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The Role of CFOs in
Material Accounting Manipulations
by Mei Feng, Weili Ge, Shuqing Luo, and Terry Shevlin

This report investigates the factors that may lead a CFO to engage in accounting manipulations. The analysis draws upon instances of corporate fraud and a comprehensive sample of
Accounting and Auditing Enforcement Releases issued by the U.S. Securities and Exchange
Commission from 1982 to 2005. We found CFOs are likely to become involved in material
accounting manipulations because they succumb to CEO pressure, not because they seek
immediate financial benefit. Findings from this study are helpful when designing the preventive oversight activities that the board of directors should exercise on senior management.
Nearly a decade after the Enron fraud made headlines
around the world, the landscape of public company governance in the United States is profoundly transformed by
new regulations and the widespread adoption of sensible
organizational safeguards—from the election of more
independent boards of directors to the establishment of

Editor’s Note The research findings discussed in
this Director Notes report also appeared in Journal of
Accounting and Economics, Vol. 51, No. 1-2, February
2011, pp. 21–36.

No. DN-V3N8
May 2011

anonymous whistleblowing procedures. Today, as a result
of those developments, boards and their audit committees
perform a critical role in ensuring that the company avails
itself of a thorough system of internal controls and financial reporting compliance—and rightly so:

•

a report published by the U.S. Government Accountability
Office showed that, despite the passage of the SarbanesOxley Act of 2002, accounting restatements filed in the
previous years had caused the restating firms an aggregate
market capitalization loss of around $36 billion;1

•

the frequency of financial restatements continues to be
high, as shown by the most recent investigations of these
matters;2

•

the introduction of rewards to whistleblowers and the renewed emphasis on clawbacks provisions by the Dodd-Frank
Act attest to the federal government’s continued sensitivity
to issues of integrity in the financial reporting process of
business corporations.3

The majority of empirical research into the underlying
causes of these accounting scandals has focused on the role
of the CEO or the executive team, rather than the CFO.
CFOs are typically in charge of financial planning, budgeting, internal controls, and financial reporting processes,
and thus have significant influence over the financial
reporting process.4 In accounting manipulation cases,
CFOs clearly fail in their monitoring role over financial
reporting. Moreover, given the nature of their job responsibilities, CFOs are more likely than other senior executives to facilitate or even carry out accounting schemes to
inflate earnings. CFOs are in a unique position to carry out
accounting manipulations, such as transaction structuring,
choosing an improper accounting method, or making false
journal entries.5 For example, Scott Sullivan, former CFO
of WorldCom, admitted that he knowingly made most of
the illegal accounting decisions.6 Stuart G. Lasher, former
CFO of Silk Greenhouse, created and backdated a number
of memoranda and papers to justify the improper deferral
of expenses.7

This report examines why CFOs, who after all oversee
financial reporting, in some cases engage in material
accounting manipulations. Findings from this study are
helpful for the purpose of designing the preventive oversight activities that the board of directors should exercise
on the senior management of its company.

Why CFOs Are More Likely to Engage in
Accounting Manipulations
Empirical research permits an examination of two possible
explanations for the higher likelihood, relative to other
senior executives, of CFOs’ involvement in accounting
manipulations.8
The “CFO as instigator” CFOs may “cook the books” for
their immediate personal financial gain. For example,
the former chairman of the Federal Reserve Board, Alan
Greenspan, argued that too many corporate executives
(including CFOs) artificially inflate reported earnings to
harvest stock market gains.9 Richard Scrushy, the former
CEO of HealthSouth, blamed his former CFOs for an
accounting fraud totaling at least $2.5 billion: “Every one
of them has a motive, bonuses, stock options, an opportunity to make a lot of money. . . . Power. Greed.”10 In
testimony before the Senate Finance Committee, Internal

