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Creative Accrual Accounting Can Mislead Investors  
Why we recommend managers with analyst teams that can go behind the numbers, more than 
just the raw reported profits.  
 
Leaven Partners 10/17/2022 Highlights Source: SeekingAlpha  

A mathematician, a statistician, and an accountant were interviewing for the same job. The interviewer 
calls in the mathematician first, the interview goes well and for the last question the interviewer asks, 
"What does two plus two equal?" The mathematician replies, "Four." 

The interviewer calls in the statistician, and asks the same question, "What does two plus two equal?" 
The statistician says, "With such a small sample size the answer is four give or take point three percent, 
but on 9 times out of 10 the answer will be four.” 

The interviewer then calls in the accountant and poses the same question, "What does two plus two 
equal?" Very suddenly the accountant gets up, locks the door, closes the shades, disconnects the 
phone, then approaches the interviewer and asks, "What do you want it to be? 

The spirit of accrual accounting is meant to improve reporting by moving revenues and expenses into 
periods as they are incurred. However, the application of accrual accounting allows for many degrees 
of interpretation which leads to some smudging of the numbers. And smudging is most severe when 
there is an excessive amount of money to be made. As they say, “make hay while the sun shines.” 

When the market is roaring higher it pays well to all those involved to keep a company’s revenues and 
profits looking good. This behavior has created an earnings cycle. In times of plenty, corporate 
accounting becomes increasingly aggressive - by pushing the envelope with creative accounting to 
raise reported revenues and lower reported expenses, thereby showing healthy profits. But smudging 
can only go so far. 

Eventually, it becomes too difficult to generate the reported profits that Wall Street has come to expect. 
Of course, some will resort to outright fraud, but for most, once the easy grifting has run its course the 
jig is up. Companies will disappoint on their reported earnings, creating a cascading effect to the 
downside. This in turn leads companies to “take a bath” in the current period, using creative accounting 
in the opposite direction to substantially decrease its current profits to be able to meet future earnings 
targets. The cycle then repeats. 

Dave Comments: From my long ago "Big 8" CPA experience (Touche Ross, now merged with Deloitte), public 
companies must have CPAs audit financial results, who are required to hopefully assure that their 
accounting follows "Generally Accepted Accounting Principals" (GAAP). 

HOWEVER, the Financial Accounting Standards Board (FASB), which sets the GAAP, that CPAs must 
follow, provides a significant amount of latitude and interpretation in accounting provisions and 
methods. For better or worse, these GAAP standards afford a significant amount of flexibility, making 
it feasible for corporate management to paint a particular picture of the financial condition of the 
company. 

Not Just the Number but Quality of Earnings Important for Investors 
Deloitte in a 12-page report "Quality of earnings focus on integrity and quality" points out: 

Evaluating the quality of earnings will help the financial statement user make judgments about the 
“certainty” of current income and the prospects for the future.    - Continued - 
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For those assessing the quality of earnings, it is critical to understand that “lower” quality earnings are 
not necessarily indicative of poor financial reporting or the misapplication of accounting policies, 
judgments, and estimates. In many cases, the “lower” quality earnings items relate to transactions that 
by their nature are more subjective or have a higher degree of risk or uncertainty. In addition, accounting 
standards by design are flexible so that they can be applied across many industries, geographies, 
marketplaces, and differing circumstances. 

A common factor is that some degree of judgment and/or estimation is usually necessary in the 
application of accounting principles. That degree varies according to how measurable, predictable, and 
common a certain transaction or situation may be. For example, a bank cannot predict with precision 
what portion of its outstanding loans will be collected, but historical data, industry information, and 
knowledge of the customer base and market trends can all help to estimate the loan-loss reserve. 

The Deloitte report goes on with many examples of financial numbers that may be different in quality, 
that are not subject to an exact measure yet must be estimated and may still comply with the broader 
GAAP requirements. 

Dave Comments: In the US, the current “Big 4” accounting firms and a host of smaller regional 
accounting firms dominate the corporate auditing environment. While these entities are touted as 
independent auditors, the firms have a direct conflict of interest because they are compensated, often 
quite significantly, by the very companies that they audit. As a result, the auditors could be tempted to 
bend the accounting rules to portray the financial condition of the company in a manner that will keep 
the client happy—and keep its business. 

When I was with Touche Ross, Arthur Andersen was the elite CPA firm with their required white shirts 
and certain looking suits and ties - according to one report, an audit client requested that the 
accountants skip the suits. The client was a company that operated a landfill.  

In 2002 the "Big 8"1 had become the "Big 5" due to various mergers. In June 2002 Andersen was 
convicted of obstruction of justice for shredding documents related to its audit of Enron. More faulty 
audits were also discovered including Waste Management, Sunbeam, and WorldCom. The industry's 
reaction was to employ strong corporate governance and heighten accounting controls. 

Investopedia points out: Detailed examination of SEC filings and discussions with corporate officials 
can give clues of number fudging etc. For example, in the SEC filings under the required "management 
discussion and analysis" section of a 10-K filing, does management use "will", "might", "probably" or 
"possibly" and "therefore" or may"? These all have different meanings which are important to 
understand in reading SEC filings. Unfortunately, very few retail investors have the necessary time, 
skills, and resources to engage in such activities and analysis 

Investopedia suggests it may be better for investors to use managers with analysts’ teams with the 
knowledge, background, and experience to thoroughly analyze a company's financial picture before 
making an investment decision. 

Footnote 1 The Big 8 were: Deloitte Haskins & Sells (now just “Deloitte”), Arthur Andersen, Touche Ross, Price Waterhouse, 
Coopers & Lybrand, Peat Marwick Mitchell, Arthur Young & Co. and Ernst & Whinney. 
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