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Accouwnling
Hors D’ oeuvres

“Cooking the books” —Knowingly providing
incorrect information in acompany’s financial
statements. Illegal.

“Forensic accounting” —Investigating a
company’sfinancial statementsto determine
where the numbers are buried in order to render
evidence leading to alegal consequence.

Old Accountant Joke
(Which Isn’t Funny Anymore)
A CEOQO callsin accountants from two
accounting firms trying to become the
company’s auditor.

The CEO turnsto the first accountant and asks,
“How muchis1 plus 17" The CPA answers,
13 2.”

The CEO looks at the second accountant and
again asks, “How much is 1 plus1?’ The
second accountant pauses and then replies,
“How much would you like it to be?’



Warren Buffet’sView
“Thereisacrisis of confidence today about
corporate earnings reports and the credibility of
chief executives. And it’sjustified.”

—Warren E. Buffett, CEO, Berkshire
Hathaway Inc.
(New York Times, July 24, 2002)

Alan Greenspan on Greed

“It is not that humans have become any more

greedy than in generations past. It isthat the

avenues to express greed [have] grown so

enormously.”

—Alan Greenspan, Chairman of the Federal
Reserve (July 16, 2002)

Arthur Levitt on the Numbers Game

“Too many corporate managers, auditors, and
analysts are participants in a game of nods and
winks...l fear we are witnessing an erosion in
the...quality of financial reporting. Managing
may be giving way to manipulation; integrity
may be losing out to illusion.”
—Arthur Levitt, (then) Chairman of the
Securities and Exchange Commission
(September 28, 1998)



The Federal Reserve on Corporate
Reporting

“The softening in the growth of demand that
emerged this spring has been prolonged in large
measure by weakness in financial markets and
heightened uncertainty related to problemsin
corporate reporting and governance.”

—Federal Reserve Board (August 13, 2002)

Presidential Viewson
Accounting and Accountability

“ Sometimes things aren’t exactly black-and-
white when it comes to accounting procedures.
—President George W. Bush (July 10, 2002)

“1 believe that the officers, and especialy, the
directors of corporations should be held
personally accountable when any corporation
breaks the law...We must have complete and
effective publicity of corporate affairs, so that
the people may know beyond peradventure
[chance] whether the corporations obey the law
and whether their management entitles them to
the confidence of the public.”

—President Theodore Roosevelt, 1910






CONTENTS

Prologue 1

Brief History of Cookin’ 7

English Fishy and Chips 9
French Soufflé 14
American Apple Pie 16

JFour Basic Corporate

Recipes for
Cookin’ the Books 21
The ABCDs of Cookin’ 23

10 Ways Corporations

Cook Revenues 27
#1: Eating Tomorrow’s Meals Today 29
#2: Pretending Y our Neighbor’s Food

iIsYours 34
#3: You Scratch My Dinner Plate and

I’ll Scratch Yours 38
#4: Borrow Lunch Money and Increase Y our

Revenue 40

#5: Buying Dinner at Y our Own Restaurant
Isn't aSae 43



#6: Giving a Free Lunch Doesn't
Increase Sales

#7: Separating the Wheat from the Chaff

#8: Getting In On the Gravy Train

#9: Scrambled Nest Eggs

#10: Everything But the Kitchen Sink

10 Ways Corporations

Cook Expenses

#1: Remaking Y esterday’ s Dinner Today

#2: What' sthe Daily Special?

#3: Midlabeling the Ingredients

#4: Preserves and Reserves

#5: Mixing Ingredients in the Right Order

#6: Finding the Missing Ingredient

#7: Crockery Pot Accounting—Doing the
Slow Simmer

#8: Going Beyond the Expiration Date

#9: Quenching Your Thirst

#10: Keeping Track of the Essential

Ingredients

46
49
92
55
59

61

63
65
70
72
77
79

81
86
89

91



A Financial
Self-Defense “Menual”
20 Tips for Getting Around

the Corporate Kitchen 95
#1: If Management Won't Eat the Food,

Should Y ou? 97
#2: Avoid Leftovers 101
#3: Lemons and Lemonade 105
#4. Nothing Stays Fresh Forever—Buy

to Sell 108
#5: Don't Get Stuck Picking Up

the Check 112
#6: Always Add Up the Check 114
#7: Is There Cash in the Register? 116
#8: The Perfect Dessert 119

#9: Being Overwhelmed by the Menu 124
#10: Changing the Recipe Midstream 127

#11: Paying for the Next Course 130
#12: Ordering Items Not on the Menu 135
#13: Ice Cream Redux 140

#14. Acquisition Indigestion—Buying
Ingredients Isn’t the Same as

Selling Dinners 142
#15: Overcharging on the Menu 144
#16: Where' s the Beef? 147
#17: Make Sure the Flavor Isn't Too

Diluted 151

#18: Don't Forget to Includethe Taxes 154



#19: The Secret Ingredients
#20: The Last Item on the Menu

Epilogue
About the Author
Index

158
160

161
167
169



P






Prologue

Author’s note: Thisisa work of fiction. My dad
wasn’t a gourmet chef like the one in this book. My
dad did have an uncanny ability with the stock
market. He could tell when a stock was at its high
(he’d buy it) and when it had reached itslow (he'd
sell it). Thiswas no fluke since | saw himdo this
time after time. Now let’s meet the fictional chef
dad in this book.

My daddy was a gourmet chef.

Once he had learned his trade, he was a master
chef at some of the finest restaurantsin the
world and even owned his own restaurant two
different times. When he was cooking, he was
always thinking of hisfuture and hisfamily’s.

It was back when he was trying in vain to create
the first vegetarian T-bone steak at his
restaurant that he discovered what he thought
he should be doing for the rest of hislife. He
decided to sell hisrestaurant and become a
private chef for the executive dining rooms of
some of the largest corporations in the world.
Thiswould satisfy his need to be creative in
cooking and a bit more, too.
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Y ou see my dad was aways the student,
wanting to learn more than how to make great
food. He wanted to make money, too. He found
owning arestaurant was too chancy away to
build up his nest egg.

He decided the stock market would be his
avenue to success but only if hereally
understood the nuances of finances as he did
with cooking.

Just as he studied with the masters in cooking
schools and the finest restaurants, he learned
from the créme de la creme of CEOs, CFOs and
CPAs how the accounting books and records of
the major corporations were correctly prepared
and then sometimes sautéed, simmered and
garnished.

He learned both the honest way and the less-
than-honest ways corporate accounting is
practiced.

Just before | went off to college, my dad took
me aside to have awalk and talk about the
financial facts of life.

The education | received that day was of greater
value to me than what | later learned in four
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years of college and two years of business
school.

That day he taught me about corporations, their
money and their ways of accounting. How to
spot danger signs. How to avoid them. How to

maybe stop them from happening in the first
place.

Here'swhat my daddy taught me that summer
day about “cookin’ the books” or as he called it,
“cookin’.”

The Head Chef’s Son






Brief History
of Cookin

“1I"m convinced that not long after fire

was discovered, someone started trying

to figure out how to cook the books.”
—My Dad, the Head Chef






English Fishy
and Chips

My dad and | were walking silently along a
Southern California beach watching the waves
comein. My dad bent down to get a closer ook
at the bubbles you see at the shoreline as the
waves leave the shore and go back out.

He watched them pop, one by one. Then he
started talking.

“ Sea bubbles. Sooner or later, bubbles pop and
deflate. Let metell you a story about bubbles.

“A new stock comes on the market with
exclusive rightsin a hot area with tremendous
potential. There' s a public offering of the stock.
Based on the accounting records, the company
appears to be doing well.

“A frenzy develops and the stock jumps to ten-
fold its original price. But the insiders know the
company isn't really making profits. The
directors start selling the stock when the priceis
high.

“The truth about the company’ s unprofitable
9



operations becomes public knowledge. The
stock price collapses and smaller investors are
hurt or ruined.”

Then he turned to me and said, “Name that
stock.”

Actually, | gave him the names of several
companies. Each time he said, “ That’ s right but
it's not the one I’'m thinking of .”

When | ran out of guesses, he looked mein the
eye and said, “Welcome to the South Sea
Company Bubble of 1720.

“Y ou can change the names, the dates and the
details of the techniques, but the underlying
greed of some people stays the same.”

| asked him, “What was the story of this bubble
of 17207 Did they even have stocks to bubble
in 17207

Thisiswhat he told me.

“Two stockbrokers in England formed a new

company known as the South Sea Company.
The main asset of the South Sea Company was

10



exclusive trading rights from England in the
distant lands being ‘ discovered’ around the
world.

“Everyone wanted to get in on the ground floor
of the New World Economy and the company
raised lots of money selling its stock.

“The trading rights that the South Sea Company
owned sounded better in the advertising than
they werein redlity.

“To keep the company going, fresh cash was
needed to pay the bills. Its trading business
wasn't going so well but the company decided
there was no sense in telling people bad news
about the accounting books and records. So
they disguised what was going on.

“The best source of new money continued to be
selling more stock. To encourage more demand
for its stock, the company allowed investors to
buy on the installment plan. This helped drive
up the stock price even more since more buyers
could buy additional stock.

“Investors were very happy as the stock price of
the South Sea Company kept climbing.
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“Asthe price of the stock went up, the company
made investing even easier by allowing current
investors to borrow against their existing stock
to buy even more company stock. This cycle of
a higher stock price, more loans and issuing
more stock repeated itself again and again. And
the stock price kept rising.

“Investors forgot or ignored that it’s the flow of
current and future profits that makes a company
an attractive investment. Although the South
Sea Company had trouble making profits, it
was very good at having new stock certificates
printed up and taking in the proceeds from new
stock sales.

“The share price went from 100 in January,
1720, up to around 1,000 by July of that year.

“Then the directors of the company sold their
shares and cashed out with big profits. Royalty
and government officials were in the thick of it,
too, asinvestors who knew the right time to
sell.

“The last ones to find out the company had no
real economic substance were the rest of the
investors. By the time they realized that the
emperor had no clothes in September, the stock
price had crashed.
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“ Among those other investors was Sir |saac
Newton. Newton invested two times. On his
first investment, he made a 100 percent profit.
But after he sold his shares, the stock kept
climbing in value. The thought of missing out
on even bigger profits became too much to bear
so he invested again at what turned out to be the
top of the market.

“He lost afortune the second time around and
said, ‘I can calculate the motions of the
heavenly bodies, but not the madness of the
people.’”

13



French Souffle

| said, “This soundsjust like what’s going on
today. Was stock fraud rare back in the 1700s?’

Dad smiled and told me, “There must have
been something in the air in England and
France that floated over the English Channel
about the time of the South Sea Company
Bubble.

“That might explain the French version of
cookin' the books—the Mississippi Company
Bubble. Some people became so rich from this
venture that a new word was coined to describe
their wealth—millionaire.

“That bubble almost ruined the entire French
economy.

“An Englishman, John Law, controlled the
Mississippi Company. He moved to Paris after
escaping from prison. He had been convicted of
murder for aduel.

“The company had exclusive rights to trade
between France and its Louisiana Territory (this
was almost a century before the Louisiana
Purchase).
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“John Law greatly expanded the company’s
rights and business ventures. All of this
sounded better than it was.

“The stock price of the Mississippi Company
soared from 500 in May, 1719, to 10,000 in
February, 1720—just nine months | ater.

“Once investors realized how the company’s
books and records really looked, the stock went
into afree-fall. By September, 1721, the price
had dropped 95 percent. Sounding familiar yet?

“ Although there were some economic forces
that helped bring down the Mississippi
Company, corporate chicanery was involved as
well.”
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Americovv

Apple Pie

| wasn't too happy with what my dad was
saying. | told him, “But that was England and
France, not America.”

He shook his head and started to explain.
“From thisfine tradition in England and France,
Americadeveloped its own tradition of stock
scandals and bubbles that continues with some
companies to this day. We' ve had our own
stock scandals for so long you could almost
say, ‘ Stock scandals are as American as apple
pie.’ Every generation has them.

“When | was ayoung man, there was the Salad
Oil Scandal. A company kept getting loans
using its salad oil inventory as the collateral.
When inspectors did come out and look into
giant storage vats, they saw salad oil in them.
The only problem was right below the surface
of ail, water had been substituted to make it
appear that there was more inventory than there
really was.

“We've had software companies, life insurance
companies and you name it playing with the
16



books and in some cases making up customers
to look bigger and better.”

He looked very sad when he finished talking.

| remarked, “It’swell and good to know about
the old scandals but | want to know about the
latest accounting tricks and fraud.”

I’ll never forget my dad’ s words to me the rest
of that day.

He started explaining. “You don’t open a
restaurant just to make a profit today.

“Son, | don’t remember exactly when it first
started to be different. Change, if it’s gradual,
can kind of sneak up on you.

“Sure, greed and manipulation have always
been around. But things used to be different.
Investors planned on owning sharesin a
corporation for the long term. Management
wanted employees to have a career with their
company, not just ajob. Officers and directors
took the long view in planning out the projected
course of acompany.

“When did our corporations start looking more
17



at today than tomorrow? It was probably when
large amounts of stock options for executives
became more popular.”

| interrupted my dad right there. | said, “You're
starting to lose me. What are stock options and
what’ s wrong with them?”’

He nodded at me and continued to talk. “ Stock
options allow executives and others to buy
company stock at a guaranteed price. An
example would be the right to buy upto 1
million shares at $10 per share.

“ Suppose the stock is at $5 now. That option to
buy at $10 per share isn’'t worth anything. The
stock price hasto go up over $10 for the option
to be profitable. That potential profit from an
Increase in the share price is what can put greed
on the front burner. If the stock price goes up to
$50 per share, that’s $40,000,000 in profits
here—the one million shares times the increase
from $10 to $50 per share. Stock options aren’t
intrinsically bad. It depends on how they’re
used.

“When options came into vogue, executives
were put to the test of temptation. The higher
the value of the company stock, the greater the
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potential profit to an executive holding options
at attractive purchase prices.

“But options don’t last forever. They expire
after aperiod of time.

“This put pressure on executives. Executives
didn’t want to miss out on a chance for a
fortune. To cash in, they had to figure out how
to make their company’ s stock go up in value
before their options expired.

