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“ Atlantic City, which was owned by Trump Hotels
- and Casino Inc. (DJT). Accordmg to the lease ter-

restaurant’s fixtures and memorabilia. DJT valued
- those assets at $17.2 million, resultlng in a one-time
- gain included in the company’s quarterly earnings.

Management reported third-quarter results on Octo- _ -
ber 25, 1999, and highlighted that earnings of $0.63

_per share not only beat analysts’ estimates of $0.54
- per share, but also were more than double the re-

ported earnings per share from the year-earlier quar-
~ ter. The earnings reported by DJT were referred to

$ “pro forma earnings” and the press release noted

that the “pro forma” numbers excluded a one-time
‘charge of $81.4 million. However, the press release

did not mention that the results mcluded the effects ‘

of the one-time gain of $17.2 million.!
Subsequently, the Securities and Exchange Com-

mission (SEC) charged that DJT had recklessly mis-

led shareholders, and stated that DIT executives

knew better than to allow the double standard of re-

porting an earnings number that excluded a one-
_time loss but not a one-time gain. DIT agreed to set-

tle the charges and consented to the SEC’

cease-and-desist order, acknowledging the federal

agency s findings without admitting or denying £ 5
them.” DIT also agreed to be subject to stlff sanc- i

t1ons if' it committed similar violations agam

MANAGEMENT EARN!NGS DISCLOSURES Lo

One of the most elosely watched rituals on Wall
- Street is the announcement of quarterly earnings by

managers of publicly traded companies. Shortly af- ;
~ . earnings has become the general term describing this

* Copyright © by the President and Fellows of Harvard
Col!ege Harvard Business School case 103-005.

! Judith Burns, “SEC Settles With Trump Hotels Casino Over
Pro Forma Case,” Dow Jones News Service, January 16, 2002.
2 “SEC Brings First Pro Forma Financial Reporting Case
Trump Hotels Charged With Issuing Misleading Earnings
Release,” Securities and Exchange Commission, January 16,
2002

* Paul Haavardsrud, ”Trump first to feel SEC crackdown: Pro
forma earnings,” National Post, lanuary 17, 2002,

. Management Eammgs D1sdosures and Pro Forma Reporting*

In September 1999 alessee (Official All-Star Cafe) ; 
- vacated its space at the Trump Taj Mahal Casinoin - the results of operations, dlstnbutmg the announc

_ments through news wire services such as PR~ - ©

_mination contract, the casino was given some of the -

" investors pummeled Ramforest s stock and the stock
‘ pnce fell 40% on a single day.*

PRO FORMA EARNINGS

o Managers have gradually supplemented quarterly
e earnings anmouncements with earnings preannounce-
“ments and conference calls. In addition, managers of
corpora’uons have been increasingly reporting earn- -
- ings that are modifications of generally accepted ac-

ter each ﬁscal quarter managers formally announce

Newswire and Business Wire. These announce-
ments are picked up by national and regional news-

~ papers and periodicals, and also tracked by numer-
_ ous investment-related firms. Prior to such earnings

‘announcements, investors have expectations about
what earnings figure managers will teport. These
expectatlons are generally summarized by a “con~
sensus” earnings forecast, which is simply the aver-

. age of all the forecasts of earnings per share released

by equity analysts employed at the Iarge Wall Street
brokerage houses.

If a company announces earnings that exceed the
comisensus expectation, investors generally interpret
this as good news. However, if the earnings fall be=
low the consensus expectation, investors react nega~
tively, frequently sending the stock down signifi~

cantly. For example, on January 7, 1998, Rainforest =
- Café announced that earnings would be 22 cents per

share. Even though this was an increase over the 15
cents per share reported in the same quarter of the :
prior year, the consensus expectation had been 24
cents per share. In response to the announcement;

countmg pnnelples (GAAP). The term “pro forma”

type of reporting, a}though other terms are also fre-
quently used, including * recumng > “operating,’f
“core,” “normahzed " “adjusted,” or “cash” earnings.
They primary characteristic of pro forma earningsis
that they exclude certain items required to bé included

*Richard G. Sloan and Douglas J. Skinner, “Earnings
Surprises, Growth Expectations, and Stock Returns.”
Working paper; University of Michigan Business School.
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with the SEC. Pro forma earnings, for which there
are no explicit regulations, are typically disclosed

: through company press releases discussing guar-

terly performance results. They are not included in
the company’s audited financial statements and re-
. lated notes. ;
The historical understanding of pro forma earn-
ings was that they were an “as if” set of accounting
statements, most frequently used to show how his-
torical performance might have been had two merg-
ing (or divesting) companies been merged (or di-

o

L

‘ -pro forma earnings figure has been required by the

~ SEC in Regulation S-X, which sets forth the form
*and content of financial statements and all related

~ schedules required to be filed with the SEC. Ac-
- cording to Article 11 of Regulation S-X,

" Pro forma financial information should provide
investors with information about the continuing
- : impact of a particular transaction by showing how

it might have affected historical financial

. statements if the transaction had been
S ¢onsummated at an earlier time. Such statements
. should assist investors in analyzing the future
prospects of the registrant because they illustrate
the possible scope of the change in the registrant’s
historical financial position and the results of
operations caused by the transaction.”