SmarTalk TeleServices
The following excerpt from the Accounting and Auditing Enforcement Release No. 1721 illustrates the “CFO
as instigator” explanation and suggests that SmarTalk’s CFO instigated the accounting scheme and benefited
from it through insider trading.
Glen Andrew Folck,… the former Chief
Financial Officer of SmarTalk TeleServices, Inc.
(“SmarTalk”)… began directing that operating
expenses be reclassified to a so-called “restructuring reserve” account when the company had
not yet established a restructuring reserve…
Folck approved charging against the $25 million restructuring reserve at year-end 1997…
In connection with preparing the third quarter
1997 Form 10-Q, Folck directed the $1.1 million
of expenses to be added to prepaid expenses,
an asset on the balance sheet…Folck further
prepared draft and final restructuring reserve
schedules in early 1998, made presentations to
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the board regarding the restructuring reserve,
was responsible for calculating the amounts to be
included in the restructuring reserve and provided
the rationale for including certain costs in the
restructuring reserve…
… Folck sold some shares of SmarTalk stock.
Folck avoided losses of $16,250 by selling the
shares prior to SmarTalk’s August 10, 1998
public announcement of significant issues with
SmarTalk’s accounting treatment for acquisitions
that occurred during 1997 and certain other items
relating to 1997.
Source: Accounting and Auditing Enforcement Release No. 1721, U.S. Securities and
Exchange Commission, released February 26, 2003.
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Revenue Service Commissioner Mark Everson stated that
“boards would be better served if the CFO has a fixed
package and has absolutely no incentive.”11
Corporate boards seem to somewhat concur with this view
and have reduced CFOs’ incentive compensation after
passage of the Sarbanes-Oxley Act.12 Consistent with this
view, additional research shows that firms with CFOs who
enjoy high-equity incentives also engage in more within
GAAP (generally accepted accounting principles) earnings
management.13
The “CFO pressured” CFOs may also become involved
in accounting manipulations because of pressure from
CEOs. In fact, research shows that CFOs often claim that
they make improper accounting decisions under CEOs’
instruction. For example, William Owens, a former
HealthSouth CFO, stated that Richard Scrushy, then his
CEO, demanded that his management inflate the financial
figures to meet market expectations. As CFOs’ superiors,
CEOs can influence various decisions related to CFOs’
future career opportunities and compensation, which
enables CEOs to exert pressure on CFOs regarding financial reporting decisions.14 CFOs are likely to lose financial
benefits, or even their jobs, if they do not please CEOs by
providing earnings that CEOs demand.

These two explanations (CFO as instigator and CEO pressure) are not mutually exclusive. However, given their different policy implications, identifying the primary reason
for this phenomenon is helpful for the purpose of designing
the preventive oversight activities that the board of directors should exercise. For example, if CFOs become involved
in material accounting manipulations primarily because
they are pressured by CEOs, the efforts of the board should
be directed to improving CFOs’ independence from CEOs
in addition to redesigning compensation packages.
Based on a comprehensive sample of Accounting and
Auditing Enforcement Releases issued by the SEC between
May 17, 1982, and June 10, 2005, this report documents
empirical results on various costs and benefits experienced
by CFOs and CEOs who become involved in accounting
manipulations. These costs include the CFOs’ litigation
risk, loss of their current position, and curtailment of
future job prospects. The benefits include the equity incentives for both the CFOs and CEOs, the relative power of
the CEO, and CFO turnover before firms start to engage in
accounting manipulations. Overall, the results of this study
are more consistent with the CEO pressure explanation
than the CFO as an instigator explanation. This research’s
analyses and conclusions are summarized as follows.