“Here are four ways to make a company (and
its stock) more valuable: number one, increase
revenues, number two, reduce expenses or
number three, do both.” He stopped talking.

| said, “I thought you said there were four
ways. Y ou only named three.”

He continued. “ The fourth way isn’'t legitimate.
It's manipulating a company’ s books and
records to make it appear that revenueis
increasing or expenses are decreasing. Thisis
what is generally meant by ‘ cooking the books.’

“What’ s going on today is ssimple. The main
reason accounting records are being
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manipulated is to ensure executives benefit
from stock options. Executives know three
things:

1. Higher profits from increased revenue or
decreased expenses make a company appear to
be more profitable.

2. A more profitable company isworth more
and commands a higher stock price per share.

3. A higher price for the company stock means
higher personal profits for the executives
holding options to buy that stock at a reduced
price.”

| raised my hand to get his attention and then
quickly lowered it as| realized that | wasn’'tin
school.

Or was|?
| asked my dad, “What makes an executive
decide to put personal gain over the long-term

welfare of the company and its investors?’

He sighed, “ The two oldest five-letter wordsin
the world—‘greed’ and ‘money.’”
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Fouwr Basic
Corporatle
Recipes
for
Cookinw the
Books

“What's the big deal about executives
having to certify financial statements
they don't personally prepare? It has
aways been that way in restaurant
kitchens. No matter how many chefs
there are in the kitchen, there's really
only one chef. The head chef. The head
chef isresponsible for al the cookin’ that
comes out of the kitchen no matter who
actually preparesit.”

—My Dad, the Head Chef






The ABCDs
of Cookinw

| reminded my dad that | wasn’t too
knowledgeable about accounting jargon or
concepts. | asked him if he could simplify what
he meant by “cookin’ the books.”

He stopped walking, picked up astick and
started writing in the sand with it.

His scratchings looked like this:

1R+
2.E-

3.R-
4. E+

He pointed to his handiwork and started
explaining. “Boiled down to its essence, there
arereally just four recipes for cookin’ the
books:

1. Increase revenues

2. Decrease expenses
3. Decrease revenues or
4. Increase expenses
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“Professional book cookers use these four as
their starting point.”

| stared at him with a puzzled look on my face.

| questioned, “Didn’'t you just contradict
yourself? | get it that increasing revenues or
decreasing expenses can improve a company’s
profits. But | don’t understand the last two.
How can decreasing revenues or increasing
expenses help a company look good?’

“Good question,” he answered. “It’s counter-
intuitive to think that any company would want
to make its results look worse but here' s how it
works and why.

“Say acompany is having an all-time great year
and making more profit than is necessary to
satisfy any current or prospective investor.
Wouldn't it be nice to be able to hold back
some of that profit and shift it to another year
when results weren't so hot?

“Or, think about the current environment where
some companies are doing so poorly with
earnings. If investors are expecting results to be
lousy this year anyway, a stock price might not
be harmed much by a company holding back
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some of thisyear’s revenue from the
accounting books or dumping extra expenses
onto this year’ sfinancial statements.”

This till wasn't clear to me. | drew alinein the
sand with my foot next to the last two items.
“Dad,” | asked, “what’ s the payoff for
companies taking this negative approach?”’

“Looking even better in the future,” he said.
“Taking this route will increase future revenues
or decrease future expenses. Either way that
adds up to increased future profits.

“When some companies reduce revenue or
increase expenses now, (numbers three and four
here in the sand), those shifted dollars don’t
disappear from this year’ sfinancial statements.
They get disguised for use at alater date. | call
this technique ‘ rainy-day accounting.’”

| looked at him and asked, “Isn’t that illegal ?’

He erased his sandwriting with hisleft foot as
he spoke to me. “There are two ways to cook
the books,” he explained. “Clearly illegal
activities or using questionable, aggressive
accounting techniques. Sometimes it’s hard to
separate the two.
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“Now that you know the basics for cookin’ the
books, it’s time you put on a cooking apron to
learn how different cooks modify these four
basic recipes. For your first course, let me tell
you about 10 ways corporations cook
revenues.”
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10 Wawys
Corporalions
Cook

Reverures

“Which one offers the bigger incentive to book
cookers? Seasoning the revenues or seasoning
the expenses? Revenue wins hands down. Even
though a $1 boost in revenue has the same
effect on profits as a $1 reduction in expenses,
seasoning revenue makes a company |ook
bigger. No small portions here. In the money
world, bigger is better.”

—My Dad, the Head Chef






#1
Eating Tomovrow’s
Meals Today

| was starting to get hungry so we went over to
the pier to find arestaurant for lunch. | wasin
the mood for fresh fish but my dad didn’t really
care. | could tell he wanted to get back to my
financial education and filling his belly was
secondary.

While we were looking over the menu, he
started talking again. “When | owned my own
restaurant, at the end of each work day |
counted up the day’ sreceipts,” he said. “If you
asked me how much | earned today, there’'sno
way | would've included the next day’s
receipts, too.

“ Sometimes companies are in ‘too much of a
hurry’ and start counting tomorrow’ s revenue
today. As you can imagine, adding tomorrow to
today can make it appear that there' s a bright
future...until tomorrow comes.”

This made sense to me so | added, “ Sort of
counting your chickens before they hatch.
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Right?’

Dad nodded in agreement and started to
explain.

“Here’ s how thisfirst book cooker works. Let’s
say a company signs a contract today to provide
consulting or other services over afive-year
period. The proper way to report thisincomeis
asit’s earned in each year over the five-year
period of the contract.

“ Apparently, some corporations don’t want to
procrastinate when it comes to recognizing
revenue from these long-term contracts.

“If acompany ‘needs to improvethisyear’'s
financial statements, they might report all of the
future revenue from the contract as earnings
from just thisyear. That’'s like going on a diet
and saying it's okay to also eat some of
tomorrow’s mealstoday. It's not right. It’s
cheating.

“What makes it even worse is that companies
don’t even know for sure they’ll collect al the
revenue due to be paid to them years down the
road. What if the customer goes bankrupt? So,
they count al the revenue as though it werein
hand today? No way that’s okay.”
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| put down my menu. Thiswas getting
interesting. Someday | wanted to have my own
consulting business creating video games. That
summer | had worked for avideo game
company that bought another company whose
financia statements greatly surprised my
employer when they were finally closely
reviewed after the purchase—but it was too late
for them to do anything.

Hard asit was for me as a teenager to listen to
my dad’ s advice, | realized that what he was
talking about might actually be useful to me. So
| asked, “Can you catch a company doing
something like this?’

Dad nodded yes and said, “Follow the
money...or the lack of it.”

| shook my head to let Dad know he’'d gone
over my head. My idea of higher mathematics
was correctly dividing up arestaurant bill with
just one other person at the table. Of course |
didn’t expect to tax my mental abilities that day
since Dad would be picking up the meal check
as usual. But even thinking about number-
crunching made me start to drift away so Dad
had to bang a spoon against his water glass to
bring me back down to earth.
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He continued talking. “Here’' s how a company
might get caught.”

As he spoke, al of a sudden something clicked
for me. My dad loved solving mysteries—
whether it was guessing the end of a mystery
book, discovering which ingredient another
chef put in or solving these financia riddles.

He had an infectious enthusiasm for his subject
as he spoke to me. Thiswas going to be an
Interesting afternoon. He continued, “Here are
the clues. If revenue goes way up because a
company fast forwarded the reporting of five
years worth of revenue into just thisyear’s,
you'’ d expect to see more cash on hand. Or at
least the company’ s short-term ‘ accounts
receivable’ (money duein one year or |ess)
should go up for the current services being
provided. If neither the cash nor the short-term
receivables go up, be on your guard.”

He smiled like the Cheshire cat. “If instead you
see a company’ s long-term receivables going
up (the money owed down the road), start
lookin® for the cookin’. It can mean long-term
sales are all being counted today, not over the
longer period during which they’re being
earned.
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“Another variation of counting the revenue too
early iswhere a contract saysto ship
merchandise next year but the company
deliversit this year and counts the revenue as
part of thisyear’s results.”

He put down his menu and said, “Financial
results affect stock prices. It's hard enough to
win in the stock market when you have accurate
information. Without it, you' re just throwing
darts at stock names with your eyes
blindfolded.”

“Well,” | said. “When | own stocksin
companies, I'll check them out but at least |
won’'t have to worry about companies | don’t
own stock in.”

Dad shook his head and said, “ Son, that’ s not
the case. Sometimes you' [| have an investment
in asolid company that’s bought out by another
company. What if that other company has
inflated its revenue and stock value and used
that bloated value to purchase the company you
invested in? Y our good company stock will be
replaced by the bloated stock of the other
company as part of the buyout. Unfortunately,
you need to pay attention to more than just
what you own if you're going to be in the stock
market.”
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#2

Pretending Youwr
Neighbor’s Food

s Yours

Dad was always a slow eater but now he was so
busy talking he really slowed down. Whenever
he had hisfork in the air for more than a
minute, I’ d continue our family tradition of
grabbing food off of atalker’s plate and putting
it on an eater’s.

He noticed this, stopped talking and smiled.

“Son, you must be reading my mind. | was just
gonnatalk to you about eating off of someone
else’splate.

“Y ou want to invest in companies that have
growing revenues. Y ou want to hitch your
wagon to arising star, not afalling star.

“Company executives know this and that’ s why
they always want the company revenues to be
growing. Revenue isn't the same as profits.
Revenueis the sales and other income. It’s how
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much comes in. Profits are what’ s |eft over
after the bills are paid. Companies want
growing profits, too, but more about that later.

“How can a company show increasing revenue
If there isn’t any? How about borrowing some
numbers from another company?”’

| thought Dad was kidding about this one but he
wasn't.

He continued. “| know of one company that
was hired to place advertising. They received a
20% commission for acting as the ad agent.
However, when it came time to reporting
revenues on the financial statements, the
company decided that it would look far more
impressive if the entire ad cost, not just their
20% commission, were counted asits revenue.
That sure boosted revenue way up in a hurry.

“They weren't caught right away. Borrowing
revenue can be tough to spot since it may not
increase profits.

“Here’ swhy. To disguise what’s going on,
companies that pad their revenue this way
usually also increase their expenses by the same
padded amount.”
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| interjected, “Add adollar on the revenue side
but add a dollar on the expense side. But why
bother to add the expense dollar?”’

Dad waved hisfork in the air as he spoke.
“That way they don’t misstate their profits, just
their revenues. Asthough it’'s okay to misstate
revenue as long as you don’t misstate profits.
Enough of me talking. Let’s see what you' re
digesting. Tell mein 100 words or less the
incentive for a company to use another
company’s numbers.”

He looked at me expectantly to see if | had been
paying attention and really understood what he
was talking about.

| took a deep breath since it has never been easy
to answer his questions without anxiety. | told
him, “A company whose revenue is getting
bigger appears to be healthy. A growing
company has a better chance to see an increase
inits stock price. Executives who own stock or
have stock optionsin this growing company
can make more money.”

My dad smiled and nodded his head. | was
starting to get afeel for how and why
accounting books are cooked and what to ook
for—follow the money.
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Then | noticed he had stabbed my dinner roll
with hisfork and taken it when | was busy
talking. Touché.
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#3

Yow Scratchy My
Divwner Plate and
I'l Scratehv Yours

With dessert now on the table we each had an
armin front of our plates protecting them from
asneak attack.

Aswe were eating, my dad said to me,
“Remember that nature show we saw last night.
The animals trying to take over were aways
attempting to look bigger than they were to be
more impressive and powerful. There are alot
of ways companies, too, can try to puff
themselves up to look bigger than they are.
They’re trying to impress shareholders and
lenders.

“This next revenue cooker takes two companies
working hand in hand to make it work. A
company finds another company in the same
line of business. The first company says, ‘Y ou
buy from me and then I’ [l buy the same item
right back from you. No money needs to
change hands. No goods or services need to
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change hands. But we'll both increase our gross
revenue by having asale.’”

Now it was my turn to bang a spoon against a
water glassto get the floor. “Dad, what you're
describing is ridiculous. Nothing of substanceis
going on.”

He joked as he agreed with me. “Maybe that’s
why revenue is often called gross revenue.”

| didn’t get that one but I’ m sure it was funny if
you understood it. | smiled politely.

He turned serious. “ These sweetheart
arrangements have cropped up in different
industries. The most common isin the energy
field where they even have a special name for
it: ‘round-trip trades.” With round-trip trades,
two companies buy and sell gas or power to
each other at the same price but the energy
never moves anywhere.”

| said, “This sounds scarier than what you've
aready told me. Here companies feel bold
enough to do these tactics with one another and
try to jointly fool the public.”

He looked at me and spoke softly, “Wait, we're
just beginning.”
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#4

Borrow Lunchv
Money and
Increase
Your Reverure

Suddenly, the subject shifted to movies. My
dad asked, “Have you ever seen the movie
Casablanca?’

| nodded yes but then | blurted out, “Dad,
you're actually getting me interested in
knowing more about corporations and money.
You're teaching me afinancia self-defense
course. Don’t switch subjects and start talking
about your favorite old movies now.”

Hiseyeslit up asherealized | was sincerein
what | was saying. Parents always want to teach
their children but resistance, not openness, is
what they usually encounter especially talking
to an 18-year-old, like me.

“Oh,” hesaid, “I’'m not really getting off the
topic...too much. Remember that scene where
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Claude Rains, the police chief, gamblesin the
back room of Humphrey Bogart’s cafe and then
announces that he's closing the cafe because
gambling is going on there. He says, ‘It's
shocking' and then the croupier hands him his
winnings. Here' s something you may find
shocking, too.

“If you borrowed money from a bank, you
wouldn’t be under the delusion that you’ ve just
earned some income. You' d be aware that

you' re now saddled with aliability that comes
along with getting the loaned funds. Right?’

| nodded in agreement.

“Well,” he continued, “it’ s hard to imagine but
afew corporate officers desperate for increased
sales convince themselves from time to time
that loans taken out by their corporations are
actually sales. They must use the ‘Little Engine
that could’ motivational approach. They keep
saying to themselves ‘| think | can, | think |
can, | think | can...transform thisloan into a
sale.” And ‘voila asthey say at the Cordon
Bleu.

