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Many average investors rely on the company’s annual report to determine if the business offers a solid investment or not.  But, how reliable is that report, anyway?  Is there another way to determine if the “tone at the top” is geared toward producing reliable reports?

Restatements on the Rise
Since the Enron scandal, a record number of restatements occurred in public companies’ financial statements in 2002, according to the Huron Consulting Group.  In the findings of the Huron study, more than half of those restatements “occurred in annual reports.”  

The Huron report for 2003 revealed that while restatements had steadily escalated from 216 in 1999 to 330 in 2002, there was a slight drop in 2003 to 323 restatements.    This is still quite disturbing – especially when one realizes that the number of restatements is up, while the number of public registrants is down.  “This makes the restatement growth during the past few years even more dramatic,” according to the Huron report.

Joseph J. Floyd, Managing Director of the Huron Consulting Group tells us that patterns remained the same in 2003 with “problems applying accounting rules, human and system errors, and fraudulent behavior being the three primary causes for accounting errors last year.”  

Reading Between the Lines
So, what is an investor to do?  Try really reading the Chairman’s letter to the shareholders, normally included in the company’s annual report.

According to Dr. Janice Lawrence, Accounting Professor at the University of Nebraska –Lincoln, there are tell-tale signs that will give an investor some idea of whether the Chairman is being straightforward – or using “weasel words”.  

In a research study conducted by Dr. Lawrence and her colleague, Dr. John Geppert, one can get an idea about the “tone at the top” through some subtle hints such as length of words, use of adjectives and frequency of self-references.

Lawrence and Geppert closely studied firms with “good reputations”, as indicated by several sources, including Fortune Magazine’s Most Admired Companies and Ethics Magazine’s Corporate Responsibility Report.  The sample of businesses behaving badly came from those receiving lowest ratings on Fortune’s Social Responsibility scale and on Harris’s reputation survey.   According to Dr. Lawrence, she can predict within an 81% rate, which companies have the most credible letters to shareholders based on these indicators:

Companies with good reputations used shorter words, fewer adjectives and words with more “concrete” or uniform meanings. In addition, letters by these companies’ chairpersons included more self-references.  Those references, according to Lawrence, were an indication that the executives took greater responsibility for their actions. All these findings compared to companies with bad reputations, who tended to use words with more dual meanings, more “flowery” statements and longer words.

Courage is the Key
In a presentation at the December 8 meeting of the Oklahoma Business Ethics Consortium, Stan Martin shared some insights about the courage it takes to produce an honest statement. This CEO of  HealthHistories, Inc. an OKC-based medical records company, knows something about courage.  During an especially difficult year, he had to face the stockholders and do a realistic self-assessment.  It helped.  According to Mr. Martin, they identified problems and eliminated them.  Now, his company is enjoying its best first quarter and is on track for its best sales revenue in the organization’s history.

Martin wondered aloud to the meeting participants, “Where would Enron be today and what would their profits be, with oil prices at record highs, if they had just been playing it straight with their stockholders and the public?”

Integrity is Valued at Devon
Maybe Enron could have learned from the example set by Oklahoma-based Devon Energy.  In Devon’s entire history, the tone of integrity has ensured that the business has never had to restate its financial statements because of an error or omission.

According to Janice Dobbs, corporate secretary, “Integrity and ethics are at the foundation of Devon’s corporate values structure.”  

“Our reporting practices and the way we represent our company to investors coincides with the way we operate Devon on a daily basis,” Dobbs said.  “Integrity is the most essential component there is to our company.  Without it, we would collapse.”

If you have questions regarding the reports used in this column, or want to comment about the content, please send an email to warrenokla@cox.net.
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