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Abstract 

The purpose and problem statement of the thesis is to assess how accounting manipulation can be 

discovered and prevented. In order to answer the problem statement, five sub-questions are presented. 

Hence, how one can define, perform and detect accounting manipulation, in addition to what incentives that 

exist and if there is possible to identify weaknesses in various control instances.  

Both quantitative and qualitative data, such as annual reports, court documents, and articles are secondary 

data used to answer the overall problem statement. In the qualitative analysis, a case study is performed to 

get a comprehensive understanding of how accounting manipulation is performed in practice, and to best 

answer the overall problem statement. The number of cases is limited to five and are all of Norwegian origin, 

in order for the cases to be comparable.    

The thesis further explains fundamental accounting principles, starting with defining accounting 

manipulation as when accounts are intentionally and wrongfully adjusted or misstated to portrait a picture 

of the financial situation of a business, that does not coincide with the reality. The different accounting 

standards used in the analysis is then elaborated on and compared with each other. Further, various ways 

of analyzing accounting data are explained, such as ratio analysis and analysis of the cash flow statement, 

before ways of manipulating accounting numbers are elaborated on. Lastly, the steps in the accounting 

quality analysis explained.   

Five different companies where accounting manipulation has taken place is then analyzed through the 

accounting quality analysis, together with an industry analysis, ratio analysis, and financial statement 

analysis.   

In the cases analyzed, three out of five were manipulated in terms of inflating revenue, by either recognizing 

it prematurely or fictitiously. Further, some companies capitalized fictitious values resulting in an inflated 

balance sheet, and thereby costs were moved to later periods. Several cases suffered from poor liquidity 

and decreasing margins, in addition to being dependent on external financing. These were all identified as 

strong incentives for performing the manipulation.  

At last, the thesis concludes with the accounting quality analysis being a helpful tool when identifying red 

flags and increased risks of manipulation. Although the framework is helpful, it does not identify accounting 

manipulation with certainty. Auditors, analysts, and the media are all identified as important control 

instances in regard to detection, and they are therefore also considered essential actors in preventing 

accounting manipulation. Suggestions towards how accounting manipulation can be prevented is a more 

extensive degree of transparency in relation to documentation and accounting choices, as well as creating 

a higher degree of external interest and thereby monitoring.   
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1. Introduction 

Every year companies have to present an annual report, which includes the financial statement 

amongst others. The purpose of the financial statement is that the company’s financial and 

operational activities are to be presented so that the user can make an informed judgment about 

the financial health and future prospects of the company. The annual report serves as an important 

source of information both for the company’s owners, who might not have a good enough view into 

the daily operations of the company, as well as the rest of the market and other stakeholders. On 

the other side, the people making the annual report and the financial statement have all the 

information. The asymmetric share of information between management and owners, as well as 

other stakeholders, might induce opportunistic behavior from the management’s side. While the 

company’s owners and other stakeholders would want a long-term healthy business, the 

management might prefer short-term personal goals.  

 

Because of the significant involvement of discretion in different accounting measures, managers 

could use accounting numbers to evoke a certain outcome. This might not be in accordance with 

the current accounting regulations, but the presence of strong incentives can be enough to provoke 

this kind of behavior. Very often, the financial performance of the company is linked up towards 

the management's compensation plan, creating a motivation for management to inflate earnings 

measures. Both earnings management and accounting manipulation are different expressions 

describing such serious issues that can occur within a firm.      

 

The topic of accounting manipulation has always been of interest within the academic and 

regulatory field. The interest has not become any less after various accounting scandals have been 

revealed to the public. In some cases, new regulations and changes in existing regulations and 

standards have been made as a result of an accounting scandal. In some of the most known scandals 

such as Enron or World Com, the companies have managed to fool and manipulate accounting 

numbers despite the fact that there are several different control instances present. These control 

instances could be accounting standards such as the International Financial Reporting Standards 
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(IFRS), auditors, internal governance regulations, the board of directors, and other accounting 

regulations. The purpose of these control measures is to reduce opportunistic behavior within the 

management group of a company.  

 

Although there are several instances to reduce manipulation, there is a lot of discretion involved 

in some of them. This especially goes for the accounting standards and regulations, where the 

opportunity of steering the numbers due to discretion is quite high. The same goes for the annual 

report in general, where management has the opportunity to choose only to include the necessary 

and what is demanded of them, rather than what best explains the current situation for the 

company. Both the board of directors, who are supposed to make sure that the management in 

place is reliable and the auditors, who add reliability by evaluating the risk of misstatements in the 

financial report due to fraud or accounting errors, might fail to do their job. In some cases, there 

are personal relations between the control instances that might weaken the effect, while in other 

cases the management's discretion can be hard to detect.  

 

In Norway, several cases of accounting fraud and manipulation have been detected over the years. 

According to Norwegian legislation, a company should report its financial statements after either 

the local GAAP called God Regnskapsskikk or IFRS based on the size of the company and if the 

company is listed on the Norwegian Stock Exchange or not. This represents a paradox, where the 

accounting legislation set above is both flexible and rigid. In other words, the accounting numbers 

will be affected by the discretionary estimates that the company makes. The principle-based 

accounting standard aims to give the company a better opportunity of showing the real financial 

situation of the company, while at the same time it might decrease the people's trust in the 

reported numbers.  

 

Based on the different risks mentioned above, it is important for the accounting user to be critical 

of the accounting information presented, as it opens up for opportunistic behavior. On the other 

hand, if one cannot trust the information provided in the annual reports and in the financial 

statements, their purpose of presenting reliable information for its users are lost, and the system 
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has to some extent failed. Therefore, this thesis wishes to contribute to this area of research by 

looking closer into how accounting manipulation is performed, how it can be detected and how it 

can be prevented.   

2. Problem Statement  

As mentioned in the introduction above, new cases of accounting manipulation are detected every year. 

Even though the financial statements are supposed to give a fair representation of the financial 

situation of a firm, the information asymmetry that exists between management and external users 

make it possible for these cases of manipulation to take place. Therefore, it is essential that external 

users of these statements are able to reflect critically on the information provided by the firm. In 

addition, it is vital that our society continues to explore how accounting manipulation is performed so 

that new control instances and regulations can be created to prevent the occurrence of these cases. 

That is also why the purpose of this thesis is to see whether one can discover accounting manipulation 

by analyzing financial statements as external users. Furthermore, findings can be used in order to see 

if such behavior can be prevented. Therefore, the overall problem statement is:  

How can accounting manipulation, be discovered and prevented?  

First of all, to be able to investigate how accounting manipulation can be discovered and prevented, the 

thesis provides a definition of the term accounting manipulation. Due to the many forms and degrees 

of manipulation, the definition provides a foundation for the different degrees of accounting 

manipulation that exist and what form that will be investigated throughout this thesis. Hence, the first 

sub-question is:    

How can accounting manipulation be understood and defined? 

To be able to answer the problem statement, it is useful to understand how the accounting 

manipulation is performed, and thereby be able to detect and prevent it. Therefore, the second sub-

question is: 

How can accounting manipulation be performed?  



  
 

 

Page 7 of 133 
 

Furthermore, in order to detect and prevent accounting manipulation, the user needs to be critical to 

the information that is provided by a firm. The information provided therefore needs to be analyzed 

not solely through the financial statements, but also through analysis of the market situation to 

establish possible deviations from the norm. All publicly available information can thereby be used to 

create an overview of the situation. Hence, the third sub-question is:     

How can accounting manipulation be detected?  

As the questions above are critical in order to answer the overall problem statement, the next sub-

question attempts to see if the information available to an external user of financial statements can 

identify possible incentives for manipulation. The fourth sub-question will be answered by analyzing 

as an external user with only public information available, to see if it is possible to detect incentives for 

committing accounting fraud and manipulation:   

Can incentives and personal motives for accounting manipulation be detected? 

In addition to looking into possible incentives to understand when and why accounting manipulation 

occurs, possible weaknesses of both standards and control instances are identified and investigated. In 

cases where accounting manipulation is detected, questions arise on under what conditions the 

manipulation was allowed to happen. To be able to prevent accounting manipulation, it is crucial to 

gain further knowledge on these conditions. Therefore, the last sub-question is:  

What are the weaknesses of the different accounting standards and control instances in 

the case of accounting manipulation? 

The sub-questions and the overall problem statement is answered throughout the next chapters before 

a discussion and conclusion is presented in the end.   
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2.1 Disposition 

This thesis uses a theoretic approach in relation to financial statement analysis, accounting, and market 

knowledge from the courses followed in the master program Accounting, Strategy & Control. It is 

divided into 3 main sections, where each part has a purpose in answering the problem statement. The 

first and second chapter consists of an introduction to the problem that is researched, as well as a set 

of sub-questions.  

Chapter 3 describes the methodology applied throughout the thesis. The chapter begins by introducing 

the choice of data before it is elaborated on how the data is structured and applied. Furthermore, the 

limitations and delimitations of the thesis are presented.  

The theory described in Chapter 4 provides the foundation for the different methods and frameworks 

used in the analysis. The chapter starts with an identification of different accounting standards used in 

the case study. The chapter thereby explains methods for analyzing financial statements, hence the 

income statement, balance sheet, and the cash flow statement. Furthermore, an explanation of an 

accounting quality analysis is undertaken, where the discretion and flexibility, as well as accounting 

strategy, is explained. Moreover, the different general red flags for manipulation, as well as red flags in 

relation to both recognition of income and costs, are described. The analysis of the financial statements 

supports the identification of possible red flags and the accounting quality.   

Chapter 5 presents an analysis of various cases of accounting manipulation. The chapter describes the 

cases of manipulation, incentives, control instances as well as an accounting quality analysis, with the 

intention of answering the problem statement and a section of the sub-questions.  

At last, Chapter 6 contains a discussion of the most important findings in the previous chapter, as well 

as a discussion of how the analysis was conducted. This is followed by a conclusion, which ends with a 

suggestion for further research based on the findings of the thesis.    
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Figure 1. Thesis Structure. Source: Authors’ Compilation     

 

3. Methodology 

The purpose of this chapter is to present the methodological approach applied to answer the overall 

problem statement. This chapter begins with introducing the different types of data before it is 

explained how the data is used to answer the sub-questions, and thereby the overall problem 

statement. Thereafter the research design applied in the analysis is explained. In order to evaluate the 

different choices of methods, the reliability and validity are discussed to make sure that the analysis 

conducted fulfills its purpose (Bitsch Olsen, 2008). The thesis has a deductive approach, meaning that 

it applies different theories and thereby test the theories on different observations (Rendtorff, 2007). 

An essential prerequisite to conducting the analysis is to gather appropriate and valid data 

systematically and to analyze the different sources of information critically. Furthermore, it can be 

useful to evaluate already existing studies within the field, to see if the knowledge is transferable to the 

current problem statement. 
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3.1 Data Collection  

Data is the information sources used in the thesis, which is aiming to assist in answering the problem 

statement. We separate between quantitative and qualitative data, which both have been used in this 

thesis. Data such as annual reports are considered quantitative, where the use of articles, court 

documents, and interviews are considered qualitative data (Bjerg, 2006). Furthermore, we separate 

between primary and secondary sources of data. Primary data is data that is collected first-hand by the 

researchers. As the research question revolves around accounting data, the information gathered 

consists of already existing data produced for other purposes.  

The secondary data is as mentioned already published information that was produced with another 

intention and purpose, then to be used in this thesis. The secondary data used in this thesis are annual 

reports, court documents, and reports from the Norwegian financial authorities, articles from 

newspapers and other sites, internal audit reports in relation to bankruptcies, laws, and regulations as 

well as different accounting standards. Furthermore, the curriculum used in the study line Accounting, 

Strategy & Control, such as articles, textbooks, and other class material is also used. Other previous 

studies and papers within the field are used as a point of reference. It is important to point out that the 

secondary data used was initially created for a different purpose than what it is gathered for in this 

thesis and can, therefore, have variating quality and a different intention. Some of the data used can be 

biased as the data might stem from internal knowledge. In order to mitigate this bias, the information 

in these sources is confirmed from other sources of data before it is being used. This will also 

strengthen the quality as well as the validity and reliability of the data. As a result, the collection of data 

and information used mainly consists of qualitative data, with emphasis on secondary data.   

3.2 Use of Data  

In order to answer the overall problem statement, a case study is applied. A quantitative approach 

would have been less comprehensive and more difficult to implement all the factors that are needed in 

the analysis, such as different market conditions and incentives as well as management characteristics. 

As these factors are used in relation to an accounting quality analysis, it is more comprehensive and 

appropriate to conduct a qualitative study in the form of a case study, rather than a quantitative one. 
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A case study is an empirical examination of practical events, which maps out a broader fundamental 

context of the specific event. A case study focuses on critical paradoxes or abnormal aspects of actions 

within a company or in practice, and the case study in this thesis  is used for investigating if accounting 

manipulation could have been detected earlier on (Flyvbjerg, 1996). In other words, the case study 

contributes to answering the overall problem statement by providing practical examples and 

knowledge on the performance and detection of accounting manipulation.  

The number of selected cases is limited to five, which all have different core operations and operates 

in various industries. All the cases consist of companies where accounting manipulation has been 

conducted. Hence, the cases are considered to be extreme, which is characterized as a rare 

phenomenon that is worth analyzing (Flyvbjerg, 1996). The case companies are located in Norway, 

meaning that all companies are under the same regulations and jurisdiction, which gives all cases the 

same fundament for comparison. Another factor that affected the choice of cases was also the amount 

of data available, as well as the quality of the data. Therefore, the following cases are chosen:   

Case 1 - Troms Kraft AS - Kraft & Kultur AB   

Case 2 - Lunde Gruppen AS  

Case 3 - Sponsor Service ASA   

Case 4 - Andersen Emballasje & Design AS  

Case 5 - Fast Search & Transfer AS  

The case study contributes to answering the different sub-questions, and thereby the overall problem 

statement. The first sub-question, regarding the definition and understanding of accounting 

manipulation, is answered in the theory section in chapter 4. In order to answer this question, the 

curriculum from Accounting, Strategy & Control such as articles, textbooks, and other class material is 

used in order to form a definition of accounting manipulation, which will be used consistently during 

the thesis.    

In regards to the second sub-question and how accounting manipulation can be performed, chapter 4 

describes theoretical ways of manipulating financial statements, while the case study in chapter 5 

presents specific methods in which accounting manipulation has been performed in practice. This is 
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done through analysis of court documents, audit reports in relation to bankruptcy reports from 

Norwegian financial authorities as well as newspaper articles related to the different cases. The third 

sub-question revolves around how the accounting manipulation can be detected. In this case, there an 

accounting quality analysis is performed to see if it is possible to detect the manipulation and identify 

red flags from the publicly available documentation, such as annual reports from the relevant fiscal 

years up-until the manipulation was detected.  

The accounting quality analysis consists of a brief industry analysis. This is conducted through Porter's 

five forces, where the competitive situation in the industry is identified as well as general industry 

characteristics. This is followed by an identification of the accounting standards used in the different 

cases where the flexibility and discretion are evaluated. Thereafter, a red flag analysis is conducted to 

see if estimates and accounting numbers differ from the rest of the industry or from the norm. In this 

analysis, the use of financial statements is the primary source of information, where various accounting 

measures and ratio analysis is conducted in order to identify abnormalities. It is important to specify 

that the accounting quality analysis is conducted through the eyes of an external user, solely based on 

the available public information. 

Moreover, the incentives for conducting the manipulation is identified, based on different accounting 

estimates and the current situation of the company. At last, the sub-questions regarding accounting 

standards and control instances are discussed based on the findings in the case analysis. The different 

theories and models used in the case study analysis is explained in the theory section in chapter 4.  

3.3 Limitations and Delimitations 

The size of the thesis naturally limits the number of cases examined, due to the scope of the analysis. 

When using only five cases, there might be aspects in other cases that are of more or less importance 

and relevant that might be foregone. In the thesis, the scope is delimited to focus merely around 

accounting manipulation, as corruption and related crimes would be of too large extent. As a result, 

none of the chosen cases are related to this area of crime. In order to make the case study comparable, 

the geographical area is delimited to Norway. All companies included in the analysis are thereby 

Norwegian, except for one subsidiary of a Norwegian company located in Sweden, namely Kraft & 
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Kultur AB. By analyzing companies that are operating in the same country provides an opportunity of 

comparing the different cases based on the industrial level and in regards to existing legislation.   

3.4 Critique of Sources  

The sources and the data used in the thesis are considered valid and reliable, based on an evaluation 

of the authors, the source of publication and the quality of the information. The textbooks and articles 

used are written by authors that are considered as a reliable source, as it is people who work 

professionally within the field. The weakness of using such textbooks and especially articles is that the 

material can be characterized by the author's personal conviction, and therefore might be biased. This 

is mitigated by using multiple sources, including possible confirmation from other external sources 

while paying attention to the difference between the actual information and the author's subjective 

interpretations. 

The case analysis is conducted in the years leading up to the manipulation and/or bankruptcy of the 

companies, and since some of the cases are from 20 years ago, it is acknowledged that it can be 

challenging to identify competitors and industry characteristics entirely correct. The different 

company's NACE industry codes are used to gather more information about the industry they are 

operating in.  
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4. Theory 

In the following chapter, the relevant theory is examined to create a foundation for the analysis in 

chapter 5. The chapter presents theory in relation to the understanding of accounting manipulation, 

applicable accounting standards, ways of analyzing the financial statements and means of performing 

accounting manipulation in relation to revenue and costs respectively. This section seeks to answer 

sub-question one and two and to provide all relevant information in order to perform the analysis 

sufficiently. 

4.1 Defining Accounting Manipulation 

Accounting manipulation is a phenomenon that should be interesting for everyone who is users of 

financial statements for decision-making and other purposes. To be able to use accounting information 

for decision-making purposes it is required that the information provided is relevant to the company’s 

current and predicted future situation. In other words, for the financial statements to be of most value 

to the accounting user, the financial statements should have a high accounting quality.  

There are many different perceptions and definitions of what accounting manipulation is. The many 

perceptions might occur due to the different severity of manipulation, and the following section 

elucidates what the thesis defines as accounting manipulation in this particular context. Accounting 

manipulation has many names, such as income smoothing, gaming, creative accounting, earnings 

management and window dressing (McKee, 2005). In addition to the different names, there are 

different definitions of what accounting manipulation is. For instance, McKee (2005) refers to 

manipulation as: 

“The practice of distorting the true financial performance of the company.” (McKee, 2005, p. 4) 

Healy & Wahlen (1999) defines earnings management as:  

“Earnings management occurs when managers use judgment in financial reporting and in 

structuring transactions to alter financial reports to either mislead some stakeholders about the 

underlying economic performance of the company or to influence contractual outcomes that 

depend on reported accounting numbers” (Healy & Wahlen, 1999, p. 368).   
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Further, there are different degrees of manipulation. The degrees span across a scale where one end is 

conservative earnings management, which is viewed as a grey area between what is legal and not and 

the other end is intentional fraud or manipulation, which is considered to be highly illegal. Cases that 

are located at the end of the scale which contain illegal ways of manipulating financial statements are 

the ones that are examined throughout this thesis. The definition of accounting manipulation used in 

this thesis is when accounts are intentionally and wrongfully adjusted or misstated in order to portrait 

a picture of the financial situation of a business, that does not coincide with the reality. 

4.2 Who Commits Accounting Manipulation   

KPMG is one of the largest audit- and advisory firms in the world, and through a global analysis 

concerning fraud, they have tried to come up with a specific profile of who is typically committing 

accounting manipulation. The report is concerned with trying to see if there are certain behaviors, 

features or defining traits that could be helpful in order to identify individuals within an organization 

who are more likely to perpetrate fraud than others are. The report is based on 750 people who have 

committed accounting manipulation across 81 countries (KPMG, 2016). A key finding is that weak 

internal control remains a major contributing factor for fraud and accounting manipulation. In 

addition, the results show that technology is a significant enabler for the fraudsters, and by contrast, 

the results showed that technology is not being used enough to prevent or detect manipulation. Other 

findings that indicate who the typical fraudster is, is that 69% or the 750 people that were analyzed 

are between 36 and 55 and that 79% are male. In addition, 36% of the typical fraudster holds an 

executive or director level position. The majority of the people who commit accounting manipulation 

are in other words males in a management position. Although, it is important to clarify that men 

typically dominate the management executive positions today (SSB, 2016). Furthermore, the person is 

typically described as autocratic and is likely to have conspired with others. The results also show that 

the accounting manipulation is most often motivated by personal gain, thereby greed, and lastly just 

because they can (KPMG, 2016).      
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4.3 Motives for Accounting Manipulation 

For accounting manipulation to occur, incentives to perform the manipulation must exist. The overall 

goal with the manipulation will always be to achieve an economic benefit, either for the company as a 

whole or individually. It is essential to be aware of the specific motives management might have to 

exploit flexibility in accounting regulations or their temptation to perform illegal activities and 

manipulate the financial statements (Petersen & Plenborg, 2012).  

Even though the motives or incentives are straightforward in the sense that economic profit usually is 

the goal of every company, there are several underlying reasons for wanting to commit the crime. If the 

management has been under pressure for a long period, they might be tempted to wrongfully exploit 

the flexibility in the accounting regulation to promote their own interests. Management compensation 

is also something that can create incentives for manipulation. For example, management might be 

tempted to recognize impairment losses in a period where performance is poor and where 

management will not achieve a bonus anyway, also known as a big bath (Petersen & Plenborg, 2012). 

In addition, firms that are exposed to some kind of supervision from public authorities might have 

incentives to manage reported accounting numbers in the desired direction. For instance, the federal 

authorities can often closely monitor firms that are in a dominating market position. For example, a 

dominant telecom company in a specific country who exploit their position to earn excess profits might 

have incentives to hide this economic benefit from the authorities (Petersen & Plenborg, 2012). Also, if 

a firm is considering to raise capital on a stock exchange, or if the company is about to be acquired, 

management will have incentives to make the company look as profitable as possible. These examples 

illustrate that there are many motives and incentives for manipulating financial statements. Hence, the 

different incentives are reviewed in the cases analyzed in this thesis.  
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4.3.1 The Fraud Triangle    

Criminologist Donald R. Cressey first developed the fraud triangle to explain why people commit fraud. 

The three components of the triangle are opportunity, realization and pressure/incentives. When 

Cressey developed the triangle, his premise was that all three elements had to be present for 

performing fraudulent activities (Ernst & Young, 2011). What the triangle can do in this context is to 

determine if there was a high risk of accounting manipulation in the cases analyzed in this thesis, prior 

to the detection.  