“Once this self-delusion takes place, then the
next step is hiding the truth from shareholders
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and others on the accounting books and
records.”

| thought my dad was teasing me with this one.
“Come on, no one calls loans a sale, do they?’

He raised his eyebrows and tilted his head
dlightly downward in response. Enough said.
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#5

Buwying Divvner
al Your Oww
Restauwront
Iswta Sale

As Dad reviewed the check, he spoke to me
without looking up. “This next technique can
turn your stomach.

“Bottom line, if you owned arestaurant and
grabbed a meal there now and then, you
wouldn’t be increasing the revenue of your
restaurant. But that’ s not how it may work in
the corporate world.

“ Sometimes companies or their representatives
form a‘buying company’ to increase sales.”

| had ablank look on my face as | asked for an
explanation. “Dad, you lost me again. What's a
buying company?’

He tapped his spoon on the table in a rhythm of
his own as he deadpanned his explanation.
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“A buying company,” he said, “is a company
that really doesn’t buy anything.”

| laughed and said, “Oh, now | understand!”

He laughed with me as he continued. “The sad
part is|’m not kidding. A buying company
doesn’'t actually pay money for the goods or
services it buys from the original company.
Instead, it just owes money that will never be
collected. The amount owed on the purchases
will be written off as a bad account down the
road with the hope that no one remembers what
went on.”

| still wasn't clear on thisso | asked, “Who
forms a buying company?’

Hereplied, “ A buying company might be
formed by the officers or directors of a
company or persons involved with them.”

“Why have a buying company?’ | asked. “It
seems like much ado about nothing,” | said
proudly showing off some of my high school
education.

“Come on, son, you live in Southern California.
Y ou know how important appearances are.
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These phony sales |ook the same asreal sales
and provide afinancial facelift. They appear to
be generating real revenue and give a new look
to the financial statements.

“It’sjust that there' s not a Hollywood ending
here. The redlity isthat a company isjust
selling something to itself and that usually
comes out in the end. The financial statements
get an artificial appearance from all of thisand
in time start to sag. That’s when everyone
knows for sure that something was doctored.”

He stood up, left a generoustip on the table and
gestured for me to exit with him. | wanted to
tell him that he had already given me plenty of
food for thought but | didn’t want to get him
started on his puns.
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#6
Gwving av free
LunchvDoesnwt
Increase Sales

Aswe were walking out of the restaurant my
dad saw a sign that said, “ There’ s no such thing
asafreelunch.”

He pointed to the sign and said, “ That’ s the
truth. | spoke a moment ago about companies
selling to their own buying companies. Now I’
tell you about ‘homing pigeon sales’ to their
usual customers—real companies.

“Here’ s where the free lunch comesin.
Sometimes companies change their sales policy
and deliberately make sales where the
purchasing company can't afford to pay for
them or where there' s a side letter saying they
really don’'t have to pay for them.

“The company receiving the goods feels like

it's Christmas or the day after Christmas. They
can return anything they want for afull credit
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with a homing pigeon sale—it goes back to the
selling company. This takes all the risk out of
purchasing.”

| pointed out, “Isn’'t that a good way to increase
business?’

“Maybe,” he responded. “ Suppose you went
Into arestaurant and were told you could order
as much as you wanted but you'd only have to
pay for the items you finished. Y ou might go
hog wild and order everything on the menu. At
the end of your meal the restaurant wouldn’t be
able to resell what you didn’t finish. It'd be
wasted food and wasted profit.

“It can be the same with these homing pigeon
sales. With thistype of sale, the seller expects
the goods to end up coming back home and the
sales are pre-programmed to do so. If customers
have no penalty for overbuying and can return
everything, they’ Il take everything they can.
The penalty ison the ‘selling’ company. It has
to pay for the production of extra goods to meet
the extra‘demand,” the shipping costs and the
bad inventory. By the time they’re returned, the
goods might be damaged, too old or out of
style.

“ About the only business that functions like this
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as anormal matter of course (and it doesn’t
function that well) is the book business where
bookstores can return virtually anything to
publishers. Bookstores may be in the book
business but that isn’t the same as ‘ cookin’ the
books.” It’s just the usual way that industry
functions.”

Once again | was missing something here.
“Homing pigeon sales don’'t make sense to me,”
| said. “Why would companies knowingly
make sales that will just be returned?’

Dad said, “If sales count this year and returns
are counted next year, this recipe provides a
short-term energy boost to the financia
Statements.

“Here’ swhere | get suspicious,” Dad
continued. “1f acompany adopts a new policy
and starts extending very liberal credit or full
return privilegesto its customers, it can be a
sign that the sales aren’t real or the demand for
the company’ s product is so weak that
extraordinary measures need to be taken to
boost sales.”

Aswe walked out the front door of the
restaurant, | kept this thought to myself—I had
just gotten a free lunch, thanks to Dad.
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#(

Separating
the Wheat

from the Chaff

The sea air felt great as we went back to
walking along the beach. We saw afather
pitching atennis ball to his young son who was
trying to hit it with atiny bat. My dad nodded
in their direction and smiled as it brought back
fond memories for both of us.

“Thefirst thing | taught you about baseball,” he
said, “was to keep your eye on the ball. It’sthe
same with investing and looking at a
company’sfinancia statements. The strike zone
you want a company concentrating on isthe
‘core’ of acompany’s business. That’s where
you' re most interested in seeing how the
numbers add up. Are they hitting home runs?
Singles? Or striking out most of the time?

“With a software manufacturer, you want to
know how the software sales and expenses are
doing. That’ s the core of the businessto focus
on.
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“ Sometimes companies will try to expand their
strike zone by counting pitches outside of it.”

| thought Dad was getting alittle carried away
with his baseball analogy so | questioned him.
“Dad, what are you trying to say?”’

He didn't answer me at first. Instead he reached
down, picked up a big rock and tossed it highin
the air. When it came down he snatched it with
aquick forward motion of his hand rather than
using an easier palms up catch. Then he also
picked up asmall rock, threw both rocksin the
air and was able to snatch both of them in quick
succession as they came down. That was pretty
impressive. | figured he developed this skill
when he was learning to throw pizzadoughin
the air and catching it before it hit the floor.

Finaly, he answered my question. “If this big
rock is the income from a company’s core
operations, its ‘operating income,” that’s the
one you want to keep your eye on. If the small
rock is‘investment income' from how a
company invests its unused cash, that income
usually isn't as central to acompany’s future.

“With some companies you need to follow the
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bouncing ball. Companies sometimes pitch
Investment income over to the sales revenue
column where it doesn’t belong. Investment
income like interest and dividends doesn’t
belong with the sales revenue of a company.
Separate the wheat from the chaff and always,
aways, keep your eye on the ball.”

He threw both rocks back in the air, caught the
big one and then turned his back and walked
away as the small rock thumped on the ground
behind him.
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#8
Getting InvOw
the Growy Trainv

We walked along and made some small talk. |
saw two teenagers tossing afootball around.
One of them missed a catch and the ball came
rolling towards us.

My dad had played quarterback in high school
and hislove for the game had never diminished.
I’m sure he still imagined himself playing on
the field when he watched gameson TV.

He picked up the ball and yelled out to the kid
farthest away. “ Go deep, run a post pattern.”
The kid took off and started running hard. Dad
reared back and shot a bullet through the air.
The spiral came down perfectly to the
outstretched hands of hisreceiver and Dad
raised both of hisarmsto symbolize a
touchdown. He had a big smile on his face.

“There’ s nothing like making a big play,” he

said. “Imagine there' s only time for one play
and your team is deep in your own territory.
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The only way to win isto throw abomb. A big
pass for abig play. There'sno timefor little
gains here and there. It's all or nothing time.

“Unfortunately, rather than report bad financial

results when their backs are up against the wall,
some company officials go for the bomb. They

try to score in one play by creating one big gain
that will save the day and win the game.”

| asked, “What kind of gain are you talking
about?’

Dad responded. “The big gain comes from the
sale of an asset like real estate. Thisisn't
income from the company’ s core operations. |If
company officials are desperate to raise profits
and the stock price to get on the stock option
gravy train, this gain goes offside and ends up
in the wrong place. Instead of being reported as
aone-time gain unrelated to the company’s
operations, it’s buried and reported as part of
the core operating income.”

He bent down and picked up aflat rock and

started tossing and catching, tossing and
catching.
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“Ah,” he said, “football is so pure. All the
action takes place in public view right in front
of the fans and with the officials right on top of
the action. If therules aren’'t followed, a penalty
Is called and the punishment is dished out
immediately.”

| suddenly realized why he loved sports like
baseball, football and basketball so much. Sure
he admired great individual efforts and that
how they were blended together as ateam
determined the results. But therewas also a
guest for fairness in sports with umpires and
referees who are an integral part of the games.
That’ s what was missing for him in some cases
in the financial world and it was painful for him
to seethis.
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#9
Scrambled
Nest Tggs

Dad was kind of pumped up from his
touchdown throw. We walked briskly past a
group of senior citizens who had set up acard
table with chairs to play cards on the beach.

They were having a good time, laughing and
joking, enjoying the beach and also probably
not having to go to work anymore. | wasin a
completely different place. | waslooking
forward to getting my first real job. Retirement
seemed so far away for me.

Seeing that group of retiree card players made
Dad think of hisnext question for me. “What,”
he asked, “do you know about pension funds?’

“Not much,” | admitted. “What are they?’
Dad responded. “Y ou know your grandfather
worked for the same company for 40 years and

he receives a payment each month from the
company since heretired.”
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| nodded in agreement. Grandpa was always
telling me to save for my retirement. | would
tell him, “I’m only 18 years old. What’ s the
rush?’ Grandpawould always counter, “Y ou
can't start too early.”

“Well,” Dad continued, “ Grandpa was part of a
pension fund at work. His employer guaranteed
him in retirement a certain percentage of his
income based on his salary and how long he
worked there.”

“He sure worked there along time,” | added.

Dad nodded in agreement. “ Grandpa s pension
plan was paid for completely by the company.
Thistype of pension plan, a‘defined benefit
pension plan,” isstill very common. It's
different than the newer, increasingly common
401(k) plan where the employee paysin the
bulk of the retirement money.

“What I’ m going to talk about next is

Grandpa' stype of pension plan. It’ s still around
especially at larger companies. The money his
company contributed to the plan and the growth
on the investments made with the money are
known as the pension funds.”

56



My dad kept walking and was lost in his own
thoughts as he looked out to where the sky and
the ocean met in the distance. Then he turned to
me and asked, “Would you guess that pension
funds are a small, medium or huge amount of
money?”’

| answered, “Obviously a huge amount” and
right then | knew my financial horizon was
going to be expanded. So | asked him, “Dad,
what can companies do to manipulate pension
funds?’

“Gains or losses in pension fund accounts affect
acompany’s profits,” he said. “They’re not
completely separate. They affect corporate
finances.

“A really big gain in pension investment results
can not only eliminate a company’s need to
make a contribution that year and thereby
reduce expenses, it can aso generate income on
top of that. The category that incomeis putin
on afinancial statement either reports or
distorts the results.

“Pension income can be so important in some

cases that a company may buy another
company mainly to get credit on their own
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books for the sterling performance of the other
company’s pension fund.”

| looked back at the group playing cards and
thought of Grandpa, too. | wondered if life had
been so complicated for him when he was
growing up. | also made anotein my mind to
call Grandpato see how he was doing.
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#10

Everything But
the Kitchen Sink

We turned around to head back towards the
pier. It was getting pretty hot out there on our
walk.

“Dad,” | asked, “isthere any limit asto what
can be buried or disguised as revenue?’

He walked towards an incoming wave to cool
off hisfeet and started talking. “If company
officials are determined, they can try to call
amost anything revenue. L oans. Consignment
sales. Refunds for defective goods. L eases.
Disputes. Even lawsuit settlements against
them.”

“Lawsuit settlements as revenue?’ | exclaimed.
“Yes,” hereplied. “I heard of oneinstance
where a company shipped another company

merchandise to pay off alawsuit settlement and
called it salesrevenue.”

59



“How,” | wondered, “can anyone even come up
with an idealike that?’

Dad answered me. “Most people are under the
impression that only dull, unimaginative
individuals are involved with accounting and
financia statements. Nonsense. Maybe that’s
why we're always surprised like it’ s the first
time when we hear of afinancial guise.
Novelists or science fiction writers could learn
alot from studying the plot lines of some
financial statements.

“Son, we' ve covered 10 revenue cookin’
techniques. There are actually lots more but
they’re all basically avariation on these ten.”

With that he put cooking lessons on the back
burner and kicked some water up to splash me
In the face. That started a drag-down, all-out
water fight between us. It sure felt good with
that hot sun pouring down on us.

Dad knew when it was time to get out of a hot
kitchen and take a break. | sure was ready.
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10 Wawys
Covporations
Cook
txpenses

“The only real difference between
cookin’ revenues and cookin’ expensesis
that you use different financial utensils.
They both leave a bad taste in your
mouth.”

— My Dad, the Head Chef






#1

Remaking
Yesterday's
Divwer Todoy

We were completely drenched from our water
fight but feeling refreshed. We sat out on the
sand to dry out.

Dad wanted to take a nap. That sounded good
to me. While we were both laying back with
our eyes closed, Dad asked me, “Have you ever
had a bad experience and tried to change the
outcome in adream?’

This had happened to me every night for a
week after | took the SAT so | knew what he
was talking about. Dad opened his eyes to look
at me.

“Son, this can happen to corporations, too.
They try to make their dreams come true. It
starts out where financial results aren’t so good
thisyear. In their desperation the only way
company officials can think of to make things
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better this year isto push current expensesto an
earlier year and dump the damage there. The
company does this by ‘restating its earnings.””

“What do you mean,” | asked, “by restating its
earnings?’

“That’swhere,” he said, “acompany makes a
retroactive change to its financial statements. It
could be a change in the revenue, the expenses,
the assets, the liabilities or some or al of these.
In this case, it'd be saying these current
expenses should’ ve been counted in an earlier
year.”

