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CROSSING THE ETHICAL BOUNDARY — INSIGHTS FROM A FRAUD INVESTIGATOR

H. BRYAN CALLAHAN, CPA/CFF, CVA, CFE, DIRECTOR




LEARNING OBJECTIVES

// Discuss examples of CPAs & other individuals that have crossed ethical
boundary

// Explore ethical decision making & repercussions in these examples
// Define ethics & other key related concepts

// Describe a model for ethical decision making

// Examine examples of evaluating & resolving ethical dilemmas



WEBSTER’S DEFINITION OF ETHICS

// Discipline dealing with what is good & bad & with moral duty & obligation

//  Set of moral principles: theory or system of moral values

// Principles of conduct governing individual or group

// Guiding philosophy
// Consciousness of moral importance



ETHICS
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SOME TRIAL EXHIBITS




CIRCULAR REVENUE TRANSACTION
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An accrual is created, just in case

earnings come up short. | “We need earnings.”
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MEET CAROLINE BEMBRY

// Medical Manager Corporation Assistant Corporate
Controller

// Participated in a financial statement fraud two
years into her career

//  Key witness at trial



EXCERPTS FROM BEMBRY TESTIMONY

Q. Okay. Now, what type of understanding did you and the
people who we just identified have on using improper
accounting to inflate those earnings?

A. It was an understanding of this 1s what we need to make

the numbers, to make i1t happen. It was "a wink and a nod"

tyvpe of agreement. So 1t was just, "This is what we need.
Go make 1t happen, whatever 1t takes."
Q. And what did you understand that to mean?

A. Cook the books when you need to to make the numbers.



EXCERPTS FROM BEMBRY TESTIMONY

Q. Why did vyou participate in this?

A. Um, you know when I started, I -- it was really kind of
small at the beginning. It -- they weren't large
transactions at first. Everything was kind of small, and you
kind of started to believe the excuses that you make up, um,
and you "drink the Kool-Rid" is what I say. You know, you

start telling vyourself the lies so much that you start to

believe 1t, and eventually 1t gets out of hand.



MEET A HOSPITAL CFO — MR. P

// Fired for smoothing earnings using contractual
account as cookie jar

// Product of his environment
// Believed this was proper
// Failed to recognize ethical dilemma



MANIPULATION OF NON-PROFIT HOSPITAL FINANCIALS

// Subsidiary hospital of large non-profit system

// CFO thought revenue seemed low

// One quarter booked approx. S5 mil revenue to make same as last year
// Another quarter, earnings were great

// Booked a $1 million liability against contractuals
// Created a reserve for smoothing earnings



DEPOSITION EXCERPT

Q. My question 1is really simple, Mr. -

Do you recall telling the panel, the three executives
of _ Health, that smoothing is a generally
accepted accounting principle?

A. I recall -- I know I'm -- I recall saying
yes in my definition of smoothing.

Q. And do you recall telling the panel further
that you could Tlook up smoothing in generally
accepted accounting principles and that they could
find that principle in GAAP?

VR. B Form and foundation.

THE WITNESS: I believe I said that.



SMOQOTHING EARNINGS

SEC on Smoothing




IS IT OK TO BE OVER ACCRUED?

IS IT BETTER TO BE OVER ACCRUED THAN
UNDER ACCRUED?



WHAT BASIS EXISTS FOR CONSERVATISM?

|s conservatism:

// An accounting principle?
// GAAP?
// Encouraged by any accounting standard or guidance?



I& FINANCIAL ACCOUNTING STANDARDS BOARLD

FASB CONCEPTS STATEMENT NO. 2 (AS AMENDED)
QUALITATIVE CHARACTERISTICS OF ACCOUNTING INFORMATION
ISSUED: MAY 1980

...conservatism tends to conflict with significant qualitative characteristics, such as
representational faithfulness, neutrality, and comparability (including consistency)...
(para. 92)

...If two amounts are not equally likely, conservatism does not necessarily dictate using
the more pessimistic amount rather than the more likely one... (para. 95)
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ETHICAL CULTURE

// Excerpt from Enron’s Business Ethics Policy

// “Employees of Enron Corp., its subsidiaries, and its affiliated companies
(collectively the “Company”) are charged with conducting their business affairs
in accordance with the highest ethical standards. An employee shall not
conduct himself or herself in a manner which directly or indirectly would be
detrimental to the best interest of the Company or in a manner which would
bring to the employee financial gain separately derived as direct consequence
of his or her employment with the Company...”