Pressure is often what motivates the manipulation in the first place. For instance, if a manager has 

personal financial issues, which he or she is unable to solve through legitimate means, committing an 

illegal act can be considered. A high pressure to achieve specific results can come from stakeholders, 

the pressure to pay off debt can come from creditors, or one can experience pressure to maximize 

bonuses or compensation. 

Opportunity defines how the crime can be committed. There are things that can be done internally in a 

firm to decrease the chance of manipulating accounts. For example, involving several people in 

processes that are exposed to manipulation is a way of creating an internal control mechanism. On the 

other hand, this might be easier said than done because management is often involved in the 

manipulation, and they might have the power to override the internal control. In regards to internal 

control mechanisms, the size of the company and the number of people involved in the control is also 

important to consider, as a broader allocation of responsibilities makes it more difficult to carry out.   

Rationalization is the third leg of the triangle. A manager with no criminal background who are caught 

in a desperate situation might justify his or her actions because they do not define themselves as a 

criminal. The general beliefs existing in the company is also a factor that can contribute to manipulating 

accounts.  

The risk of accounting manipulation is thus to increase if all components are present in a given 

company or situation. Even though the triangle itself cannot detect or prove accounting manipulation, 

it can be viewed as a tool that can assist in measuring the possible risk of manipulation to take place in 

a given situation. The triangle is illustrated below. 
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Figure 2. The Fraud Triangle. Source: Ernst & Young 2011   

 

4.4 Accounting Standards  

Financial statements are proven useful in a wide range of business decisions. Financial statements are 

helpful when considering new investment opportunities, for forecasting future growth, but it is also an 

essential management tool. Even though the components in the financial statements are similar overall, 

the financial statements are prepared under different accounting standards, such as IFRS, US GAAP or 

other local accounting standards. This chapter presents the different accounting standards relevant to 

the field of study.  

4.4.1 International Financial Reporting Standards  

International Financial Reporting Standards (IFRS) are international accounting standards published 

by the International Accounting Standards Board (IASB). The mission is to bring transparency, 

accountability, and efficiency to financial markets around the world by issuing IFRS standards (Fedders 

et al., 2017). To assure increased quality and comparability between financial statements, all listed 

companies within the European Union had to submit their financial reports after the IAS and IFRS 

standards from 2005 (Schwencke, 2006). In Norway, this is on the other hand optional for subsidiary 

companies within a group, since the consolidated statement is required to be submitted under IFRS. 
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For Norwegian non-listed companies, it is voluntary to report under IFRS both for consolidated and 

annual financial statements (Fedders et al., 2017).        

4.4.2 Norwegian Accounting Regulations 

The companies that reports under the Norwegian Regnskapsloven (RL) are specified under § 1–2. The 

yearly financial statements in companies obligated to report them are public information. The purpose 

of it being publicly available is to present relevant information about a company’s economic 

development and financial position so that the users of the statements can make good decisions. The 

users of the financial statements can be individuals considering applying for a job in a specific company, 

or an investor considering whether to invest (Krav til Regnskapet, 2017). 

The financial statements shall be prepared after the regulations presented in RL and in accordance 

with God Regnskapsskikk (GRS). A complete financial report should as a minimum contain an income 

statement, a balance sheet, a cash flow statement (not for small enterprises), additional notes, and an 

audit report if the company is obligated to have a yearly audit (Krav til Regnskapet, 2017). The balance 

sheet reports the company’s assets, equity, and liabilities in a given time period. The income statement 

and cash flow statement communicate the flow of resources between two periods and shows changes 

in the accounts from one period to another. The statements complement each other and have a higher 

value of information together rather than separately. In addition, the notes are complementing the 

information given in the financial statements and are again contributing to improving the quality of the 

information presented (Petersen & Plenborg, 2012).  As previously mentioned, listed companies are 

obligated to report under the IFRS standards, but companies that are not reporting under IFRS are 

following the regulations described in the following section.   

4.4.2.1 Basic Accounting Principles 

The basic accounting principles consist of two main groups. First, financial statements shall be 

prepared in accordance with five fundamental accounting principles, presented by Regnskapsloven 

chapter 4. These five principles form a basis for recording a transaction. The principles are: 

 



  
 

 

Page 20 of 133 
 

1. Transactions shall be accounted for at the value of the consideration at the transaction date   

2. Income shall be recognized in the income statement when it is earned  

3. Expenses shall be recognized in the same period as the corresponding income 

4. Unrealized loss shall be recognized in the income statement  

5. For hedging, profit and loss shall be recognized in the same period  

The above principles are the first group. The second group concerns best estimates, the principle of 

congruence, application of principles, prerequisites for continued operations, and lastly God 

Regnskapsskikk (GRS). Estimates are determined with the information available at the time the 

financial statements are presented. All income and costs shall be recognized according to the 

congruence principle. With the application of principles, it is determined that the financial statements 

have to be presented after uniform principles that shall be consistent over time. Also, the financial 

statements should be presented with the prerequisite of going concern, as long as it is not probable 

that the company will be liquidated. 

4.4.3 Fundamental Differences – Regnskapsloven and IFRS 

The following section briefly introduces the fundamental differences between Regnskapsloven and 

IFRS. One of the companies in the case analysis, FAST Search & Transfer, were reporting under IFRS 

during the analyzed period, which is why these differences are mapped out. This section can also 

contribute to identifying whether or not the accounting manipulation could have been detected or 

prevented under other conditions.  

4.4.3.1 IFRS is Balance Oriented 

The most fundamental difference between IFRS and Regnskapsloven (RL) and God Regnskapsskikk 

(GRS) is that IFRS is balance sheet oriented, while RL and GRS are income statement-oriented.  In RL 

and GRS the focus lies on the income statement, and the overall goal is to give the most reasonable 

measurement of the periodic result, which again means that the balance sheet gets a more subordinate 

role. In companies presenting their financial statements in accordance with IFRS, only items that fulfill 

the requirements for assets and liabilities are to be capitalized. The rest are to be recognized on the 

income statement (Fardal, 2007). A central criterion for capitalizing on the balance sheet is that it must 
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be probable that future economic benefits related to the item will accrue the company in the future, in 

addition to being measured in a reliable way. Revenue and costs are defined as changes in assets and 

liabilities, such that the income statement is, as opposed to RL and GRS, subordinate to the balance 

sheet (Fardal, 2007).   

4.4.3.2 IFRS and Fair Value 

Another important difference is that RL and GRS are built on a transaction based historical cost price. 

This means that there needs to be a transaction, for example, a purchase or a sale, before anything can 

be recognized in the financial statements. The main rule for recognizing assets is that the asset should 

be valued at cost price, adjusted for depreciation and write-downs (RL § 5-5), but writing up the value 

is not allowed. Liabilities are treated in the same way as the assets. The exception is for financial assets 

that are market-based, which are to be assessed at fair value.  

IFRS allows, and to some extent require, that assets and liabilities are measured to fair value, and these 

items are measured at this value independent of a transaction has occurred or not. Unrealized profits 

are therefore more often recognized on the income statement in companies reporting under IFRS. 

Examples of assets that can or should be measured to fair value are financial instruments, investment 

properties, biological assets and stock-based payments (Fardal, 2007). The use of fair value requires 

the establishment of routines and accounting systems that can secure a satisfying calculation and 

documentation of the values in areas where market prices do not exist. It is also expected that both the 

income statement and balance sheet will vary more in between companies that are subjected to IFRS 

than RL, and therefore also GRS (Fardal, 2007).    

4.4.3.3 The Scope of the Regulations 

RL is a regulation that establishes basic accounting principles and rules for evaluation. RL is 

supplemented with standards of accounting that are published by Norsk Regnskapsstiftelse (NRS). The 

regulations have a relatively limited scope, and RL and GRS require that issues that are in fact not 

regulated, finds its solution by using the basic principles of accounting presented in RL. On the other 

hand, IFRS is characterized by being quite comprehensive and regulates many details that make the 
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IFRS standards more extensive and detailed. For example, the Norwegian accounting standards are 

around 450 pages, while IFRS is about 2500 pages (Fardal, 2007). 

4.4.3.4 Additional Information 

IFRS has detailed requirements regarding the information that needs to be written in the notes in the 

financial statements, and these are more comprehensive than in RL and GRS. This is for instance related 

to the fact that IFRS has a broader use of fair value, and that it in a much larger sense requires estimates 

when measuring the value of assets. Both aspects lead to the importance of the financial statements 

informing of which assumptions and methods that are used.  

The notes are one of the areas where the government has pointed out many deviations between IFRS 

and RL. It is assumed that the main reason is the scope of the requirements, but that it can also have 

something to do with the fact that the requirements in IFRS are mostly mandatory, while GRS practice 

a more liberal interpretation of the requirements (Fardal, 2007). The above-mentioned differences 

between Norwegian regulation and the IFRS standards are limited to a few, but they are considered 

the most important ones in this setting. 

4.5 The Role of the Auditor 

Until now, the different regulations applicable to companies and their financial statements have been 

introduced, and the regulations are the foundation for how financial information is presented. Further, 

the financial information presented in the reports must be controlled, and one of these control 

instances is the auditor. An audit is an independent third-party control and examination of the financial 

statements, and an auditor audits the financial accounts and records kept by others. An auditor 

presents an audit report that has to be included in the annual report. If the auditor has any remarks in 

regards to the financial statement, it should be stated in the audit report. Due to the third-party 

requirement, the auditor cannot have any relations with the company other than being their 

auditor.         

When conducting an audit of a company's financial statements, the overall objectives of the auditor are 

to obtain reasonable assurance about whether financial statements as a whole are free from material 
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misstatement, due to fraud or error. The auditor is thereby to express an opinion on whether the 

financial statements are prepared, in material respects, in accordance with applicable financial 

reporting and framework. In addition, the auditor is to report the financial statements and 

communicate the findings as required by laws (ISA 200). The auditor shall exercise his business with 

integrity, objectivity, and care, and is viewed as a representative of the society (Revisorloven § 1-2). In 

regards to manipulation, the auditor is the first external and independent control mechanism that a 

company’s financial statements go through. It is therefore essential that the auditor is exercising his or 

her responsibilities in accordance with the law.     

4.6 Analysis of the Financial Statements 

The financial statements of a firm summarize the consequences of a business’ activities performed 

during a year (Palepu et al. 2016). Firms typically produce five financial reports on a periodic basis: 

1. Income statement 

2. Balance sheet 

3. Cash flow statement 

4. Statement of other comprehensive income 

5. Statement of changes in equity 

The notes provide additional details on the different line items that accompany the different 

statements. In addition, the management provides a narrative discussion of the activities of the firm, 

their performance and their risks (Palepu et al. 2016). For the purpose of this thesis, it is important to 

understand the relationship between these statements. The financial statements in addition to the 

notes, explains the financial situation of a firm during the given period. It can, therefore, be useful to 

conduct a thorough analysis of the firm's financials, in order to get a more comprehensive 

understanding of the financial situation. As previously mentioned, the statements have increased 

information value when reviewed together.  
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4.6.1 Ratio Analysis  

Ratio analysis involves assessing the income statement and balance sheet data of a firm. For the scope 

and purpose of this thesis, the ratio analysis is not necessarily used to measure the profitability of the 

firm, which is the most common field of usage (Palepu et al., 2016). In this thesis, the ratio analysis is 

used as a part of the analysis in order to look for abnormalities, and as supporting evidence when 

identifying red flags for manipulation.   

First of all, the ratio analysis is used to compare the specific company to the rest of the industry as well 

as to general standards, in order to map out if some of the ratios deviate from the norm. Also, the 

development in the ratios is used to see if one can notice any signs of possible manipulation. In 

particular, this thesis reviews ratio that is important for the core activities of the specific company. 

What accounting items and ratios that are reviewed is determined based on the current situation of 

the company at the time, in addition to relevant industry factors. For instance, if the company that has 

inventory as a critical factor for the core business, or if the inventory makes up for a large percentage 

of the total asset value, the thesis typically reviews ratios related to the inventory and connected line 

items.    

4.6.2 Cash Flow Analysis 

While a ratio analysis is focused on analyzing a firm’s income statement and balance sheet, the cash 

flow analysis provides another indication of the quality of the information provided by the financial 

statements. In the reported cash flow statement, a firm classifies their cash flow into three components. 

The three categories are cash flow from operations, cash flow related to investments, and cash flow 

related to financing activities. The first component is cash flow generated from the sale of goods and 

services, after paying the cost of inputs and operations. The second component shows the cash that is 

used to pay costs in regards to investments such as capital expenditures, intercorporate investments, 

acquisitions, and cash received from the sale of non-current assets. The third shows the cash raised 

from or paid to, the shareholders and debtholders of the firm (Palepu et al. 2016).   

The cash flow statement can be used to address several questions in regards to the cash flow dynamics 

of a firm. Palepu et al. (2016) suggest that an analysis of the cash flow can answer a number of 
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questions, for example: How strong is the internal cash flow generated? Is the cash flow negative or 

positive, and if negative, why? Does the company have the ability to meet their short-term financial 

obligations? What type of external financing does the company rely on? Equity, current debt, or non-

current debt? Is the financing consistent with the overall business risk of the firm?  Even though the 

cash flow statement can somewhat give an answer to the questions above, it might be difficult for a 

number of reasons. The cash flow statement varies across firms, in regards to how the data is enclosed. 

Comparison across firms might be difficult, and in order to compare, analysts often recast the 

information provided. 

Overall, when analyzing the cash flow statement for any firm, it is suggested to focus on a few measures 

that should also be evaluated in the context of the business of the firm, the growth strategy and the 

financial policies (Palepu et al. 2016). For example, cash flow from operations before and after 

investment in working capital and interest payments should be reviewed upon to examine if the firm 

is able to generate a surplus of cash from its operations and to assess how the working capital is 

managed. In addition, to determine the ability the firm has to meet interest, and principal payments 

can be reviewed through the free cash flow available to debt and equity holders. Lastly, to assess the 

financial ability to sustain a dividend policy and identify potential agency problems from excess free 

cash flow can be reviewed through the free cash flow available to equity holders (Palepu et al. 2016).  

The cash flow statement is most definitely important, not only in order to assess the general financial 

situation in the firm but also in relation to accounting manipulation. As reviewed in the next chapters 

of this thesis, there are many ways of manipulating a firm’s accounts. Income smoothing is a way to 

level out fluctuations in the net income, and if a firm is performing severe income smoothing, this will 

not affect the cash flow. This again means that by thoroughly looking into the financial statements, such 

a case can be detected. Also, if a company is reporting fictional revenue and associated receivables, it 

will never result in cash flow to the firm. Unaffected cash flow with continuously increasing revenue 

and receivables is thereby another way of possibly detecting manipulation through the cash flow 

statement. These are just a few examples of how the cash flow statement is relevant to the scope of this 

thesis.       
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In the cases analyzed throughout this thesis, both ratio analysis and cash flow statement analysis is 

undertaken in order to get a clear picture of the financial situation at the time leading up to the 

detection of the manipulation. The financial statements are analyzed to see if they were showing any 

signs or reasons of possible manipulation before it was detected.     

4.7 Accounting Manipulation     

There are mainly two ways of affecting the reported income of a company. The first one is about 

changing the ways the accounting numbers are reported, also called accounting policy choices. It could, 

for instance, be the company’s choice of depreciation method, their recognition of research and 

development costs, or how they choose to recognize goodwill. The other way is often referred to as real 

actions, where the reported income through investments and financing decisions are affected. It is not 

necessarily the choices itself that result in manipulation, rather the purpose of the choices that can be 

related to manipulation. The different accounting standards also give various discretionary choices to 

the companies, which may lead to management taking advantage of this freedom, to increase investors 

opinions and therefore also the share price of the company. It can, however, be very challenging to 

detect these choices, and the amount of manipulation that is intended, as McBarnet and Whelan (1999) 

suggest:  

“One person’s creative accounting is another’s carefully considered judgment; one person’s device 

is another’s legitimate management tool; one person’s systematic understatement of profit is 

another’s application of the prudence concept.” (McBarnet and Whelan, 1999, p. 99) 

Accounting manipulation can, therefore, take many different forms, but some seem to recur repeatedly. 

All accounting manipulation have in common that the purpose is to mislead the user of the financial 

reports. Through history, we can learn from what has happened and find out what parts of the financial 

statement that was manipulated and how it was done. Kinserdal (2017) looks at previous cases of 

manipulation and comes up with six different methods that often reoccur, which then are scenarios to 

be aware of. There are also seven ways of manipulating accounting numbers presented by Schilit and 

Perler (2010), and these are elaborated on in the sections below. It is, of course, important to point out 

that there are other ways of manipulation in addition to the one mentioned below, but the ones 

mentioned are considered the most common.  
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According to Kinserdal, the first scenario is that revenues are recognized in the income statement too 

early. There are many ways for firms to receive payments for the service or goods that they provide. 

Some payments are received before the actual service, or good is delivered, like prepayments, 

memberships or from contracts, amongst other. According to IFRS 18, revenue should not be 

recognized unless it is probable that any future economic benefit associated with the sale will flow to 

the entity, and that the amount of revenue can be measured with reliability. In this case, the important 

question in relation to earnings quality is whether revenue is recognized too early. Consequently, the 

income statement will be overstated, while the liabilities on the balance sheet will be understated.  

An example could be that a firm enters a contract that runs over several periods, but recognize the 

entire contract in the current period, instead of capitalizing parts of the revenue as an unearned income 

until the service or good in the contract is provided. The revenue is therefore overstated in the current 

period with the net present value of the contract, while non-current receivables are recognized on the 

balance sheet. The receivables will lack economic substance and costs incurred in the future will not 

be paired with the corresponding income. In other words, the revenue is overestimated by 

underestimating unearned earnings.   

It can be challenging to consider if it is the flexibility that is exploited or if it is actually accounting 

manipulation that is taking place. Either way, this affects the accounting quality in a negative way. 

Therefore, it is important to look carefully into the firms accounting policy and revenue recognition in 

order to see if it makes sense in the light of the economics of the industry and corporate operating 

strategy (Wahlen et al. 2017, p. 360). This can be very difficult as many of these accounting choices 

include a lot of discretion and flexibility.  

Secondly, transactions with related parties to camouflage loss also often occur. The accounting 

manipulation happens through transactions between related companies.  A related party transaction 

is a transfer of resources, services or obligations between a reporting entity and a related party, 

regardless of whether a price is charged. IAS 24 defines related parties as a person or an entity that is 

related to the company that is preparing its financial statement. The objective of this IFRS regulation is 

to make sure that the entity enclosures the correct information that is necessary to draw attention to 

the possibility that its financial position and profit or loss may have been affected by the related parties. 
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The same is stated in Aksjeloven (AL) §3-9. Therefore, these transactions should be included in the 

financial statement, but this is not a requirement and can, therefore, be very difficult to sort.  

In the cases of accounting manipulation, it can often be that a related company and the main company 

use incorrect transfer prices as a way to seem more profitable. Another risk is when the company is 

applying for loans. If the structure of the transactions between companies are difficult to detect, and 

the related companies have loans between each other, then the identification of total liabilities that the 

company have can be very difficult for the bank to determine. Transactions between related parties 

may, therefore, create opportunities for manipulation or camouflage by management, and therefore 

increase the risk of fraud (Laudato, M. 2015). It is also difficult for the accounting user to identify this 

manipulation as the related transactions are not included in the consolidated group statement.    

The third scenario is when the company uses balance sheet accounting rather than cost accounting. 

This is when a company recognizes values on the balance sheet when it, in reality, should have been 

recognized as a cost or should have been written down. A company could in order to reduce costs and 

increase their balance, for example by capitalizing maintenance work instead of recognizing it as a cost 

on the income statement.  

The fourth scenario is when assets are overvalued or when write-downs are postponed to future 

periods. This often happens in relations to companies that are sensitive to inventory. A typical case is 

that companies are resistant to write down the value of their inventory in order to maintain a high 

value on the balance sheet.   

The fifth scenario appears when the company puts assets on the balance sheet that does not exist. This 

is a very aggressive form of manipulation where fictive values are recognized on the balance sheet, 

based on false documentation. The sixth and last scenario is when there is a lack of provision for 

liabilities. Provisions for liabilities are only supposed to be recognized if there is a significant 

probability of a payout. The judgments of these provisions are therefore very subjective and can be 

used to undermine future liabilities.  

In addition to these scenarios identified by Kinserdal (2017), there are some common ways of how 

corporate management can manipulate accounting numbers, which is defined by Schilit and Perler 

(2010):  
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1. Recording revenue prematurely  

2. Recording fictitious revenue  

3. Increasing revenue with non-recurring gains  

4. Shifting current expenses to an earlier or later period  

5. Employing other techniques to hide expenses or losses 

6. Shifting current revenue to a later period  

7. Shifting future expenses to the current period as a special change  

Recording revenue prematurely is explained above, found as a common way of manipulation by 

Kinserdal (2017). It is important to consider how a company chooses to apply revenue recognition 

principles in order to determine whether it is elasticity that is being utilized or if it is a more aggressive 

revenue recognition in violation of basic accounting principles. The point is that the choice of principle 

and practice has an effect on the accounting quality. An example could be that long-term contracts, 

where revenue can be recognized according to the method of completion. The completion method 

opens for several choices and preferences as to when it is recognized such as a number of hours, the 

amount of costs incurred in relation to estimated costs and so on. These choices open to manipulation 

and aggressive accounting based on what choices that are made. Other ways of recognizing revenue 

too early could be by shipping goods before the sale is actually finalized, recognizing revenue even if 

the sale is uncertain or other difficulties still exists, and last, recognizing revenue when future costs are 

still due (Schilit and Perler, 2010).   

Recognition of fictitious revenue could be transactions where there, in reality, is no corresponding 

liability. This type of manipulation often includes sales contracts or other documentation that is 

counterfeit, in order to trick the user of the report. If this is the case, it can be extremely difficult for the 

user to detect the manipulation. Another case is if a company gets refunds from their suppliers because 

of one or several deficiencies. In such a case, the refunds might be recorded as revenue when it actually 

is not. In addition, using wrongful measures and estimates in financial reports can contribute to 

misleading accounting numbers.    