“Whoa,” | interjected. “What does that do to
investors who thought the company was doing
better in the prior years and bought some
shares?’

“Sometimes,” he answered, “it makes them fedl
like they’ ve been having a bad dream.”



#2
What's the

Daily Special?

Once again we saw the father and son playing
baseball. They had switched from batting
practice to playing catch. The young boy had
trouble catching most of the throws but he kept
getting words of encouragement from his dad
as hetried again and again.

My dad pointed to them and said, “Part of the
enduring appeal of baseball isthat every year,
the teams and players get a fresh chance with a
new season. Their win/loss record or their
batting average always starts over each new
season. This means, at least at the beginning of
a season, there can always be hope that this new
year will be agood year.

“Mergers of companies are like that, too.
Companies want to start a new financial season
after amerger. Clear the decks. Clean up the
financial messes. One way to do thisisto take a
one-time special charge.”
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Here was that accounting jargon again. It might
be second nature to my dad but it sure wasn't to
me. To me a“one-time special charge” was
using his credit card for amajor purchase he'd
disapprove of later. | didn’t think that was what
he was talking about so | asked, “Dad, please
explain one-time special charges.”

Dad walked towards the breaking waves. He
built up atall pile of sand and the next wave
washed it away leaving no trace of its
existence.

“That,” he said as he pointed to the empty spot,
“isaone-time special charge. It’' s there one
moment and suddenly, it's gone forever. Here's
how it works with mergers. Right after a
merger, acompany lumpsin expensesit
expects to incur in the future related to the
merger and says in effect:

Things were bad under the prior
management. To clean things up
we'll incur some expenses. We'll
deduct them now as a one-time
special charge.

“For legitimate merger-related expenses, that’s
okay. The problem comes when a one-time

66



special chargeis built up to include more
expenses than it should.”

| was puzzled again. “Doesn’'t that make the
company look bad, adding extra expenses?’ |
asked.

Dad shook his head. “No. Everyone assumes
that the special charge for these extra expenses
Is due to prior mismanagement. Knowing this,
new management sometimes tries to write of f
as much expense as possible to wipe the date
clean and then some.

“ Sometimes things get way out of hand where
new management basically saysto itself:

Wouldn't it be nice to deduct
future years' expenses now and
blame them on pre-merger
conditions and management? That
way we'll reduce expensesin
future years by deducting them
now and ook even more profitable
down theline.

“Because it’s a one-time charge, it’s often seen
as an aberration, something unusual that
doesn’t reflect negatively on the future of the
company.
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“ Sometimes those inflated expenses include
writing off or writing down the value of an

He looked at meto seeif | recognized what he
was talking about. I’ m sure my face screamed
out, “Not aclue. Not aclue.” Seeing my blank
expression prompted him to explain.

“When an asset is written off or written down,
the company is saying the asset isn't worth
anything or at least not as much as previously
shown on the financial statements. It's away of
taking abig expense al at one time by
expensing the asset way down or down to zero.
The problem iswhere more is expensed than
should be.”

| saw an opening and took it. “ Sort of like
pretending a prepaid phone card isall used up
whenitisn’'t.”

“Right,” he said, “and when the phone card
worksin the future, you call it again or some
other form of revenue. Thisisaway to
distinguish the new management as being so
much more successful than the old regime.”
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| got thisnow. “Dad, isthislike finding a
financial scapegoat and pinning all the blame
there you can?’

As | said this he was watching the father and
son. The boy made a great catch and his dad
broke into a smile from ear to ear. My dad
looked at me and smiled, too, and gave me a
big pat on the back. He was telling me how
proud he was of my catching on to all of this
financial talk.

His praise made me feel good. | guessit doesn’t
matter how old you are. If you look good in
your dad’ s eye, that still means something.
That’swhen | first considered majoring in
accounting. | thought | was beginning to show a
natural talent for understanding this sort of
stuff. Maybe | could become a financial
detective and right the financial wrongs of the
world.
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#3

Mislabeling
the Ingredients

Dad started walking faster and faster and |
asked why. “To work off lunch,” he responded.

While | huffed and puffed, he charged ahead
without breaking a sweat or showing any sign
that this was any exertion for him. So much for
youth. Maybe | better cut back on those pastries
and start working out instead, | thought.

Dad said something to me but | couldn’t hear
him because | was too far behind. He stopped to
let me catch up and he repeated himself.

“Specia one-time charges aren’t restricted to
mergers,” he said emphatically.

| never said they were, | thought to myself.

He started walking fast again and | forced
myself to keep up with him.

“Although,” he started again, “special charges
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can be used correctly to report unusual
expenses, they can also be misused to disguise
regular, expected expenses. When this happens,
future expenses are incorrectly deducted in the
current period.”

| raised my right hand to get his attention to
slow down hiswalking. He thought | was
indicating | didn’t understand what he was
saying. Aslong as he stopped, | didn’t care
why.

“Well, it'slikethis,” he explained. “If investors
see expenses labeled as a special charge, a
special expense, they think it'sarare
occurrence that won't happen again. They may
not hold it against management in reviewing its
performance or in evaluating the value of a
company. By contrast, if acompany has
everyday problems rather than these rare
special problems, that’s when things may start
to boil over. That’s where the temptation comes
for companies to mislabel everyday expenses as
special expenses or charges.

“Hey,” he said, “let’s slow down for awhile

and cool off.” | couldn’t have agreed with him
more as | wheezed to a complete halt.

71



#4
Presevves
oand Reserves

| was going to be flying out alone the next day
to get settled in my new school. Going off to
college by myself made me feel quite grown
up. Then | realized | hadn’t made the plane
reservation myself. My dad had. Oh, well. Who
says | have to be an adult now anyway?

Dad broke my train of thought with a question.
“What do you know about reserves?’

| was probably still lost in my own thoughts
because | thought he had asked me what | knew
about “preserves.”

| answered, “Don’t you add sugar to fruit and
cook them?’

Dad looked at me like | was from Mars. |
exclaimed, “lsn’t that how you make
preserves?’ | thought a chef’ s son should know
this.
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Dad had a good laugh with that one. He said, “I
asked you about reserves, not preserves. When
you start looking at financial statements, you'll
seetheword ‘reserve’ or its equivalent all over
the place.”

Now there was a pleasant thought. Looking at
financial statements.

“Thereisareserve for bad debts called the
“allowance for doubtful accounts,”” he
continued. “Reserves for inventory. Reserves
for depreciation. There are enough reserves to
field an entire team.”

| got the sports analogy but | really didn’t have
any ideawhat he was talking about. Again it
showed on my face. | thought | better work on
this or al the college professors would be able
to spot me whenever | didn’t know the answer
to aquestion.

“Don’t you know what all these reserves are?’
he asked me.

| shook my head.

“It's not a perfect world,” Dad said.
“Customers don’t always pay the amount they
owe so a ‘bad debt reserve’ estimates how

73



much of the *accounts receivable’ (the money
that’ s owed by customers) will go bad.

“Inventory doesn’t always get sold, stay fresh
or stay in fashion. A reserve for inventory
estimates how much of the inventory will
ultimately be unsalable. On and on it goes.

“Companies are making estimates with reserves
for the amounts that they expect to write off as
an expense. If the reserves turn out to be larger
than the estimated costs, the unused reserveis
reclassified to increase earnings.”

Thinking of my prepaid telephone cards | said,
“Y ou probably have set up areserve in your
mind as to how much of the phone cards’ value
I’ [l waste either by not using them up before
they expire or by losing them.”

He couldn’t hide his thoughts either on this one.
I’d been known to misplace cell phones, credit
cards and even an automobile once. Do you
know how long it takes for all of thecarsat a
baseball stadium to leave before you can locate
acar by process of elimination? Do you know
how nervous you can get when it’s your
father’s car that’s missing?
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He interrupted my thoughts when he spoke.
“Here’ s what can happen with reserves. A
company is setting up its accounting books and
records for the year. They want to accurately
reflect the status of the business. They're
thinking of using a$50 million reserve for bad
debts. That means for al of the money owed to
them, their accounts receivable, they expect $50
million to be uncollectible. That’s a $50 million
expense.

“If that reserve were revised to $20 million,
that’ s saying $30 million of previously thought
un-collectible receivables will be collectible.
That reduces expenses, the bad debt expenses,
for the current year by $30 million and the
reduced expenses mean $30 millionin
additional profits.”

“Does that mean,” | asked, “you need to be on
the lookout for reserves that are too small?”’

“Yesand no,” he answered. “The game can aso
be played the other way, too. If acompany is
having too good a year, it may set up an
oversized reserve for bad debts. That reduces
the current year’ s income.

“Then, in the years to come, the company can
get an extra boost of income from reducing the
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size of the reserves. That reduces that year’'s
expenses. When the financial statements are
manipulated thisway, it’ s like turning a money
faucet on and off as needed. Thisis an example
of the rainy-day accounting | spoke about
earlier when | gave you the four basic recipes
for cookin’ the books. The problem with trying
to see accurate numbers shown in reservesis
that reserves are estimates and the guidelines
for calculating reserves are not always clear.”

| suddenly had athought. “Dad, what do you
think of this? Reserves may be as important as
the first team.”

Dad beamed at me and said, “| think he’'s got
it.”
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invthe Right Order

| had some money questions for Dad that didn’t
deal with corporate financial statements. He
had told me that while | wasin college I'd be
responsible for managing my own bank account
and paying for tuition, books, dorm charges and
living expenses from it. | asked him about his
system for organizing bills and paying them on
time. Then he asked me a question.

“Will you be paying your tuition asthe bills
comein or yearsin advance?’ he questioned.

| wasn't sureif thiswas atrick question but |
answered it straight. “Asthey comein.” | was
waiting for the other shoe to drop but it didn’t.

Dad started talking again. “Bills for a company
need to be paid on time but do they need to be
paid ayear or two in advance? If a company
prepays expenses too far in advance, it may be
trying to reduce income in the current period to
make future periods ook better.
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“That’swhy | always keep an eye on prepaid
expenses on financial statements. Ordinarily,
companies like to delay paying expenses as
long as possible. If, instead, prepaid expenses
are going up, there better be a good reason why.
Hopefully, it’s not that the company has written
off performance in the current period so much
that they decide to trash it and create a big
turnaround in the upcoming years.”

Dad explained. “Let me give you an example
closer to home. Y ou know those phone cards
you'’ re taking with you to college that have a
preset amount of long-distance dollar value on
them?’

| nodded.

“Well,” he continued, “wouldn’t you wonder
about your dad if | bought you enough prepaid
cardsto last you ten years?’

Actually that sounded pretty good to me.

Maybe, | thought, | shouldn’t be majoring in
accounting at college thisfall.
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#6
Finding the
Missing Ingredient

Dad started digging furiously in the sand. Once
he had scooped out a hole, he placed arock in
it. Then he pushed the pile of sand back on top
of rock until it was completely covered.

He pointed to his handiwork and said, “Here’'s a
popular cookin’ technique. Improve the bottom
line by burying expenses in a non-expense
category.”

The way Dad was using whatever was available
to him on the beach to make his points made
me think that he must do the samein the
kitchen— taking the available ingredients and
mixin’ and matchin’ them to produce whatever
he had in hismind. The only limit was his
imagination. | was having a new appreciation
for his creativity. | had aways thought that
brain cells started to die rapidly when someone
got old, like in their 40s, and creativity sort of
shriveled up then.
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Dad started to explain. “ Suppose a company
owns its office buildings and has maintenance
and normal repairs on them. That’s a normal
operating expense that reduces profits dollar for
dollar.

“However, sometimes these expenses are trans-
formed on financial statements from an expense
into an asset. Isn't that a neat trick? In this case
real estate expenses would be transformed on
the books into areal estate asset. Then the
company would deduct these operating
expenses piecemeal over time rather than all at
once.”

He stuck his hand down into sand and pulled up
the rock. “Sometimes,” he said, “it takes some
digging to find this out on the financial
statements.”
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Dad sat up and started drawing in the sand
again. Thistime it looked like a cooking pot
with atop on it and dollar signs floating out of
the edges as steam. He was no great shakes as
an artist but | could decipher what he was
drawing.

He started talking as he put the final touches on
hisMonaLisa. “A favorite way to cook
expensesiswhat | call ‘crockery pot
accounting.” Even if the accounting rules say
you should bring expenses to a boil, with this
recipe you just let expenses simmer, cook
slowly and tip the lid just enough so they
evaporate over time.”

Although | was feeling pretty good about
understanding his points so far, | made a
request. “ Can we keep it simple and not talk
about big corporations here?’
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Dad said, “Sure. Let’stalk about a
neighborhood restaurant. The principles are the
same; it’'s the magnitude of the dollarsthat’s
different.

“Say | own arestaurant along with some
partners and expect to take in $250,000 in
revenue this year and pay out $200,000 in
expenses for rent, salaries, food and utilities. So
far, it looks like there will be $50,000 in profits.
Right?’

| nodded yes.

“Then,” Dad said, “I get the ideato try to boost
sales by instituting an aggressive new
advertising program for this year that will cost
$50,000. | wouldn’t jump at that right away. If
al of that advertising cost is taken as an
expense this year and sales don’t increase, my
$50,000 profit would evaporate to zero. |
wouldn’t be happy with that and neither would
my partners who had invested in my restaurant.

“Suppose | convinced myself that, ‘ Investors
won't seeit that way. Even though I'm
spending $50,000 this year, what if | don’t
count it all as an expense this year? Instead,
when figuring profit or loss, what if | spread out
the $50,000 in advertising costs evenly over a
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10-year period and just count $5,000 per year
asacost for the next 10 years?

“That’ s known as ‘ capitalizing’ an expense.
With just $5,000 deducted as a current expense,
my partners would think my restaurant had a
$45,000 profit for the current year.”

Thistriggered lots of thoughtsin my mind and |
Spit out several questionsin rapid fire.
“Wouldn’t you be fooling your partnersif you
did that? What’ s the right thing to do here?
Deduct it all thisyear or spread it out over
time? How do you know what to do?’

