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Case Study |H

13-1 Accounting for Contingent Assets: The Case several vitamin manufacturers. Weeks earlier, the company
of Cardinal Health agreed to pay $600 million to settle a lawsuit filed by share-
holders who bought stock between 2000 and 2004, accusmg

In a complaint dated 26 July 2007, and after a four-year inves- iregmtes @l fnikied) e

e recovery from t itamin companies should have been

accused Cardinal Health, the world’s second largest distribu- PERTRRIIT IR PN, SR TETRDS AT S RS

tor of pharmaceutical products, of violating generally accepted

accounting prmc1ples (GAAP) by prematurely recogniZing  -«curdinal Health Settles hareholders’ Suit,” The Associated Press,

gains from a provisional settlement of a lawsuit filed against 1 June 2007.
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Background
“The sory begins in 1999 when Cardinal Health joined a class
action 10 recover overcharges from vitamin manufacturers.
“The vitamin makers had just pled guilly to charges of price-
fixing from 1988 10 1998 In March 2000, the defendans in
that action reached a provisional setllement wih the plaintifTs
under which Cardinal could have received $22 millon. But
Cardinal opted outof the setiement, choosing instead o il s
own claims in the hopes of geting a bigger payout.

“The accounting troubles started in Ociober 2000 when
senfor managers at Cardinal began to consider recording a
portion of the expecied proceeds ffom a fulure selllement as
alitigation gain. The purpose was o close @ gap in Cardinal’s
budgeted earnings for the second quarter of FY 2001, which

ber 2000 ¢-mail  senior executive at Cardinal Health explained
why Cardinal should use the vitamin gain, rather than other
earmings iniiatves, 0 report the desired level o earnings: “We.
o not need much o get over the hump, athough th preference.
would be the vitamin case so thal we do not steal from Q3"

On 31 December 2000, the last day ofthe second quarter
Of FY 2001, Cardinal recorded a $10 millon contingent vitumin
Iiigation gin 25 2 reduction o costofsales. In it complaint, the
SEC alleged that Cardinal’s classifcation of the gain 25 1 redc-
tion to cost o sales vilated GAAP. It is worth noting that had
the gain not been recognized, Cardinal would have missed anz-
Iyss’ average consensus EPS estimae for the quarter by $.02.

Laterin Y 2001, Cardinal considered recording a simi
lar gain, but its auditor at the time, PricewaterhouseCoopers.
(hereafter PwC), was opposed to the idea. Accordingly,no It
gation gains were recorded in the third or fourth quartes of 'Y
2001. Moreover, PwC advised Cardinal that the $10 million
fecognized in the second quarter of FY 2001 as a reduction
o costof sales should be reclassified “below the line” as non-
operating income. Cardinal management ignored the audilor’s
advice, and the $10 million gain was not reclassified.

“The urge to report an additional gain resurfaced during
e first quarter of FY 2002, and for the same reason as inthe.
prior year: to cover an expected shortfall in carnings. On 30
September 2001, the last day of the first. quarer of FY 2002,
Cardinal recorded a $12 millon gain, binging the tota gains.
from litgation to $22 million. As n the previous year, Cardinal
classified the gain as 2 reduction (0 cost of sales,allowing the.
‘company 10 boost operating earnings. However, PWC disagreed
with Cardinals classification. The audilor advised Cardinal that
the amount should have been recorded as nonoperating income.
on the grounds that the estimated vilamin recovery aose from

litigation, was nonrecurring, and stemmed from claims against
third partie that originated nearly 13 years earler.

By May 2002, PC had been replaced as Cardinal’s
auditor by Arthur Andersen.’ Andersen was fesponsible for
auditing Cardinals financial stalements for the whole of FY
2002, ended 30 June 2002, and thus, it reviewed Cardinal’s
classification of the $12 million vitamin gain. The Andersen
auditors agreed with PC that Cardinal had misclassified the
gain. After Cardinal’s peristent refusal 0 reclassify the gains,
‘Andersen advised the company thal it disagreed but would real
the $12 million as a “passed adjustment” and include the ssue
in ts Summary of Audit Differences.*

In spring 2002 Cardinal Health reached a $35.3 mil-
lion setflement with several vitamin manufaclurers. The
ized was recorded as a gain in the
ut while management thought s

Vindicated by the settlement, the

final quarter of Y 2002.
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issue wouldn't o away.
On 2 April 2003,
colum in The Wal Stre
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 the article begins, pun intended.
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s that the amouns later received
exceeded the amount of the con-
Y 2001 and FY 2002. Moreove,
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‘The Outcome
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affected quarters. But the damage had already been done. The
artcle in The Wall Street Journal triggered the SEC invest-
gation alluded (0 earler. A broad range of issues, going far
beyond the treatment of the litigation gains, were brought
under the agency's srutiny,culminating n the SEC complaiat.
Two weeks after the complaint was fled, Cardinal Health sel-
tled with the SEC, agreeing (o pay 2 $35 million fine.

Required
. What justification could be given for deducting the
expected ltigation gain from cost of goods sold? Why did
Cardinal Health choose tis allernative insiead of reporl-

ing it a5 2 nonoperating item?
b What did the senior Cardinal execulive mean when he
said, “We do not need much o gel over the hump,

although the preference would be the vitamin case so hat
‘we do not seal from Q32 And more specificall, whatis
meant by the phrase, “not seal from Q3"

. Whal specifically did Cardinal Health do wrong that got
itinto trouble with the SEC?

. What might Cardinal Healt's senfor managers say in
their own defense? How might they jusify the timing of
the $10 million and the $12 million gains?

. Candinal Health ended up receiving a lot more than S22
million from the litigaion settlement. Were their actions
50 wrong as to justify the actons of the SEC? On a scale
Of 1110 10, with 1 being “relatively harmless” and 10
being “downright fraudulent;” where would you classify.
Cardinal’ behavior, and why?