To increase revenue with non-recurring gains can be tempting for companies in critical situations. The 

income statement is usually divided into operating and non-operating revenue, where the latter is 

revenue that stems from activities outside the core operations of the firm, often one-time transactions. 
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The former is the revenue that arises from the core operations of the firm. Therefore, one can be 

tempted to boost the revenue by increasing revenue from non-operating activities fictitiously. Some 

examples of non-operating activities can be to sell undervalued assets and classify this amount as 

operating revenue. This  creates the illusion of a higher permanent revenue rather than a temporary 

revenue. Other ways could be by retiring debt, or by failing to segregate non-recurring activities. On 

the other hand, it is important to be aware of the fact that operating costs, in the same way, can be 

classified as non-operating costs, and thereby be camouflaged.  

The next way of manipulating the accounting numbers is by shifting current expenses to an earlier or 

a later period. By improperly capitalizing costs, one can move the costs away from the current period. 

In order to capitalize expenses, the expense needs a corresponding revenue in the future and therefore 

costs like marketing costs, development costs and so on would most likely not be appropriate to 

capitalize.  

When costs are capitalized over future periods, the earnings in the current period is overestimated, in 

addition to an overestimated equity and balance sheet. Another way is by using a too slow depreciation 

and amortization period of fixed assets. If the assets are depreciated over an excessively long period, 

the expenses are spread over a longer period than the revenue from the asset and will, therefore, create 

overestimated earnings. At last, the failure to write down assets can create the same effect. When the 

company fails to write down assets to fair value, the real costs are postponed to future periods.  

In order to hide expenses, a company may fail to recognize expenses by conducting aggressive 

accounting practice. For instance, expenses can be hidden by failing to recognize them at the end of an 

accounting period. A company can also increase revenues by reversing provisions, such as provisions 

for restructuring. This has a positive effect on the income. In reality, this will represent a reduction in 

expenses and not an increase in revenue.  

Shifting current revenue to a later period can be done by creating reserves and releasing them into 

revenue in a later period. This can be done by blowing up unrealized earnings, and then in a later period 

realize these earnings when needed. This might be more typical for growth companies that want to 

make “safe” growth in the future by setting aside revenue for periods where the growth is diminishing. 

The quality of the income statement and the balance sheet is therefore weakened, as this does not 

reflect the economic reality of the company.       
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The last phenomenon commonly known as a big bath is when the company is shifting future expenses 

to the current period as a special change. The focus here is to boost revenue in a future period, rather 

than in the current period. One way of doing this is by writing off future year’s depreciation and 

amortization in the current period. This could, for instance, be inventory, current assets, and intangible 

assets by expensing these costs before they generate income. A way to manipulate the accounting 

numbers is to classify the write-down costs as non-operating costs. This leads to a higher operating 

income in the future, without affecting the operating income in the current period since the non-

operating costs are presented below operating income in the income statement. As an example, a 

company can wrongfully write down the inventory in the current period as a one-time cost that cannot 

be matched with a real sale.  

Accelerating discretionary into the current period is another way of conducting a big bath. When a 

company sets aside money for future costs, also called provisions, the question of flexibility becomes a 

large matter. It can be difficult to set aside the right amount accepted for the current regulation for 

cancellations, guarantees, warranty obligations, retirement or ending-packages, which all can be 

manipulated through discretion. A simplified example could be that a company estimates that they 

have to let 100 employees go the next period. Instead of communicating that it is 100 employees, they 

communicate and set aside the money for 200 employees instead. If one ending-package costs 100 

thousand per employee, the company will capitalize 20 million, while the real number is actually 10 

million. This means that in the future, the company has reserves of 10 million on their debt account 

which can be released and reduce costs in the future, on a rainy day. 

4.8 Accounting Quality Analysis  

In this chapter, the different factors influencing the accounting quality is identified through an 

accounting quality analysis. The purpose of an accounting quality analysis is to interpret the 

information available in the financial statements, as well as to cover and identify the different 

discretions that are made, in order to evaluate whether a firm’s accounting captures its underlying 

reality (Palepu et al. 2016).  

The accounting quality analysis is applied to the cases to get a better understanding of the accounting 

numbers presented and to be critical of the firm’s evaluations and discretions. This analysis should be 
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conducted even though the financial statement is prepared with the best intentions (Gjesdal, 2003). As 

pointed out previously in the thesis, the accounting quality analysis is implemented in the analysis to 

see if it is possible for an external user to detect the manipulation. Therefore, this next chapter clarifies 

what an accounting quality analysis consists of.  

First of all, the user of the financial statement needs to be critical of the information available, have the 

correct accounting practice and be informed of the industry that the company is operating in. An 

accounting quality analysis uses three factors that are influencing the accounting quality and that are 

considered sources of noise and bias in accounting data. The first factor is noise that is created from 

accounting rules. Accounting rules can introduce bias and distortion as they may generate accounting 

numbers that are not reflecting the true business. An example of this is the revised IAS 19 that in 

relation to the measurement of pension expenses states:  

“The discount rate used is determined by reference to market yields at the end of the reporting 

period on high quality corporate bonds, or where there is no deep market in such bonds, by 

reference to market yields on government bonds” (IAS 19).  

Implying that companies should use a risk-free return when recognizing pension expenses, which does 

not reflect the real situation if the company makes good investments with the pension fund, and 

potentially yield a much higher rate of return than the risk-free rate from government bonds. This type 

of regulation prohibits the company to use the real value of the pension expenses and instead they will 

have to use a much more conservative measure, which then distorts the numbers. The degree of 

distortion introduced by accounting standards depend on how well uniform accounting standards 

capture the nature of a firm's transactions (Palepu et al., 2016).  

Secondly, forecast errors may cause some sort of distortion or noise in the accounting data. This 

happens because managers cannot foresee the future correctly. The difficulty occurs when a manager 

needs to estimate future numbers that are reasonably certain, which is the rule for when to estimate, 

such as for expected returns from customers or what amount of receivables they expect not to receive. 

Because the managers have difficulties in knowing what the numbers are going to be, the numbers are 

going to differ from the real ones, which again leads to forecast errors. It is essential to keep in mind 

the nature and complexity of the transactions when estimating these forecasts. Economic, industry and 
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environmental factors also play a great role when assessing the forecasts. Once again, this shows how 

important it is to stay critical of the reported accounting estimates.  

Last but not least, the managers accounting choices could cause large differences in accounting 

numbers. This may be where the managers are the most tempted to conduct some sort of accounting 

manipulation. Managers may have different incentives, as discussed in previous sections, to perform 

their accounting discretions in order to obtain the wanted upon results. An example of policy choices 

can be in relation to debt covenants that are based on accounting measures. Typically, when a firm 

enters a loan agreement, the bank demands that some accounting measures needs to be within a 

specific range or at a minimum, in order for the company to keep the loan. If some of these covenants 

are breached, it can have fatal consequences such as having to pay back the loan immediately or 

receiving fines. Based on the covenants managers can be very tempted to choose the accounting policy 

that in the best way satisfy the demands of the debt covenants. This can also be seen as a motivational 

factor for why some commit accounting manipulation.  

Another example could be that management wants to influence their compensation. Often in relation 

to compensation, managers might make accounting choices that favor the profits of the company or 

other measures that might be important when negotiating compensation. For example, many managers 

are compensated with a bonus if profits reach a specified target. Another aspect is that job security 

might depend on different measures, which creates incentives and motivation for managers or other 

employees to make accounting choices that favor them. Managers may also make accounting choices 

to influence different stakeholder’s perception of the firm. Important stakeholders that the firm might 

want to influence could be both customers and suppliers, as well as investors, by making the financial 

statement more favorable.  

It is also worth mentioning that the enclosed information is a very important part of the accounting 

quality as well as the above. The amount and quality of the notes may affect how costly and timely it is 

for the external user to understand the economic reality of the firm. The reason why firms make 

accounting choices in order to manipulate is very much linked up to their incentives and motivation. A 

quality analysis helps the user in identifying accounting choices and discretionary assumptions in the 

annual accounts. In that way, the accounting quality analysis works as a useful tool for interpretation 
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and quality assurance of the accounting information that decision makers receive through financial 

statements.  

4.8.1 Steps in the Accounting Quality Analysis 

This section explains how Palepu et al. (2016) defines the different steps that are included in the 

accounting quality analysis, which is used in the case analysis in chapter 5. The first step is to identify 

key accounting policies.  

4.8.1.1 Identify Key Accounting Policies  

A firm’s competitive strategy, in addition to industry characteristics, can be a good indicator of typical 

key success and risk factors that the firm might be exposed to. A financial statement analysis has an 

overall goal of evaluating how the firm is managing these, and in an accounting analysis, the analyst 

should identify and evaluate policies and estimates that the firm is using to measure these risk and 

success factors (Palepu et al. 2016). The risk and success factors are important to identify because they 

are the ones that affect the accounting numbers in the most critical way. An example of a critical success 

factor in the banking industry could be interest and credit risk management. Here the key is to identify 

which accounting measures the firm uses to measure these factors. This can be done by identifying the 

policies that determine how the measures are implemented. By using the banking example, the credit 

risk can, for example, be measured through the accounting item called loan loss reserves. This measure 

explains the risk of giving credit to customers and the risk of customers defaulting on their payments. 

For instance, IFRS requires firms to explicitly identify the accounting methods and estimates that 

require the most judgment and that are of critical importance to the usefulness of their accounting 

information (Palepu et al., 2016).  

4.8.1.2 Assess Accounting Flexibility  

Flexibility and the opportunity to choose key accounting policies and estimates are not equal for every 

firm, as some are constrained by accounting standards or conventions. When there is little or no 

flexibility in choosing the accounting policies and estimates related to their key success factors 

mentioned above, the accounting data is likely to be less informative of the firm’s actual financial 
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situation. If the opposite is the case, that there is much flexibility, the accounting numbers have the 

potential of being very informative. This depends on how the managers exercise the flexibility they are 

given. It also comes with a risk of the accounting information being wrong as it opens up for 

manipulation. Regardless of the amount of flexibility in measuring success and risk factors, there will 

be some flexibility in respect to other accounting policies, for example when choosing depreciation 

policies, inventory accounting policies, how to estimate pensions and so on. By providing managers 

with flexibility on policy choices that matter a great deal for the reported performance, the possibility 

of managing and steering the reported numbers in the desired direction increases. Therefore, it is 

important to address and assess the accounting flexibility that the management and the firm have on 

the different accounting choices, in order to detect or see signals of accounting manipulation.  

4.8.1.3 Evaluate Accounting Strategy  

As mentioned above, with great flexibility derives a greater risk for financial statements to present a 

wrongful economic situation. Accounting flexibility provided to managers can be used to communicate 

the true economic situation in the firm, but it can also be exploited to hide a firm’s true performance. 

In order to assess how this flexibility is used, one can examine the accounting strategy by asking a set 

of questions.  

4.8.1.3.1 Reporting Incentives 

If there are obvious and strong incentives for management to commit earnings management and 

manipulation of accounting numbers, the risk of manipulation becomes a lot stronger. It could, for 

instance, be that management is compensated by receiving stock options, or that the company is failing 

to meet their loan covenants. These might be difficult for an external accounting user to detect as such 

information is limited in the financial reports.   
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4.8.1.3.2 Deviations from the Norm 

A sign of poor accounting strategy could be if the firm’s policies deviate from the norm within the 

industry of the firm. However, it might be a natural reason for why the measures deviate from the norm, 

and it is, therefore, important to assess why. It could, for instance, be that the competitive situation of 

the firm is different from the rest of the industry.   

4.8.1.3.3 Changes in Accounting Policies 

When the firm changes its accounting policies or estimates, it is important to identify the reason for 

the change and if the change is a natural move for the firm. An example could be in a production 

company if the warranty expenses decreased. It will then be useful to see if the firm has made some 

investments that would lead to fewer deficiencies in products and therefore a decrease in warranty 

expenses.   

4.8.1.3.4 Past Accounting Errors 

Another way of evaluating the accounting strategy is to see if the firm has made some estimation errors 

in the past. An example could be a firm that chooses a too slow depreciation period, and later on, have 

to make large write-offs because of the difference in value. Therefore, if such large write-offs continue 

to happen over several periods, it can be a sign of past accounting errors. 

4.8.1.3.5 Structure of Transactions 

The structure of the firm's transactions and the terms, such as transactions with related companies, 

can be a sign of a company using accounting strategy to achieve some accounting objective.  

4.8.1.4 Evaluate the Quality of Notes  

The dimension of the notes is an important factor in evaluating a firm’s accounting quality. Even though 

accounting regulations require a certain amount of enclosed information, managers have to some 

degree flexibility or choice regarding this matter as well. Although, IFRS represents a set of regulations 

that secure more comprehensive notes in the financial statements, compared to the Norwegian RL 
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(Fardal, 2007). There are some specific points that are important to look into when evaluating the 

quality of the information included in the annual reports, which is explained below.  

4.8.1.4.1 Strategic Choices 

First, it is important to assess if the notes are appropriate for the firm's business and accounting 

strategy. Especially, the managements narrative report can in some firms play an informative role. An 

example is if the report includes the specific industry conditions, what competitive situation the firm 

is in, and future plans. The downside is that some firms might use this report to hide and cover up 

difficulties while highlighting the positive sides.  

4.8.1.4.2 Accounting Choices 

For the external user, it is important that the notes in the financial statement are adequate so that the 

user can understand the reason and logic behind the numbers. If the accounting numbers deviate from 

the industry, the notes can be an explaining factor showing the reasoning behind the calculations. The 

same is applicable when a firm changes its policy, the notes should both show and explain the reasoning 

behind the change, making it easier for the external user to understand the accounting choice that is 

made.  

4.8.1.4.3 Discussion of Financial Performance 

Another step that is important to establish is if the firm explains and substantiates its current financial 

performance. In the annual reports, there is a chapter called the management report, which gives 

management the opportunity to explain to the external the current performance of the firm. They often 

explain the development of important accounting numbers, such as profit margins, operating expenses 

and manufacturing costs.  

4.8.1.4.4 Non-Financial Performance Information 

In relation to the discussion of financial performance, there might be some factors that cannot be 

explained through the accounting rules. If the company has made large investments or developments 

that with certainty will affect the results, have some strategic purpose, or have an income in the future, 
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it can be difficult to identify through the accounting numbers. Therefore, the non-financial performance 

information is important for the external user to see the factors that are not well described under a 

certain accounting regulation. In relation to the investment example, the accounting regulations would 

not allow the firm to capitalize the outlays, even when the future benefits are certain (Palepu et al., 

2016). Positive information included would be if the firm also allows the user to see the development 

from the investment, for example by adding different indexes and rates to show the user the expected 

progress and cash flow consequences.   

4.8.1.4.5 Segment Information 

This next step is applicable to firms that are operating in different segments. In order to give the user 

a comprehensive understanding of the company’s performance, the performance in the different 

segment groups should be accounted for. By folding out the information about the different segments 

industry and competitive situation, the accounting quality is definitely affected.    

4.8.1.4.6 Bad News 

A way to assess the quality of the accounting reports is by looking at how the management address bad 

news. Ideally, the company should adequately explain the user the reasons for negative performance 

or other kinds of bad news. If these bad news are continuously suppressed in the reports, this could be 

a sign of the management hiding something.     

4.8.1.4.7 Investor Relations 

Lastly, in order to have a good accounting quality, the information regarding investor relations should 

be easily accessible to the user.  

4.8.1.5 Identification of Potential General Red Flags  

There can potentially be many different red flags in relation to accounting manipulation. Palepu (2016) 

has identified twelve general red flags, which represents a heightened risk of accounting manipulation. 

Even though one identifies that a firm has one or some of the red flags, it does not automatically mean 

that the accounting numbers are manipulated. The identification of red flags should give an indication 
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of what one should look further into, and that the company's discretion should be thoroughly 

controlled. Below, the twelve different general red flags are shortly be explained. The purpose of the 

general red flags in relation to this thesis is to explain to the reader both accounting and organizational 

circumstances related to manipulation. It is also important to keep in mind the industry trends and 

norms while conducting a red flag analysis.  

1. The first general red flag is unexplained changes in accounting, especially when performance 

is poor. This is related to the change of accounting principle or other discretionary principles. 

This might indicate that the discretion is abused to make the financial statements look more 

presentable.  

2. Secondly, unexplained transactions that boost profits is another red flag. This could, for 

example, be that a firm uses balance sheet transactions or other non-operating transactions to 

realize profits in a period where the operating profits are poor. This could be that sales of assets 

are realized in order to boost the bottom line. It is therefore important to identify these 

transactions and look into whether or not the sale of the asset was expected and a natural part 

of their business, or if the transaction could have been done to improve results.  

3. Unusual increases in accounts receivable in relation to operating revenue increases. This 

could signalize a progressive income recognition or registration of fictitious income, as well as 

it can give an indication that the days of credit to customers are increasing or a lack of 

provisions for losses.  

4. Fourth, the unusual increase in inventories in relation to increasing operating revenue 

could indicate that the number of days that goods are on inventory increases, and therefore 

might be overvalued or obsolete.   

5. An increasing gap between a firm’s operating revenue and its cash flow from operating 

activities. If the operating revenue is steadily increasing, but the actual cash flow from 

operating activities is negative and/or decreasing, it would indicate that the income is not 

coming from the daily operations, and the company might, therefore, lack economic substance. 

It could indicate that the reason for the increase in profits is due to non-recurring sales.   

6. The sixth red flag is an increasing gap between a firms’ reported profit and its tax profit. 

This might indicate that management is reporting higher results to its stockholders in order to 

create a better image. It might be normal that the firm's taxable profits and reported profits are 
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different, but it would then remain constant over time unless there is a change in accounting 

and tax regulations. Therefore, the increase in difference could raise a red flag.  

7. The seventh red flag is if there is a tendency to use financial mechanisms like research and 

development partnerships, special purpose entities, leasing and the sale of receivables with 

recourse. Although this might be natural to the nature of the business, it could also give the 

management an opportunity to overstate assets or understate liabilities through the 

discretionary choices in these accounting posts.  

8. Unexpected large asset write-offs, for instance after a change in management, could mean 

that the new manager is taking a big bath to increase his or her chances of an increase in profits 

during the employment. It could also mean that the company is too slow when it comes to 

incorporating changes in accounting measures if the business and market change.    

9. Furthermore, if large year-end adjustments are performed, it could indicate that the 

management is trying to cover up discretion and accounting choices. This is of course not 

always the fact, but if end-year adjustments are often made, it is essential to see if these are 

natural adjustments, or if it could have been done in order to make the reported numbers seem 

more profitable.  

10. Qualified audit opinions or changes in independent auditors that are not well justified. 

This red flag is related to sudden changes of auditors, or companies fishing for the right auditor 

with the right opinion. This can be seen if a company suddenly change auditors at a point where 

it would not be natural to do so, especially if the old audit company gave remarks, and after the 

change, the remarks suddenly stops.   

11. Poor internal governance mechanisms can incriminate the security and quality of the 

reported numbers. Internal governance actors, such as different managers, auditors, and other 

supervisors are the once that should assure that the information flowing through the company 

is correct. If the different internal control actors are not independent, which could be the case 

in a family business where family bonds are strong, the quality of the accounting information 

could be weakened.    

12. The last red flag is related-party transactions or transactions between related entities. 

When transactions between other related parties occur, they might not have the same 

objectivity and influence as the free market, and the accounting estimates related to such 

transactions might be biased or favored because of the subjectivity that occurs.  
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The red flags mentioned above are general and applies to several aspects of a firm’s business. In the 

next sections, specific red flags related to either revenue or costs are accounted for. These flags, in 

particular, are useful when analyzing the quality of the financial statements as external analysts, ex-

ante.  

4.8.2 Red Flags in Relation to Revenue 

This section is searching to identify red flags connected to the manipulation of financial statements 

through the revenue. The financial statements are supposed to give a fair representation of the 

economic situation within the company. Accounting numbers are as mentioned, affected by various 

regulations and principles chosen by the company in addition to subjective estimates. The flexibility 

that lies in the accounting regulations gives the management the opportunity to mislead investors and 

lenders through opportunistic reporting. In addition, conflicts of interest and asymmetric information 

increase the risk of manipulation. The elasticity related to the reporting of financial statements require 

an analysis to evaluate the chosen estimates and identification of possible specific red flags connected 

to significant accounting items.  

When evaluating the revenue of a company, one should start with analyzing the profitability of the 

company in relation to its competitors. First, one cares about the main activities of the company and 

the long-term earnings, which means it is important to identify accounting items that are abnormal. 

Accounting items such as other revenue can, for instance, be abnormal, for example from profiting by 

selling buildings. It is important to recognize that abnormal accounting items are not to be confused 

with what was previously called extraordinary items. If a company has a profitability after correcting 

for abnormal accounting items that deviate significantly from its competitors, this is a red flag, which 

needs to be investigated closely in order to find a plausible explanation on the difference in profitability 

(Heskestad, 2014a).   

An explanation can be that the revenue is wrongfully measured or that they are manipulated. There 

are a number of ways in which one can transfer income between accounting periods. One separates 

between premature recognition of revenue and fictional revenue. The latter is obviously the most 

severe, but the former can also have serious negative consequences for owners and lenders. Premature 

recognition of revenue can be done by recognizing the revenue before an assignment is completed, for 
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example by up-front recognition of long-term contracts. Revenue can also be manipulated by 

recognizing it without the plausible probability of the buyer being able to pay, or by recognizing 

fictional revenue without the existence of any agreements. A red flag of premature recognition of 

revenue and/or fictional revenue is that the accounts receivable increase more in percentage than the 

growth in revenue, in other words, there is a reduced turnover. An explanation could be longer credit 

periods or a lack of recognizing loan loss provisions, but on the other hand, this is also a red flag. When 

the accounts receivable increase abnormally much in relation to the revenue, the net operating cash 

flow will not follow the same trend as operating revenue. 

4.8.3 Red Flags in Relation to Costs  

Many things, such as accounting rules, choice of principles and a number of discretionary estimates, 

influence the financial statements. It is therefore not necessarily so that companies in the same industry 

show the same results for equal terms. Thus, the elasticity associated with accounting reporting 

requires that an analysis is conducted to assess the choices and discretion that has been taken into 

account. This is done in order to gain a better understanding of what is reported and, in particular, 

identify any red flags related to significant items in the accounts. As mentioned above, red flags mean 

identifying contexts and trends that deviate from the norm over time and relative to industry 

conditions. The most important thing in accounting quality analysis is, therefore, to try to identify red 

flags. The focus is on accounting items that require the use of substantial discretion. In the following 

section, the representation of the most important red flags in relation to costs is described based on 

the different accounting measures.  

4.8.3.1 Accounts Receivable  

According to RL and GRS, receivables shall be valued to their present value at the point of transaction. 