Dad looked mein the eye and answered. “An
accountant would give the answer by looking at
GAAP,” he said as he spelled out the letters one
by one.

SAT. NCAA. Now GAAP. | said, “What's
GAAP? A kind of accountant alphabet soup
that floats around and spells out the right
answer in your bowl!?’

He laughed as he started to explain. “GAAP
stands for ‘ generally accepted accounting
principles.’” These are the rules the accounting
profession has established so accountants and
corporate officials know the do’s and don’ts
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when it comes to accounting for the company’s
books. Although the rules provide some
flexibility, they provide guidelines, too.

“If the expenses here are slow cooked over 10
years and not brought to a boil and deducted all
this year, the accountants call this ‘ capitalizing
expenses.” When an expense is capitalized, it
isn’t deducted all at once. The deductionis
spread out over time.”

| interjected, “You still haven't answered me.
What would GAAP have to say about this
scenario?’

Dad continued. “It says that companies should
deduct it al right away unlessthere's areal
good reason to believe costs like this can be
linked to revenues occurring over a multi-year
time period. In a case like we're talking about
here, | would be trying for an immediate, short-
term boost in revenues, not a 10-year plan. That
would tell me to deduct it all at once and
expenseit al thisyear.

“But not every restaurant owner would come to
the same conclusion. That’s when the aroma or
stink of cookin’ expensesfillsthe air.”



| spoke up hereto seeif | understood all this.
“ S0 some businesses heat up the revenue but
just smmer the expenses?’

Dad got up to stretch and start walking before

he responded in histypical corny style, “Son,
you've hit it right on the money.”
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#8
Going Beyond the
Expiration Date

We resumed walking along the shoreline. A
jogger came towards us whose face looked at
least 75 years old but whose body |ooked only
35.

Dad and the jogger nodded to one another.

Dad commented, “Although not everyone
wants to live forever, there are lots of people
who want to extend their lives afew more
years. Some companies are like that, too, with
their expenses if they use ‘ Ponce de Leon
accounting.” It’sthe quest for the fountain of
youth so expenses live beyond their normal
expiration date.”

| popped up here. “Isn’t thiswhat you just
spoke about with the advertising cost?’

“Thisisdifferent,” he answered. “With the
advertising cost, it was clear that all of the
expense should’ ve been deducted in one year.
With the ‘life extension technique’ I'm talking
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about here, an expense should be deducted over
more than one year but the question is how
many more years.”

“What's an example?’ | inquired.

“Research and development costs,” he said,
“that are incurred by a company when it isfirst
trying to produce a software product. Should
the costs be deducted over two years? Five
years? Or some other length of time?’

“And the payoff for alonger life?’ | asked.

He responded, “That’ s the right question. The
longer the ‘useful life,” the lessthat’s used up
each year and needs to be deducted, expensed,
each year.”

He had said a mouthful but | hadn’t gotten a
full earful. So | spoke up again before he went
any further. | simply said, “I don’t get it.”

Dad had alot of patience. That’s probably why
he was known not only as agreat chef but asa
great teaching chef. He laid it out for me step
by step. “If acompany picks five yearsinstead
of three yearsfor allocating these research and
development expenses, it’s deducting lessin
expenses each year—it’ s deducting one-fifth
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each year for five yearsinstead of one-third
each year over three years.

“Let’s say there are $15 million in expenses. To
divide that up evenly over three yearsis $5
million in expenses per year. Over five years
that comes to $3 million in expenses per year.
Thelonger life, the five-year useful life,
reduces expenses by $2 million each year the
first three years and boosts profits by the same
amount.”

| tried to put all of this together and restate it
back to him. “Gain today and be gone
tomorrow?’

Boy did helike that one. Yikes! Now | was
starting to talk like him.
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#9

Quenching
Your Thirst

My dad was thirsty from all of thistalking so
we walked across the sand to the boardwalk to
find him a drinking fountain. He turned the
handle on the fountain and a tremendous
amount of water shot out. Then he adjusted the
handle too far the other way and it became just
atrickle. Finally, he found the right amount of
pressure to quench histhirst.

As he wiped his mouth dry with hisleft hand,
he pointed with his right hand to the drinking
fountain and said, “ That’s how pension plans
work on financial statements.” | had a puzzled
frown on my face.

“Remember Grandpa s pension plan we spoke
about earlier?” Dad asked.

| gave aquick nod as it came back to me. With
Grandpa’ s plan, the company paid for
everything, making all of the contributions.
Dad continued. “Traditionally, each year
companies estimate in advance how much
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growth and earnings there will be in their
pension plan assets. They may assume a 9% or
10% increase and base their contribution on
that rate of return.

“The higher the estimated rate of return, the
lower the company’ s contribution needs to be.
A lower contribution means less pension
expense and higher profits.” | looked puzzled

again.

“Let’s say acompany wants to end up with
$110 million in pension plan assets by the end
of the year and they already have $100 million
at the beginning of the year. If they estimate a
10% return, no contribution will be needed
from the company that year. The $100 million
in assets will grow by 10%, $10 million. If the
company estimates a 5% return, $5 million,
from earnings, the company will have to
contribute the difference, $5 million, to meet its
goal.”

“Aren’t all estimateswrong,” | asked, “since no
one can predict something like that with
certainty?’

| was rewarded with another one of his beaming
smiles.
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“Of course,” he answered. “Here' swhere the
cookin’ comesin. If the company istoo
optimistic and the actual results are worse than
the estimates, the company hasto pony up the
extra funds to make up that shortfall. But that
horse-play will take place in the following year
and the extra expense will land there, not in the
current year.

“And if the stock market goes down, some
companies may struggle to replenish their
pension plan because of the drop in value of
pension investments. The footnotes to the
financia statements should disclose any
shortfalls. Remember if acompany’sgoal isto
boost profits this year, then accuracy or the
ultimate cost of paying expenses next year isn't
as important.”

We needed to recross the boardwalk to get back
to the shoreline. While we were dodging skaters
and bike riders, | thought about estimates. We
were making estimates as to who would hit us

iIf we crossed in their path and calculating how
fast we needed to move to get across safely. |
hadn’t realized until today how important
estimates were in accounting. | had always
assumed everything there was black and white.

| waslearning alot.
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#10

Keeping Track of
the Essential
Ingredients

My sweet tooth called out to me when | saw an
ice cream vendor next to the boardwalk. Dad
had more willpower than me but | took a
double scoop of chocolate chip.

| was lucky. It was such a hot day the vendor
told us, “That’sit. You' re my last customer.
I’m sold out.”

Dad spoke to me. “Do you know what you' re
eating? To you, it'sice cream.” Then he
pointed to the vendor closing up his cart and
taking down hisumbrella. “To him, it's
inventory.

“Inventory isavery specia asset on financial
statements. It plays a central role in determining
acompany’s profit or loss.

“Take my word for it—the upward or
downward direction of acompany’s ending
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inventory makes profit travel in the same
direction. Ending inventory is part of a
calculation for how much of the total inventory
cost should be allocated to sales. It's part of the
equation for what’ s called the ‘ cost of goods
sold.””

Thiswas al fine and good but “what does
“ending inventory’ mean?’ | asked my Dad.

“You file your income taxes based on a
calendar year. Companies can also have a
calendar year or they can use adifferent time
period, a ‘fiscal year,” to keep track of their
results. For example, a company might have a
year that runs from July 1 through June 30. The
ending inventory for that company’s year
would be itsinventory on June 30.

“If the ending inventory goes up, so doesits
profit. Likewise, if the ending inventory goes
down, the company’s profit goes down. Maybe
that’ s why sometimes desperate companies fake
inventory like putting bricksin boxes.”

“Bricks?’ | asked.

“Yes,” heresponded. “Remember when | told
you about the Salad Oil Scandal of the 1960s
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where inventory was faked to get |oans by
substituting water for oil in giant oil vats?’

| nodded yes.

He continued. “ One disk drive manufacturer
tried to increase its ending inventory to boost
profits. When the auditors came around to
check up on things, they lifted up boxes of
inventory to make sure there was redl
inventory. Well, the weight was real but the
boxes contained bricks, not disk drives. The
auditors had only lifted the boxes, not opened
them. Who would’ ve thought a company would
try to fool its auditors like this? That
substitution wasn't discovered until |ater.”

Apparently college wasn’t the only place |’d be

getting an education. The world out there was
to be a great teacher.
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A Finouncials

Self-Defense
((M ZJ)

20 Tips for
Getting Around the
Covporate Kitches

“Lincoln said, ‘Y ou can fool some of the
people al of the time, and al of the
people some of the time but you can not
fool al of the people al of the time’
Son, | don’'t want anyone foolin’ you any

time.”
—My Dad, the Head Chef






#1

If Monagement
Wonwt Eat the Food,

Shouwld Youw?

The sun was starting to sink lower in the sky.
Thiswasthelast night I’d be living at home.
Thiswas abig step for me, going off to college.
| knew my dad would missmealotand I'd
miss him, too.

If only my mom had lived long enough to see
this day, she would' ve been so happy. It’'s hard
to have alot of history when your mom dies
and you're only two years old. But | felt | knew
her and her love for me through stories my dad
told me about her and stories he related about
her and me.

Dad had a pretty tough job raising me alone.
While | never did see Dad’sfeminine side, |
awaysfelt hislove for me. And he was never
shy in expressing it in words, too.

On the surface Dad was giving me important
information that afternoon I’ d use the rest of
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my life. Yearslater | realized this talk was more
important to him on a symbolic level. He was
trying to teach me how to protect myself when
he wouldn’t be around, when he’d join my
mom.

That’s probably why he had a sad look on his
face until he caught me staring at him. He
quickly put on a big smile as he continued his
financial self-defense manual or, as he called it,
his“menual.” You can take the chef out of the
kitchen but you can’t take the kitchen out of the
chef.

“Suppose,” he said, “you’'re at arestaurant. At
the next table isthe owner of the restaurant.

He' sinyour line of sight. The waiter is by your
table and he' s ready to take your order.

“You say, ‘I'll have the fresh fish of the day.’
The restaurant owner looks at you, silently
shakes his head and then holds his nose.

“Y ou change your order to ‘the Chicken
Alfredo.” The restaurant owner shakes his head
and rolls hiseyes.”

Dad could always get alaugh out of me and he
did thistime, too.
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Dad laughed, too, as he continued. “Just like
it"d be nice to have this kind of inside
information before you placed a dinner order,
it"d be nice to know whether corporate insiders
are selling their stock before you place your
stock order.”

“Dad,” | asked, “what are corporate insiders?’

He answered. “ Corporate insidersinclude
officers, directors, lawyers, accountants,
stockbrokers and others who know non-public
information about a company’s situation. The
law penalizes insiders who take advantage of
significant inside information and use it for
their personal benefit. It’s not like they can
never sell their company stock but there are
special rulesfor them. Wouldn't it get your
attention if all the corporate officers were
selling the company stock while at the same
time telling the public how great the stock is?’

“Surewould,” | responded. “But how can
anyone find out what insiders are doing? Do
they take out ads and say ‘look at what I'm
selling today’ 7’

“Sort of,” Dad said. He surprised me with that
answer. “A lot of that insider information is
available on the Net,” hetold me. “Look at the
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Securities and Exchange Commission’ s website
at www.sec.gov. And you can also go to the
major financial sites, find a company’s stock
listing and click on the ‘Insiders’ tab.

“Bottom line, before you jump in and buy a
stock, take alook at what the insiders are doing.
Are they sticking around or holding their noses
and running as far away as possible?

“After al, if management doesn’t want to eat
there anymore, do you?”’
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#2
Avoid Leftovers

We climbed up the stairs towards the arcade on
the pier. | was alittle surprised we were going
there. Dad never cared much for arcades. He
felt that some of the barkers gave you a pitch
that enticed you to put down your money and
then they took it without giving you an even
chance. Although he was sure most of them
were honest, he always said it was difficult for
him to separate the legits from the crooks.

Dad broke up my thoughts with a new topic.
“We've been talking just about the company
accounting side of things. | want to passon a
few observations from the investor’s point of
view. These aren’'t investing tips. They’re more
the psychology of investing.”

“Dad,” | responded, “what does this have to do
with spotting accounting tricks and fraud?’

“You need,” he said, “to reduce your
susceptibility to tricks and fraud by becoming a
Mmore conscious, amore aware investor. That’'s
the connection.”
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We saw a crowd gathered around a wheel of
fortune.

Dad pointed to the group of people and said,
“Don’'t order yesterday’s main course. If
everybody elseis excited and talking about how
good astock is, it's probably too late for you to
investinit. Let metell you a story.

“Remember those stock bubbles we talked
about at the start of our walk?’ Dad said.

“ Sometimes people want to see value or
substance where there isn’t much or none at all.
Investing is often more emotional than logical.
That’s why people can get into such trouble.
I’m surprised doctors don’t talk about * stock-
itis.””

“What’ s stock-itis?’ | asked.

“It'satype of infectious investing. For
example, if you caught it, you might feel
compelled to invest in a“hot stock’ that
everyone elseisinvesting in. It's hard to resist
being infected. A classic case of investment
infection occurred nearly 400 yearsago in
Holland.”

“Hey Dad,” | said, “1 thought we already
covered the history of cookin’ the books.”

102



“No,” he said, “we didn’t even complete the
appetizers.

“Let metell you what happened in Holland.
Amsterdam, the capital city, had become a
wealthy city in the 1600s. People started to
exhibit their wealth by building large houses.
There wasn’t much land available so gardens
had to be small. The main feature of those
gardens was tulips.

“Somehow, everyone of every economic class
had to have tulips—and not just any tulips, but
the best tulips. Tulip bulb auctions started
popping up. Many of the buyers at those
auctions didn’t want the tulips as flowers to
keep and enjoy—they wanted bulbs as away to
make money, big money. Bulbs were being
resold for large profits and more people became
involved as time went on.

“The Stock Market Crash of 1929 brought on
the Great Depression. But the first big market
crash was the one in tulips that happened in
1637. Once people woke up and started to
wonder why they had traded houses and other
valuables for tulip bulbs, the price of bulbs
went down fast. Soon, many people had bulbs
of little value but no money or houses.

