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COURSE DESCRIPTION

“I'd like to talk to you about another widespread, but too little-challenged custom: earnings management.  This process has evolved over the years into what can best be characterized as a game among market participants.  A game that, if not addressed soon, will have adverse consequences for America's financial reporting system.  A game that runs counter to the very principles behind our market's strength and success”

Arthur Levitt, former SEC Chairman, speech at NYU CENTER FOR LAW AND BUSINESS, September 28, 1998

Cases such as Enron or Worldcom in the US or Ahold and Parmalat in Europe have taken creative accounting back to the main area of attention.  There is no doubt that understanding Financial Statements and accounting is no longer just desirable, but fundamental and indispensable for anybody who works with financial statements. This course will deal with the main accounting games that companies practice, by offering “accounting minefields” where these can be identified, and providing main defense mechanism to neutralize them.  The student will learn how companies hide debt off balance sheet, how to alter the reported sales, reduce the level of costs or altering the consolidation perimeter.   The main defense mechanisms to identify & correct these abuses will also be explored.

This course will give participants a comprehensive understanding of the process of financial accounting to serve as a basis for truly understanding financial statements and accounting numbers. We will discuss and evaluate - in a comprehensive but understandable manner - the current methodologies used to evaluate earnings quality, assess the probability of fraud, and detect earnings management. The discussion will be very contemporary with real examples and cases of the theories discussed. Both IAS and USGAAP will be covered.  You will come out looking at Financial Statements in a different manner. You will be able to identify risky companies that have poor earnings quality and the ones who have good numbers that reflect the economic reality of the firm.

A main area of focus in this course will be the impact of these accounting minefields in the valuation of a firm in order to be able to quantify the impact of earnings management in a comprehensible way.  

A third angle developed in this course will be the ethical implications of altering the financial statements, as well as the corporate governance issues which facilitate the production of irregular financial statements.  A special mention will be done to the practical (financial and human) consequences of financial irregularities.

The course will follow a practical, not theoretical approach.  Multiple real life cases will be discussed in order to apprehend the main learning lessons they provide.  The student will use real life stock broker’s research & annual reports dealing with these irregularities in order to learn how to read between lines.  Even though a complete reading and understanding of this material is not asked, the assimilation of their main conclusions would help to better follow the class discussions.  This material (all of which is provided for session 1) will also be useful as reference readings for tomorrow’s needs.  

IMPORTANT NOTICE ON BACKGROUND


No previous knowledge of financial accounting will be presumed although being familiarized with the basics of this subject will help to better learn the key messages.  The provided reading material will help to get up to speed with the main areas of discussion.  I also attach at the end suggested textbooks to better understand the material taught.  

IN ANY CASE, for people with no previous knowledge of financial accounting, it would be advised to follow the online material that IE has on its web site (in English):

http://globalcampus.ie.edu/contenidos/muestrario/index_i.html?A=1
An specific online course on financial accounting can be followed in this site for those people with time to enhance their skills in this field.

Course Objectives:
· To understand the role of financial reporting in the functioning of capital markets.
· To learn the differences and similarities in financial reporting in different countries.

· To learn how to identify red flags.

· To understand contemporary capital markets’ behavior, in both developed and emerging markets.

· To consider the relative importance of net income and cash flows in the context of a value creation orientation.
· To understand the concept of quality of accounting information, including the attributes of economic content and earnings sustainability.
READINGS

· Revenue Recognition UBS, April 2003.

· Evaluating m&a activity, UBS, August 2004.

PROGRAM (5 Sessions)

SESION 1 

Identifying accounting minefields 

· Capital markets and Accounting numbers - Overview.
· Revenue and Account Receivable recognition
· Expense Capitalization

· When an asset is an asset

IMPORTANT READINGS

· Can you trust the numbers? (UBS, March 2002).