When it comes to the assessment of possible losses on receivables, there is, however, a much higher 

uncertainty in relation to the estimate. If accounts receivable in a company increase more than what 

expectations indicate, it is necessary to make a more thorough assessment of the company's accounting 

choices. More precisely, a red flag can turn out when accounts receivable increase more in percentage 

than sales growth should indicate. Changes in the treatment of accounts receivable must be assessed 

in relation to the company’s credit policy and strategy, industry norm and market outlook. A natural 
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explanation could be that the days of credit increases or that the revenue is manipulated in the section 

above. Again, when the accounts receivable increase abnormally much in relation to the revenue, the 

net operating cash flow will not follow the same trend as operating revenue. It is important to mention 

that accounts receivable turnover should be compared to the industry norm. Moreover, Gjesdal (2003) 

points out that loss provisions in relation to accounts receivable must be assessed in particular in 

relation to the cyclical development. If the sizes of the provision cannot be paired with some reasonable 

explanations, it can indicate a red flag, that should be evaluated further. 

4.8.3.2 Other Receivables (Intra-Group Transactions)  

It has been assumed that intra-group transactions, on a par with independent transactions, shall take 

place at arm's length and could be justified based on common practice and business purposes. Lack of 

independence within a group company can cause advantages and disadvantages not to be optimally 

utilized. For example, it may be a matter of discussion that the sale of a product or asset where the 

receiving company does not have any commercial utility off it, which would thus violate the arm's 

length principle. On the other hand, it can be difficult to challenge management in assessing whether 

transactions are of benefit or not. The risk related to revenue between related parties is thus important 

to be aware of, and there are several cases where these transactions are utilized to achieve unjustified 

benefits. Due to the risk associated with internal group transactions, it can generally be a red flag if a 

company has an abnormally high volume of receivables with companies in the same group and/or with 

related companies. 

The extent of intra-group receivables and underlying circumstances is important to consider. Group-

related receivables may arise as a result of loans, group contributions or sales of goods and services. In 

particular, there is a warning sign if there are receivables from companies in the same group with 

profitability problems (Heskestad, 2014). This is due to the probability requirement stated above. 

Heskestad (2014) points out that some companies do not seem to consider this requirement 

thoroughly because they receive group contributions. Regarding intercompany financing, it is 

temporarily accepted that the parent company provide loans to a subsidiary with liquidity problems 

or be listed as the guarantor for the subsidiary's creditors, without the subsidiary providing any form 

of allowance (Bråthen, 2004). The point is that the parent company has an indirect interest in the 
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subsidiary's financial position, as this affects the value of the shares in the subsidiary, exchange 

opportunities and such. 

On the other hand, two related companies in the same group do not normally have the direct or indirect 

financial interests of providing funding to each other, which adversely affects normal business terms 

and principles as a basis for transactions at arm's length. Bråthen (2004) emphasizes that an important 

factor in terms of principles is whether the terms are fair. An unfair economic imbalance typically 

occurs if there is a loss in one of the subsidiaries. For example, subsidiaries can be organized to answer 

for all expenses while the parent company accounts for earnings. A lower limit to assess the amount of 

financial imbalance that can be accepted can be based on the requirement that equity companies and 

public limited liability companies should have sound equity and profitability. Thus, agreements that 

are at the expense of a subsidiary's equity has to be reviewed critically, especially if the company also 

has minority shareholders. In other words, when the company is only partially owned by the parent 

company. 

Group receivables that are reclassified from short-term to long-term debt, without no further 

explanations are also matters that should be noted (Heskestad, 2014). A reclassification of long-term 

debt increase the working capital of the company, and therefore also affect the way external parties 

view the liquidity situation. In other words, a company with difficulties to satisfy loan terms may look 

at this as an attractive solution. In general, unstructured and/or unclear notes regarding related 

transactions is considered to be a red flag. 

4.8.3.3 Valuation of Inventory 

An assessment of inventory has different degrees of importance depending on the company and its 

industry. Normally, a write-down is undertaken if the net realizable value (NRV) of the item is lower 

than the cost price. When a company purchases goods, the cost price includes the purchase price, as 

well as all direct costs related to the purchase. An important point is that both estimates of NRV and 

cost price are managed with varying degrees of discretion. In relation to the assessment of the cost 

price, manufacturing companies are particularly applicable. 

A normal consequence of inventory is that some inventory can become obsolete. That is, NRV is lower 

than the cost price, and thus the value must be written down. If a write-down does not take place, the 
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inventory becomes overestimated, which causes the cost to be set too low and thus the operating 

income is affected positively. Another explanation for overvalued inventory is that costs are 

transferred to future periods when the inventory is allocated to parts of the period's costs. An 

overrated inventory is thus a red flag, in the sense that the inventory increases more than the 

percentage of the cost of goods sold. 

An important ratio is the inventory turnover rate. Reduced turnover rate shows that the number of 

days in inventory increases. Also, it is appropriate for a relative assessment, to compare the different 

companies to other peers. Reduced turnover rate combined with improved margins relative to 

competitors makes it essential to investigate this red flag (Heskestad, 2014). Reduced turnover can 

also be explained temporarily in relation to cyclical fluctuations and diminishing sales. Thus, it is 

important to point out that the ratio does not necessarily signal manipulation on its own. An overvalued 

inventory will in the short-term indicate low-performance quality. 

4.8.3.4 Capitalization VS. Expensing 

Normally, long-term investments are capitalized on the balance sheet and depreciated over an 

appropriate period of time. This goes especially for intangible assets, where the future economic value 

is very uncertain. It can also be pointed out that intangible assets constitute a higher uncertainty 

relative to safe measurement. There is a regulation in RL § 5-6 that gives discretion to whether or not 

a company wants to expense proprietary research and development. This principle is though in breach 

with the matching principle, and is only meant to apply to small entities. If a company chooses to use 

this method, this should be constant over time. According to IFRS, research and development should 

always be expensed, while proprietary development should always be capitalized and depreciated if 

the company can document that the development will be completed and profitable. Even though the 

rules are quite clear, there is room for discretion, and since intangible assets are hard to evaluate in 

practice, it may lead to variations in the accounting quality.  

Of course, there are different practices among companies. The uncertainty is both related to what is 

actually characterized as intangible assets, research, and development, as well as the assessment of 

whether or not the investment will generate cash flows in the future. Capitalization of tangible assets, 

like material, is also exposed to discretion, especially in relation to the valuation. In many cases, it is a 
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more indirect rather than the direct correlation between investments and income. Below, a set of red 

flags in relation to capitalization versus cost recognition is presented. In terms of ratios, it is an 

essential part of the accounting quality analysis to evaluate these against the company’s history, 

industry norms, and market conditions. In particular, it is noteworthy if a company has changed 

previous practice since the choice between capitalization and expensing in principle must be kept 

consistently over time. 

The red flags relate mainly to companies that capitalize more than they should. For example, it is 

beneficial for newly established companies with low equity growth to capitalize as much as possible. 

These accruals blow up the balance, and the results are improved in the current period. This is because 

the company neglects to expense on the income statement, although in reality, it does not necessarily 

prove that the investments will result in earnings in the future. An increasing amount of capitalized 

values and new or unusual asset accounts can thus be a red flag, which signals an overestimated result 

in the current period. 

In terms of intangible assets, it can be interesting to measure a ratio between intangible assets and 

equity. If intangible assets show a substantial part of equity, it should be investigated further. The red 

flag is therefore if companies capitalize substantial amounts of intangible assets, while the equity and 

profitability are weak. When evaluating capitalization vs. expensing it would be useful to assess 

alternative sources of information such as the board's report and notes. It is pointed out earlier that 

these sources of information do not necessarily satisfy the prerequisite for relevance and at the same 

time reliable information. 

4.8.3.5 Depreciation Policies  

As stated earlier, a reasonable depreciation plan is subject to varying degrees of discretion. The 

assumption is that a reasonable depreciation plan seeks to compile the depreciation with the earnings 

profile. The internal rate method is assumed to be perfectly cash flow adjusted. The earnings profile, 

on the other hand, is uncertain, and the internal return method is more theoretically than practically 

landscaped. Consequently, it is often seen that a linear method is used. In that connection, it must be 

raised questions as to whether or not the estimated useful life and a potential value generation are 

reasonable.  
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Estimates for the lifetime of an asset must be based, amongst others, on how the asset is expected to 

be used, maintained, upgraded and at the same time how to apply current technology and other 

requirements as well as how they will change in the future (Kinserdal, 2014). There may also be a 

reason to ask a question of whether there should be greater variation in depreciation than what a linear 

method entails.  For example, an entity that expects a sharp increase in demand, while at the same time 

economies of scale are applicable, wish to build up overcapacity in the current period. These are ratios 

that rationalize progressive depreciation as revenue is expected to increase in the future. The scrap 

value is also set with discretion. At the same time, this value will change over time. This is especially 

true for cyclical industries. That is, industries affected by cyclical developments, where Kinserdal 

(2014) points out the shipping industry as an example. Consequently, a continuous adjustment will 

lead to larger and smaller fluctuations in depreciation. The point is that healthy skepticism is necessary 

for assessing how different companies handle depreciation. In general, it is a red flag when 

depreciation methods change or perceive to differ from what is normal in the industry.  

Normal investments reflect what a company normally has to invest in fixed assets such as 

machines or buildings to maintain their core business. In other words, the investments made in a 

steady state are believed to be necessary. According to Kaldestad and Møller (2012), this is a 

theoretically unrealistic state in the same way as free competition, but a useful tool for analytical 

purposes. In a steady state, where a company is not growing, or growing at a constant rate, a 

prerequisite is that the relationship between depreciation and normal investments are constant. If the 

ratio of depreciation over normal investments are less than one, referred to as the steady-state, it will 

probably be that the depreciation is too low and that they must increase in the future.  

If there are deviations in depreciation policy from what is considered normal in the industry, it should 

be investigated more closely. Too long depreciation time results in low earnings quality as depreciation 

is too low over the remaining useful life, and the result is therefore overestimated. In addition, it will 

most likely be a reversal in the future. Often, this happens through restructuring costs or loss on 

disposal of assets. On the other hand, it can also be the case that the depreciation is too high, which may 

result in gains in later periods. If a company depreciates too much, and it is reversed in the period that 

the change occurs, the quality of the results is weakened during this period (Gjesdal, 2003). Incentives 

to change depreciation policies can be a function of the company's financial position. One can therefore 
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see that companies with weak earnings and low equity would benefit from a longer depreciation 

period.  

4.8.3.6 Write-Downs  

Fixed assets are written down if fair value is lower than book value, given that the value decline is 

sustained. It has previously been stated that there are both incentives to underestimate and 

overestimate write-downs. When failing to write down an asset, the costs are postponed to later 

periods, while the balance sheet and income statement in the current period is overestimated. On the 

other hand, increasing write-downs means that depreciation in subsequent years is lower, and thus 

the result is overestimated. 

Estimates in relation to write-downs appear in the company's assessment of whether there has been a 

depreciation and whether this is sustained or not. If there are indicators that the value of the assets has 

been reduced, an impairment test shall be carried out. Increased borrowing costs, a lower market value 

of the book-to-equity ratio, and market or economic changes that are affecting the company may be 

examples that indicate a decrease in value (Fardal, 2009). In other words, the perception is large, which 

is especially true for evaluating for impairment loss related to intangible assets (Heskestad, 2014b). 

Goodwill is depreciated under RL and GRS and is subject to a conditional impairment assessment. In 

this context, it is pointed out that goodwill is not depreciated if the company reports under IFRS, but 

that a thorough impairment assessment is required (Heskestad, 2014b). The red flag associated with 

write-downs can generally be expressed by the fact that the write-downs for a company differ from 

what is common in the industry and/or expected from current market conditions, especially for 

intangible investments that are capitalized. 

The consequence of a write-down of a fixed asset is that depreciation is lower in subsequent years. In 

other words, the earnings quality is lower as the accounts do not express normal depreciation. On the 

other hand, if the company is on the rise, the write-down in the current period will improve the quality 

of the results there and then. This expresses the importance of the accounts being analyzed over time 

to assess what can be perceived as normal in the future. Gjesdal (2003) points out that:  
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"Companies speculate that analysts do not have memory. When write-downs are made, attention 

is led away from this, for example, by keeping the impairment outside pro forma result". (Gjesdal, 

2003, p. 57) 

In relation to manipulation, it is important in this connection to pay attention to the incentives that 

rationalize big baths. As previously explained, a big bath is a manipulation technique to improve 

performance in future periods, often seen in the context of leadership change and market-based 

incentives. On the other hand, write-downs on fixed assets have also been presented as part of 

conservative accounting reporting. The point is, nevertheless, that accounting users must consider the 

accounting reporting over time and do not confuse accounting reporting using conservative (cautious) 

accounting principles and estimates in relation to the quality of the results. 

4.8.3.6 Provisions and Contingent Outcomes 

Provisions shall cover a liability arising in the future. It appears that most provisions must be based on 

a large amount of discretion. For example, there might be uncertainty about inventory, provisions for 

unsecured accounts receivable, provisions for repairs, restructuring, environmental provisions, 

litigation, and tax cases. The estimated set must be evaluated based on previous figures, the nature of 

the industry and market conditions. It is also useful to understand what obligations that are common 

to appear in the industry. In accordance with generally accepted accounting principles, the accounting 

producer cannot capitalize the provision as long as the amount cannot be determined with sufficient 

security. There is also a requirement that the expense will occur in the future with a likelihood of more 

than 50 %. Heskestad (2014b) also points out that the notes related to commitments that are not 

capitalized, in many cases, are not specific enough to evaluate and understand the consequences in the 

event that the obligation never occurs. In general, the red flag in relation to provisions may arise when 

a company makes changes and/or inexplicable changes to the deposit policy. 

In order to assess the changes in provisions of a company, different ratios should be used. In a previous 

chapter, provisions for losses on receivables and uncertainty in inventory have been explained. Red 

flags associated with provisions are also that the provision decreases as a percentage of revenues (or 

operating costs) (Heskestad, 2014b). Furthermore, it would be remarkable if a company reports 

significantly better profitability compared to competitors, as this may be due to the fact that provisions 
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for losses have been underestimated or completely omitted (Heskestad, 2014b). Such conditions may 

indicate that earnings and equity are overestimated. 

On the other hand, provisions for liabilities can be overvalued. This violates the law if the provisions 

are higher than the expected liabilities. In this case, the company creates a reserve, a big bath, which 

can later be used to improve the accounting result. This is done by settling in good years, which 

increases the quality of earnings, and reverses the provision in bad years (reducing the quality of 

earnings). In cases where reserves are reversed without sufficient explanation, this is a red flag, which 

should be examined further. Accountants should also be aware if restructuring provisions arise in 

connection with acquisitions (Gjesdal, 2003). If a given price has been set, for excessive allocations, 

goodwill increase, while the reversal will have a direct effect on earnings. 

A contingent liability is characterized as an uncertain obligation that lays in the future and which 

depends on a triggering event beyond its own control. Gjesdal (2003) lists the most important 

obligations such as litigation, environmental orders, and removal or eradication obligations. The 

accounting of a contingent liability shall be based on an estimated amount and probability overweight, 

as previously mentioned. Nevertheless, it shall include information about the relationship in the notes. 

A red flag associated with conditional outcomes would be that the notes appear to be inaccurate and/or 

very brief.  

Both in view of the probability assessment and the use of the best estimate, it appears that the 

accounting involves a lot of discretion, which can be utilized for the company's own benefit. For 

example, it is clear that an unconditional obligation will weigh negatively in an acquisition situation. 

Market-based incentives can thus rationalize an underestimation of the probability of the obligation. If 

the company initially also has poor profitability, it will serve the company to inform as little as possible 

about the probable future obligation. 

4.8.3.7 Pensions  

Accounting for pension liabilities and assets has been widely discussed and experienced as a difficult 

topic that can be treated with a lot of discretion. The calculation of pensions has its background in 

economic and relevant assumptions. Economic assumptions involve a discount rate, expected to return 

on funds, wage development, adjustments to current pension and the National Insurance Fund's basic 
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amount. Relevant assumptions relate to demographic factors such as mortality and disability, as well 

as the possibility of voluntary retirement. Accounting users, therefore, have to assess whether the 

pension obligation appears to be of a reasonable size. The calculation of the liability is based on the 

expected value of the pension at the retirement date. The individual accounting period is thus charged 

with its share of the present value, which is estimated while incurring an interest expense at the 

beginning of the non-paid period. 

IFRS sets high requirements for ongoing updates of the used assumptions for calculating pension 

obligations. The discount rate used is also lower within IFRS than what previously was demanded from 

GRS (Kvifte et al., 2011). Isolated, a lower discount rate will lead to a higher pension obligation. The 

red flag connected to pensions arise when companies use more kind estimates than what is 

recommended in the current regulations (Heskestad, 2014b). For kinder pension assumptions such as 

higher discount rates, lower wage developments and pension adjustment, higher minimum yearly 

amount or higher returns on pension assets, the pension obligation will be lower than the assumptions 

recommended by in this case, NRS. Kinserdal (2014) also states that companies with weak equity 

systematically use kinder pension assumptions. Finally, it should be mentioned that the so-called 

corridor-rule has been removed from IFRS. On the other hand, the provision is still governed by GRS. 

This implies that one has to remember to correct the capitalized value for the effect of the corridor in 

accordance with generally accepted accounting principles. This amount is deducted from the pension 

note and may be significant. 

4.8.3.8 Deferred Tax Assets  

Deferred tax is a tax on income based on future taxation. Temporary differences between the book 

value of assets and liabilities, and their tax value are the basis for the calculation of deferred taxes. 

Deferred tax liabilities come from tax-increasing temporary differences, while a deferred tax asset 

comes from tax-reducing temporary differences. The risk related to this accounting item depends on 

whether the deferred tax is underestimated, or that deferred tax asset is overestimated. 
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A deferred tax asset here is interesting to analyze further as it is a positive attribute for a company. 

This is also based on uncertain estimates and discretion. Deferred tax represents an intangible asset 

that provides lower tax payable in a later period if the company achieves a taxable profit. In order to 

recognize a deferred tax asset, it must be more than a 50 % probability that the company will achieve 

profits in the future. IFRS and NRS require convincing evidence in this case (Kinserdal, 2014). The red 

flag below is linked to a deferred tax asset and is especially applicable if the deferred tax asset is not 

reversed over time. 

The values presented in the accounts are discretionary, while tax values are largely governed by 

standard rules. This means that high deferred tax liability or a low deferred tax asset can indicate that 

a company has overestimated the carrying amount of assets or undervalued liabilities. If the company 

does not pay tax over time, the risk is higher because the assets are overvalued and debt 

underestimated (Heskestad, 2014b). Meanwhile, it is particularly remarkable if a company with 

profitability problems and poor equity shows a substantial widening of carrying values deferred tax 

and/or intangible assets. This is because there is room for discretion in assessing whether a future tax 

result is likely or not. 
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5. Analysis 

Until now, the relevant theory has been reviewed in order to have a solid fundament for performing 

the case study. This chapter introduces five different cases of previously detected accounting 

manipulation. During the next sections, the cases are introduced, the manipulation identified, and an 

accounting quality analysis performed to assess whether the manipulation could have been detected 

previously. This analysis provides practical knowledge that assists in answering the overall problem 

statement, namely how accounting manipulation can be detected and prevented.  

5.1 Troms Kraft AS – Kraft & Kultur AB 

Troms Kraft AS, established in 1898, is northern Norway’s leading energy producer. The company is 

owned by Troms Fylkeskommune and Tromsø Kommune, which respectively is a Norwegian county 

and a municipality (Troms Kraft AS, 2018). Troms Fylkeskommune owns 60% while Tromsø 

Kommune owns 40% of Troms Kraft, and the company is, therefore, state-owned and employs 

approximately 300 people. The company both produce, distributes and sells electricity, as well as fiber 

optic communication services. Their main geographic area is Norway, Sweden, and Finland, where 

their main operations and headquarter is located in Norway (Bloomberg, 2012).   

 

Figure 3. Ownership structure in Troms Kraft AS. Source: Troms Kraft, 2018 and Authors’ compilation  
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Troms Kraft is a group company, which in 2000 expanded its group by establishing the Swedish 

subsidiary company, Kraft & Kultur AB. The company developed into having a huge impact on Troms 

Kraft, as in 2011, half of the revenue stemmed from Kraft & Kultur (Troms Kraft, 2018). The vision and 

strategy of Kraft & Kultur were to offer its customers renewable energy to target a group that was 

environmentally and culturally conscious. Therefore, the company's customers were mostly 

households, private companies, and Swedish counties. The business strategy was that Kraft & Kultur 

bought electricity at the market price, and thereafter sold and distributed it through fixed-price 

contracts with its customers. In addition to their core operations, they also sold other products and 

services related to the cultural segment, which they used as a justification for their price that was 

slightly above the rest of the market. One of the founders of Kraft & Kultur, Boris Benulic, was the 

operating CEO in the company from its beginning and until November 2011. The company experienced 

a large growth from the time of establishment and became one of Sweden's largest retailers of 

electricity (Pedersen, 2013). The strong growth can be illustrated from the table below:     

 

 

Table 1. Growth in Kraft & Kultur. Source: K&K Annual reports 2003-2010                      

5.1.1 How the Accounting Manipulation was Performed 

In 2012, the audit company Ernst & Young did a thorough investigation of Kraft & Kultur, and the report 

showed that the financial statements, up until 2011, was consciously and systematically manipulated. 

Due to the overvalued revenue and profits, the parent company Troms Kraft was forced to conduct 

large write-downs in the consolidated financial statements. Incorrect balance sheet items contributed 

to write-downs of approximately NOK 1.5 billion (Ernst & Young, 2012).  

The previous CEO of Kraft & Kultur, Boris Benulic, was the one who was considered responsible for the 

manipulation. Benulic on his side claimed that he had nothing to do with the manipulation and that it 

had something to do with the board wanting to hide losses in the company. The losses stemmed from 

the investment and focused on the culture part of the business, but the main losses stemmed from 

Years 2003 2004 2005 2006 2007 2008 2009 2010

Number of employees 13 13 14 18 18 30 49 91

Delivered volume (GWh) 1 692 1 977 1 934 2 122 1 995 2 132 2 315 3 234

Revenue (mSEK) 568 671 728 850 1 000 1 298 1 514 2 629
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insufficient risk management, such as hedging the electricity price (Dagens Næringsliv, 2011). As 

previously mentioned, the company offered fixed-price contracts on electricity in order to maintain 

and gain market share. This required Kraft & Kultur to use a so-called back-to-back policy where the 

company hedged itself towards fluctuations in the market. In a statement to Dagens Næringsliv (2011), 

Benulic claimed that the loss in question was somewhere between NOK 700 and 800 million, spread 

over a period of two or three years.                               

