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Case Study

13-1 Accounting for Contingent Assets: The Case  several vlamin manufactrers. Weeks carle, the company

of Cardinal Health agreed o pay $600 million (o set a lawsul filed by share-

olders who bought stock between 2000 and 2004, accusing

irrepulariies and nflted carnings”

e recoveRy itamin companies should have been
an unqualifed positivelpr Cardina Health, What happened?

In 2 complaint dated 26 July 2007, and after  four-year inves-

‘accused Cardinal Health, the world's second largest distribu-
tor of pharmaceutical products, of violating generally accepted
accounting principles (GAAP) by prematurely recopnizing  Coimat esth Seies firarmolanr
‘ains from a provisional settlement of & lawsui fled agains! 1 June 2007

i The Assocaied Pros,
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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 (0 1998 In March 2000, the defendans in
that action reached a provisional selllement with the plaintifs
under which Cardinal could have received $22 millon. But
Cardinal pled outof the setiement, choosing instead o il s
own claims in the hopes of geting a bigger payou.

“The accounting troubles started in Ociober 2000 when
senfor managers at Cardinal began to consider recording a
portion of the expecied proceeds ffom 3 fulure selllement as
alitigation gain. The purpose was o close a 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, Cardinalrecorded 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 reduc-
tion to cost o sales violated 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 2 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 quarters of Y
2001 Morcover, PwC advised Cardinal that the $10 million

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 responsible 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 persistent 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 setllement with several vitamin manufacturers. The
ized was recorded as 2 gain in the
ut while management thought s

Vindicated by the settlement, the

final quarter of Y 2002.
accounting policies had
issue wouldn't o away.
On 2 April 2003,
colum in The Wal St
Health for its handling
DINAL rule of accounting
“Don’t count your chick
sures in Cardinal Health I
is whal the drug wholesalg
Nevertheless, managemes
practices, patly on the.
from the vitamin compan
tingent gains recognized
after the iniial settlement
tonal $92.8 million in
bringing the total procee

iicl in the “Heard on the Street”
urnal sharply critcized Cardinal
litigation gains* “Is a CAR-
 the articte begins, pun intended.
core they hatch. Yet new disclo-
s Ltest annual report suggests that
as done nol justonce, but twice”
ntinued to defend its accounting
s that the amouns later received
exceeded the amount of the con-
Y 2001 and FY 2002. Moreover,
linal Health received an addi-
i related liigation settlements,
over $128 millon.
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recognized 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. quarter of FY 2002,
Cardinal recorded a $12 millon gain, binging the tota gains.
from litgation to $22 million. As n the previous year, Cardinal
classfied the gain a5 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 vitamin recovery aose from

‘The Outcome

Cardinal management i
lowing year, and in the
the SEC for FY 2004,

succumbed o realiy in the fol-
10-K (annual repor) filed with
nal restated ts inancial resuls to
operating income from the two

e ot T i e ancrmath o e
s it was thn sken over by Frmst &

s nonpublic document hat Tists the
e o I servs s the b or e
———————_r]
s ill equie an ausmcat o e faan-
o mcan that hecror i qeston was
demandcd by e aioe.

s Some Questions” by onahan Weil,
B.p.Cl

audicopnion.Ithe necffct
cstaiihod fo e i, e
il sttt “Pused ot
waved:that s, o adjusment
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affecied quarters. But the damage had aready been done. The  although the prefercnce would be the vitamin case o that
aricle in The Wall Sreet Journal riggered the SEC investi-  we do not stealfrom Q3”7 And more specificall, wha is
gation alluded (o earlier. A broad range of issues, going far  meant by the phrase, “not seal from Q3

beyond the treatment of the liigation gains, were DrOUght ¢, Whal specfically did Cardinal Healthdo wrong that got
under the agency' scrutiny,culminating in the SEC complai. it ko trouble with the SEC?

Two weeks afer the complaint was fled, Cardinal Health set-

led with the SEC, agreing to pay a $35 million ine.

. What might Cardinal Healt's senfor managers say in
their own defense? How might they justify the timing of

Required the $10 million and the $12 million gains?
. What Justification could be given for deducting the . Cardinal Health ended up receiving a lot more than S22
expected lfigation gain from cost of goods sold? Why did million from the litigaion settlement. Were their actions
‘Cardinal Health choose this allernative insiead of reporl- 50 wrong as to justify the actions of the SEC? On a scale

ing it a5 2 nonoperating item? Of 1110 10, with 1 being “relatively harmless” and 10

b What did the senior Cardinal execulive mean when he being “downright fraudulent,” where would you classify.

said, “We do not need much o gel over the hump, ‘Cardinal’s behiavior, aad why?




