Details

Plagiarism is a form of cheating in which students use the work of others and present.
it as their own. It may include all or any one of the following —

1. Copy extensively from the work of others (from sources such as books,
magazines, journal, web sntes etc.) and submit the work as your own.
2. Copy another students’ work and submit it for assessment under your own

name.
Allow another student to copy your work and then submit it for assessmen‘l‘

under their own name.

3.

What happens if you are caught?

G The examining body of CBFS may puni'sh:oﬂériding.gﬁadaﬁtg'iﬁ-:.-mg-;mmmr
i deem fit. Typical punishments may range from reduction in grades, ;
re-sit modules and even failing students on a module or an_'qnﬁga
considers this form of cheating as a serious offence.

Requirement

Each group should consist of 4 students. Ple
question is provided. All members oftheaw

Read the given below case and
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During 2000, Nortel, with over 3.8 billion shares outstanding, accountefil for greater
than one third of the value of the entire S&P/TSX 300 composite index. Nortel shares

a total market

peaked at the end of July 2000 at Cdn$124.50, giving Nortel
capitalization of $473.1 billion. As a secure, growing Canadian company, the

company’s shares were held in a large number of institutional and private investor
portfolios. In addition, due to Canada’s restrictive rules with respect to pension plans’
investing in foreign securities, Nortel was the most widely held security in Canada. The
shares took a two-year slide bottoming out in September 2002 at under Cdn$1. The
once mighty Nortel risked being de-listed from the NYSE, which, under exchange
rules, can happen if a stock closes below US$1 for 30 consecutive trading days.3 By

2002, Nortel’s long-term debt was downgraded to “junk” status.

The desperate times from mid 2000 through 2002 called for desperate measures.
Roth, who had been named Canada's ‘business leader of the year in 2000,
announced in April 2001 his intention to step down as CEO . Roth was replaced as
CEQ in October 2001 by Frank Dunn (“Dunn”), CMA, Nortel's CFO since 1999. In
2001, Nortel reduced its workforce by 50% to 45,000 with a further 10,000 job cuts in

2002.

In the third quarter of 2002, CFO Doug Beatty directed a company-wide analysis of
provisions. Upon completion, Controller Michael Gollogly reported an excess of $303
million of accruals much of which had been left over from charges taken in prior years.
Upon determination of the excess, GAAP required that the accruals be immediately
released to income. Both Beatty and Gollgoly, officers of the Company withheld
discrlosurej-?f%ﬁﬁ’“ scovery from the Audit Committee and the Board. From this point
forward, senior divisional finance managers were instructed to report the “hardness”
of any excess hey were carrying in their divisional records.




tg]sdeer::zc:;r;?f;er review that resulted in a “top-side” increase of $175 million to the

provisions. Uniik producing a loss and increasing the “hardness” of consohda‘teld

it : o e the reserves that were identified in the second quarter that mam:;

i Previously estimated cost for restructuring these new reserves Were relate
ations estimates on accounts receivable and inventory.

Morale at Nortel was quite low by mid 2002, after the employee base of the company
had shrunk to one third of pre-2001 level. Bonus plans involving stock options WeTe
substantially “out-of-the-money.” To motivate the remaining employees and convince
them to stay at Nortel, the board of directors established a bonus plan tied to
profitability. One plan, called the Return to Profitability (‘RTP") bonus, was to pay a
one-time bonus to every employee, except the 43 most senior executives, in the first
quarter the company achieved a pro forma profit. The senior 43 executives were
eligible to receive 20 percent of their share of the RTP bonus in the first quarter in
which Nortel attained profitability, 40 percent after the second consecutive quarter and
the remaining 40 percent upon the fourth quarter of cumulative profitability. In order
for the RTP bonuses to be paid, the pro forma quarterly profit had to exceed the
bonuses paid by at least one dollar. Further, the 43 executives were eligible to receive
Restricted Stock Units (‘RSU's”) tied to internal profit targets. The RTP and RSU
allocations were based on internal, non-GAAP metrics. Deloitte & Touche LLP who
audited Nortel's annual financial statements did not audit the quarterly statements
upon which the bonuses were calculated. Nortel paid out approximately US$50 million
in bonuses to the select group of officers based on the pro forma financial statements
after profits were reported during the second quarter of 2003. Dunn’s share was

US$2.15 million.

At a Board meeting in January of 2003, management indicated that Q1 was going to
be a loss of approximately $110 million despite the drastic restructuring that had taken
place in previous years. By the close of the quarter, the loss had in fact turned into a
US$54 million profit in the first quarter of 2003, its first profit in three years. This
resulted in the payment of the RTP cash bonus to virtually all employees and the first
tranche to 43 executives. Behind the scenes, Dunn and the finance team had
established ‘roadmaps’” that would achieve internal EBT targets by the timely, but non-
GAAP release of provisions to income. The Q1 2002 results were inflated by the
release of $361 million of accruals to income. Dunn, Beatty and Gollogly donti‘n’ued to
represent these adjustments to the Audit Committee and Board as “business as
usual’.