Donnkenny Inc.
The SEC’s description of Donnkenny Inc. clearly suggests that the CEO, not the CFO, was the instigator of this specific
instance of accounting manipulation and financially benefited from it.
The Securities and Exchange Commission filed an
enforcement action charging four former senior
executives and employees of Donnkenny Inc…
including Richard F. Rubin, Donnkenny’s former
chief executive officer and chairman… Rubin
directed a scheme whereby the company improperly reported revenue both on bogus transactions
as well as on sales before they occurred. His purpose was to create the illusion that each quarter
the company’s financial results met or exceeded
projections and analysts’ expectations. Assisting
Rubin in the scheme were three company employees including Donnkenny’s former chief financial
officer …
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… [Rubin] engaged in illegal insider trading by
selling Donnkenny securities knowing that the
company’s publicly reported financial results were
materially misstated. Rubin sold 780,000 shares,
and caused his wife to sell 77,000 shares, of
Donnkenny stock, from which the Rubins received
proceeds of approximately $17.9 million. In addition, in July 1996, immediately before the fraud
was detected, Rubin entered into an options transaction known as a “no-cost collar” from which
he received approximately $3.6 million after the
fraud was revealed and the price of Donnkenny’s
stock plummeted.
Source: Accounting and Auditing Enforcement Release No. 1105, U.S. Securities and
Exchange Commission, released February 2, 1999.
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The Legal Costs of Accounting
Manipulations for CFOs
CFOs watch over the financial reporting process; thus,
CFOs could easily be pursued by the SEC (e.g., the SEC
could obtain evidence such as signatures on illegal documents) during the legal process after firms are revealed to
have accounting manipulations. While CEOs can argue
that they do not have knowledge of detailed information at
the transaction level or that they do not understand certain
financial/accounting matters, it is more difficult for CFOs
to proffer a credible excuse.

Legal penalties facing CFOs Table 1b reports the frequencies of various legal penalties against the CFOs that were
charged by the SEC (292 firms). This analysis led to the
following findings.
1 Debarment The first category of legal penalties that
charged CFOs face is being prohibited from serving as
an officer, director, or accountant of a public company
in the future. Out of 292 CEOs, 54.45 percent received
debarment, which is substantial for CFOs because it significantly restricts their future employment opportunities
and lowers the value of their human capital.

2 Monetary penalties The charged CFOs often face moneFor example, CUC International inflated its revenues
tary penalties. In the sample, 35.62 percent of CFOs were
and hid expenses for many years. Even though Cosmo
required to disgorge their illegal gains and 47.6 percent
Corigliano, the former CFO, testified that he briefed
of CFOs were fined. Among the CFOs for which the SEC
Walter Forbes, then CEO, using “cheat sheets” that showed
discloses the monetary penalty amounts, the average/
median disgorgement amount is $437,049/$141,896 and
how the revenues and profits were manipulated, Forbes
the average/median fine is $85,262/$50,000.
blamed it all on Corigliano and argued that he did not pay
attention to day-to-day operations and only focused on the
3 Criminal charges In addition to debarment and monoverall strategy of the company.15 After a CFO is identietary penalties, some CFOs (12 CFOs, or 4.11 percent of
fied by the SEC as a participant in
the accounting manipulation, the
CFO likely faces various legal penalLegal penalties against CFOs of accounting manipulation firms
ties, including restrictions on future
employment, fines, disgorgement
Table 1a: The likelihood of CFOs being charged by the SEC
of illegal gains, and even criminal
CFOs
CFOs face
CFOs face
Total firms
charges. Prior research documents
are charged
administrative proceedings
litigation
examined
that the majority (specifically 63.8
Frequency
292
107
219
493
percent) of CFOs experience job
Mean
59.23%
39.05%
52.77%
100%
turnover following restatements
16
of intentional GAAP violation.
This report analyzes legal outcomes
described in the releases issued by
Table 1b: Legal penalties against CFOs for the sample of 292 firms whose CFOs
the SEC.
were charged by the SEC
The analysis of legal risk is based on
a total of 493 companies named by
the SEC in the releases. As shown in
Table 1a:

•

•

•

4

in 292 cases of firms involved in
accounting manipulations (59.23
percent of the sample), CFOs are
charged by the SEC in the enforcement releases;

Frequency

Mean

Barred from being an officer, director, or accountant

159

Face disgorgement

104

35.62%

44

$437,049

Disgorgement amount*
Face fines

Median

54.45%

139

47.60%

Fine amount*

71

$85,262

Face criminal charge

12

4.11%

Face at least one of the above legal penalties

207

70.89%

Face at least two of the above legal penalties

127

43.49%

72

24.66%

$141,896

$50,000

107 firms (39.05 percent) have
administrative proceedings issued
against their CFOs; 17 and

Note: Based on a litigation risk analysis of a total of 493 companies. There are a total of 1,581 AAERs
associated with these 493 firms, issued by the SEC from May 17, 1982, through June 10, 2005.