The yearly financial statements for Kraft & Kultur turned out to be very misleading up until 2011. The 

essential part of the misleading financial statements was that the revenue turned out to be inflated by 

approximately NOK 1.5 billion. An interesting accounting item in Kraft & Kultur was accrued income, 

and this balance sheet item was used to hide losses within the company. As mentioned, the CEO of Kraft 

& Kultur, Boris Benulic, was the one held responsible for the accounting manipulation after it was 

detected. In an email correspondence between Benulic and an accountant, showed in the report by 

Ernst & Young (2012), Benulic instructed the accountant to manipulate the accounting numbers: 

Hello! A few things regarding the accounts:  

1. You will put that group contribution into the account, i.e., 5/12 of 4 MNOK? 

2. And in relation to culture - can you manipulate the numbers, so we end with 1.5 MSEK in plus - for 

example by adding on to inventory or transfer the full amount to accrued income? 

3. The price guarantee will be as follows for May: SEK 9.522.374. 

4. Revenue from electricity - use a sum that allows us to land at SEK 16.1 MSEK in profit after tax. 

5. (Ernst & Young, 2012) 

Numbers in relation to accrued income, tied up capital, and accounts receivable, accounted for a central 

part of the financial statements of Kraft & Kultur. In 2003, accrued income amounted to 40% of the 

revenue from electricity in the company, and it increased to 74% in 2010. The group auditor of Troms 

Kraft, PwC, expressed their concern to both the size and risk of the accrued income. Grant Thornton, 

the auditor of Kraft & Kultur, did not make any remarks on accrued income, as they considered these 

numbers to be reasonable. On the other hand, they gave several remarks in regards to poor internal 

control within Kraft & Kultur. It was also carried out a distinctive audit on Kraft & Kultur's cash flow 

and receivables in 2009, where nothing, in particular, was uncovered. It was thereby concluded that 

Grant Thornton had performed their audit in accordance with laws and regulations (Ernst & Young, 
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2012). The problem in Kraft & Kultur was that key information was removed from various documents, 

which again made it difficult to uncover the manipulation, where a total loss of NOK 1.5 billion was 

hidden. The main reason for the losses was a breach of the group’s policy in regard to hedging the price 

of buying energy, resulting in the company signing contracts with customers that created losses from 

the very beginning (Alexandersen et al., 2014).     

A controller in the parent company Troms Kraft claimed that the manipulation was executed by 

exporting reports from their billing system CAB into Excel, where it was processed and restructured. 

Significant data such as the delivery period for electricity, billing date, and billing number was removed 

from several documents. The basis for the calculation of accrued income was first based on purchased 

electricity (de facto) to be equal to delivered electricity (wholesale numbers). Further, billed volume in 

kWh was deducted from the electricity bought (wholesale numbers) in the Excel file (Nord24, 2014). 

Consequently, Kraft & Kultur managed to report better margins on their contracts despite the fact that 

it in several cases were contracts that provided losses. The controller in Troms Kraft stated to Nord24 

that: 

“In reality, Benulic recognized parts of the volume as much as three times. The first time through 

a real billing, the second time by taking in a fictitious volume, and the third time by valuing the 

volume with a price that is way too high.” (Alexandersen et al., 2014)                         

Further, it appears as critical, that Benulic had deficient communication with the board in Kraft & 

Kultur, head of the group in Norway, and the auditor. Unstructured messages and documentation was 

sent between the parties, and the result was that good news in regard to the financials was highlighted, 

while negative events were hidden and buried by aggressively defending the events (Ernst & Young, 

2012) 

In April 2012, Finanstilsynet (2014) concluded that PwC had not performed their duties as group 

auditors in a sufficient way when auditing the consolidated financial statements. They further write 

that the auditor was not sufficiently involved in the audit of the subsidiary company, Kraft & Kultur. 

PwC on their side claimed that they had been cheated by the subsidiary and highlighted that it would 

have been difficult for the auditor to uncover the manipulation when these were hidden by the 

management. 
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5.1.2 Could the Accounting Manipulation have been Detected? 

To analyze if the accounting manipulation in Kraft & Kultur could have been detected beforehand, one 

needs to obtain a thorough knowledge of the industry and the different characteristics that the 

company operates within. This is important for the analyst when identifying red flags.  

5.1.2.1 Industry Characteristics and Competitive Situation 

In order to understand the industry characteristics and the competitive market situation, a Porter's 

five forces analysis is conducted. The five forces are the potential threat of new entrants, the intensity 

of the current rivalry between competitors, pressure from substitutes, and the bargaining power of 

customers and suppliers (Porter, 1979). To be able to create a deeper understanding of the 

circumstances of a company, a short overview of the competitive situation is presented, which is 

important for the process of identifying red flags.   

Before the market analysis, a brief value chain identification is conducted for the electricity industry, 

to identify the different operators in the market. The electricity is generated in either hydroelectric 

power stations or nuclear power stations, where the main activity is improving stability and grid 

connection. The next step in the value chain is the electricity transmission that goes through the central 

distributor, which is Statnett in Norway, who operates the grid. The main activities in this part of the 

chain are maintenance, as well as to transform the electricity. Next is the electricity distribution. Here, 

both local and regional grid operators dispatch the electricity, and this is where Kraft & Kultur 

operated. Distributors such as Kraft & Kultur purchase electricity at a spot price from Nord Pool, which 

is a regulated market for electricity. The price of electricity might, therefore, be volatile due to changes 

in for example weather condition.         

Figure 4. The Value Chain of the Electricity Industry. Source: Kamath, 2010 and Authors' Compilation  
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The potential of new entrants is considered to be at a medium level. First of all, it is capital intensive to 

enter the market. Nonetheless, it is not expensive to establish a distribution company in general, but it 

is expensive to buy a large amount of power, which then requires capital. In addition, the already 

existing companies are distributing on such a large scale that it might be challenging for new entrants 

to capture a large share of the market. When looking at the distribution of electricity, it is also 

considered difficult to differentiate, which makes it hard to compete. This often results in the industry 

competing on price, which makes it hard for new entrants to compete with already established 

distributors.   

The Nordic markets for electricity are integrated, and all trading happens through the Nordic electricity 

exchange Nord Pool, where electricity distributors buy electricity at the spot price. Norway was the 

first country to abolish the private market of electricity, through the act called Energiloven, in 1991 

(Hafslund, 2018). The spot price on Nord Pool is set based on demand and supply, in other words, a 

market-clearing price, and it is influenced by factors such as temperature and other weather 

conditions. As hydroelectric power and nuclear power represents 90% of the total production in 

Sweden, the price is heavily influenced by the amount of available water in reservoirs, and production 

at nuclear power plants. If the availability or production is reduced at a reservoir or nuclear power 

plant, the price increases. The same happens when the outside temperature drops, as demand 

increases when consumers need more electricity for heating (Nord Pool, 2018). This makes the price 

of electricity extremely volatile. Therefore, the pricing-power does not lie at the producer, because it is 

regulated through the market. This means that the suppliers have very little or no bargaining power, 

but on the other hand, the market price is regulated by several factors that cannot be affected by the 

supplier nor the distributor.   

The power of customers is on the other hand relatively high in relation to the distribution of electricity. 

In order to stay relevant and attractive to customers, the different companies need to compete on price. 

For example, if a distributor buys at the market price, and then sell at a fixed price, it means that the 

distributor takes all of the risks, and therefore needs to hedge themselves towards fluctuation in the 

price of electricity. On the other hand, not all distributors sell based on fixed price, and it can also be 

sold based on either spot price or a variable price. If a customer pays the spot price, the risk lies with 

the customer. Electricity is also a necessity, and there are no substitutes for electricity, which can lower 

the bargaining power of the customer. Therefore, the threats of substitute products are low. There are 
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no direct substitutes at this point in time, although solar panels could be viewed as one, the 

development has not, at the time of the analysis, been developed enough to pose a threat.  

The competitive rivalry in the industry is characterized by high price competition. There are several 

distributors on the market, 120 in the Norwegian market, and 141 on the Swedish market. As one can 

see from the analysis above, an important part of the business is to actually take measures to decrease 

the risk of the volatile electricity price. This is especially because of the high pressure on price. There 

are no potential substitutional threats of energy itself, but an increasing focus on how the energy is 

produced. All in all, there is a relatively high competitive rivalry in the industry of electricity 

distribution.   

5.1.3 Accounting Quality Analysis  

The main area of business in Kraft & Kultur was the distribution of electricity. Due to the risk of 

fluctuations in the spot price for electricity, and the fact that Kraft & Kultur sold electricity at a fixed 

price, hedging against this volatility would be a natural part of their business. The accounting quality 

analysis in the following section intends to identify possible red flags in the case, in order to see if the 

manipulation could have been detected previously. In addition, if there are abnormal balance sheet 

items in relation to their size, these are investigated. Further, to review the financial situation of the 

company, various ratios are calculated and examined, and possible incentives for manipulation are 

discussed.       

5.1.3.1 Identification of Red Flags 

First of all, an identification of the general red flags in Kraft & Kultur is undertaken. The first red flag 

identified is related to poor internal governance mechanisms. The CEO of Kraft & Kultur, Boris Belunic, 

was also the functioning CFO from the beginning and until 2010. When different internal control actors 

such as the CEO and CFO are not independent, it indicates a weakened internal control. When such a 

control instance disappears, where the responsibility is divided among several people, the easier it is 

for management to conduct accounting manipulation and therefore the risk increase.  
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Table 2. Kraft & Kultur’s development in Cash Flow from Operating Activities (in 1000 SEK).  

Source: K&K Annual Report 2007-2010 

 

Secondly, a red flag that is identified is an increasing gap between a firm's operating revenue and its 

cash flow from operating activities. When reviewing the cash flow in relation to the revenue, one can 

see that the revenue is increasing, while the cash flow from operations is decreasing over the analyzed 

years. This can indicate that the income does not come from the daily operations, and the company 

might lack economic substance and that costs are increasing. It might also indicate that the revenue is 

wrongfully measured or that it is manipulated. In regard to the measurement, it can be that the revenue 

is prematurely recognized, and in regard to manipulation, it could be a case of recognizing fictitious 

revenue.   

   

 

 

Based on the identified red flag above, related to revenue, this accounting item is further looked into. 

As one can see from the table below, the revenue increase significantly over the years analyzed. From 

2006 to 2007, the revenue increases with 18%, and from 2009 to 2010, it increases by almost 74%. In 

the same period, 2009 to 2010, the volume (GWh) grew by 40%, which is considered high in a market 

that is competing on price. The market for electric power is not considered to be a growing market in 

size, due to demographic restrictions. On that note, the fact that Kraft & Kultur had growth in the 

volume of 40% must indicate that their growth was at the expense of other competitors.  

What is interesting is that the average sales price (Revenue/Volume) is increasing significantly over 

the same period, as illustrated in the table below. Considering that the company most likely was 

Years 2007 2008 2009 2010

Cash flow from Operating Activities 48 998 -32 914 -235 937 -677 459

Revenue 1 000 167 1 297 722 1 513 623 2 629 304

CFFO/Revenue 4.9% -2.5% -15.6% -25.8%
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competing on price, the development can be seen as very abnormal. In relation to the fact that cash 

flow from operations was negative and decreasing, as pointed out in the previous paragraph, this 

development could support the suspicion about recognizing fictitious revenue. In addition to the 

electricity distribution, Kraft & Kultur also offered different cultural attributes to the environmentally 

conscious customers. Nonetheless, one can discuss whether it is probable that this strategy made 

customers willing to pay an extra price rather than using one of Kraft & Kultur’s competitors. 

 

 

Table 3. Kraft & Kultur’s development in Revenue in relation to Volume. Source: Authors’ Compilation from K&K Annual 

Report 2003-2010  

 

The next red flag that is reviewed is whether accounts receivable increase more in percentage than the 

sales growth should indicate. If this had been the case, it could have indicated that the turnover on 

receivables was reduced, which would support the findings on fictitious or premature revenue 

recognition, as mentioned in the theory section in chapter 4. As one can see from the table below, the 

development is consistent, and it is therefore not a red flag. 

 

 

Table 4. Kraft & Kultur’s development in Accounts Receivable in relation to Revenue (1000 SEK). Source: Authors’ 

Compilation from K&K Annual Report 2007-2010 

 

On the other hand, when analyzing the balance sheet, one can see that the accounting item, accrued 

income, count for a significant part of total assets. The table below illustrates the development in 

accrued income, as well as accrued income in relation to revenue. On average, this accounting item 

Years 2003 2004 2005 2006 2007 2008 2009 2010

Volume (GWh) 1 692 1 977 1 934 2 122 1 995 2 132 2 315 3 234

Change in Volume 16.8% -2.2% 9.7% -6.0% 6.9% 8.6% 39.7%

Revenue (mSEK) 568 671 728 850 1 000 1 298 1 514 2 629

Change in Revenue 18.1% 8.5% 16.8% 17.6% 29.8% 16.6% 73.6%

Revenue/Volume 0.34 0.34 0.38 0.40 0.50 0.61 0.65 0.81

Years 2007 2008 2009 2010

Accounts Receivables 292 089 380 716 447 024 691 611

Revenue 1 000 167 1 297 722 1 513 623 2 629 304

Accounts Receivables/Revenue 29.2% 29.3% 29.5% 26.3%
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counts for as much as 57% of the total assets, which is considered to be very high. Accrued income is 

considered to be a type of receivable, and by using total receivables instead of only accounts receivable, 

the red flag describing an unusual increase in receivables in relation to revenue become very strong. 

The development in this red flag is illustrated in the table below. In 2003 the total receivables amount 

to about 53% of revenue, while it in 2010 amounted to 89% of sales, meaning that almost 90% of the 

revenue was not yet received at the end of 2010. This is a very worrying development and might 

support the findings that the revenue could be inflated. On the other hand, if the measure is looked at 

in isolation, it could also indicate that the company is not handling their receivables in an efficient 

manner. Either way, tying up capital in receivables poses a risk, as there is no guarantee that the money 

will flow to the business in the future.  

 

 

 

 

Table 5. Development of Total Receivables and Accrued Income (in mSEK). Source: Authors’ Compilation from K&K Annual 

Report 2003-2010  

 

 

 

Table 6. Common-Size Analysis of Accrued income (in 1000 SEK). Source: Authors’ Compilation from K&K Annual Report 

2007-2010  

 

Years 2003 2004 2005 2006 2007 2008 2009 2010

Revenue 568 671 728 850 1 000 1 298 1 514 2 629

Change in Revenue 18.1% 8.5% 16.8% 17.6% 29.8% 16.6% 73.6%

Total Receivables 300 450 490 650 811 1136 1448 2347

Change in Total Receivables 50.0% 8.9% 32.7% 24.8% 40.1% 27.5% 62.1%

Total Receivables/Revenue 52.8% 67.1% 67.3% 76.5% 81.1% 87.5% 95.6% 89.3%

Accrued Income 225 290 366 414 509 745 990 1637

Change in Accrued Income 28.9% 26.2% 13.1% 22.9% 46.4% 32.9% 65.4%

Accrued Income/Revenue 39.6% 43.2% 50.3% 48.7% 50.9% 57.4% 65.4% 62.3%

Years Average

Accrued Income 509 924 51.7% 745 081 57.8% 991 847 57.0% 1 638 073 62.9% 57.4%

Total Assets 986 496 100.0% 1 288 609 100.0% 1 738 731 100.0% 2 603 590 100.0% 100.0%

2007 2008 2009 2010
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At the same time as the accrued income amount for a very large part of the total assets, the bank 

overdrafts on the liability side do also amount to a large part of the liabilities. On average, this balance 

sheet item accounted for 58 % of the total equity and liabilities. This is considered to be very high. A 

reason for the bank overdraft being of such a large size might be a consequence of the company tying 

up an increasing amount of capital in receivables. Considering that the company has a positive 

operating profit in the analyzed years, it might seem odd that this liability is as large as it is. On the 

other hand, by looking at the negative trend in cash flow in relation to the amount of receivables, the 

large bank overdraft might be a natural consequence.     

 

Table 7. Common-Size Analysis of Bank Overdraft (in 1000 SEK). Source: Authors’ Compilation from K&K Annual Report 

2007-2010   

 

As mentioned above, the development in cash flow from operating activities from 2007 to 2010 shows 

a decreasing trend. However, in the financial statement in 2010, the company corrected the operating 

cash flow. Considering that the accounting manipulation was not yet detected in 2010, the annual 

reports from 2010 is included in this analysis. The cash flow from operating activities before the 

correction was presented as positive, while the cash flow from operations turned negative after the 

correction. If the adjustments from positive to negative cash flow had not taken place, the outcome of 

this analysis would have been different, and red flags identified might not have occurred. In addition, 

one can raise questions regarding why the company had reported positive cash flow over several years 

before they suddenly were adjusted to be negative.   

 

 

Table 8. Kraft & Kultur’s development in CFFO (in 1000 SEK). Source: Authors’ Compilation from K&K Annual Report 

2007-2010    

 

In addition to the red flags identified above, there are various ratios that can be assessed. In order to 

get a better overview of the company's liquidity, several measures can be calculated, such as the quick-

ratio. The quick ratio is calculated by dividing current assets on current liabilities. A rule of thumb is 

Years Average

Bank Overdraft 471 012 47.7% 719 632 55.8% 1 069 332 61.5% 1 695 556 65.1% 57.6%

Total Equity and Debt 986 496 100.0% 1 288 609 100.0% 1 738 731 100.0% 2 603 590 100.0% 100.0%

2007 2008 2009 2010

Year 2007 2008 2009 2008

Cash flow from operating activities 48 998 -32 914 -235 937 -677 459
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that the current ratio should be no less than 2. As can be seen from table 9, the current ratio is 1,3 in 

2007, while it decreased to 1,15 in 2010. This indicates that the company was not in an optimal liquid 

situation. A company’s working capital measures the capital available for the daily operations of a 

company. The table below shows a positive and increasing development in working capital and can be 

defined as current assets less current liabilities. The current assets are largely made of accrued income, 

which as mentioned above, was on average about 57% of all assets. Current assets were on average 

94% of total assets, while about 77% of the total equity and debt were classified as short-term debt. 

The development of the working capital is positive as the company seems to be in growth.     

 

 

Table 9. Liquidity Measures in Kraft & Kultur (in 1000 SEK). Source: Authors’ Compilation from K&K Annual Report 2007-

2010 

 

Kraft & Kultur seemed to have an ambitious growth strategy. In addition, the company tried to 

differentiate from their competitors by offering cultural attributes as well as the distribution of 

electricity. Since the company was growing, one can imagine that an incentive for performing 

accounting manipulation could have been to impress the parent company as well as showing external 

interest that they were able to grow in a market with the highly competitive rivalry. As pointed out 

above, the company's liquidity was not considered to be optimal, which according to the theory applied 

can create incentives for manipulating accounting numbers. According to the fraud triangle, pressure, 

opportunity, and rationalization should be present for an increased chance of performing accounting 

manipulation. The pressure in this context could have been related to liquidity, but this is not a 

prominent factor. On the other hand, the opportunity was present, as Benulic was both CEO and CFO 

until 2010. If management were able to rationalize manipulation or not is impossible for an analyst to 

determine.  

 

 

Years 2007 2008 2009 2010

Current Ratio 1.30 1.24 1.18 1.15

Working Capital 215 073 236 069 245 564 331 104
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5.1.4 Sub-Conclusion  

The accounting quality is based on the functionality of the financial statements for the external user. In 

this case, the financial statement does not explain the significant sizes used in different accounting 

numbers. As shown above, accrued income and bank overdraft were very significant balance sheet 

items, and the financial statements do not explain how the accounting numbers are measured. 

Therefore, it is more difficult for the user to understand the estimates used when measuring accrual 

income, and naturally more difficult to detect a possible manipulation.  

Throughout the analysis, several red flags were identified in relation to premature and fictitious 

recognition of revenue. In addition, the liquidity was below what is recommended, and the cash flow 

from operations showed negative amounts through the analyzed period. This is furthermore supported 

by the massive increase in bank overdrafts, which seems to feed the negative cash flow. Seen together 

with the fact that there was growth both in revenue, sales volume and price, the findings through the 

accounting quality analysis might indicate that there were inconsistencies in the financial statements 

of Kraft & Kultur, which could have been detected.      

5.2 Lunde Gruppen  

Lunde Gruppen was the parent company of Lundekonsernet, a group that consisted of around 70 

different companies. In addition, the owners of Lunde Gruppen were part owners of several other 

companies. The companies within the group were mainly involved in real estate, transportation and 

sales of leisure boats, while at the same time Lunde Gruppen was strategically acquiring new and 

smaller companies within the different business areas in order to grow. Lundekonsernet grew to 

become a large conglomerate, consisting of many different companies, where some, in fact, were 

inactive. Some of the companies’ core business focused on real estate investment and asset plays, 

where assets were bought at an undervalued price, and thereafter sold with profits. The financial 

statements for the companies within Lundekonsernet were thereby generating very low cash flow from 

operations, and the majority of the liquidity was generated through the sale of assets (Eriksen, 2012).  

All companies in the group and all companies related to Lundekonsernet were allegedly lead and 

managed by Johannes Lunde personally, with help from Morten Berg, the CFO at the time. Overall, 
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Lunde was involved in as much as 130 companies in total, and it is claimed that Lunde was acting as he 

was the only owner in all of the companies he had some sort of ownership or role in. As an example of 

the consequences of this behavior, he was in the end convicted of violating Aksjeloven § 3-9, which 

undermined other shareholders and the interest of creditors (Oslo Tingrett, 2013).  

The combination of investments within real estate and asset plays was very capital intensive, and the 

group was dependent on financing through loans and other forms of capital to be able to keep the 

businesses going. As a consequence of the company being heavily leveraged while the financial crisis 

hit in 2008, the company struggled with creating value as it became very difficult to sell their assets 

with profits (Dagens Næringsliv, 2013). As a natural consequence, they struggled with repaying their 

current liabilities.  

According to Borevisors Rapport (2012), the group was metaphorically referred to as a financial house 

of cards in the end of 2009, where a failure in one of the companies within the group would lead to 

bankruptcy for the entire group, because of the highly leveraged companies. Despite this, 

Lundekonsernet managed to present the opposite than what was the reality, after a comprehensive 

process within the group, where money was illegally withdrawn from subsidiaries and partially owned 

companies, in order to pay off outstanding debt in the parent company, Lunde Gruppen. In 2011, the 

system collapsed, and over 60 bankruptcies were suddenly a reality. As a result, Johannes Lunde and 

Morten Berg, in addition to an employed accountant, were convicted for financial fraud (Dagens 

Næringsliv, 2013).  