SESION 2

Earnings Manipulation & Capital Markets
· Leverage ratios

· Debt Covenants

· Debt agencies

· Stock Options & implied risk

· Pro forma earnings Leverage rations tend to be looked against P&L items, not

C.P.:
Worldcom: the downfall of a giant (IMD 1-0214)

SESION 3 

Identifying accounting minefields (II)

· Off balance sheet finance

· Earnings quality, factors affecting it

· The usefulness of cash flow statements

· Consolidation policy – red flags

· Capital intensity

· The quest for value

· Pro forma earnings

SESION 4

Financial Accounting, Corporate Governance and Ethical implications
· The role of auditors

· Corporate Governance

· Derivative markets

· Role of analysts

· Investment banks & conflicts of interests

· Sarbanes-Oxley

C.P.:
The Enron Collapse.  IMD-1-0195

SESION 5

Financial Accounting & Valuation  
· Market Multiples: can you trust them?

· Asset based multiples vs. profit-based & cash flow based

· ROCE vs. ROE

· Financial accounting and Discounted Cash Flows

· Market Multiples vs. DCF

· Accounting & WACC

· Relationships between PE, PB and market returns, liquidity and volatility
C.P.:
The Parmalat Collapse.  ICFAI.  704-016-1

Doc.:
Parmalat, Creative Accounting? Auerbach Grayson, 11 Diciembre 2003.

ONLINE SESSION

Financial Accounting & Valuation  
In GROUPS, study the annual report of Sogecable, 2002.  Concentrate on the CONSOLIDATED financial statements and their notes and answer to the following questions:

Introduction:

How is Sogecable doing as per the main financial metrics?  Is the company at an acceptable leverage ratio? (Net Debt / EBITDA , Net Debt / Equity).  Can you make a quick analysis of whether Sogecable was a cheap or an expensive stock at the end of 2002?

Profit and Loss:

Analyze the company’s accounting practice at costs.  All all of these expensed, or can you infer if any are capitalized? If so, where do they stand?

Analyze the company’s depreciation policy.  Is it reasonable? How would you link this to the assets line?

Can you explain the corporate income tax line?

Can you elaborate on the extraordinary items line? How do you relate this to the quality of earnings?

What’s the company’s accounting policy regarding stock options?  Do you agree with it?

Look at the letter from the auditors.  Do you have any comments?  Can you study the deal involving Sogepaq (point 3) by looking at these companies’ financial information on the report?  Which is your impression on this deal?

Do you think the EBITDA figure provided in the P&L is fair? Would you make any adjustments?

Balance Sheet:

What is there on the “accruals” line on the assets?  Can you relate this to the P&L?
What’s your view on the item “other long-term goals”? Would you change this? If so, how would impact the book value?

Study the company’s audiovisual rights.  Can you make any comment on their magnitude?

Study the debt of the company.  What’s your view on the maturity?

Do you think there is any off balance sheet debt by looking at the notes of the report? If so, which would be the new leverage ratios?

Conclusion:

Does your view on the company change after this forensic analysis?

How would you assess your new view on the company’s valuation?

Doc.:
Sogecable, S. A., Annual Report, 2002.

ADDITIONAL SUPPORT MATERIAL 

On earnings management:

Financial Shenanigans

Howard Schilit

Mc Graw Hill 2nd edition, 2002

Fraud:

Fraud Examination and Prevention

Albrecht, W.S. and Albrecht, C.O.

Thomson South-Western, 2004

ISBN: 0-538-72689

Recommended textbooks on Financial Accounting:

Financial Accounting
An Introduction to Concepts, Methods, and Uses, 10e

Stickney, Clyde P.
Dartmouth College

Weil, Roman L.

ISBN: 0-324-18351-8   ©2003

Financial Accounting

Libby, Libby & Short

McGraw Hill, 4th edition, 2004          

ISBN 0-07-247350-9 

Financial Accounting

Harrison & Horngreen

Prentice-Hall 2003, 5th Ed.           

ISBN 0-13-120680-X,

Fundamental Accounting Principles

Larson, Wild, Chiappetta

16th edition, 2002

ISBN: 0-07-112222-2

Accounting: The Basis for Business Decisions 

Meigs, Williams, Haka & Bettner

11th Edition, Mc Graw Hill ISBN: 0-07-289709-0
Useful Websites:

www.icac.mineco.es
www.iasb.org.uk
www.fasb.org
iasplus.deloitte.es

www.iasplus.com
www.pwc.com/ifrs
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