103



“We laugh at those people who traded their
money or houses for atulip bulb and try to
understand how they could have been so
gullible. Yet if you look at the Dot-Com
meltdown, it’s pretty clear people haven't
changed. No matter what century we'rein,
greed is blinding and infectious.”

| hoped listening to Dad would inoculate me
and protect me from ever getting stock-itis. The
disease sounded pretty serious. It could be fatal
to your pocketbook.
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#3
Lemons and
Lemonade

We sat down at an outdoor cafe and treated
ourselves to a couple of lemonades.

The pier was getting more crowded now as
people got off work and came down to enjoy
the cool sea air and the excitement of the
arcade.

The waiter delivered our lemonades. | watched
people approach an exhibit, listen to a pitch and
either put down their money or walk away. |
paid more attention to one pitch in particular
because the barker was so much more
successful than the rest. How did people decide
which game of chance or activity was
worthwhile and which ones were a waste of
money? This triggered another thought in a
similar vein.

“Dad,” | asked, “how do you know when
you’' re making a good investment?’
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He didn’t answer me right away. He moved his
lemonade glass around in circles on the table
top, retracing the marks left by the
condensation of his glass. He was pulling his
thoughts together to fit them in a pattern I'd
understand and remember. | wasn't surprised
by the form of his answer since he had always
taught me that people remember stories or
vignettes better than they do hard facts.

He started to explain. “Thefirst thing you need
to learn in cooking is that the ingredients you
put into a dish are the most important factor in
getting the right result. Y ou can mask inferior
ingredients with sauces or other tricks of the
cooking trade, but it always catches up with
you. If you don’t start out with the purest and
best ingredients, you'll be found out in the end.
It' s the same with companies. Look at their
ingredients.”

Another technique Dad used was not giving
away the answer too easily. Hefelt that if the
listener participated in arriving at the answer, it
would be more meaningful and have a greater
impact. | knew my next step in this verbal
dance.

“What are the investing ingredients to look at?’
| asked.
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“Well son, that’s what we' |l be talking about
the rest of the evening,” he said. “Here’s an
‘appetizer’ to the appetizer. Before you invest
in a company, be prepared to explain clearly to
a 10-year-old child why it’s a good investment.
If it stoo difficult to explain to a child, there's
something wrong with the investment, not the
child. Don’t try to convince yourself that a
lemon is lemonade.”
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#4

Nothing Stays Freshv
Forever —Buwy to-Sell

Everyday things looked different that night. Off
in the horizon we both watched a plane rising
up over the ocean after taking off from nearby
Los Angeles International Airport. Seeing a
plane had a new meaning for me since I’d be on
one of those planes tomorrow morning for the
biggest adventure of my life.

Dad must’ ve been thinking about the same
thing. Dad spoke first. “ Almost the first thing
that’ |l happen tomorrow when you get on that
planeisthat they’ll tell you how to get off it.

It s funny when you think of it that way. You're
strapped in, have no place to go and then they
tell you what can go wrong and how to find the
emergency exits. It doesn’t exactly build
confidence in the flying process.

“They’re not telling you that something will go

wrong, just that nothing lasts forever, including
airplanes.
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“When | go to the wholesale produce markets at
the crack of dawn, I’'m always looking for the
freshest, most pure fruits and vegetables. Every
food product has a useable life. After that, they
begin to decay. They don't |ast forever either.

“1 don’t buy produce to hold onto it. | buy it to
sell it—in the dishes | create.

“The same applies to stocks. Y ou buy them
knowing that someday you'll sell them. A stock
may haveits day, itsyear or its decades. But
chances are, over timeits luster will fade.

“Fruits and vegetables have a natural life cycle.
They grow, they’re picked and new ones take
their place.

“Companies have life cycles, too. At the
beginning, they have a tremendous energy often
accompanied by agrowth period. Over time,
their product may grow too common or stale or
oversaturated in the marketplace. Companies
may face too much competition or they may
grow in unexpected ways or too big to sustain
themselves in a healthy way. To be successful
in investing, you need to know where astock is
initslifecycle”
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| got the gist of it but | still didn’t have the
guide- lines | needed to understand the signs of
the corporate life cycle process. | asked, “Dad,
how can you tell if acompany isin agrowth
cycle, adormant cycle or adeath cycle?’

He responded. “It’s not easy to determine
where a company ison itslife path. Here's
something to help you. When you invest in a
company, write down three sentences—why the
company was started, what it’s doing now and
what it will be doing intenyears. You'll be
creating in words a description of its path on its
life cycle.”

“Soundslike,” | said, “it'salot easier to
determine afood' slife cyclethan a
company’s.”

Dad nodded in agreement and added, “All this
talk of food reminds me: Be sure to pack up the
special meal | cooked for you this morning for
the plane ride tomorrow.”

| take it back. He did have alittle bit of the
feminine side, too. Here was the little bit of the
mother in him. He was always worried whether
| had enough to eat.
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Going off to college | wasn't worried about
getting enough to eat there but dorm food was
going to be alittle tough to swallow after a
lifetime of eating at Dad’' s gourmet kitchen
table.
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#5
Don't Get Stuck

Péokf’/ng/ up
the Check

Dad signaled to the waiter to bring our bill.

“A restaurant islike atidepool,” he said. “So
much of lifeisthereif you know where to look
forit.”

He pointed across the restaurant to alarge
group seated at a huge table. “If they don't all
leave at the same time, do you know what will
happen?’

| had no ideaand | shook my head.

“There are three unwritten rulesin the
restaurant business with alarge group of
people. First, the larger the number of diners at
atable, the more likely someoneis going to end
up paying for some or all of someone'selse’s
dinner. Second, he who leaves first never
overpays. Third, he who leaves last never has
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enough money from everyone else to pay the
full tip.”

“Why’sthat?" | asked.

Dad responded. “When people leave atable
early and give some money for their share, they
usually underpay. Whoever is there last hasto
make good on the bill. Unfortunately, that often
means at best there’s just enough to cover the
food and drinks and only some of thetip.”

| had a question. “Is that why some menus say
‘A 15% charge will be added for groups of
eight or more’ ?’

He nodded. “That’ s the only way,” he said,
“servers of large groups can be assured of
receiving afull tip.”

Just then one of the four couples got up, left
some money on the table and said goodbye.
Dad picked up on that and continued,
“Likewiseif the crowd isleaving a stock, you
don’t want to be the last one around and have to
pick up the tab.”
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#6
Always Add Up
the Check

Our check arrived. Even though we had only
ordered two lemonades, Dad studied the check.
Old habits are hard to break. He later told me
he had this little test. First, he'd ask someone,
“Do you look at the itemization on a restaurant
bill?’ If they said yes, there was a fifty-fifty
chance they looked at company annual reports
as an investor. If they said no, there was a zero
chance. Ashe put it, “Either you care about
details and managing your money or you
don’t.”

| didn’t speak up then because | had never
reviewed restaurant checks. | guess | was one
of the zero chance people.

“Why isit,” Dad mused, “if there’s an error on
your restaurant bill, it’s always in favor of the
restaurant? And why do the supermarket
scanners only make errors that favor the
market?’
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| didn’'t have any answers so | shrugged my
shoulders.

“And most importantly for your future,” he
said, “why do errors on corporate financial
statements generally overstate income or
understate expenses?’

Dad called the waiter over, pointed to the bill
and explained that we hadn’t ordered any
chicken wings. The waiter apologized and took
the check back to fix it.

Maybe Dad did know more than me about how
thingsworked in life. | started listening even
more carefully. | even later got in the habit of
looking over restaurant bills.

Suddenly Dad had aworried look on his face.
He spoke to me. “ Son, you know my restaurant
didn’'t overcharge. | never permitted that.”

| gave him areassuring smile and answered,

“Dad, you're the kind that would leave
something off the bill—on purpose.”
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#(
Is There Cashv
invthe Register?

The waiter came back and placed the corrected
bill on the table and walked away. Dad pulled
out hiswallet to pay it. As he did he motioned
for meto look into hiswallet. He rifled through
severa $100 and $20 bills until he found a $5
bill. There must have been almost $500 in
there. Then he asked me, “How much cash
should | havein my wallet?’

| answered, “It depends what you’ re using the
cash for. Are you making most of your
purchases with cash or by check or credit card?
| think the answer is ‘it depends.’”

He nodded his head and followed up with,
“What if | only had $14 in my wallet? Would
your answer be the same?’

| shook my head. “No,” | said, “obviously you

need to walk around with more than $14 in
your wallet.”
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Asmy dad smiled, he said, “It’ s the same with
corporations. It’s not always easy to say how
much cash a company needs to have on hand
but it's easier to spot when they definitely have
too little.

“Now, what if | had $10,000 in cash in my
wallet. How would you think | was doing
financialy?’

| quickly piped up, “You'd be doing great but |
wouldn’t carry that much cash on me.”

He countered, “What if you found out | had just
borrowed the $10,000 from a bank?’

| got the point.

“Now,” he said, “take the same set of facts and
apply them to a company. If cash is going way
down, that’s adanger sign. How will the
company pay its bills? If they don’t have
enough sales revenue coming in, they’ |l need to
borrow money (and can they?) or possibly issue
more stock.

“The craving for cash is one reason companies
cook the books. They need to look healthy to
qualify for loans and to prevent the loans from
being called in for early repayment.”
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“How’sthat?’ | asked.

Dad continued. “A healthier looking company
findsit s easier to get loans and to get alower
interest rate. If companies have enough money,
then it's easier for them to borrow money. But
If they’re really desperate for money, it’'s hard
for them to get it. Also, loans for companies
usually have performance clauses that can
trigger an early repayment. If alender sees that
acompany’s revenue or profit is slipping, the
loan documents may allow the lender to require
repayment right then and there.”

And | thought | was facing alot of pressure
entering college and that it would get easier
later in life. As Dad talked | could almost feel
the pressure to perform bearing down on
executives of big companies. But what about
the pressure to do the right thing? That was
aways a hard one for meto resist. Now | knew
why: from the time | was alittle guy Dad
stressed my having a moral compass. He
aways said that “if you follow the needle
pointing to truth and honesty, you'll never get
lost.”
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#8
The Pevfect Dessert

Dad paid the check and then we walked to the
end of the pier to watch the sunset. No one else
was there.

Dad shared that mom and he always enjoyed
walking at the beach as the sun went down.
They felt so connected to the universe being a
part of not only the day turning into night but
the ocean meeting the shore. “It was more of a
cosmic experience,” he explained, “watching a
sunset at the beach.” That night it felt like the
three of us were sharing that sunset.

After the sun got swallowed by the sea, we
turned around and walked back from the end of
the pier. We had just passed one of those $3
photo booths when Dad retraced his steps.
“Let’s take some photos together,” he said.

This sounded abit juvenile. | made afaceas|
said, “The quality won't be very good.”

He stepped in the booth, pushed aside the
curtain and waved for me to join him. Well, it
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was his money and he could spend it how he
wanted to.

That was the only time | ever saw my Dad
make goofy facesin front a camera. It was so
unlike him. | couldn’t help joining him. It was a
lot of fun and we were laughing hard by the
time we stepped out. A couple of pre-teen girls
waiting to use the booth gave us alook but we
didn’t care. At that moment | had a glimpse of
what he was like before life decided he had the
sole responsibility of raising atwo-year-son. He
was afun guy.

We sat on a bench and looked and laughed at
the photos of the two of us. We each took two
to keep. | still carry minein my wallet to this

day.

Not missing a beat, Dad said to me, “A balance
sheet is like a still photograph. It shows, on one
particular day, what a company has in assets
and in liabilities—what it has and what it
owes.”

“That doesn’t sound too informative to me,” |

blurted out. “What if things change the next
day?’
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Dad smiled widely. “See. Y ou understand
balance sheets. A balance sheet by itself tells
you something, but not enough. Balance sheets
tell you more when you compare them to each
other. If I look at a photograph of you when
you were ten, that tells me something. But if |
compare it to one of these tonight, | get afuller
picture.” Then he pulled out one of the goofy
poses. “ Over the yearsyou' ve
gotten...ridiculous,” he roared.

Still laughing, hetalked on. “So just like a
single photograph can have valuable, important
information, so can a balance sheet. Multiple
photographs paint a clearer picture but they
don’t give you the whole story either. The same
IS true with balance shests.

“Let’s get back to my wallet and my cash on
hand. Cash on hand is an asset on a company’s
balance sheet. Without enough cash, a company
will dry up. Even if the cash situation looks
okay, you need to determine why it's okay.”

| piped up, “Likeif the $10,000 in your wallet
came from a bank loan.”

“Right,” he continued. “ The first asset you'll
see on a balance sheet is cash. Y ou're looking
for two things: is there enough on hand now
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and how much more (or less) is there compared
to the cash on the balance sheet three months
ago, six months ago and one year ago.”

“So in other words, ‘ show me the money!"” |
quipped, mimicking Cuba Gooding Jr.’slineto
Tom Cruise in the movie Jerry Maguire.

That got a chuckle out of him.

Some of this was making sense but | needed
more information to understand balance sheets.
“How often is a balance sheet prepared? Do
they mail them to you?’

Dad explained. “ Companies prepare a balance
sheet every three months—that’ s every
guarter—with the fourth one being arecap of
the last 12-month period. They’'re available on
the Internet and if you own stock in a company,
you'll see their balance sheet as part of an
annual report.”

| asked, “Does a balance sheet detail the profit
or loss?’

“No,” he explained, “another financial
statement, the income statement, shows that. It
details the revenue (what came in), the
expenses (what went out) and the amount of
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profit or loss. Unlike a balance sheet whichisa
still photo, an income statement covers alonger
period of time such as from January 1 through
December 31.”

He was moving too fast for me. Not only was |
foggy on understanding income statements, |
still didn’t quite get how to track the flow of
cash. But | did know how important cash on
hand was to me so | guessed that companies
didn’t want to see an empty wallet either.

| held up my left hand as a stop sign and
interrupted him. “Dad,” | said, “how can | tell if
acompany’s money came in fromits sales or
its borrowings?’