In 2010, Lunde Gruppen changed their audit company from PwC to BDO, which they claimed was due 

to PwC being too slow in auditing the company. After the switch in auditors, BDO presented an audit 

report without any remarks, which apparently should not have been the case. After the bankruptcies, 

Johannes Lunde and one of the subsidiaries, Vendere, filed a compensation claim against BDO but lost 

the case and BDO was found not guilty (Erstatningskrav mot Revisor, 2013).  

5.2.1 How the Accounting Manipulation Was Performed 

As indicated above, the company structure was massive and complex,  which contributed to systematic 

manipulation of the different companies, in the sense that it became harder to detect. In the following 
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chapter, the different cases of accounting manipulation that took place in Lundekonsernet are 

elaborated on.  

First, the most outstanding manipulation took form in boosting goodwill in the financial statements. By 

performing several transactions between different companies within the group, Lunde Gruppen 

managed to generate extra values in goodwill and intangible assets with no basis or coverage. 

According to the Norwegian accounting standard, RL § 5-7, the goodwill shall be measured as the 

difference between the acquisition cost at the time of purchase, and the fair value of all identifiable 

assets and liabilities in the acquired company. When goodwill is recognized on the balance sheet, it 

should be depreciated over its expected lifetime. According to RL § 5-3, the goodwill shall be written 

down to fair value if the decrease in value is not expected to be temporary. The impairment loss can be 

reversed to the extent that the basis for the impairment is no longer present. On the other hand, IFRS 

recognizes goodwill on the balance sheet in the same way, except that under IFRS, one does not 

depreciate goodwill. Instead, goodwill is recognized as a balance sheet item with no specific lifetime, 

which should not be depreciated, but rather be tested for impairment loss on a yearly basis (IFRS 3). 

In general, the way of measuring goodwill under IFRS is illustrated in the figure below.  

 

𝐺𝑜𝑜𝑑𝑤𝑖𝑙𝑙 = 𝐶𝑜𝑛𝑠𝑖𝑑𝑒𝑟𝑎𝑡𝑖𝑜𝑛 𝑇𝑟𝑎𝑛𝑠𝑓𝑒𝑟𝑟𝑒𝑑 − 𝐴𝑚𝑜𝑢𝑛𝑡 𝑜𝑓 𝑁𝑜𝑛𝑐𝑜𝑛𝑡𝑟𝑜𝑙𝑙𝑖𝑛𝑔 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡𝑠

+ 𝐹𝑎𝑖𝑟 𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑃𝑟𝑒𝑣𝑖𝑜𝑢𝑠 𝐸𝑞𝑢𝑖𝑡𝑦 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡𝑠 − 𝑁𝑒𝑡 𝐴𝑠𝑠𝑒𝑡𝑠 𝑅𝑒𝑔𝑜𝑐𝑛𝑖𝑧𝑒𝑑 

Figure 5. Calculation of Goodwill. Source: IFRS 3 

 

According to the audit in relation to the bankruptcy, it was revealed that several of the transactions 

were set at a much higher value than fair value. The report mentions an example of an internal sale of 

stocks regarding the related company Norsk Båtsenter AS, that generated goodwill of nearly NOK 150 

million. This internal transaction took place only six months after the transaction had a market value 

was NOK 50 million. Another example from the report was a sale of primarily current assets like 

inventory and materials from Norsk Båtsenter AS to a company within the group, which generated 

goodwill of about NOK 13 million.  

 

After the bankruptcy, the auditors could see that many of the companies in the group were actually a 

burden for Lunde Gruppen in terms of liquidity. Nevertheless, Lunde Gruppen managed to recognized 
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values for several million NOK during the fiscal year of 2009 (Eriksen, 2012). The depreciation of 

goodwill was also questionable, as the part of going concern was not the case for many of the companies 

in the group in 2009. GRS (4.3.1.3.2, Depreciation and Amortization) also states that a depreciation 

plan that is above 5 years have to be well justified and that the time horizon should be reasonable. 

These regulations and standards are considered breached in this case. According to Regnskapsloven § 

5-3 and § 5-7, goodwill should as mentioned be treated as a fixed asset, and therefore be depreciated 

over a reasonable depreciation plan. If the goodwill has a decrease in value that is not expected to be 

temporary, the value should be written down to its fair value. Lunde Gruppen did not do this.  

 

Lunde Gruppen’s many companies did according to Borevisors Rapport (2012) wrongfully recognize 

deferred tax assets on the balance sheet. The regulations on deferred tax assets according to IFRS and 

GRS demands that the company should evaluate the likelihood for future surplus. If the company has 

performed poorly in recent years, convincing evidence needs to be presented, showing that the 

deferred tax asset can be realized in the future. Deferred tax assets can thereby only be recognized if 

there is more than a 50 percent chance that it can be realized, meaning that the company will in the 

near future have a positive profit before tax . According to Borevisors Rapport (2012), a number of 

companies within the group had deferred tax assets despite the fact that the financial position was of 

such a nature that the opportunity for utilization of the tax benefit was in best case doubtful. Therefore, 

the recognition of deferred tax assets in Lunde Gruppen can be considered as a breach on both IFRS 

and GRS. On the group's balance per 31.12.2008, deferred tax assets amounted to about NOK 24 million 

and about NOK 15 million per 31.12.2009 (Eriksen, 2012). In the audit report after the bankruptcy, it 

was revealed that the documentation and evidence were insufficient.  

 

Throughout the years, the parent company, Lunde Gruppen, was listed as a guarantee for liabilities of 

other companies within the group. In the fiscal years of 2008 and 2009, the annual reports showed that 

the liabilities where Lunde Gruppen was listed as a guarantee, amounted to NOK 100 million and NOK 

83.6 million, respectively, when in reality it amounted for NOK 474 million and NOK 662 million 

respectively (Eriksen, 2012). Because of the wrongful submission of mortgage and guarantee 

obligations, the creditors had a hard time contemplating the risk that Lunde Gruppen would actually 

expose them to. This arrangement was exploited in the sense that the obtained loans in the subsidiary 

companies were used to cover other companies’ debt obligations. As an example, Lunde Gruppen 
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raised loans in 2009 from Sparebank 1 SR-Bank of about NOK 43 million, that was used to refinance 

older loans in the same bank that other subsidiary companies had, as well as redeem the bank overdraft 

account in Lunde Gruppen (Stavanger Tingrett, 2013).   

 

 

Table 10. Stated vs. Actual Liabilities Lunde Gruppen was Guarantist for (in mNOK). Source: Eriksen, 2012   

 

At the end of 2009, Lunde Gruppen was, in reality, illiquid, although the accounting reports told 

otherwise. This led Lunde and Berg, the CEO and CFO, to drain funds from other companies within the 

group that Lunde partly owned. A central part of the manipulation was in connection with the partly 

owned company called Vendere Eiendom AS (Vendere). In 2009, another company in the group, Måsen 

Eiendom AS (Måsen), bought a shelf-company that was already registered but not active. This company 

was then reorganized and renamed Vendere in 2008 to 2009 and was thereafter operating in real 

estate. Lunde Gruppen owned parts of Vendere through its ownership of 77% of Måsen, who again 

owned 50% of Vendere. The remaining 50% was split equally between Orkla Eiendom AS and 

Finansgruppen Eiendom AS (Oslo Tingrett, 2013).        

Both Lunde and Berg were acting as consultants in Vendere, and therefore had the authorization to act 

on behalf of the company, such as make different partnerships and agreements as well as dispose funds 

as they saw fit (Oslo Tingrett, 2013). Måsen, who owned 50% of Vendere had been given credit to 

Vendere, which was paid back after some time, while Vendere continued to pay Måsen after the down 

payment was final (Stavanger Tingrett, 2013). About NOK 77 million was transferred to Måsen and 

further on to Lunde Gruppen by 2010. The withdrawals triggered a liquidity crisis for Vendere, a crisis 

that came unexpectedly on the other investors. The result was that Orkla Eiendom initiated an 

independent review of the withdrawals, which ended with Orkla reporting Lunde, Berg and the 

accounting officer that had helped them, to the police. It was then discovered that Lunde and Berg had 

been leaking the funds of the company, and their positions and authorizations were immediately 

withdrawn.     

Year 2008 2009

Stated liabilities 100                           83.6                      

Actual liabilities 474                           662                       
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The transactions from Vendere to Lunde Gruppen on NOK 77 million were stated as a loan to Måsen, 

but with no security or interest payments at all. The withdrawal of money was camouflaged through 

purchase and sales of properties, or through other loans (Oslo Tingrett, 2013). This happened even 

though the ownership structure of Vendere did not allow the company to operate as if these 

transactions were intra-group transactions, and the company should, therefore, have operated as if 

they were an independent entity. Meanwhile, Lunde who was operating as a consultant in terms of 

being the CEO for a contracted period in Vendere was therefore obligated to report continually to the 

board of directors. He deliberately withheld information during board meetings that made it easier to 

manipulate the accounting system. In the court documents, the verdict was that Lunde deliberately and 

well knowingly manipulated Vendere and committed financial adultery.              

Similar scenarios as described above were done to other related companies within the group, in order 

to improve the liquidity of the parent company, Lunde Gruppen. In the end of 2007 and the beginning 

of 2008, when the group had sold shares in a company called Dekk-1 and Bryggeriparken AS, there 

were allegedly enough funds to save all companies in the group, according to the Borevisors Rapport 

(2012):  

“The bankruptcy stems from the group's good liquidity in the end of 2007 that lead to 

opportunities to make financial investments that were large and negative for the liquidity of the 

entire group”. (Eriksen, 2012, p. 9)     

The accounting reports that the auditors had signed on were also not the one that was actually 

delivered to the register for Norwegian companies, even though the auditors gave no remarks. 

Accounting items were also changed before being published to other stakeholders (Bie, 2012). During 

the trial in Stavanger Tingrett (2013), the court estimated that the debt was about NOK 90 to 130 

million greater than the value of the assets at the end of the fiscal year 2009. This was mainly hidden 

by withdrawing funds from other companies where Lunde had a significant influence. This also 

included withdrawals from companies that were not a part of the group (Næss, 2011). Therefore, the 

main manipulation that was conducted was the overvaluation of the company’s balance sheet through 

goodwill and moving of funds between companies within the group as well as understate guaranties 

and liabilities on the balance sheet.   
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5.2.2 Could the Accounting Manipulation have been Detected? 

To analyze if the accounting manipulation in Lunde Gruppen could have been detected beforehand, one 

needs to obtain a thorough knowledge of the industry and the different characteristics that the 

company operates within. This is important for the analyst when identifying red flags.    

5.2.2.1 Industry Characteristics and Competitive Situation 

In the following section, an industry analysis is conducted in order to better understand the different 

characteristics in the market that Lunde Gruppen was operating in. The industry analysis is the basis 

of identifying abnormalities in the red flag analysis. As mentioned, Lundekonsernet, who was a 

conglomerate, consisted of many different companies within different industries. A general 

characteristic of conglomerates is that there is a lack of connections between the different companies 

or industries. Therefore, this industry analysis is not be performed based on all the different areas of 

business within the group, rather than the industry characteristics of a conglomerate.  

Typical for conglomerates is that they acquire new companies in new industries in order to grow. In 

general, there are many reasons for the establishment of a conglomerate, such as cost savings through 

intra-group transactions, advantages in managing risks, the opportunity of providing loans, 

guarantees, and commitments within the group, and a more efficient allocation of liabilities and capital 

(Horváth & Szombati, 2002). The strategy behind conglomerates is to increase diversification to 

maximize shareholder value. This strategy can be very capital intensive, so a competitor would be a 

company that is able to acquire other companies and that share the same strategy as Lunde Gruppen. 

The threat of completely new entrants is therefore not very high, but there might be a risk of other 

existing companies entering the conglomerate business in order to diversify.     

For a conglomerate, there are no direct customers or suppliers. There are, on the other hand, many 

different customers and suppliers for the different industries within the company. As mentioned above, 

Lundekonsernet had companies in many different industries like transportation, purchase and sale of 

leisure boats, real estate investment, hardware store and sales of fruits and vegetables. An example 

could be the sale of leisure boats, where the suppliers would be producers of the boats, which had a 

relatively high bargaining power due to high and exclusive quality in addition to the strong brand 
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identity of these suppliers. In regards to customers, these are considered to have medium bargaining 

power. This is due to the fact that for such expensive goods, customers can potentially bargain on the 

price if this leads to a fast sale, which are within the required margins.  

Many of the companies’ competitive situations were characterized by high rivalry and many suppliers, 

which gave them low bargaining power, and many customers, indicating high bargaining power from 

customers. This varies of course between industries. Therefore, in the conglomerate, there is no direct 

competition and no competitive rivalry in the traditional sense. There might be several other 

conglomerates, but the chances that they are involved in the exact same industries are low and is 

therefore not considered to be a threat. In general, one can see that during the last years of Lunde 

Gruppens lifetime, the financial crisis had hit, and many of the industries they were operating in, like 

for example purchase and sales of leisure boats, would have a sharp decline in this period. This might 

have lead the company in a pressured situation, especially in regards to liquidity.  

5.2.3 Accounting Quality Analysis 

Lundekonsernet was a large conglomerate with a complex company structure. The structure is 

illustrated in Appendix 9.2. The group operated within several different industries, such as real estate, 

cargo and transportation and the sale of leisure boats to mention a few. The accounting quality analysis 

in the following section intends to identify possible red flags in the case, in order to see if the 

manipulation could have been detected previously. In addition, if there are abnormal balance sheet 

items in relation to their size, these are investigated. Further, to review the financial situation of the 

company, various ratios are calculated and examined, and possible incentives for manipulation are 

discussed.           

5.2.3.1 Identification of Red Flags 

Due to the nature of their business, it is natural to start looking at intra-group transactions. An intra-

group transaction is a financial or commercial transaction between two entities within the same group. 

From the consolidated entity’s perspective, the transactions are initially unrealized because unrelated 

parties are not involved. Therefore, the consolidated statement of financial positions does not include 
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any intra-group balance sheet numbers nor does the profit and loss statement include any intra-

company transactions.  

One of the main activities within Lundekonsernet was real estate investments and acquiring new 

companies, which makes the generation of goodwill important to look into.  In the annual reports from 

2003 to 2009, they state that any excess value beyond what can be attributed to identifiable assets and 

liabilities are recognized on the balance sheet as goodwill. Goodwill is treated as a residual and is 

therefore capitalized with the amount that is stated at the time of the transaction. The excess value is 

depreciated over the expected lifetime of the acquired assets (GRS). By looking at the sizes of the 

different balance sheet items, one can see that goodwill was counting for almost 20% of total assets in 

2009. However, on average, this balance sheet item is amounting to close to 5% of total assets. When 

looking further into goodwill, it can be seen from the annual reports from 2008 and 2009 that the 

accounting item increased from about NOK 12 million to NOK 330 million, which is equivalent to an 

extreme increase of 2656%. Meanwhile, the goodwill in relation to equity went from 5% to 107%, 

which means that the company has more value in goodwill than in equity.  

 

 

Table 11. Change in Goodwill and Goodwill as a % of Equity (in NOK) Source: Authors’ Compilation, Lundekonsernet 

Annual Report 2003-2009  

 

According to the annual reports of Lunde Gruppen, the depreciation of goodwill was stated as follows:  

“Depreciated over 20 years due to long-term time horizon for the operating companies. The 

companies believe that the economic value is present as long as the ownership of the companies 

that are bought are maintained (going concern)” (Lunde Gruppen, Annual report 2008).  

As stated above, the goodwill was depreciated over 20 years. In relation to this, they had no supporting 

calculations that could justify the long depreciation period, and no further information is given in the 

Year 2003 2004 2005 2006 2007 2008 2009

Goodwill 3 389 160                  4 605 913                 20 283 562               6 132 913             20 403 632         11 982 824            330 228 019            

Change 

Equity 8 006 185                  2 014 710                 -28 829 676             65 179 511           326 154 211      220 282 341         308 527 162            

Goodwill/Equity 42.3% 228.6% -70.4% 9.4% 6.3% 5.4% 107.0%

35.9%

340.4%

-69.8% -41.3%

232.7% 2655.8%
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notes. According to GRS, a depreciation plan above five years have to be justified, and this is not the 

case in Lundekonsernet’s consolidated statements.  

In order to generate such an increase of 2656% in goodwill, the company would have to make large 

investments during this period. Considering that this is capital-intensive,  further analysis of the 

company’s liquidity is assessed. In 2004 the debt increases and the equity decreases which is the cause 

of the high gearing in this year. Furthermore, in 2005 the equity is amounting to negative NOK 28 

million while the debt continues to increase. Over the next three years, the company has a decreasing 

debt, until 2009, where it increases with over 300%. The equity in the same period is increasing. A 

general rule of thumb says that the leverage should be below 5, as a high debt to equity ratio is often 

associated with higher risk. As can be seen from table 12, the debt-to-equity ratio was extremely high 

in 2004. This, together with the fact that the company had a negative profit in 2005, contributes to the 

negative equity in the same year. In 2006, the debt decreases, while the equity increases, and the debt-

to-equity ratio is stabilized. The group is not at very high risk in 2007 and 2008, but after the financial 

crisis hit, the ratio starts to increase indicating that they might have started to struggle financially. 

 

Table 12. Debt-to-Equity Ratio in Lundekonsernet. Source: Authors’ Compilation from Lundekonsernet Annual Report 

2003-2009  

 

Furthermore, when looking at the current ratio in the company, one can see that they suffer from poor 

liquidity. The company does not have enough current assets to cover its short-term liabilities in any of 

the years until 2007. Whereas after 2007, the current assets barely cover the short-term liabilities. The 

current ratio clearly states a struggle with the liquidity, but as mentioned above in the industry 

analysis, the type of company that Lunde Gruppen was, is very capital-intensive. In order to look further 

into if Lundekonsernet had indications of any financial problems, one can see that the cash flow from 

operations has a negative development from 2004, and from 2006 the cash flow from operations is 

negative. The decreasing cash flow indicates poor value creation in the group, and can, therefore, create 

strong incentives for manipulation.  

 

Year 2003 2004 2005 2006 2007 2008 2009

Debt-to-Equity Ratio 38.07                            185.94                        -15.63                        4.08                             0.67                         1.44                       4.48                          
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Table 13. Development Current Ratio in Lundekonsernet. Source: Authors’ Compilation from Lundekonsernet Annual 

Report 2003-2009  

 

 

Table 14. Development in Cash Flow from Operations in Lundekonsernet (NOK). Source: Authors’ Compilation from 

Lundekonsernet Annual Report 2003-2009  
 

A red flag related to cash flow from operations is there is an increasing gap between the cash flow from 

operations and the revenue. This red flag clearly appears as illustrated in the table below, where the 

development shows that the cash flow decreases. This can indicate that the company is changing their 

accrual estimates to affect the income statement, although this will not affect the cash flow from 

operations.  

 

 

 

 

Table 15. Cash Flow from Operations in relation to Revenue in Lundekonsernet. Source: Authors’ Compilation from 

Lundekonsernet Annual Report 2003-2009  

 

Another red flag is connected to the development of inventory. The inventory turnover is reduced from 

2008 until 2009. A reduction in the inventory turnover indicates that inventory is increasing more in 

percentage than the cost of goods sold. Mainly this increase could be due to inventory difficulties in the 

sale of leisure boats as mentioned above, that was in low demand during this period. What is worrying 

is that the number of days on inventory goes from about 2 months in 2008 and increases to over 9 

months in 2009, while at the same time, the inventory value on the balance sheet increases. This could 

indicate that the goods in inventory should have been written down in this period. On the other hand, 

this was during the time when the financial crisis hit, and one could assume that the company viewed 

this decrease in value as temporary and that they, therefore, chose not to perform a write-down in 

inventory.   

Year 2003 2004 2005 2006 2007 2008 2009

Current Ratio 0.87                               0.79                             0.70                            0.55                             1.80                         1.06                       1.01                          

Year 2003 2004 2005 2006 2007 2008 2009

Cash Flow from Operations 27 566 506 30 220 139 2 079 204 -10 989 070 -37 344 398 -66 702 775 -535 092 556

Year 2003 2004 2005 2006 2007 2008 2009

CFFO/Revenues 4.6% 3.7% 0.2% -2.3% -11.2% -34.1% -69.3%
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Table 16. Inventory Turnover and Days Sales Outstanding in Lundekonsernet (NOK). Source: Authors’ Compilation from 

Lundekonsernet Annual Report 2003-2009  

 

When assessing the red flag related to accounts receivables and revenue, one can see that the 

relationship between the two is steady through all fiscal years. Therefore, the company seems to 

manage their receivables steady and quite good through the years.  

Table 17. Accounts Receivable in relation to Revenue in Lundekonsernet (NOK). Source: Authors’ Compilation from 

Lundekonsernet Annual Report 2003-2009  

In 2003, the newspaper Aftenbladet released an article with Johannes Lunde, where he expresses his 

ambitions clearly be saying: 

 “I’ll be the greatest, and I’ll be the best.” (Aftenbladet, 2003)  

This is just an example of many public statements, which shows that he has strong ambitions, and by 

publicly announcing these one could contemplate that he created an external pressure for himself. 

Allegedly, Johannes Lunde had a consumption that did not coincide with his salary from the company, 

and there were speculations about him making direct withdrawals from the group on several 

occasions. As the liquidity in Lundekonsernet decreased, together with a negative profit in 2005 one 

can argue that the incentive for accounting manipulation was present. In addition, Johannes Lunde was 

the sole shareholder of Lunde Gruppen, which could create incentives to keep the business going.   