219 firms (52.77 percent) have CFOs
under litigation.

*The frequencies for disgorgement amount and penalty amount are different from the frequencies for
disgorgement and fine amount because in some cases the AAER states the presence of disgorgement or civil
penalty without disclosing the actual amount.

Face at least three of the above legal penalties
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CEOs reap more benefits than CFOs from accounting
manipulations Table 2 shows that CFOs of manipulation
firms do not have higher pay-for-performance sensitivities
than CFOs of non-manipulation firms.19 In contrast, CEOs
of manipulating firms exhibit higher pay-for-performance
sensitivities than CEOs of non-manipulation firms. CEOs,
not CFOs, appear to benefit via higher equity incentives
from accounting manipulations.

the sample) even face criminal charges. Under criminal
charges, they often had to serve prison time or at least
home detention.

Out of 292 cases of CFOs charged by the SEC, 70.89 percent received at least one of the legal penalties described
above, again suggesting substantial legal penalties when a
CFO is caught by the SEC.
These results suggest that, when CFOs are involved in
accounting manipulations and the accounting manipulation is detected by the enforcement authorities, CFOs are
subject to a high likelihood of being charged by the SEC.
And when the SEC charges CFOs, they bear substantial
legal penalties.18

In manipulation firms, CEO power is higher Table 2 also
reports that the CEOs of the manipulation firms receive a
higher percentage of the aggregate total compensation of
the top five executives in the firm, and the CEOs are more
likely to serve as board chairmen and be corporate founders than the CEOs of the non-manipulation firms. This
evidence suggests that CEOs of manipulation firms hold
far more power than their counterparts in non-manipulation firms, consistent with the idea that powerful CEOs
are more likely to succeed in putting pressure on CFOs to
become involved in accounting manipulations.

Accounting Manipulations, Incentive
Compensation, and CEO Power
Regarding the financial benefits associated with accounting manipulations, this research compared CFO equity
incentives and CEO equity incentives in manipulation
firms and non-manipulation firms. Equity incentives were
measured using pay-for-performance sensitivity, a notion
that captures the total change in value of the executive’s
stock and stock option portfolio in response to a 1 percent change in the stock price. Because CEOs with more
power can pressure CFOs more effectively, this study also
compared CEO power in manipulation firms with CEO
power in non-manipulation firms. CEO power was measured using CEO’s pay-slice (i.e., CEO’s percentage of the
aggregate total compensation of the top five executives in
the company), the position of chairman of the board, and
the status as a company founder. This analysis led to the
following findings.

The stronger CEO power and equity incentives, the more
likely it is that the CFO engages in accounting manipulations
Moreover, the study finds that the association between
manipulation and CEO power is stronger for firms with
CEOs having high-equity incentives than for firms with
CEOs having low-equity incentives. This finding suggests
that CFOs are more likely to engage in accounting manipulations when both CEO equity incentives and CEO power
are high.
Overall, CEOs appear to benefit via higher equity incentives and have the power to pressure CFOs to undertake
manipulations, consistent with the CEO pressure explanation of accounting manipulations.

Table 2

Descriptive statistics of manipulation firms versus non-manipulation firms
Manipulation

CFO pay-for-performance sensitivity

Non-manipulation

N

Mean

Median

N

116

0.121

0.073

211

Mean
0.098

Median
0.069

t-test of mean differences
t-statistic

(two-tailed P-value)

1.53

(0.128)

CEO pay-for-performance sensitivity

116

0.252

0.169

211

0.154

0.102

4.21

(0.000)

CEO pay-slice

116

0.380

0.356

219

0.340

0.335

2.52

(0.012)

CEO as Chairman of the Board

116

0.724

1.000

211

0.583

1.000

2.55

(0.012)

CEO as a founder

112

0.357

0.000

211

0.223

0.000

2.61

(0.10)
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Specifically, this research classified the SEC’s description
of the roles of CEOs and CFOs in manipulations into two
categories: orchestrating and participation.

