stock market research.

Dr. Mulford has appeared on numerous broadcast networks, including CNBC, ABC
News, and Bloomberg TV. In addition, he has been quoted over 400 times in several business
publications, including The Wall Street Journal, The Financial Times, Business Week, Forbes,
and Fortune.

In addition to his work at Georgia Tech, Professor Mulford regularly consults with major
domestic and international commercial banks and money-management firms on issues related to
credit and investment decision-making. He also serves as Director of Research to Cash Flow
Analytics, LLC.

Professor Mulford has a doctorate in accounting from the Florida State University and is
professionally qualified as a Certified Public Accountant (CPA). Prior to joining the Georgia
Tech faculty, he practiced public accounting with the firm of Coopers & Lybrand. He was an
audit senior in the firm's Miami office.
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Financial Warnings:

Detecting Creative Accounting Practices
Avoiding Earnings Surprises

Course Description:

“Declining profitability, “asset write-offs", "unrecorded liabilities", "restructuring charges",
"accounting irregularities", "inflated profits", "earnings restatements", off-balance-sheet
liabilities . . . all are terms that are seen with frequent occurrence in describing modern-day
financial performance. These terms describe circumstances that are often unanticipated and
typically lead to unexpected reductions in corporate earnings, forecast cash flow, and debt-
service capacity.

Financial Warnings:  Detecting Creative Accounting Practices identifies the financial
characteristics of firms that typically precede such circumstances, helping the informed
financial statement reader anticipate their occurrence and their accompanying negative earnings
surprise.

Generally accepted accounting principles provide wide latitude in the selection of accounting
techniques. Their aggressive application can cause misleading results, even permitting the
reporting of profits where losses may have been more realistic. Not satisfied, some
managements move beyond even the aggressive application of generally accepted accounting
principles and opt to report fraudulent results.

Whether earnings are overstated due to aggressive application of accepted standards or because
of fraud, economic fundamentals will eventually expose the charade. The end result will be a
negative earnings adjustment, a likely net loss for the period (and often several periods), and a
requisite reduction in forecast cash flow. Early detection of earnings overstatements can lead
to more timely corrective actions.
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Objectives
At the conclusion of this two-day seminar participants will be able to:

e  Use a Financial Warnings Checklist in identifying firms that are more likely to sustain an
earnings surprise.

e  Identify unduly aggressive behavior in the choice or application of accounting principles
that is often used to alter perceptions of business performance.

e  Use specific metrics as financial warnings indicators that are useful in anticipating
negative earnings surprises

o Recognize the warning signs of financial fraud

Who Should Attend

o Bankers, analysts and credit specialists at all experience levels who have responsibility
for making or reviewing credit decisions
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Financial Warnings:

Detecting Creative Accounting Practices

Avoiding Earnings Surprises

Course Materials Outline

Introduction

Day 2

What's an earnings surprise?
e+ The Topps Co. - Provision for obsolescence and returns
e+ MiniScribe - A massive fraud

e o Chambers Development - Abandoning unorthodox accounting
«« Home Nutritional Services - Changes in reimbursement patterns

o+ Crown Crafts - Inventory theft loss

o+ Presidential Life - Loss on investments

o+ Lucent Technologies - Premature revenue recognition
o« Sunbeam Corp. - Premature revenue recognition

«+ California Micro Devices - Fictitious revenue

o+ (Cascade International - Where's Our Chairman?

How do earnings surprises impact future cash flows?
««« Class Exercise: A Survey of Lenders - anticipating

earnings surprises

Course agenda

Causative Factors for Earnings Surprises - Economic Fundamentals

Flexibility in Financial Reporting

o o ¢ Class Exercise: Financial Numbers Game Questionnaire

Overstated Revenue

Premature or Fictitious Revenue

When should revenue be recognized?

o+ Autodesk - Sales to distributors

o+« BMC Software - Licensing of software

«+ Computer Associates - Product license fees
es Group 1 Software - Licenses of software

Guidelines for revenue recognition
» A closer look: Basic Principles of Revenue Recognition

Revenue Recognition Abuses
o« Perceptive BioSystems - Consignments
o« Digital Lightwave - No P.O.

10

12

16
17
27
27
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o+ American Software - Shipment of user manuals
o+ Cylink - Shipments to a warechouse

o+ Informix - Side letters

o+ General Electric and revenue recognition

Gain on sale: Should it be recognized?

e+ Comcast Cable: Should gain be recognized?

e+ IBM: Curious financial statement presentation
o+ Case Assignment - Trading Cards, Inc (Topps).

Revenue recognition - premature or fictitious?