 

 

 

Year 2003 2004 2005 2006 2007 2008 2009

Inventory Beginnng 12 203 251               15 296 929              19 456 824               4 170 037             11 154 786         17 622 721            

Inventory Ending 12 203 251                 15 296 929               19 456 824              4 170 037                  11 154 786           17 622 721         416 647 567         

COGS 403 992 796              542 309 591            588 794 558           91 469 723               51 901 318           97 256 752         548 947 459         

Inventory Turnover 39.44                           33.88                          7.74                             6.77                         6.76                       2.53                          

Days sales on Inventory 9.25                             10.77                          47.14                           53.89                      54.00                    144.38                     

Year 2003 2004 2005 2006 2007 2008 2009

Accounts Receivable 75 568 228        110 479 560     130 654 829     48 305 827        44 889 075        28 071 697        125 590 722     

Revenue 593 694 407     814 121 439     956 001 163     473 356 091     333 726 870     195 342 378     771 969 454     

AR/Revenue 12.7% 13.6% 13.7% 10.2% 13.5% 14.4% 16.3%
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5.2.4 Sub-Conclusion 

The company structure in Lundekonsernet was very complex. When reviewing the consolidated 

financial statements, goodwill emerges as abnormal especially in 2009, both in terms of its size in 

general, and in relation to equity. It also emerges that liquidity was poor, in addition to negative cash 

flow from operating activities. A red flag in relation the cash flow from operations was the increasing 

gap between this accounting item and the revenue. The poor liquidity might create incentives for 

draining some companies in order to save others. Due to the size, the complexity in structure and the 

many related companies a further analysis of annual reports of all subsidiaries could have provided 

additional knowledge as to if there were several signs of accounting manipulation.  

The fact that Lundekonsernet was a conglomerate should lead the external user to focus on the internal 

transactions, and loan agreements between the companies, as this is a typical benefit for such a group. 

This also relates to other stakeholders, such as the bank, who might have induced the manipulation by 

not gaining a sufficient overview of the guarantees the companies within the group provided crosswise. 

Overall, the complexity within Lundekonsernet made it difficult to detect the manipulation that was 

taking place. The accounting quality analysis has presented red flags related to the case, but these do 

not capture the full scope of the manipulation that took place.    

5.3 Sponsor Service 

Sponsor Service ASA was founded in December 1982 by former cross-country skiing coach Terje 

Bogen. Sponsor Service was the parent company in a group consisting of several subsidiaries located 

both in Norway and abroad. The idea behind Sponsor Service was that athletes were served by getting 

their own personal sponsors. The activities in the company were divided into three main areas: 

sponsorship, hospitality and event, and media and IT services (Siebke, 2006). For the first two areas of 

business, Sponsor Service was the market leader, but they were also a major player in the purchase 

and sale of television media rights to national and international sports events. For the sponsorship part 

of the business, which was related to sports and culture, Sponsor Services served as an intermediary 

between the sponsor and the sponsored athlete. Their purpose was to pass sponsorship agreements 

between sponsors of corporate institutions and athletes, which in return they received a fee for. Within 
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hospitality and event, Sponsor Service sold travel packages for various companies related to sport and 

cultural events. In regards to media and IT, the company purchased and sold media rights to national 

and international sporting events, and they were a significant player in this market next to the national 

television companies in the Nordics (Siebke, 2006).  

Sponsor Service rapidly became a leading player within the relatively new industry, and from their 

establishment in 1982, the company acquired several new competitors. As a result, the company 

experienced significant growth and achieved a lot of success. Nevertheless, in the turn of the 

millennium, several problems began to appear in the company, at least internally. In the period 

between 1999 and to 2002, Sponsor Service experienced a negative cash flow from operating activities 

and investing activities, and the need for funding was financed through new equity capital and loans 

(Siebke, 2006). During the same years, the company lost important sponsorship rights to competitors, 

but despite this, they continued to provide growth in their operating profit. On several occasions in 

2002, Sponsor Service obtained loans from Nordea that amounted to more than NOK 100 million. As a 

basis for their applications, the company provided financial statements that did not coincide with the 

reality. Økokrim (2009) claimed that the company’s financial statements, forecasts, and budgets 

provided a far better result than what was the reality, in addition to the balance sheet being 

overvalued.            

5.3.1 How the Accounting Manipulation was Performed 

According to the Norwegian financial authorities, the report after the verdict was set, stated that:  

 

“The former CEO at Sponsor Service ASA, Terje Bogen, was in Agder court convicted of several 

cases of fraud, accounting manipulation, investor fraud and violations to Aksjeloven, and was 

sentenced to 4.5 years in prison,(...)” (Økokrim, 2012a)  

 

Mainly, the accounting manipulation revolved around how the income was recognized, as well as it also 

involved incorrect balance sheet values. In the following section, the different accounting 

manipulations that took place in Sponsor Service is elaborated on.     
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In the period just before the bankruptcy, the new management went through all the contracts that had 

been recognized as income. It turned out that many of these were not fully completed at the time of 

recognition, either because they lacked signatures or that the agreements were entered verbally. They 

had also recognized contracts as revenue in the current period, even though the contracts were not 

actually active until a later period. The company did on a general basis, recognized revenue too early, 

in relation to when it could actually be considered earned. Thus, the revenue recognition principle in 

RL was not followed. An example of this was a revenue recognition of almost NOK 10 million based on 

a letter of intent with the Hamburg Arena in the year 2000, where there exists no documentation for 

any final agreements. Other agreements were recognized in the wrong period, such as agreements 

recognized in December that was not yet agreed upon before January the next year. In addition, 

sponsorship agreements were capitalized as long-term receivables even though they had not come to 

such an extent that there was a probability overweight for the payment to be realized.  

As mentioned in the introduction, Sponsor Service was an intermediary operator of sponsorship 

agreements between the sponsors and the sponsored entities, in returns of a fee. The fee was about 20 

to 30% of the deal, meaning that when Sponsor Service received a sponsored amount of 100.000, only 

about 25.000 stayed in the company, while the rest went to the sponsored entity (Siebke, 2006). The 

correct handling of this deal would have been to recognize the 25.000 as operating income. Instead, the 

company recognized 100.000 as operating income, and 75.000 as operating costs. In other words, they 

reported the contract revenue at gross, instead of net. The net cash flow and equity would not be 

affected, but the revenues were heavily inflated and did not apply with the revenue recognition 

principle.   

In addition to premature revenue recognition, Sponsor Service also recognized fictitious revenue based 

on non-existing or void contracts. Some of the contracts used for recognition were oral contracts or 

contracts without signatures as mentioned above, which to some extent can be classified as fictitious. 

Other non-existing contracts were also capitalized as long-term receivables, which lead the balance to 

become largely overvalued. They also failed to recognize some receivables as a loss, such as a receivable 

from the Austrian Ski Federation in relation to the World Championship in 1999, which in reality was 

lost money (Siebke, 2006). 
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Sponsor Service misused the matching principle in many cases by capitalizing expenses as assets were 

it was difficult to justify a future income. As an example, they bought TV rights for about NOK 10 million 

in relation to a 1000 year anniversary of Oslo. Another example is when they capitalized expenses of 

about NOK 6 million in relation to an international volleyball association. Neither of these expenses 

was made with considerations as to whether or not it would create revenue in the future. This can be 

characterized as a very aggressive accounting strategy that should not have been approved by the 

auditors. Instead, Sponsor Service spread out the recognition of expenses so that the profit looked 

better in the beginning years. As a consequence of this strategy, the balance sheet was inflated (Siebke, 

2006).      

Furthermore, the company had neglected its duty to make write-downs of assets throughout the years. 

At the end of 2002 and to the beginning of 2003, they conducted large write-downs of several hundred 

million NOK. These write-downs should have been performed much earlier, due to the large 

overvaluation of the balance sheet.   

In the period of 1999 to 2002, Sponsor Service had a negative net operating cash flow. They suffered 

in terms of liquidity, and the need for further funding increased. In 2002, Nordea Bank Norge ASA 

became Sponsor Services’ main bank connection, and they raised a new loan of about NOK 60 million. 

The loan was granted based on the prerequisite that the existing owners were listed as guarantees for 

the 60 million through an emission that was due in 2002. At the end of 2002, Sponsor Service expanded 

the credit with about NOK 14.5 million more. The emission followed through, although two of the 

guarantees failed to pay their obligations (Siebke, 2006).  

Moreover, it turned out that Sponsor Service had neglected several liabilities from the balance sheet in 

relation to a contract made with the European Handball Federation. These liabilities amounted to more 

than NOK 100 million, which created a very misleading balance sheet. In addition, several other small 

liabilities were not included, which in total numbered up to a significant amount.      

Despite the fact that fictitious contracts of over NOK 100 million were recognized during the fiscal years 

of 2000 and 2001, EY’s auditor, Jon Olav Korsmo had approved the manipulated financial statements 

with no remarks (Økokrim 2007). Korsmo was later on accused of violating the Norwegian audit 

legislation, Revisorloven, and was convicted to jail time. One of the main reasons that supported the 

auditor's guilt was that he knew the CEO, Terje Bogen, personally, and that he had on several occasions 
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been a guest at Bogen's house (Oslo Tingrett, 2009). Korsmo also functioned as an advisor to Sponsor 

Service, which weakened his objectivity as an auditor significantly.   

5.3.2 Could the Accounting Manipulation have been Detected?  

To analyze if the accounting manipulation in Sponsor Service could have been detected beforehand, 

one needs to obtain a thorough knowledge of the industry and the different characteristics that the 

company operates within. This is important for the analyst when identifying red flags.    

5.3.2.1 Industry Characteristics and Competitive Situation  

Sponsor Service was considered a pioneer within the sponsor business when they were founded in 

1982. Since the companies within this business are mediators between two sides of a sponsorship 

agreement, little capital was required to enter this field of business. This naturally opened up for other 

companies trying to compete with Sponsor Service. Throughout the 80’s and 90’s they grew to be the 

market leader within this business segment, and even though there were several new entrants that 

tried to compete with them, many went bankrupt shortly after. Sponsor Service also acquired many of 

the competitors, in order for them to grow and expand their market share. In addition, the network of 

customers and suppliers was a vital part of the business, and for new entrants in this market, it was 

hard to compete with the large network Sponsor Service had on both sides. The company was at the 

time the only successful mediator of sponsorship agreements in Norway, and the threat of new entrants 

was therefore considered to be low.   

The suppliers of Sponsor Service were typically companies and corporations that wanted to sponsor 

the various athletes that Sponsor Service cooperated with. The company was dependent on these 

suppliers as they were the main source of income. As previously mentioned, the fee for each agreement 

was typically 20-30% of the total sponsorship. The suppliers were considered to have quite a lot of 

bargaining power because they could bargain on the total price of the agreement. The contracts were 

typically consisting of an annual payment, set for a certain period of time. Therefore, the question of 

whether the contract was to be renewed or not, gave the suppliers high bargaining power.  

When it comes to customers, these were the many athletes Sponsor Service provided sponsorships to. 

We already know that the CEO, Terje Bogen, had many contacts within parts of the Norwegian athletic 
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community. Bogen also had a large network of suppliers, and the customers, i.e., the athletes, had great 

opportunities to get sponsorships if they entered into an agreement with Bogen and Sponsor Service. 

Since Sponsor Service was one of the pioneers within this field of business, in addition to later being 

the largest, it is assumed that a lot of the customers chose Sponsor Service over other firms that tried 

to do the same thing. In addition, at that time, it was not necessarily many athletes that had good access 

to sponsorships, and many were also dependent on them to be able to provide for equipment and other 

necessities. Based on this, it is assumed that customers had a medium to low bargaining power.   

There were few or no substitute services when Sponsor Service started their business. As previously 

mentioned, other companies tried to compete with them, but few made it in the long run. Since Sponsor 

Service was a mediator between corporate institutions and athletes, and substitutes for their services 

are hard to define. On the other hand, people with legal experience or the athletes’ existing manager, 

who were able to be such a mediator between the two parties in a sponsorship contract, could 

substitute parts of the services, although the network that Sponsor Service could offer would then be 

lost. Another alternative could of course also be that there were no mediators at all and that customers 

and suppliers found each other, but the same problems regarding the network arise here as well. 

Therefore, substitute services were considered to be of little threat at the time.       

The competitive rivalry in the industry was characterized by high bargaining power of suppliers. 

Sponsor Service was dependent on their suppliers since their main source of income was fees related 

to the amount a supplier paid to a customer. The customers, on the other hand, was considered 

dependent on getting sponsorships from these institutions, and their bargaining power was therefore 

weakened. Even though much capital was not required in order to enter the market, new entrants were 

considered not to be a threat, as Sponsor Service had a leading position in the market. Furthermore, 

there were few or no substitutes. In total, the rivalry was considered moderate to low.  

5.3.3 Accounting Quality Analysis  

Sponsor Service was operating within three different areas of business, where being the mediator 

between to parties in a sponsorship agreement was considered their core operation. The accounting 

quality analysis in the following section intends to identify possible red flags in the case, in order to see 

if the manipulation could have been detected previously. In addition, if there are abnormal balance 
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sheet items in relation to their size, these are investigated. Further, to review the financial situation of 

the company, various ratios are calculated and examined, and possible incentives for manipulation are 

discussed.       

5.3.3.1 Identification of Red Flags 

When reviewing the annual reports of Sponsor Service, the first general red flag that is identified is an 

unusual increase in accounts receivable in relation to the increase in revenue. In all the analyzed years, 

the company had an increasing revenue, but as the red flag indicates, the accounts receivable increased 

even more. This can indicate that the company’s credit policy relaxed, which can result in the company 

having to write off its accounts receivable due to customers failing to pay their obligation to Sponsor 

Service. Therefore, the accounts receivable turnover ratio is calculated, showing a turnover ratio of 

1.65 in 1999, decreasing to 1.41 in 2000, and then increasing to 1.70 in 2001. This development shows 

that on average, Sponsor Service is getting paid by their customers every 7.5 months, which in general 

can be considered as a very long credit period. One could speculate that the company only received a 

free from the sponsor agreements once a year, and therefore, the low turnover ratio can be justified.  

 

 

 

 

Table 18. Revenue in relation to Accounts Receivable and Turnover in Accounts Receivable in Sponsor Service (in 1000 

NOK) Source: Authors’ Compilation from Sponsor Service Annual Report 1998-2001  

 

When looking at the cash flow in Sponsor Service, a red flag identified in regards to cash flow from 

operations in relation to revenue. When looking at the two ratios, these usually have a steady 

relationship if the accounting policies remain the same. During the analyzed period, there are no 

changes in accounting estimates. By reviewing cash flow from operating activities divided by revenue, 

Year 1998 1999 2000 2001

Accounts Receivable 119 030              167 947              206 345              218 468              

Revenue 229 315              236 300              264 645              361 999              

AR/Revenue 51.9% 71.1% 78.0% 60.4%

AR Turnover 1.65                      1.41                      1.70                      
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one can see that this ratio increases from 1998 to 2000, where it thereafter decreases. This indicates 

that there is an increasing gap between the revenue and the cash flow from operating activities. 

Therefore, the identification of this red flag can indicate that the company is aggressively recognizing 

revenue.  

 

 

 

Table 19. CFFO in relation to Revenue in Sponsor Service (in 1000 NOK) Source: Authors’ Compilation from Sponsor 

Service Annual Report 1998-2001  

 

The current ratio, which has been stated in the previous analysis, should be around 2, as an indication 

of the company having good financial health. According to the table below, this ratio is at its highest in 

1998 with 1.12 and continuously decrease every year until 2001 where the ratio is 1.03. This indicates 

that the liquidity is decreasing, and the development shows that the company has less current assets 

to cover their short-term debt. In addition to the current ratio, the working capital is calculated and 

illustrated below. The working capital in the company shifts each year, first by decreasing from 1998 

to 1999, then increasing from 1999 to 2000 and lastly it is decreasing from 2000 to 2001. These 

measures show the operating liquidity available to the company.  

 

Table 20. Current Assets and Liabilities (in 1000 NOK), Current Ratio and Working Capital in Sponsor Service Source: 

Authors’ Compilation from Sponsor Service Annual Report 1998-2001  

 

Up until 2002, there were no write-downs made in the company when they suddenly made a relatively 

large write-down of about NOK 10 million. This could be a case of manipulation in order to keep the 

cost down. Together with the mentioned developments in regards to receivables, this could indicate 

Year 1998 1999 2000 2001

Cash Flow from Operations -660                     23 628                -34 487               -2 296                 

Revenue 229 315              236 300              264 645              361 999              

CFFO/Revenue -0.3% 10.0% -13.0% -0.6%

Year 1998 1999 2000 2001

Current Assets 140 454              171 725              208 982              220 477              

Current Liabilities 125 901              161 228              195 761              214 539              

Current Ratio 1.12                      1.07                      1.07                      1.03                      

Working Capital 14 554                10 497                13 220                5 938                   
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that the assets, more specifically the receivables, could be overvalued. It could also point towards that 

the company is taking a big bath, which would make poor results look even worse to make the future 

results look even better. The notes were also containing only the minimal information needed, which 

makes it difficult for the accounting user to fully understand for example how the operating income 

was recognized in detail. At last, when looking at the income statement, one can question why a service 

company like Sponsor Service, with no inventory on the balance sheet, would have a high cost of sales.  

 

Table 21. Cost of Goods Sold in relation to Revenue in Sponsor Service (in 1000 NOK) Source: Authors’ Compilation from 
Sponsor Service Annual Report 1998-2001  
 

As seen from the analysis above, Sponsor Service suffered from poor liquidity, and in that sense, they 

were dependent on external financing such as loans in order to continue their business. In general, 

poor liquidity and dependence on financing provide an incentive to make the financial statement more 

attractive to the creditor. In addition, many Norwegian well-known celebrity investors were a part of 

Sponsor Service’s board of directors, such as Christian Ringnes, Nagell-Erichsen and Torstein Tvenge. 

This again could create extra pressure on the management to deliver good results. From the financial 

statements, it is also seen that compensation and bonuses were dependent on the operating profits in 

the company, which provides a strong incentive for the management to commit earnings management, 

and strengthens the idea of aggressive income recognition. Even though it is hard to identify what 

incentives that are strong enough for management to manipulate accounting numbers, there were 

several incentives present in Sponsor Service, which is considered to increase the risk for 

manipulation. According to the fraud-triangle, the chance of manipulation increase if there are 

incentives present and if there is an opportunity, and/or it can be rationalized. From the above one can 

at least say that there were incentives and possibilities present. Whether or not management was able 

to rationalize accounting manipulation is impossible to identify as an external analyst.   

 

 

Year 1998 1999 2000 2001

Operating Revenue 229 315              236 300              264 645              361 999              

COGS 180 675              182 355              188 966              278 676              

COGS/Revenue 78.8% 77.2% 71.4% 77.0%
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5.3.4 Sub-Conclusion  

Considering that Sponsor Service was the first company in its field and that they bought up most of the 

competing companies in the beginning years, there were no peers that were possible to identify. A red 

flag was identified when looking at accounts receivable in relation to revenue. The analysis showed 

that Sponsor Service experienced a reduced turnover ratio, which normally would indicate relaxing 

credit policies or overvalued accounts receivable. One can speculate in if the reduced turnover ratio is 

due to the nature of their business, or that they were managing receivables less efficiently. In addition 

to this, the development in operating cash flow and operating revenue does not consist with the highly 

increasing receivables, and this could be a red flag on for instance aggressive revenue recognition, or 

other changes in accrual estimates.   

The large amount of sales costs in relation to sales, can from an ex-post perspective, be seen in relation 

to the aggressive recognition of gross revenue, as stated before the accounting quality analysis. 

Nevertheless, this can be merely impossible for an external analyst to detect ex-ante. In addition to the 

different accounting numbers that raises concerns, the additional information and notes in the annual 

reports are of poor quality. Moreover, there are some incentives present for the management to 

conduct accounting manipulation, such as the company’s poor liquidity, pressure from the board of 

directors and the fact that management was compensated through bonuses linked to the operating 

profit. These factors all contribute to an increased probability of accounting manipulation. By 

reviewing the entire case, one can see that the financial statements were presenting a misleading 

development and amounts in relation to operating revenue. There are some red flags identified that 

points towards this aggressive revenue recognition, which could have been identified by an external 

analyst, and that should have been investigated further.  

5.4 Andersen Emballasje & Design  

Andersen Emballasje & Design (Andersen) was a subsidiary company of BePe Eiendom AS. The 

company was established in the year 2000 in a small town in Norway named Flekkefjord and was run 

by the Andersen family. Only one year after the establishment of the family-owned company, it became 

a corporation. The company bought and designed packaging products to restaurants, gas stations, 
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grocery stores and other companies providing takeout and packed foods. Some of their main customers 

were companies such as Burger King, Statoil, Esso, Peppes Pizza and Mix (Løchen, 2013).  

According to the Norwegian accounting legislation RL, if a company exceeds at least two or more 

criteria for small and medium enterprises, it is considered a large enterprise. The criteria are; 1) sales 

income above NOK 70 million, 2) balance of NOK 35 million, and 3) average number of employees 

during the accounting year is 50 employees. Andersen exceeded the first two criteria and was therefore 

considered a large enterprise. As the company was a large enterprise, that was not listed on the 

Norwegian Stock Exchange. They were according to Norwegian law, obligated to follow RL and not 

IFRS. Andersen was considered a large and successful company in the small town of Flekkefjord up 

until the bankruptcy.  

In December 2013 the company filed for bankruptcy two days after their bank, Sparebanken Sør, 

canceled their commitments with the company. Sumergo DA was the company’s auditors from 2005-

2012. In 2014 Sparebanken Sør reported to the Norwegian federal security agency, Finanstilsynet, that 

they suspected that the auditors, Sumergo, had neglected their duty as auditors. In 2015, Finanstilsynet 

did a supervision of the auditor, where significant mistakes were discovered (Finanstilsynet, 2015).   

5.4.1 How the Accounting Manipulation was Performed 

In the particular case of Andersen, it proved to be difficult to determine if the case was a conscious 

manipulation or if it was caused by lack of management control and an inadequate audit of the 

company. As mentioned, the company was owned and run by the Andersen family and had several 

related companies that Sumergo also was the auditor for. Further on, Sparebanken Sør was the bank 

connection in most of the related companies, and the bank had guarantees in assets across the different 

companies (Kristiansand Tingrett, 2016). As the bank canceled their commitments with Andersen in 

late 2013, the company immediately filed for bankruptcy.   

At the beginning of 2013, before the bank canceled their commitment with Andersen, Sparebanken Sør 

demanded that the audit company PricewaterhouseCoopers (PwC) were to explore possible 

opportunities to improve the company's operations, financing, and management, along with an 

individual audit of the company. Later on, in 2013, the bank further demanded that the company were 

to do a stocktaking, in order to determine the company’s actual stock value. According to Kristiansand 
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Tingrett (2016), what triggered the bank to cancel their commitment was the result of the stocktaking, 

which was showing that the real value of the inventory was much lower than the anticipated value. 