Dad responded. “ Another financial statement,
the statement of cash flow, tells you where the
money is coming from. Remember, the amount
of cash may be okay but the source of it may
not be ideal. As my mother always said to me,
‘Consider the source.’”

Dad used to say that alot to me, too. What |
didn’t tell him then was that when he was the
source, | always knew his advice had the best of
intentions.
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#9
Being Overwhelmed
by the Meruw

We resumed walking along the arcade.
Remembering the father and son playing
baseball on the beach, | went over to a stand to
try my hand at knocking down some milk
bottles with aball. | was doing pretty well but |
needed to blast one more bottle to get aprize. |
just couldn’t do it.

| was getting frustrated with my pitching and
also with some of what Dad was throwing at
me.

“Dad, thisis getting too complicated. Balance
sheet. Income statement. Statement of cash
flow. I'm having trouble remembering the
names of these financial statements let alone
what they are and how to find something wrong
with them.”

Dad nodded in agreement as he spoke to me.
“1I"m not expecting you to absorb all of thisin
oneday. I'm trying to give you some tools that
you can refer to later on. I'm trying to give you
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the big picture. I’'m not intending to send you
out as aforensic accountant to detect fraud.”

| interrupted him. “A forensic accountant?
What' s that?’

Dad responded, “ Someone who wears agreen
eye-shade and uses a pick, ashovel and a
microscope.”

| didn’'t get his references so | shrugged my
shoulders.

Dad continued. “ Some accountants specializein
seeing where the numbers are buried. They're
known as forensic accountants. Whenever you
hear about the discovery of problemswith a
financial statement, there’'s a good chance a
forensic accountant found it or uncovered the
accounting transactions that show how things
got into such amess.

“1 don’t expect or want you to be aforensic
accountant. What | do want isfor you to
develop your sense of smell.”

“Smell?’ | questioned.

Dad nodded. “Develop a sense of what is
starting to smell on financial statements, what
absolutely stinks and what leaves no unpleasant
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aroma but makes you question its digestibility.
That’s what we're doing today. Y ou can’t
become a forensic accountant in just afew
hours.”

| felt relieved. Dad wasn't expecting me to
become an instant expert on spotting book
cookin’. He knew | couldn’t even make instant
oatmeal without having him first check the
expiration date on our fire insurance coverage.
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#10
Changing the
Recipe Midstreanm

We were passing in front of afortuneteller's
booth when Dad started talking again.

“Do you remember when | was talking about
restated earnings?’

| shook my head. It sounded vaguely familiar.

Dad continued. “1 mentioned it in connection
with the first way to cook expenses. It'swhere
a company makes aretroactive change to the
financia statements. It could be a change to
assets, liabilities, in the amount of revenue, a
change in the amount of expenses or a change
In more than one of these.

“Corporations sometimes act like it's not a big
deal to announce ‘restated earnings.” But can
you imagine how the IRS would react if you or

| said, ‘Ah, excuse me, we want to restate our
earnings for the past five years? Seems we got a
little confused about what’ s income and what’ s
adeductible expense.””
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“Dad,” | said, “it seemsto me that restating
earnings would be like me going back to a
professor after an exam and saying I'd liketo
change some of my answers. But my noseis
confused. Isthisareal stinker or just a
smeller?’

Dad flicked his nose as he responded, “It
depends on the circumstances. What's
important to remember is that restating earnings
should get your nasal attention. Here's another
oneto get your sniffer going.”

My dad was on aroll so | didn’t interrupt him.

“ Companies make certain assumptions when
preparing their financial statements. The
assumptions may deal with their method for
valuing inventory (there are many different
ways), dealing with pension costs or how to
account for other items.

“ Sometimes companies change their accounting
assumptions. A change in assumptionsis not
necessarily a cause for concern. But recognize
that it'samajor event on the financial
statements. If it’s serious business for them,
then it’s serious business for you if you're
investing in the company.”
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| spoke up here. “How can someone find out
what assumptions are being used or changed?’

Dad got a smirk on hisface as he answered me.
“Do you remember which part of your last
history report you hated doing?’

“Yes,” | answered, “the footnotes.”

“Well,” he countered, “history reports aren’t the
only thingsin life that have footnotes. So do
financial statements like a balance sheet or an
Income statement or a company’ s annual report.
That’s where you find out about a company’s
assumptions and any changes they’ re making to
them.

“Companies don’t make changes lightly in their
accounting assumptions. A change usually
means someone was wrong about something. If
you' re using the smell test on financial
statements to find suspicious odors, start
sniffing here.”
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#11
Paying for
the Next Course

Aswe continued walking | noticed that my
sense of smell was more acute on the pier. Or
was it my imagination? To test it, | closed my
eyes and tried to distinguish the smells of
cooked hamburgers, French fries and fresh fish
aswell as other less pleasant odors.

Dad gave me a nudge to open my eyes just
before | stepped on someone' s half-eaten ice
cream.

The hamburgers smelled especially good at one
stand so Dad and | stopped to sample the wares.
We both ordered well-done hamburgers and
hoped for the best.

When Dad pulled out hiswallet to get some
cash, he resumed talking. “Next to cash, the
most important asset on a balance sheet may be
acompany’s accounts receivable. Aswe say in
the restaurant biz, ‘you want the patron to be
able to pay for the next course if he ordersit.””
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Dad could see by looking at me | had already
forgotten the term *accounts receivable,” which
we had discussed earlier that day.

“ Accounts receivable is the money that’s owed
to a company that will be paid in the future.
That’stomorrow’s money. Or next year's
money.

“Money isthe essential life force of every
company. To be successful, acompany needs to
have enough money on hand today plus a good
future flow of cash from its accounts receivable
to keep the company afloat. That’s why
receivables (short for accounts receivable) are
SO important.

“There are two main tricks that can be played
with receivables. First, companies can puff
them-selves up by counting future revenue
now.”

“Isthere,” | asked, “away to spot this?’

“Sometimes,” he answered. “A balance sheet
will show two types of accounts receivable:
short-term and long-term. Short-term
receivables should be paid in no longer than a
year. Long-term receivables aren’'t expected to
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be paid until more than ayear after the date of
the balance sheet.

“If long-term receivables are growing real fast,

that may be an indicator that the company is
wrongfully counting future income today.

“Here’ s the big picture on this one. Companies
estimate how much of the accounts receivable
will go bad—that is, become uncollectible. That
estimated bad debt expense is a bad debt
reserve called an ‘allowance for doubtful
accounts.” If you see that the company’ s bad
debt reserve is going down but the sales are
going up, abell should be ringing in your head.
Usually, the two move together. More sales on
credit should mean more bad debts on
uncollectible accounts receivable. If acompany
underestimates its bad debt expense, it's
reducing its expenses and inflating income.
That’ sthe first trick with receivables.”

“What’ s the second trick?’ | asked.
“Smoothing income,” he said.

“What'sthat?’ | asked.
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Dad told me. “Companies that want to ‘save
revenue for another year reduce thisyear’s
revenue by pretending someof itis
uncollectible. Then later on when it is
collectible, it’s shown as additional income in
the later year.”

“How isthat done?’ | inquired.

“Companies make estimates with reserves for
the amounts that they expect to write off as an
expense,” Dad said. “If the reserves turn out to
be larger than the estimated costs, the unused
reserveisreclassified to increase earnings. If a
company plays games with their reserve on
accounts receivable, they can manipulate how
financial results look in different years. Poorer
performing years can be boosted upward and
extraordinary years can be toned down.”

“Ohyeah,” | interjected, “send in the reserves. |
remember that now.”

Just then we passed a magic act where a ball
was being hidden under three cups. People tried
to guess where the ball was. They were never
right.

“ Smoothing income can be done in many
ways,” Dad explained. “Here' s one that doesn’t
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Involve accounts receivable. Thisnext oneis
like aword game. When do expenses mutate to
become assets? When they’ re prepaid expenses.

“Think about it. If an expenseispaid in
advance, then a company doesn’'t have to pay
the bill when it comesin later. They’ ve aready
paid for it. When the bill comesin, they just use
up part or al of the prepaid expense, the credit
balance.”

“What’' s wrong with that?’ | asked.

“The problem on financial statements occurs
when a company wrongfully transforms future
expenses into current expenses and thereby
distorts the reporting of current expenses and
profit and future expenses and profit.”

| interjected, “Pay for the next course after you
eat it, not before you sit down at the table?’

Dad nodded in agreement.
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#12
Ordering Items
Not on the Meruu

We saw some National Guard troops walking
on the pier in their camouflage outfits and
having a good time.

| thought I’d put my dad to the test and
challenge his imagination and improvisational
skills. “Dad,” | said, “can you work in
camouflage in one of your explanations?’

“Piece of cake,” he said. He sat for amoment in
deep thought. Then he started talking.

“Camouflageisasurvival tool in nature.
Financial statements have their own forms of
camouflage. If you ever see language referring
to a“‘special purpose entity’ or ‘SPE’ asthey’re
known in the trade, remember that camouflage
isaform of concealment. SPEs can be, too.”

“What's an SPE?’ | asked.

Dad responded. “ SPEs are entities that are
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formed to interact with a company. Most SPESs
have a legitimate and useful purpose. But
chances are if there’s an SPE, there'saso a
complicated transaction connected with it. The
difficulty isfinding out the substance of the
transaction and seeing whether it has economic
reality or just economic illusion attached to it.
SPEs are sometimes ‘ off-the-record
partnerships.’”

Thiswas getting alittle complicated for me
again so | took advantage of my dad always
saying “ There’ s no such thing as a dumb
guestion.”

| inquired, “What' s an off-the record partner-
ship?’

He replied, “ The off-the-record part means the
financia substance of what is going on with the
partnership isn’t fully disclosed on the
company’s financial statements. Instead, you
just see that there is this special purpose entity.
The partnership part of thisterm refersto
officers of the company or the company itself
being in partnership with outside people or an
entity. Why do you think companies use the
term ‘' SPE’ instead of ‘ off-the-record
partnership’ ?’
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| remarked, “Even | can figure out the strategy
here. Camouflage.”

Dad jumped in. “Which one would raise fewer
guestions? A financial statement that said
‘special purpose entity’ or one that had an ‘ off-
the record partnership’? A special purpose
entity sounds like something good for a
company.”

He continued. “ Remember the round-trip trades
we just talked about earlier? That’s where two
companies, for example, buy and sell gas or
power to each other at the same price. The
energy doesn’'t move anywhere but each
company treatsit like areal sale that boosts
revenue.

“Well, some companies supercharge this
technique by combining it with * SPES’ and
‘prepays.” Here's how it works.

“The SPE transfers money to the company
before anything happens regarding atransfer of
energy. It looks like the money isfrom a
prepaid sale of energy, an advance payment.
Butitisn't. It'saloan to the company. This
sale/loan is combined with paper transactions
making it look like energy islater transferred (it
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isn’t). So, no energy moves anywhere and a
loan isdisguised asa sale.”

| spoke up. “Do you actually expect me to
understand this? Thisis way too complicated.”

Dad nodded reassuringly to me. “Y ou’ ve hit
upon the essence of some SPEs. Camouflage
through complication. If transactions are
designed to be so complex that officers and
directors can’'t understand them, they have a
better chance of sneaking through the corporate
approval process.

“Often times when you see an SPE, the officers
and directors who aren’t involved in setting up
the SPE really don’'t understand what’ s going
on either. It’ s like approving a menu but not
knowing all the dishes that will be served off it.

“Let me give it one more try to explain this,” he
replied. “Putting all the pieces together, the
company makes it look like it hasincreased
revenue (it hasn't) by making asale (it didn’t)
to arelated company it helped set up to increase
its assets (it hasn’t) by treating aloan like it was
prepaid income (it isn't). To add insult to
injury, the company doesn’t treat it like income
on its corporate tax returns. There it shows it as
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adebt. Asthey say in the energy trade, ‘ now
they’ re cooking with gas.””

My head was spinning. | had trouble
understanding how | could interpret games
being played with items that were on the
company books and records. How could anyone
unravel what was happening with off-the-books
partnerships and entities?

Taking American literature thisfall didn’t

sound so tough now. Look at all thesetips| was
being given on how to interpret fiction.
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#13
Ice Cream Redux

We saw another ice cream vendor. That
reminded me of our earlier discussion of ice
cream and inventory.

“Dad, how can inventory be manipulated?’ |
asked.

“Every item on a balance sheet can be
manipulated,” he said. “ Take inventory. What
are the danger signs? First, compare the growth
rate of sales and inventory. If inventory is
growing faster, the company may be
overstocking inventory or counting unsalable
inventory that should’ ve been written off asan
expense.”

| interrupted and asked, “Do you mean spoiling,
like rotten fruit?’

Dad nodded and said, “Yes. That's one way.
Another way isfor inventory becoming
obsolete. A clothing manufacturer or
department store chain may have too much of
last year’ s fashion clothing. That inventory may
need to be marked down or written off entirely.
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“Second, just as with receivables, companies
set up reserves for inventory going bad. Just as
games can be played with reserves for accounts
receivable, they can be with inventory.”

For the rest of my life every time | saw melted

ice cream | said to mysdlf, “More inventory
going bad.”
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#14
Acquisiliony
Indigestion

Buwying Ingredients
Isnw't the Same as

Selling Dinners

We passed by anice Italian restaurant with
outdoor tables. A very well-dressed man
walked over to atable, smiled and spoke afew
words to the diners. He must have gotten a
good response because he smiled again before
he walked off to another table to repeat the
process.

Dad pointed over there and said, “1’ll bet you
that’ s the owner of the restaurant. He' sredlly
concerned whether his customers are being
treated well.

“Some owners avoid their customers. That'sa
mistake. If | had spent al my timeasa
restaurant owner buying supplies and
ingredients and not spending time cooking,
checking up on and taking care of my
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customers, my restaurant would have beenina
heap of trouble.

“It’ s like that in the corporate world, too. Watch
out for companies whose main business seems
to be buying and selling other companies and
not operating them.

“ Sometimes these companies bury their
financial disasters by combining so many
different types of companiesinto one main set
of financial statements, it’s difficult to figure
out what went right and what went wrong and
on whose watch it happened.