; Thus, the essence of pro forma earnings report-
 ing initially envisioned by the SEC, was that it be a
" means of increasing the comparability of earning

_ between different reporting periods. 0 .
~ Rather than using pro forma to describe “what if”
results in connection with a merger or divestiture, cor-

statement items were excluded from the calculation of

downs, depreciation and amortization expense, im.
pairment charges for goodwill and other intangible
‘sets, stock-related compensation expenses, 1e

and deyelopment charges, and numierou

neous items. By far, the most freq

5
5
&

in the calculation of GAAP earnings that are filed

vested) in prior years. The disclosure of this type of -

porate managers began reporting pro forma earnings
~ that might be described as “what if” certain income

 earnings. Items commonly excluded from pro forma
earnings include restructuring charges, asset write-

22,2001,

nouncements in which Proxim, Inc., and Cisco Sys-
tems, Inc., exclude a number of these charges in their
calculation of pro forma earnings.

One study examined earnings announcements,
finding changes over time in the composition of earn-
ings announcements, indicating that managers are not
only reporting non-GAAP earnings figures with in-
creasing frequency now, but also that such managers
emphasize the non-GAAP earnings figures much
earlier than the actual GAAP earnings in the press re-

- lease.’ Sometimes GAAP figures are not discussed in

the press release at all, but are included in tables at-

“tached to the end of the press release. F urthermore,

the study showed that stock prices are better explained

by the non-GAAP earnings than by GAAP earnings. -

A REGULATORY RESPONSE TO
~ PRO FORMA REPORTING

The reporting of pro forma and other forms of non-
GAAP earnings has become a major issue for many
organizations with an interest in corporate financial

reporting, including the Financial Accounting Stan-

dards Board (FASB), the American Institute of Cer- -
tified Public Accountants (AICPA), the SEC, the
National Investor Relations Institute (NIRI), Finan-
cial Executives International (FEI), brokerage
houses employing analysts who forecast earnings,
financial forecast data providers such as First Call,
rating agencies such as Standard & Poor’s (S&P),
and the House of Representatives Subcommittee on
Commerce, Trade and Consumer Protection.

The FASB said it would consider launching a

_ new project exploring ways to better standardize

companies’ financial statements. However, most of

_ the controversy about pro forma earnings centered

on companies’ press releases, not their official fi-
nancial statements. “We have no authority or re-

~ sponsibility for press releases or information that’s

provided to analysts other than through the presen-
tation of full financial statements,” said FASB’s for-
mer Chairman Edmund Jenkins.” :
As noted above, the SEC charged that Trump Ho-.
ols and Casino Inc. had abused pro forma reporting.

6 Mark T. Bradshaw and Richard G. Sloan, ”GAAP Versus The
Street: An Empirical Assessment of Two Alternative .
Definitions of Earnings,” Journal of Accounting Résearch, Vol
40, No. 1, March, 41-66. S ‘ :

-7 Jorathan Weil, “Accounting Board ReSpdnds to Use OF

Eamings on Pro-Forma Basis,” The Wall Street Journal, August
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th  [oss for the fourth quarter of 2001 was $(1 6, 002 OOO), or $(0. 53) per share,

me of §1 970
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EXHIBIT 1 (continued) Proxim, Inc., Statement of Operations for the Year Ended December 31, 2001
(in thousands, except per share data)

Revenue

Costof revenue excluding amortzzatzon and prov;sson

Amorttzatfon of intangible assets

Lite ] net lntome (loss) per share

§$85536
49,367

(3107,799)
(53.87)
($387)

“‘Source: Proxim Inc., 2001 form 10-K filing with the SEC.

“This is the first Commission enforcement action
addressing the abuse of pro forma earnings figures,”
said Stephen M. Cutler, Director of the Commis-
sion’s Division of Enforcement.® “In this case, the
method of presenting the pro forma numbers and the
“positive spin the Company put on them were mate-
rially misleading. The case starkly illustrates how
“ pro forma numbers can be used deceptively and the
mischief that they can cause.”
- As a result of the controversy, S&P initiated a
broad effort within the investment community to
~ generate discussion and recommendations on how
corporate earnings should be reported and exam-
“ined. S&P wanted to develop a standard definition
“of “operating earnings.” David M. Blitzer, manag-
- ting director and chief investment strategist at Stan-
- dard & Poor’s said, “Our intention is to generate dis-

8 “SEC Brings First Pro Forma Financial Reporting Case
Trump Hotels Charged With Issuing Misleading Earnings
“Release,” Securities and Exchange Commission, January 16,
002. : :
Ibid.

cussion on earnings measures that will lead to
agreement on how these measures should be de-
fined. Once agreement is reached, these definitions
will be used for the earnings data.”'°

On May 14, 2002, S&P introduced its new defi-
nition for the term “operating earnings.”'' S&P rec-

ommended that companies include in operating =

earnings certain expense items many had been rou- -
tinely excluding, such' as restructuring charges, -
write-downs of assets used in continuing opera-
tions, stock option expenses, and write-offs of re
search and development purchased from other com-
panies. Items that S&P- suggested companies
exclude from operating earnings fell into four broad
categories: (1) goodwill write-downs; (2) charges-

from lmganon settlements; (3) gams and losses on:

19 /OMA Supperts S&P and SEC Ideas on Pro Forma
Reporting,” Institute of Manogement & Admlmstratton
(1OMA), December 1,-2001.