In August 2003, Nortel posted a second quarterly profit. The profit was the direct result
of $370 million in excess provisions rele to in
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twelve senior executives who were not terminated, voluntarily agreed . i
bonuses. William Owen, a former Admiral in the US Navy, and deputy chief of the US

Joint Chiefs of Staff, replaced Dunn as CEO.

Findings of the Independent Review

The review of the Special Committee found that financial statement reserves or
provisions were recorded in the general ledger and later released in a manner not in
accordance with GAAP in all the four quarters from the third quarter of 2002 through
the second quarter of 2003. Some of the reserves were originally created when Nortel
was undergoing its restructuring in 2001 and had not been used but other reserves
were newly created. It is alleged that the purpose of creating and re'leasing these
reserves were to meet internally imposed eamings targets triggering payment of cash
bonuses and RSU’s. While these reserves were not significant in dollar value to Nortel
they had a significant effect on the bonuses received by top managem&ntpersanall
In the fourth quarter of 2002, Nortel would have made a small pfdﬁt‘-'en afeﬂ’f? .
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Recommendations of the Independent Review

In a_lddltion to the findings Wilmer Cutler reported to the Special Committee, it mad_e 2
series of recommendations, designed to prevent a recurrence of the ingpproﬁ”atjﬁ
accounting conduct6. Many of the recommendations focused on improving the SH d
set of employees in Nortel's finance area and strengthening internal controls afl

processes. But, their first recommendation was to establish standards of conduc;th}J
be enforced through appropriate discipline. One of the ways to carfy ouL Ve

recommendation was for the board of directors to communicate its expectations that
following statement was

every employee adhere to the highest ethical standards. The

made in*Wilmer Cutler's report:

‘An effective “tone at the top” requires effective policies and procedures, but the§e.
alone are not sufficient. Those who manage and lead the Company, afsl e b
officers, must exercise the highest fiduciary duties to the Company and shareholders
and must be accountable, both to corporate management and the Board, for

accurately reporting financial results.’

cknowledge annually, in

It was further recommended that all employees should a
| adhere to the code.

writing, that he/she has read Nortel's code of conduct and wil

Following the recommendations made by Wilmer Cutler, the board did establish the
position of a Chief Ethics and Compliance Officer in 2004. Susan Shepard was
appointed to the position in February 2005. A lawyer by training, she is a former
commissioner for the New York State Ethics Commission and Chief Counsel for New
York State Commission of Investigations. The Board also adopted a code of ethical
conduct and business practices which outlines principles to guide ethical decision-
making and answers ethics questions that might be asked by Nortel employees. The

Wilmer Cutler report also commented:

“Employees must view compliance with the Company's code of conduct, standards,
and control systems as a central priority, and understand they will be rewarded for
ethical behavior, even if it uncovers some problem that others might prefer to remain

undisclosed.”

Outcome

Throughout 2004 Nortel repeatedly missed filing deadlines. It was r il Janu

10, 2005 th?t the 2003 financial statements 'm.iferv;eéI finally issﬁed 131?00;#: t;lﬂﬁmjeaarlz
end. Nortel's 2003 earning were US$424 million, down frurnthe US$?32 h"Tilliun
originally reported. The cost of the financial review and restatement was m&r 035’1
million. In addition to the work of Wilmer Cutler more that 800 Naﬂal mployee
worked full-ime on the restatement. Nortel held more than 80 board of &
audit committee meeting since it was announced in October A G
was necessary.8 Includ section of the annual |
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2 Lack of compliance with Nortel procedures for appropnate_ly app!yl{;ag :Eﬁlggfg
GAAP to the initial recording of certain liabilities, including those._desc-ﬂ e :
No. 5, and to foreign currency translation as described in SFAS No. 52;

3. Lack of sufficient personnel with appropriate knowledge, experience andll-'_traln_mg_ |:.n,..
U.S. GAAP and lack of sufficient analysis and documentation of the application of U.S.
GAAP to transactions, including, but not limited to, revenue;

4. Lack of a clear organization and accountabiiity structure wrthm;heacmntmg
function, including insufficient review and supervision, combined with 1 Eia’
reporting systems that are not integrated and which require eﬁenmve, |

interventions;

5. Lack of sufficient awareness of, and timely and appropriate remediation of,
control issues by Nortel personnel;

6. An inappropriate ‘tone at the top’, which contributed
environment. As reported in the Independent Review
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