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(CASE 2-2 CONTINUED)

actions might actually be quite costly in the long run. These actions are at best questionable
because they involve deceptions that are not disclosed. Most managers who manage earn-
ings, however, do not believe they are doing anything wrong.

We see two major problems. The most important is the generally high tolerance for
operating manipulations. The other is the dispersion in managers’ views about which prac-

tices are moral and ethical.

The Dangerous Allure

The essence of a moral or an ethical approach to management is achieving a balance
between individual interests and obligations to those who have a stake in what happens in
the corporation (or what happens to a division or group within the corporation). These
stakeholders include not only people who work in the firm, but customers, suppliers, cred-
itors, shareholders, and investors as well.

Managers who take unproductive actions to boost short-term earnings may be acting
totally within the laws and rules. Also, they may be acting in the best interest of the corpora-
tion. But if they fail to consider the adverse effects of their actions on other stakeholders, we
may conclude that they are acting unethically.

The managers we interviewed explained that they rated accounting manipulations
harshly because in such cases the “truth” has somehow been denied or misstated. The recipi-
ents of the earnings reports do not know what earnings would have been if no manipulation
had taken place. Even if the accounting methods used are consistent with GAAP, they rea-
son, the actions are not ethical because the interests of major stakeholder groups—including
the recipients of the earnings reports—have been ignored.

The managers judge the operating manipulations more favorably because the earnings
numbers are indicative of what actually took place. The operating manipulations have
changed reality, and “truth” is fairly reported.

We see flaws in that reasoning. One is that the truth has not necessarily been disclosed
completely. When sales and profits are borrowed from the future, for example, it is a rare
company that discloses the borrowed nature of some of the profits reported.

A second flaw in the reasoning about the acceptability of operating manipulations is that
it ignores a few or all of the effects of some types of operating manipulations on the full
range of stakeholders. Many managers consider operating manipulations as a kind of

“victimless crime.”

But victims do exist. Consider, for example, the relatively common operating manipula-
tion of early shipments. As one manager told us:

Would | ship extra product if | was faced with a sales shortfall? You have to be careful
there; you’re playing with fire. | would let whatever happened fall to the bottom line.
I've been in companies that did whatever they could to make the sales number, such as
shipping lower quality product. That’s way too short term. You have to draw the line
there. You must maintain the level of quality and customer service. You'll end up paying
for bad shipments eventually. You’ll have returns, repairs, adjustments, ill will that will
cause you to lose the account...: [In addition] it’s tough to go to your employees one
day and say ship everything you can and then turn around the next day and say that
the quality standards must be main\tained.

Another reported:

We've had to go to [one of our biggest customers] and say we need an order. That kills
us in the negotiations. Our last sale was at a price just over our cost of materials.

These comments point out that customers—and sometimes even the corporation—may
be victims.

Without a full analysis of the costs of operating manipulations, the dangers of such
manipulations to the corporation are easily underestimated. Mistakes will be made because
the quality of information is misjudged. The short term will be emphasized at the expense of
the long term. If managers consistently manage short-term earnings, the messages sent to
other employees create a corporate culture that lacks mutual trust, integrity, and loyalty.
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A Lack of Moral Agreement

We. a'ls.o are troubled by the managers’ inability to agree on the types of earnings-mana
activities thaF are acceptable. This lack of agreement exists even within corporations sement
Wh.at this suggests is that many managers are doing their analyses in different x;va s. Th
dfmger is obfuscation of the reality behind the financial reports. Because managers arz sing
different standards, individuals who try to use the information reported ma gb blismg
assess accurately the quality of that information. e
' If differences in opinions exist, it is likely that financial reporting practices will sink to
their !owes:t‘ and most manipulative level. As a result, managers with strict definitions of
what is moral and ethical will find it difficult to compete with managers who are not pla in
by the same rules. Ethical managers either will loosen their moral standards or fail ¢ Pk; o,
moted into positions of greater power. o

Actions for Concerned Managers

We believe most corporations would benefit if they established clearer accounting and oper-
ating stanfiargls for all employees to follow. The standard-setting process shoild invgl .
managers in discussions of the practices related to short-term earnings measurements "
Uptll these standards are in place, different managers will use widely varyin cr'iteria i
assessing the acceptability of various earnings-management practices. These Var%ations 1ﬁ
have an adve'rse effect on the quality of the firm’s financial information. Companies canw1
a questionnaire similar to the one in our study to encourage discussion and top cate
corporate standards and the reason for them. Fommee
Sta.ndards also enable internal and external auditors and management to judge wheth
the desired quality of earnings is being maintained. In most companies audito]rs fan de erf;
on goocli standards to identify and judge the acceptability of the operati;lg manipulationsp
Ultlmate}y, the line management chain-of-command, not auditors or financial s.taff
bears the primary responsibility for controlling operating manipulations. Often mana ers,
mlilsil rely on thlr prior experience and good judgment to distinguish between a decision f?hat
Zgioui‘ii lf;_igrl:; 6{fofr;gt-.term benefits and one that has a positive short-term effect but a dele-
Finally, it is important to manage the corporate culture. A culture that promotes open-
ness.and cooperative problem solving among managers is likely to result in less short-tlzrrn
earnings management than one that is more competitive and where annual, and even quar-
terly, performance shortfalls are punished. A corporate culture that is more, concernedq 't]il
managing for excellence rather than for reporting short-term profits will be less likely t w
port the widespread use of immoral earnings-management practices. e

Required

a. Time, laws, regulation, and. professional standards have restricted accounting practices
to those that are moral, ethical, fair, and precise. Comment.

b. qut managers §urveyed had a conservative, strict interpretation of what is moral or
ethical in financial reporting. Comment.

c. Th@ managers sgrveyed exhibited a surprising agreement as to what constitutes an
ethical or unethical practice. Comment.

d. List Fhe five generalizations from the findings in this study relating to managin
earnings. ’

e. Cpmment on management’s ability to manage earnings in the long run by influencing
financial accounting,

Case 2-3 FIRM COMMITMENT?

In 'Fhe earl.y 1980s, airlines introduced frequent-flier awards to develop passenger loyalty to
a single airline. Free tickets and possibly other awards were made available to as};enyers
when they accumulated a certain number of miles or flights on a particular air carfier Tl%ese
programs were potentially good for the passenger and the airline as long as the awarcis were
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