" Henry Sender and Michael Rapoport, #S&P Introduces
New Definition for Term ‘Operating Earnings,” The Wall
Street Journgl, May 15, 2002.




EXHIBIT 2 Excerpt from Cisco Systems, Inc. 2001 Earnings Aunouncement

the ourth quarter of frscal 2001 were $4.30 brlhon compared wi , ‘2 bllhon for the sam
ar, a decrease of 25%. Pro forma net income was $163 million or $0. 02 per share for the fourth -
1 2001, compared with pro forma net income of $1.20 bllllon or $0. 16 per share for the fourt
iscal 2000 decreases of 86% and 87%, respectively.
et income for the fourth quarter of fiscal 2001 was $7 million or $0 00 per share, compared Wlth
, income of $796 million or $0.11 per share for the same period last year.
'ln many ways, fiscal 2001 was like two different years, starting out even more positive than we antlcrpated :
ugh December with year-over-year growth in the 60%+ range and then turning into an extremely.
ing 'second half of the year,” said John Chambers, CEO of Cisco Systems. “In a consolidating market,
ompetitive advantages continue to play to what our customers value. Cisco is starting to develop early
omentum in key markets and we believe we are very well positioned from a financial and market
re perspective to lead as our customers standardize on a few strategic partners as the market recovers.” :
isco will discuss its year-end and fourth quarter results for fiscal 2001 on a conference call today; beglnnmg .
,PST A Webcast of the conference call wrll be avat[able toall lnterested partres on the Cisco Web

sco Systems o
' stems, Inc (NASDAQ: CSCO) is the worldwide Ieader in networkmg for the lnternet News and

se contains prolectrons and other forward- lookmg statemnents regard
performance of Cisco that involve risks and uncertainties. Readers autioned that these
rd-looking statements are only predictions and may differ materially from actual future events or results
re referred to the documents filed by Cisco with the SEC, specifically the most. recent reports on Form
, and 10-Q, each as it may be amended from time to time, which identify lmportant risk factors that
lse sults,to differ from those contained in the forward-looking statements, including rlsks
1d economic condrtrons and growth in the hetworking industry in various
nomic cond jons; overall information technology spendmg, especially servi ‘
D the dataor IP segments variations in customer demand for products and services; -
ccessfully restructure existing businesses; the timing of orders and manufacturlng lead time
er patterns; insufficient, excess or obsolete inventory; variations in sales channels,
) ix of products sold the ability to successfully reduce overhead a nd manage expenses;
uccessfully integrate and operate acquired businesses and technologies i
dng industry; dependence on the introduction and market acceptance of new product offerin
ds; rapid technologrca I and market change; the trend towards sales of integrated network so lutions;
uf tunng and sourcing risks; Internet infrastructure and regulation; international.operations, the tlmmg :
nd amount of employer payroll tax to be paid on employees’ gains on stock options exercised; litigation
Iving patents, intellectual property, antitrust and other matters; stock price volatility; financial risk 4
\anagement; and potential volatility in operating results, among others. The financial information contained o
| this release should be read in conjunction with the consolidated financial statements and notes thereto
ided in Cisco’s most recent reports on Form 10K and Form 10-Q each as it may be amended from timeto
. Cisco’s results of operations for the three and twelve months ended July 28, 2001, are not necessaniy T
icative of Cisco’s operating results for future periods.
Aironet; Catalyst; Cisco, Cisco AWID, Cisco Systems, and the Cisco Systems logo are regtstered trademarks
Cisco Systems, Inc., or its affiliates in the U.S. and certain other countries. All other brands, names, or - L
ademarks mentioned in this document or Web site are the property of their respective owners.
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EXHIBIT 2 (continued) Cisco Systems, Inc., Income Statement for Fiscal Year Ended July 28, 2001
{(in millions, except per-share amonnts)

lncome tax ffect
;N?t effect ofkpro, forma adjustments

Source: Cisco Systems, Inc., 2001 form 10-K filing with the SEC.

asset sales; and (4) expenses related to mefgers and
acquisitions.

k  INTERNATIONAL PRO FORMA REPORTING
At a time when U S. regulators were increa 1singly

Nokia Cofp., in response to equests frem share-i,
holders and secun‘aes analysts kegan reportmg pro g

12 Steve Leisman and 30nathan Weﬁ “S&P to Wade into ?ro- =

Forma Earnings Mess i The Wal[ Street Journal, November 7y
«200] . .

forma results in 2001 and exclude amortlzauon of
goodwill and nonrecumng items. Nokia Corp t
ported third-quarter pretax profit of nearly 1.1 bi
lion euros on a pro forma basis compared with an

factual pretax profxt based on Intematlonal A

Accqunﬁﬁg,’f The Wall Streét jodrndf, ianqary&izfv)‘oz. .
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