« « Boston Scientific - Sales to nonexistent customers
« « California Micro Devices - "What's Wevenue?"
o« Flight Transportation - Insufficient capacity

o+ Case assignment - Disk Drive Corp (Miniscribe).
o+ Case assignment - Global Resources

Special terminology - Premature or fictitious revenue
e« Bill and hold

o+ Channel stuffing

o+ Side letters

«+ Financial warnings checklist

Day 3

Aggressive Cost Capitalization and Extended Amortization Policies

Aggressive Cost Capitalization

Expense or Capitalize?
e+ The Good Guys - Store preopening costs

«« Sun Television & Appliances - Store preopening costs

o« Lechters - Store preopening costs
o+ Value Merchants - A company changes its policies

Guidelines for expense recognition

o+ O.L Corporation - Warranty expense

o+ Top Air Manufacturing - Amortization of patents
o+ Dynatech - Improvements and R & D

10
11

14
16
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26
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33
37

41
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42
43
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Advertising expenditures - Can it be capitalized?
o+ CPI Corp. - Direct response advertising
o+ AOL - Direct response advertising

ees  Class exercise: Capitalized costs

What is aggressive cost capitalization?
eees  Class exercise: Cendant/ CUC International - capitalized costs

How do I recognize aggressive cost capitalization?
o+ Legal Services, Inc. - Capitalized sales commissions

Significance of Deferred Acquisition Costs
A Host of Captitalized Costs: Medical Disposal Technologies
Computer software development costs - a special form of R & D
Capitalizing software development costs
System Software - capitalizing software development costs

ees  Class Exercise: American Software - capitalizing software

development costs
o+ WorldCom — The inside scoop on fraudulent cost capitalization

Extended Amortization Periods

Guidelines for choosing an amortization period
e+ Bausch & Lomb - Depreciation policy

oo Cordis Corp. - Depreciation policy

«« Surgical Corp. - Depreciation policy

Impact of amortization periods on pretax results
e« U.S. Surgical - amortization periods

Differences in the selection of amortization periods - capitalized software
development costs

e« Bolt Beranek and Newman - Amortization period for software costs
e« Autodesk - Amortization period for software costs

e« BMC Software - Amortization period for software costs

Brazen steps taken to boost earnings through extended amortization
Livent - Amortizing capitalized preproduction costs

What's an extended amortization period?
*¢ Snax, Inc. - Writedown of overvalued assets

Calculating the average amortization period for property, plant and equipment
o+ American Semiconductor - Average amortization period
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What's an appropriate amortization period for technology?
eee  Class Exercise: Micron Technology - Average amortization period
eee  Class Exercise: American Software - Software amortization period

Rules for goodwill
e+ American Standard Co. - Evaluating goodwill for impairment
Goodwill impairment

Other Denials of the Need for Goodwill Impairment Charges

Financial warnings checklist

Misreported Assets and Liabilities
Excessive Asset Valuation

When are assets overvalued?
Inventory - a convenient fiction

On the wild side - inventory reporting violations

e+ Bre-X Minerals - "salted" gold samples

o+ Centennial Technologies - fake inventory

o« International Nesmot Industrial - brass bars painted to look like gold
o ¢ ¢ Class Exercise: Comptronix Corp. - a complex fraud

The Lifo Reserve
e« Wayley Corp. - Lifo reserve
e+ R.R. Donnelley - Lifo and the fourth quarter earnings surprise
o+ Winn Dixie Stores - The fourth quarter lifo reserve adjustment
e« Compiled statements and the fourth quarter lifo adjustment

« o« Case Assignment: Babson Tool Works - Lifo

Lifo liquidations - a temporary earnings boost
ee Cross Co. - lifo liquidations

Other inventory issues

10

45
45
46
47
47
48
50

51

24

o+ Topton Manufacturing - Changing inventory mix, a precursor of falling sales? 24

e+ Crown Crafts - Inventory theft and the unexpected inventory writedown

Investments - held to maturity
o« Presidential Life - What are debt securities worth?

Undervaluation of Liabilities

When are liabilities undervalued?
Accrued liabilities
e« Disk Drive Corp. - underaccrued warranty liability

25

27
27
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28
31
31
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Low effective tax rate
« « Resource Engineering - net operating loss carryforwards
Contingent liabilities
o+ Lee Pharmaceuticals - failure to accrue for environmental damage
Restructuring reserves
ees  Case Assignment - Haven's Building Supplies
Hidden obligations
«+ Personal Diagnostics - open futures positions
«+ Bay Tact Corp. - stocks on margin

Off balance sheet liabilities - Special Purpose Entities (SPEs)

Financial warnings checklist

Creative Cash Flow Reporting

Classifying cash flows — plenty of flexibility

Investing-related activities and operating cash flow

Investments classified as trading securities
Capitalized operating costs

Equipment Rental

Acquisitions

Non-Cash Investing Activities

Financing-Related Activities and Operating Cash Flow

Borrowings Classified As Operating Cash Flow
Book Overdrafts

Securitized Accounts Receivable

Extended Payment Terms

Sale and Leaseback Transactions

Interest Rate Swap Terminations

Taxes and Operating Cash Flow

Taxes on Non-operating Items
Taxes Saved on Loss from Early Debt Retirement
Tax Benefits from Stock Options

Other Nonrecurring Sources and Uses of Operating Cash Flow

Operating Cash Flow Provided by Discontinued Operations

Earnings Quality Indicator

Using EQI

o Understanding EQI

EQI Examples
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Management Fraud

o Assessing the risk of management fraud 2
o+ Survey of audit partners 4
o« Management fraud by industry 5
e+ Management fraud by deceptive action 6
o+ Level of client personnel involved in fraud 6
» Financial Warnings Checklist 7
o Three necessary ingredients for fraud 7
«+ Conducive conditions 7
e+ Motivation 9
oo Attitude 11
« Motivation - A closer look at the incentives 13

o+« Class Exercise: Elite Tennis, Inc. - using the checklist 14