“S0, take afinancia physical of acompany
before you invest in it. See where the company
started. What field of businesswasit in? Has it
stayed there? If it has expanded into other
Industries, do the various companiesit owns
work together to build something better or just
something bigger? Do the executives have a
reputation for cutting and burning or for
sticking around for the longer term?
Acquisitions can be away to hide deficiencies.
Watch out!”

All thisfrom Dad just watching that man walk
from one table to the next. Pretty sharp guy, my
dad.
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#15
Overchawging
o the Menuw

We heard an accordion player at the restaurant
and Dad started singing along with the music,
“When the expense hits your eye like abig
pizzapie, that’s amori...tization.”

| didn’t recognize the tune or that word,
“amortization.”

Dad explained that the former was abig hit in
the 1960s and the latter can cause big financial
hits.

“Amortization is a hard concept to understand
probably because the word itself isn’t
commonly used in everyday talk,” he said.

“Intangible assets have alimited life. What's an
intangible asset you want to ask? Examples of
these assets are patents and copyrights. They
are granted for alimited period of time. After
that, it’sfair game for anyone using the
patented or copyrighted items.
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“Because the protection for those assets runs
out over time, it’s considered correct to
recognize the annual reduction of value of these
assets through an expense called amortization.
No problem with amortizing those assetsif the
correct number of years for their useful lifeis
selected. Sometimes you' |l see the words
‘depreciating’ and ‘amortizing’ used
interchangeably. They both involve writing
down the value of assets on the company
books.”

“S0,” | asked, “where can there be abig
problem amortizing or writing down the value
of assets?”’

“Goodwill,” he answered.
“Goodwill?’ | asked. “What’ s that?”

My dad explained. “If one company buys
another and they can't justify allocating all of
the costs to each of the purchased assets, then
what’s left over is called goodwill.

“Goodwill is sort of a catch-all asset when you
run out of containers in acquiring another
company.

“Until recently, companies amortized goodwill,
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deducting a set amount each year. The new
accounting rule says ‘keep it on the financial
statements asis until its value goes down.” If a
company later determines or discovers what
they bought isn’t as valuable as they thought,
they need to reduce the asset called goodwill
and take an expense.”

| started scratching my head. “Dad,” | asked,
“how do companies know exactly how much to
allocate to each asset when they acquire a
company and how much to say is leftover as
goodwill?’

“They don’t exactly,” he said. “That gives
wiggle room to later play with goodwill
expense to affect profitsin the current reporting
period and down the road. One rainy-day
accounting technique is to write down goodwill
in the current period to make future periods
look better.

“Because goodwill can often be a huge item
and it can be highly discretionary to determine
when assets have lost their value and how much
value they’ ve lost, put this one on your list to
watch.”

| didn’t have the heart to tell him that | wasn’t
making alist. | waslistening, not listing.
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#16
Where's the Beef?

We passed by another restaurant that had its
menu on display out front. | had never in my
life seen such along or complicated menu. It
made me think of some of the financial
documents Dad had been talking about. They
were probably all too complicated for me to
understand.

“Dad,” | asked, “where do you go looking for
accounting tricks and fraud?’

“If you're huntin’ for financial clues,” he
explained, “concentrate your search on these
documents:

1. Annual report to shareholders

2. Annual report to the SEC (Form 10-K)

3. Quarterly reports to the SEC (Form 10-Q)

4. SEC form to report certain sales of stocks
(Form 144)

5. SEC form to report significant events or
corporate changes of importance to investors
(Form 8-K)

6. SEC forms on the stock ownership,
purchases and sales for every director, officer
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and 10% (or larger) owner (Forms 3, 4 and 5)
7. The auditor’ s report

“And these are just the beginning. Another
good one is the proxy statement mailed to
shareholders each year with the announcement
of the annual shareholder’s meeting.”

“Dad,” | asked, “where can anyone find this
stuff?’

“The Internet makesit easy. Go to
www.sec.gov to see SEC filings. What | aways
find of particular interest is whether company
officials are selling. | don’t want to be the last
person aboard a sinking ship.

“Each annual report to shareholders, whichis
mailed by a company, includes not only vital
financial information but also a narrative telling
where the company has been, how things are
going and where it’s going.

“An auditor’ s report also often makes
interesting reading.”

WEell, he read recipes for aliving. Maybe an
auditor’ s report really helped spice up hislife.
Dad continued. “The report should note any
special circumstances that make the auditor
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uneasy about the company’ s operations or
prospects. Over time, auditors will probably
VOiCe any concerns or even suspicions.

“Some of the most interesting, tasty and
important reading in financial informationisin
the footnotes.

“That’ swhere the juicy stuff isusually located.
Y ou may see information about company sales
or acquisitions of other companies that cast a
whole new light on what’ s going on with the
company.

“Want to find out about other related entities
that are used as financial landfillsto bury
expenses? Look at the footnotes.”

| was remembering how this whole afternoon
and evening'’ s discussion got started. “Dad,” |
inquired, “where can someone find out about
the stock options a company has issued?’

“Unless a company has jumped on the band-
wagon to fuller disclosure right in the body of
the financial statements, look at the footnotes to
see how a corporation would really be doing if
they counted stock options as expenses. And,
even if they count options as expenses, the
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footnotes will tell you what method they’re
using to value the options.”

“You mean,” | said, “there’ s more than one way
to value options?’

“Of course,” he responded, “remember that
much of accounting is not black or white.”

“Here’ s my final word on footnotes. It’s not the
point size of the type that indicates the
importance of information. It’sthe dollar sizein
its details that counts.

“Son, there’ s lots more to know about financial
statements and finding out what’ s right or not
right on them. There are all sorts of numbers
and ratiosto look at: EPS, EBITDA, P/E ratio,
the quick ratio, thisratio, that ratio. These are
al valuable tools but don’t worry about them
tonight.”

Don’t worry, Dad. Heck, if | couldn’t find a
hamburger on that menu outside that restaurant,
| wasn't counting on being aratio expert that
night.
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#17

Make Sure the
Flowor Isw't
Too-Diluted

We stood outside the restaurant watching a
waiter come up to atable and start to mix the
dressing for a salad right on the spot.

Dad nodded in approval. “Mixing agreat salad
dressing isredly an art form. Y ou need the
proper balance of ingredients. If you water
down the mixture, the original flavor becomes
lost and unappealing. In asimilar way, stocks
can be diluted, watered down, by too many
stock options.

“What happens to a stock option if the stock’s
value is more than the option’s cost?’ he asked
me.

| shrugged my shoulders. “Well,” he continued,
“chances are the option will turn into shares of
stock. That means the company will issue more
shares of stock.”
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“That’sgood,” | said.
“Why do you think that?’ he asked.

“Because,” | answered, “more people are
interested in the stock of a company and
owning some stock init.”

Since | wasn’'t getting his point Dad looked
around for another way of explaining it. He
pointed to atable in the corner.

“See that table where the wine is being
served?’ he said. | nodded yes.

“Pretend each of those people at thetableisa
stockholder and pretend that the bottle of wine
Isthe profits. Okay so far?’

| nodded again.

“If more people come to the table and ask to
have some wine, what happens to the first
people at the table?’ he asked.

“Obviously, they have lessto drink,” |

responded. Then | got it and | explained it to
my dad.
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“Thefirst people at the table are the existing
shareholders. The people who join them are the
ones who used their optionsto join the
shareholder party. Having new, additional
shareholders means the same bottle of wine has
to be split among more glasses. The same
amount of wine, profits, has to be divided up
among more shareholders. The options dilute
the profitsfor the original shareholders. | got
it.”

Dad echoed me, “Y ou got it! Before you plunk
down your investment dollars, check out the
potential dilution size. Oh, yeah, the footnotes
to the financial statements will be the best place
to spot how many shares may be issued to these
new fellow shareholders.”
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#18
Don't Forget to-
Include the Taxes

Something Dad had said earlier was still
gnawing at me. “Dad, when you were talking
about SPEs you mentioned income taxes. Are
games played with taxes, too?’

Dad nodded with his lips clenched. “ One way
corporations can improve their bottom lineis
by reducing their income tax burden.

“ Aswith accounting rules, everything in taxes
is not clear-cut. The old smell test works here,
too.”

“How?’ | asked.

Dad responded. “It’ s interesting. The same
aspects that often provide atell-tale odor to
corporate accounting practices al'so apply to tax
gimmicks: (1) numerous paper transactions
with no real-life significance, (2) the creation of
many entities to camouflage what’ sreally
happening and (3) being too good to be true
(generating deductions that dwarf the original
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investment in the case of taxes and inflated
revenue or profits or deflated expensesin the
case of accounting books and records). A real
stinker of atransaction will have al three.”

| was getting very disillusioned about corporate
accounting at this point and told my dad so.

He explained. “ Even though the GAAP rules
are thousands of pages, the rules don’'t cover
everything. More importantly, the rules give
accountants flexibility. Accounting is part art
and part science. It’s not just one plus one
equals two. Accountants need to use their
discretion and judgment in setting up
accounting systems and there’ s no one type of
accounting system that will work right for
every corporation.”

“Why not?’ | asked.

“Here’' swhy,” he said. “If you become avideo
game consultant, you'll be able to account for
your business by the checks you write and the
checks you deposit.

“Y ou would have mostly short-term or up-to-

one-year contracts to provide services. It'd be
pretty easy to match up your income and
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expenses. Y ou could use your cash-in, cash-out
method for them okay.

“However, it'sadifferent story for the video
game manufacturer.

“The product cycle here starts with maybe
years of research and development to develop a
salable product. Then once orders are placed, it
takes time to set up the manufacturing plants
and produce the games. The games would be
produced at different times—some this year,
some next year and so on for a period of years.
Then stores or adistributor for the video game
company might have alengthy period of time to
pay for the games they’re selling.

“When should the expenses of the video game
manufacturer be counted? Mainly up front
during the early years? When should revenue
be counted? When a contract is signed to sell
games to a chain, when the games are actually
delivered or when they’re finally paid for?

“Should your one-man consulting company and
the video game manufacturer report revenue
and expenses the same way or will that distort
the results?
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“Thisis where companies need the wisdom and
judgment of their accountants in coming up
with an accounting system that properly
matches revenue and expenses.

“Of course, the devil isin the details,” he said,
“since there is often wiggle room to put a
different cast on financia results. That’s why
we need our traditional accountants—the
honest ones.”
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At this point, | had to ask a question that had
been running through my mind all day. “How
common isit for companiesto just plain lie?’

“Not as common as some people think and
more common than others could imagine,” he
told me.

“Although it’ srare, corporate officials, for
example, sometimes claim phony sales to boost
revenue.”

| spoke up again. “Why? Don’'t they have a
conscience?’

“It could be greed,” Dad said. “It could be
keeping up with the Joneses. If corporate
officers with other companies are flashing
tremendous wealth and having it result in
getting publicity for themselves and their
companies, that can be atemptation to emulate.
The problem can come if acompany doesn’t
generate enough legitimate wealth to get this

158



publicity. Maybe it can be rationalized by these
company officials that cookin’ the books to
generate this similar exposure and interest is all
for the company good.

“It'sjust a by-product that the chefs in charge
get super wealthy in making this recipe work.

“Little lies can lead to bigger lies and those lies
can make it easier to makethe Big Liein
corporate accounting—phony sales.

“How do you spot a corporate liar? Use what
we' ve talked about today as a starting point and
don’t put on blinders when you invest. See
things as they are. Not as you want them to be.”

159



#20
The Last Itemv
o the Meruu

We passed a cookie store.

Dad piped up, “A good fudge recipe callsfor a
healthy portion of sugar. If achef triesto
sweeten the fudge too much though, the result
isadisaster. Financial reporting can suffer from
excess, too. If acompany isengaged in
‘aggressive financial reporting,” you can bet
dollars to doughnuts that there’ s some hanky
panky going on.”

Then he gave me hisfinal piece of advice that

day. Wordsto live by. “Fudge is good—
fudgingisn't.”
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tEpogue

(Sometime in the Future)

Here | am holding hands with my wife and our
five-year-old son and walking along that same
Southern California beach. Holding my son’s
other hand is my dad.

Many years have passed since that college-eve
walk with him. Last night we were talking
about the changes that put most of the book
cookers out of business:

» Mutual funds and state retirement plans that
hold a fortune in stocks now require companies
to have more transparent and accurate
accounting procedures or face the risk of amass
pullout of those investment funds—or as Dad
putsit, “Money talks, especidly if it walks.”

* There are tougher laws and stronger
enforcement by the SEC as well as state
attorneys general—Dad’ s take on thisis that
“Most company officers would see the risk of
20 yearsin prison for aone-year gain in profits
as abad trade.”
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* Insurance companies refuse to issue errors and
omissions policies for corporate directors
unless the highest accounting standards are
followed, strong internal controls are imposed
and independent boards of directors are active
In being diligent—according to Dad, “There's
nothing like personal liability to make someone
Sit up and pay attention.”

* And maybe, most importantly, accountants
now walk away from clients that don’t follow
the rules and the public knows why they’ve
dropped a client—Dad’ s final cookism is:
“How nice it isto have accountants doing
business the old-fashioned way. If you are
willing to say ‘no’ to someone and accept the
consequences, it empowers you.”

So things are getting better. But someday I'll
have the same walk and talk with my son to
make him more savvy about corporate
accounting and life in general. Caveat emptor
may be old advice but it’ s timeless.

I’ve put Dad’s advice to good use as |’ve
expanded the video game manufacturing
company | started. The only cookin’ we do at
my company is when we come up with great
ideas and figure out how to implement them.
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And Dad? Shortly after our walk years ago, he
stopped being a corporate chef. He opened his
own restaurant again, thistime on the pier. He
doesn’t cook as much anymore. If you ever
come to his restaurant, walk up to him to say
hello or just sit and wait. He'll find you. Every
night he goes from table to table making sure
everything isjust right for the customers.

| had a present for Dad at the end of our walk
that day. | gave him a copy of this book with
this dedication written init:

To Dad,

The greatest chef in the world. | want to
share the advice you gave me to make
sure no one gets their goose cooked in
the stock market.

Love,

The Head Chef’s Son
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