// 1t’s been reported underlying culture was one that encouraged you “make
the numbers” at all costs & don’t get caught

// Employees were taking greater risk to “make those numbers”



ENRON’S SPECIAL PURPOSE ENTITIES



ETHICAL DECISION-MAKING PROCESS

// Often we do not have all facts & must probe to uncover “right”
or best way to respond to our dilemma

// Ethical issues often times involve competing values

// Sometimes, there may be more than one “right” answer. As a
professional, you cannot shy away from these gray areas but
instead must learn to actively work through them

// Ethical decision-making model, which is a series of evaluation
guestions to help you analyze & determine best possible
solution to an ethical dilemma



ETHICAL DECISION-MAKING PROCESS

// To address ethical matters & make good judgments, you must
first be able to recognize issues when they arise

// This means being familiar with profession’s body of rules &
regulations from AICPA & your local state boards

// You also don’t need to do this analysis alone or make this

decision by yourself (See Risk, Seek Help) — there is lots of
help available

//" AICPA Ethics Hotline 1.888.777.7077



FIGURE 2.2
An Ethical Decision-
Making Model
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STEPS IN ETHICAL DECISION-MAKING MODEL

Frame ethical issue

Gather all facts

List relevant accounting & ethics standards
|dentify stakeholders & obligations
|ldentify operational issues & technical accounting issues
List your possible alternatives

Consider effects on stakeholders

Compare & weigh alternatives

Decide on a course of action

10. Reflect on your decision

11. HBC addition: document your efforts
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PREAMBLE TO AICPA CODE OF PROFESSIONAL CONDUCT

// “Membership in the AICPA is voluntary. By accepting
membership, CPA assumes an obligation of self-discipline
above and beyond the requirements of laws and regulations.”

// Ethics can be defined as

// Rules & standards governing conduct of members of a profession
// Study of general nature of morals & of specific moral choices

// In accordance with accepted principles that govern conduct of a group,
especially a profession



MEET THE SURGERY CENTER
// Director of Surgery Center
// Collusion with Manager
// S500K taken over 3 year period

// 5 methods:
// Personal Use of Credits Cards
// AP Checks
//  ACH Payments
//  Cash Withdrawals
//  Payroll

// Lessons Learned and Ethical Implications



THE SURGERY CENTER

Account D

| Account Description ~|Date |~ Reference «|Jrnl | ~ Trans Descriptic Debit A ~ Credit A ~ Balan|
6521-415 Supplies-Anesth-Mon Chargeable 3111 Beginning Balance 1,891.30
r
6521-415 Supplies-Anesth-Maon Chargeable 31311 2919 zDJ Invaoice: 17737 203.08
r
nec. - Invoice:
G521-415 Supplies-Anesth-Mon Chargeable  3/3/11 2834 cDJ 934987 119.88
g I -
Supplies-Anesth-
6521-415 Supplies-Anesth-Maon Chargeable 31811 10070 zDJ Maon Chargeable 1,100.00
r
|-
6521-415 Supplies-Anesth-Maon Chargeable 312511 2836 zDJ Invoice: 3820518 69291

paTE E'J;":’"‘I,-I’

loo70

Ti-AET-7e5

S Jgv0 |

10070

$1,100.00

03/23/2011







"Let the minutes show that Fenwick
brought up the subject of corporate ethics.”



THE SURVEY
// Published every 2 years, ERC’s National Business Ethics Survey®
(NBES) nationally recognized barometer of workplace ethics.



MOST FREQUENTLY OBSERVED TYPES OF MISCONDUCT "I
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FOR MORE INFORMATION // For a
complete list of our offices and
subsidiaries, visit bkd.com or
contact:

H. Bryan Callahan, CPA/CFF, CVA, CFE // Director
bcallahan@bkd.com // 317.383.4000