Accounting Manipulations and
CFO Turnover
To further distinguish the two explanations of the role the
CFO may play in accounting manipulations, this research
also examined whether CFOs bear any costs if they refuse
to participate in accounting manipulations. If pressure
from CEOs indeed is the main factor that motivates CFOs
to engage in accounting manipulations, it is reasonable to
expect that not all CFOs succumb to the pressure and that
some of them refuse to manipulate earnings.

Orchestrating refers to the cases in which the SEC uses the
words “orchestrate,” “direct,” or “order” to describe the
executive’s involvement in the accounting manipulations.
Participation refers to the cases in which the SEC describes
the executive as having participated in or having been reckless in not knowing about the manipulations, using words/
phrases such as “participate in,” “engage in,” and “aid.”
The executive who is described to have orchestrated the
accounting schemes is likely to be the instigator. Further,
the SEC usually provides a description of whether the
executive benefited financially from the manipulations
(e.g., disgorgement of illegal gains, including performance
bonuses and insider trading).

When that happens, the CFO may be fired or choose to
resign. For example, Roy Olofson, a former finance executive of Global Crossing, lost his job after raising questions
about the company’s improper accounting.20 For this
reason, this study examined CFO turnover during the premanipulation period, revealing that manipulating firms
experienced a higher pre-manipulation CFO turnover rate
than the overall CFO turnover rate of non-manipulating
firms. This finding is consistent with the assumption that
CFOs are likely to lose their job for refusing to succumb to
CEO pressure to engage in accounting manipulations.

As reported in Table 3, this analysis led to two main
findings.
CEOs are more likely than CFOs to be described by the SEC
as having orchestrated the accounting manipulations The
first two columns in Table 3 report the role of CFOs and
CEOs, respectively, for the 188 companies in which both
CFOs and CEOs are charged by the SEC. Among these
firms, 17.55 percent of the CFOs are described as having
orchestrated the accounting schemes. In contrast, the likelihood of orchestrating the manipulation is significantly
higher for CEOs (31.91 percent). The third and fourth columns report the results for the cases in which only the CFO
or CEO, respectively, is charged. Again relatively more
CEOs are likely to be described as having orchestrated the
scheme.

SEC Enforcement Release Content Analysis
The SEC usually issues an enforcement release at the
completion of a significant investigation. Such a release
typically provides a description of the alleged party’s
involvement in accounting manipulations and whether the
SEC seeks disgorgement of gains from manipulations. For
this reason, this research used the SEC’s discussion in the
releases to examine the role that CFOs and CEOs play and
the financial benefits that they reap in accounting manipulations. Even though this approach is limited to those CFOs
and CEOs who are charged by the SEC, it has the advantage of relying on the detailed information or evidence that
the SEC obtained during a formal investigation process.

CEOs are more likely to have obtained financial benefits
from the accounting manipulations than CFOs When both
the CEO and CFO are charged, the percentage who are

Table 3

The role of and financial benefits to CFOs and CEOs in accounting manipulations based on AAER content analysis
Both CFO and CEO are charged
(1)
Role of CFO
(N=188)
Number
of firms

Percent
of N

Only CFO or CEO is charged

(2)
Role of CEO
(N=188)
Number
of firms

(3)
Role of CFO
(N=104)

Percent
of N

t-test
statistic

Number
of firms

Percent
of N

(4)
Role of CEO
(N=39)
Number
of firms

Percent
of N

t-test
statistic

Orchestrate

33

17.55%

60

31.91%

-4.009

14

13.46%

12

30.76%

-2.11

Have financial benefit

68

36.17%

85

45.21%

-2.847

31

29.80%

18

46.15%

-1.84

Orchestrate and have financial benefit

14

7.45%

32

17.02%

-3.376

8

7.69%

7

17.95%

-1.79
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shown to have reaped financial benefits from the accounting manipulations is 45.21 percent and 36.17 percent,
respectively. Interestingly, even when the analysis is limited to cases in which the CFO only was charged, only
29.80 percent of those CFOs were shown to have benefited
financially. Instead, when only the CEO was charged, 46.15
percent of those CEOs had benefited financially, confirming the conclusion that CFOs are less likely than CEOs to
instigate accounting manipulations for their immediate
financial gains.
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