Through all the years where Sumergo was the auditor of the company, Sumergo’s representative for 

Andersen, submitted the annual reports with no remarks, despite the fact that the inventory was 

incorrectly measured in the annual report. In the end, the audit company was convicted in Kristiansand 

Tingrett for wrongfully submitting the annual reports without pointing remarks. A draft from the 

documents retrieved from the court of Kristiansand stated that all together, the auditor was convicted 

of inadequate documentation, lack of professional skepticism, and ignorance of significantly important 

deficiencies (Kristiansand Tingrett, 2016). Finally, Sparebanken Sør, sued Andersen's auditors, 

Sumergo, for the loss that the bank was exposed to when Andersen went bankrupt. The bank got 

pursuance, and therefore Sumergo had to pay the bank a compensation for their loss.  

As mentioned above, PwC was hired by Sparebanken Sør early in 2013 to, amongst other, make a 

valuation of Andersen’s inventory. The inventory was in fact extremely overvalued, and there had been 

no signs of the company attempting to either do a stocktaking or to perform any write-downs in the 

past. After PwC audited the company, it was revealed that the inventory had to be written down with 

NOK 58 million (Kristiansand Tingrett, 2016). The effect of the overvalued inventory, in this case, was 

tremendous, especially on stakeholders such as the bank that provided loans based on reported assets, 

which in reality were much lower than what was reported in the annual financial statements. In the 

court documents from Kristiansand Tingrett, it is stated: 

“The most central mistake in the financial statements was, in fact, the most important balance 

sheet item in Andersen Emballasje & Design, the inventory. The book value of inventory did not 

represent the net realization value, and the number of products is wrongfully evaluated, and the 

inventory is overvalued. This mistake - the difference between book value and net realization value 

- was growing larger every year. The auditor would have discovered this mistake as early as in 

2007 if he had conducted an audit that was following the regulations for a good audit practice.” 

(Kristiansand Tingrett, 2016, s. 3)     

From the quotation above, it is no doubt that the auditor responsible did not perform his duties 

thoroughly. On the other hand, a lot of the responsibility lies with the company itself, and Andersen 

should have written down the inventory based on obsolescence products on stock. This did not happen, 
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and the auditors did not conduct the necessary controls (Finanstilsynet, 2015). In the annual reports, 

there were no write-downs noted from 2005 to 2012. The company produced and designed packaging 

for several different companies and had a large inventory in relation to total assets, meaning that large 

parts of the asset value on the balance sheet came from inventory. In such a production company, it 

could be natural to think that some products over the time would have to be written down because of 

obsolescing. In the report form Finanstilsynet (2015) that was published after the bankruptcy, it was 

revealed that the company actually had existing documentation showing that the storages contained 

obsolescence inventory that should have been written down. The auditor chose to ignore this 

documentation, and allegedly, the auditor did no further research on this point (Finanstilsynet, 2015).  

The regulations of inventory are referred to in RL § 5-2, which states that current assets should be 

valued at the lowest value of cost price and net realization value. This is also the regulation that the 

company states that they follow in the annual report. In IFRS, the treatment of inventory is accounted 

for in IAS 2, where inventory is measured at the lowest value of either net realization value or cost 

price. Cost price is defined in IAS 2.10 and includes all purchase expenses, processing costs and other 

expenses that occur when acquiring the goods. As soon as the net realization value is lower than the 

recorded balance number, a write-down should be performed. The write-down should according to 

IFRS, be performed on a unit basis, but if the unit is not identifiable, it can be done on a product group 

or line. If this happens, the write-down must be spread on all the units based on FIFO or average cost 

(IFRS Publications, 2018). This principle is the same for GRS 4.4.1.1, which states that if cost price on a 

unit basis is inappropriate, the value should be calculated on all units based on FIFO or average costs. 

Regnskapsloven, GRS, and IFRS are therefore similar in its regulations on this particular point. As 

mentioned above, the company stated that they reported under the premise that inventory was valued 

at the lowest of cost price and net realization value. Therefore, the company claimed that they followed 

RL § 5-2, which turned out to be wrong.    

The cost price was not registered for all the inventory in the company’s accounting system, and 

therefore, the gross price adjusted for average gross profit was used to calculate the cost price 

(Finanstilsynet, 2015). The gross profit for the accounting item other goods was very volatile between 

product lines, and therefore the use of average gross profit gave a distorted cost price. 

Bokføringsforskriften (BF) § 6-1 demands that inventory with different gross profit shall be separated 

into different groups if the cost price is calculated based on sales price. In the calculation of cost price, 
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the company used the average gross profit for the entire group of the accounting item other inventory, 

which is not correct according to the standards (Finanstilsynet 2015). BF § 6-1 also mention that the 

inventory shall be counted for at the end of each year. Documentation showed that this had not been 

done in Andersen, even though the auditor had concluded that BF had been followed.  

Inventory was also stored at several different locations in addition to a lot of the inventory was under 

transportation. Audit reports also showed that an end of year stock count had not been performed at 

all storages. The company had a list consisting of 32 pages, which the auditor used to perform the stock 

count. This list also contained the different stock lines. On this list, 9 of the 32 pages contained 

inventory without a specified location, meaning they did not know exactly where the inventory was 

stored. Significant parts of the inventory were also inventory in the process of being moved from 

fabrics to a storage location (Finanstilsynet, 2015). Many factors point toward Andersen having 

generally poor inventory management, and together with an auditor who did not perform his 

responsibilities, the inventory was very distorted and overvalued. Furthermore, documentation 

showed that the auditor actually had been present on stock counts at the main storage, but not at any 

of the other locations. In other words, there was not collected sufficient documentation about the 

existence and value of the inventory by the auditor, which is of high importance as the inventory was 

the most significant balance sheet item in the company.  

In addition to the overvalued inventory, the review revealed that the company's CEO had taken out 

personal loans from the company. The CEO had an intermediary account where he expensed private 

purchases that were later on paid by the company. The account was balanced by deducting the amount 

from the CEO’s salary. By the end of 2012, the CEO owed the company about NOK 1.2 million 

(Finanstilsynet, 2015). The auditor at Sumergo had stated that the CEO had pawned his cabin as a 

security for his personal loan. If the bank where to redeem the security in the cabin, the auditor 

believed that the company would place a demand towards the CEO, which the company could use to 

offset the account and in that way get leverage against the CEO. This was not the case as the company 

would only realize the pawn if the company were to breach its agreement towards the bank, not if the 

CEO were to breach the agreement towards the company. As previously mentioned, Andersen had 

several related companies, where loans and guarantees were provided crosswise (Kristiansand 

Tingrett, 2016).   
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The last point that the review discovered was that the company had not set aside enough money for 

deferred tax liabilities at the end of 2012 (Finanstilsynet, 2015). There should have been a note in 

regard to this in the audit report in the annual report, but this was not the case. Looking closer into 

Andersen’s inventory revealed that the inventory was overvalued by NOK 58 million.  

According to Finanstilsynet, the auditor that was responsible for Andersen did not fulfill his 

responsibilities in a number of paragraphs in both Revisorloven and the International Standards of 

Audit (ISA). The auditor was convicted of breaking Revisorloven § 5-1, 5-2, 5-3, 5-4 and 5-6, which 

means he had neglected the required content of the audit, the auditor’s responsibilities, the 

documentation required for the assignment, the numbering of letters and the requirements of the audit 

report (Finanstilsynet, 2015). Furthermore, he violated ISA 230, 500, 220 and 260. These standards 

apply to the audit documentation, the audit evidence, the quality control for an audit of financial 

statements, and the communication with those charged with governance. ISA 501 concerns specific 

considerations for selected items, hereby also inventory. It specifies requirements related to the 

inventory and how the auditor should obtain sufficient and appropriate audit evidence regarding the 

existence and condition of the inventory. This includes physical inventory counting, observing the 

management’s count procedures, and inspection and testing of the inventory. In other words, the 

responsible auditor clearly neglected his responsibilities as an auditor and thereby contributed to 

Andersen’s bankruptcy, as he delivered a clean audit report every year, with no remarks.  

5.4.2 Could the Accounting Manipulation have been Detected?  

To analyze if the accounting manipulation in Andersen Emballasje & Design could have been detected 

beforehand, one needs to obtain a thorough knowledge of the industry and the different characteristics 

that the company operates within. This is important for the analyst when identifying red flags.    

5.4.2.1 Industry Characteristics and Competitive Situation  

Many users of financial statements have a tendency to focus merely on what the financial statements 

present, without reflecting sufficiently on the circumstances. Porter’s five forces could provide an 

overview of these, by analyzing the forces driving the competitive situation within an industry.  
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Potential of new entrants in the industry is considered to be at a medium level. The need for machines 

and distribution centers, as well as a lot of storage,  means that in order to enter the industry, a 

company would need a significant amount of capital. Although the production and core business is easy 

to do once the fixed assets are in place, it can be quite capital intensive to enter into such a business. 

The power of suppliers is low to medium, as Andersen would constantly need to seek the cheapest 

supplier available with the demanded quality. There is, of course, a risk of changing suppliers, in terms 

of Andersen being very dependent on their delivery. If they did not get the products in time, they could 

lose large and important income due to their customer’s size. Many of the suppliers were also located 

outside Flekkefjord and Norway, often in low-cost countries, and as a result, the company was exposed 

to currency risk. 

The power of customers is in this case strong. Andersen had few but very large customers, such as 

Statoil, Esso and Burger King and Norgesgruppen AS, as previously stated. Because of the size of their 

customers, one can assume high bargaining power on the customer side. This could contribute to the 

customer applying pressure on prices, as these customers would typically buy large, standardized 

volumes and would, therefore, have a large effect on Andersen’s turnover. Because packaging 

production companies are relatively easy to find for the customers it created a pressure on Andersen 

to please its customers constantly. This leads to the threat of substitute products. Considering that 

packaging products are, isolated, difficult to substitute, one can say that the threat of substitute 

products is low. On the other hand, there are examples of substitutes such as thermal cups that can 

substitute the disposable coffee cups that Andersen produced. Nonetheless, a lot of the customers were 

dependent on disposable products as they provided various take-out products. Hence, the threat from 

substitute products is considered to be low.   

Based on the above, the competition in the industry can be identified. The competition in the industry 

is based on cost efficiency. What Porter (1980) based his generic strategies on, would present the key 

in order to succeed as a cost leader. There are many actors on the market, and few customers’ stands 

for a large amount of one company's income. These customers are therefore gaining a lot of power. In 

total, the analysis of the market conditions is pointing towards the company being pressured price and 

efficiency.  
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5.4.3 Accounting Quality Analysis 

Andersen was as previously mentioned a typical production company. Their main area of business was 

buying raw materials for production, designing packaging materials as well as the distribution of the 

packaging products. Due to their operations, a natural success factor would be inventory management. 

The accounting quality analysis in the following section intends to identify possible red flags in the 

case, in order to see if the manipulation could have been detected previously. In addition, if there are 

abnormal balance sheet items in relation to their size, these are investigated. Further, to review the 

financial situation of the company, various ratios are calculated and examined, and possible incentives 

for manipulation are discussed.       

5.4.3.1 Identification of Red Flags 

Andersen compiled their yearly financial statements in accordance with RL and GRS. Norwegian 

legislation is characterized by being principle-based, which provides flexibility to the accounting 

regulations, which further leads to more professional discretion. Generally, more flexibility and 

discretion can enhance the quality of the accounts and provide the user of the financial statements with 

a fair presentation of the financial situation within a firm (Petersen & Plenborg, 2012). On the other 

hand, a large degree of flexibility and discretion can be used to manipulate the financial statements, 

and thereby provide a picture of the firm that does not coincide with the reality.  

The analysis starts by identifying the general red flags present in the case of Andersen. First of all, a red 

flag in relation to poor internal governance is raised. When looking at the annual reports, the first sign 

of weakened internal governance is that four out of five board members that signed the annual report 

were members of the family. As the company was family driven, several family members had different 

positions within the company. Both the son and the daughter of the CEO in the company, John Arne 

Andersen, had central positions, as well as they, were both members of the board. This does not 

necessarily mean that the internal governance is weakened, but it could mean that manipulating 

accounts or committing other crimes related to the company could have been easier to carry out. 

Generally, increased family relations within a company can lead to poor internal governance, which is 

why this is considered a red flag.   
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When reviewing the balance sheet through a common-size analysis, the inventory is the most 

significant balance sheet item and amounts to approximately half of all assets. Therefore, a lot of the 

company’s capital is tied up in inventory, which underlines the importance of analyzing this balance 

sheet item further. This is shown in the table below.   

 

Table 22. Common-Size of Inventory AED (in NOK). Source: Authors’ Compilation from AED Annual Report 2003-2012  

 

In relation to the red flag where inventory turnover is reduced, one can see that from 2007, Andersen’s 

inventory turnover decreases each year. The day's sales on inventory are calculated by the number of 

days in a year, 365, divided by the turnover ratio. The day's sales on inventory are shown in table 23 

below, decreases from 2008 until 2012, showing that the company might be managing their inventory 

poorly, or that some of the inventory is obsolete. The measure shows how many days on average the 

company turns its inventory. This decrease could, as mentioned in theory, be due to cyclical 

fluctuations, and as seen from the development, the turnover ratio decreases right after the financial 

crisis in 2007/2008. Considered the fact that this negative development continues until 2012, there is 

a basis to state that the development is not due to cyclical fluctuations. Comparing the day's sales on 

inventory to the rest of the industry, one can see that during the period between 2006 and 2012, 

Andersen had on average twice as many days sales on inventory as the industry in general. Compared 

to the rest of the industry, there are no identifiable reasons for why Andersen would have their 

inventory stored twice as long as the industry average, which indicates a warning sign.   

 

Years 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Inventory 21 190 190 26 787 366 28 819 043 33 979 900 38 576 000 43 575 500 55 490 291 63 435 768 69 816 265 79 861 084

Total Assets 42 609 196 52 814 428 60 288 904 63 187 333 74 371 967 88 558 697 102 922 021 123 395 933 137 578 848 148 750 815

Inventory/Assets 49.7 % 50.7 % 47.8 % 53.8 % 51.9 % 49.2 % 53.9 % 51.4 % 50.7 % 53.7 %
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Table 23. Inventory Ratios in AED compared with Industry Average (in NOK). Source: Authors Compilation, AED Annual 

Report 2006-1012, SmartCheck, n.d.  
 

 

 

Furthermore, a general red flag in relation to inventory and whether there is an unusual increase in 

inventory in relation to an increase in revenue is reviewed. This red flag appears from 2008, where 

inventory increases more than the increase in revenue. When this ratio increases it can indicate that 

either sale is decreasing or that the company is storing too much inventory. In addition, the average 

days on inventory has increased by 34 %. This means that inventory is increasing at the same time as 

the inventory stays longer on stock. This can be explained by several factors, such as pressure from 

suppliers to buy large quantities or obsolete products on inventory. According to the financial 

statements, there have not been recognized any impairment losses during the analyzed period. In order 

to investigate further, the notes in the financial statements could be of help. Nonetheless, neither the 

financial statements nor the notes, assess any impairment losses. Because Andersen is a production 

company with lots of inventory on hand, the fact that there are no signs of any impairment loss seems 

questionable.  

 

 

 

Table 24. Development in Inventory in relation to the development in Revenue (in NOK). Source: Authors Compilation, 

AED Annual Report 2003-1012 

 

Years 2007 2008 2009 2010 2011 2012

Beginning Inventory 33 979 900 38 576 000 43 575 500 55 490 291 63 435 768 69 816 265

Ending Inventory 38 576 000 43 575 500 55 490 291 63 435 768 69 816 265 79 861 084

Cost of Goods Sold 109 112 976     123 076 764     129 424 021     155 051 277    163 234 015  167 215 909  

Inventory Turnover 3.01 3.00 2.61 2.61 2.45 2.23

Days Sales on Inventory 121.36 121.82 139.69 139.98 148.98 163.36

Industry Average DSI 61.00 59.00 91.00 55.00 69.00 69.00

Year 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Inventory 21 190 190 26 787 366 28 819 043 33 979 900 38 576 000 43 575 500 55 490 291 63 435 768 69 816 265 79 861 084

Change in Inventory 26.4 % 7.6 % 17.9 % 13.5 % 13.0 % 27.3 % 14.3 % 10.1 % 14.4 %

Revenue 57 100 886 67 613 893 100 280 112  121 710 721 144 429 254 171 680 880 175 227 467 208 553 893 220 292 696 220 851 434  

Change in Revenue 18.4 % 48.3 % 21.4 % 18.7 % 18.9 % 2.1 % 19.0 % 5.6 % 0.3 %

Inventory/Revenue 37.1 % 39.6 % 28.7 % 27.9 % 26.7 % 25.4 % 31.7 % 30.4 % 31.7 % 36.2 %
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By looking at the cash flow statement of Andersen, one can see that the cash flow is negative in all yeas 

except for in 2005, 2007 and 2008. Negative cash flow can, as previously mentioned, occur due to the 

company spending money on investments in working capital in order to grow, but on the other hand, 

negative cash flow can mean that the company is losing money. By reviewing the cash flow from 

operations in relation to revenue, one can see that on average, Andersen is not making money from 

operations. This is illustrated in the table below.   

 

 

Table 25. CFFO in relation to revenue (in NOK). Source: Authors Compilation, AED Annual Report 2003-2012  

 

Another remark towards an accounting item in Andersen is linked to the red flag regarding intra-group 

transactions. The development of the balance sheet item loans to related companies has been steadily 

increasing. In 2006, this item amounted to NOK 1.3 million and increased to about NOK 16.7 million in 

2012. This accounting item consists of receivables that other companies within the group (BePe 

Eiendom) owes Andersen. The notes did not explain the reason for this increasing accounting item, nor 

is it explained why it increases to that extent. This is a worrying development because worst case, it 

could indicate that funding is drained from the company. If there are provided loans to related 

companies, that initially is not planned on being repaid, this can in practice, be a creative method for 

manipulation by illegally draining funds from the company. On the other hand, this is merely 

speculations, but it can possibly be a risk for the company.         

 

 

 

Year 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Revenue 57 100 886 67 613 893 100 280 112 121 710 721 144 429 254 171 680 880 175 227 467 208 553 893 220 292 696 220 851 434

Cash Flow from Operations -5 098 184 -4 544 417 935 872 -1 740 988 1 877 753 4 015 898 -3 467 904 -4 690 634 -6 058 341 -871 266

CFFO/Revenue -8.9% -6.7% 0.9% -1.4% 1.3% 2.3% -2.0% -2.2% -2.8% -0.4%
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Graph 1. Development in Loans to Related Companies. Source: Authors Compilation, AED Annual Report 2006-2012 

 

In order to assess the company’s liquidity, the current and quick ratio is calculated. As a rule of thumb, 

the literature states that the current ratio in a healthy company should be above 2 and that the quick 

ratio should be above 1 (Petersen & Plenborg, 2012). As can be seen from table 26, the current ratio is 

ranging from 1.13 at its lowest to 1.47 at its highest, indicating that the company’s ability to pay back 

its current liabilities with its current assets are not optimal. The same goes for the quick ratio, where it 

is ranging from 0.37 at the lowest to 0.51 at the highest, indicating that the company does not have 

sufficient quick assets to pay off its current debt. Both these measures show that the company was not 

in a liquid state.  

 

 

Table 26. Liquidity Ratios for AED. Source: Authors Compilation, AED Annual Report 2006-2012 

 

In relation to the liquidity illustrated above, some companies might sell away non-current tangible 

assets, such as property, plant and equipment, in order to pay off short-term debt and boost sales. The 

development of non-current tangible assets seems to decrease drastically from 2009 to 2012, which 

could be due to poor liquidity. The company needs its non-current assets in order to continue 

operations and would, therefore, need to invest in long-term assets. Considering the company’s 

Year 2007 2008 2009 2010 2011 2012

Current Ratio 1.22 1.37 1.47 1.33 1.33 1.28

Quick Ratio 0.37 0.45 0.39 0.44 0.46 0.39
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evaluation of going concern, an alarm can be raised in relation to the decreasing development in this 

balance sheet item from 2009. The development is illustrated in the graph below.        

 

Graph 2. Development in Non-Current Tangible Assets. Source: Authors Compilation, AED Annual Report 2006-1012 

 

In relation to the poor liquidity measures together with the negative cash flow, it was shown that on 

average Andersen did not make money from their operations. A natural consequence of the negative 

trend could be that the company obtained more loans, which is why the debt-to-equity ratio is 

compared with the rest of the industry. Looking at the debt-to-equity ratio, we can see that the debt-

to-equity ratio is on average 3.4 times larger in Andersen than in the rest of the industry. According to 

previous studies, companies with a very high debt-to-equity ratio can be more exposed to accounting 

manipulation (Reksten & Kristiansen, 2012). 

 

Table 27. Debt-to-Equity ratio for AED and the Industry. Source: Authors Compilation, AED Annual Report 2006-2012, 

SmartCheck, n.d.  

 

 

Year 2006 2007 2008 2009 2010 2011 2012 Average 

AED 4.79 4.85 5.32 5.50 6.30 6.38 5.30 5.49

Industry Average 1.49 1.56 1.51 1.76 1.17 1.86 2.01 1.62
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In general, a high equity ratio means greater financial stability and is for instance viewed as positive in 

relation to creditors. There is no clear norm saying how much equity a company should have in relation 

to total assets, but many theories point towards an equity ratio of 30% (Petersen & Plenborg, 2012). 

The optimal amount of equity and debt also depend on the type of business and will, therefore, vary 

within industries. As can be seen from the table below, the equity ratio is quite much below the 

recommended percentage, which could mean that the company does not have sufficient equity for 

unexpected losses.  

 

 

Table 28. AED’s Equity-to-Asset Ratio. Source: Authors Compilation, AED Annual Report 2006-2012 

 

Compared to the industry, Andersen had a lower operating and profit margins, which potentially could 

incentivize the management to commit accounting manipulations.  The operating margin shows how 

large the operating income is in relation to revenue, while the profit margin shows how large profits 

before taxes are in relation to revenue. The profitability margins were lower for Andersen than for the 

rest of the industry in all of the years, except in 2008. This can create pressure on Andersen’s 

management as well as high pressure from competitors, which induce the incentives for manipulating 

accounting numbers. Such measures are also often used when banks evaluate if a company can pay off 

debt and interest and are therefore frequently used in debt-covenants contracts, which can create 

incentives or motivation for managers to boost these accounting numbers.    

 

 

Table 29. Margin comparison with AED and the Industry. Source: Authors Compilation, AED Annual Report 2006-2012, 

SmartCheck, n.d. 

 

Year 2006 2007 2008 2009 2010 2011 2012

Equity-to-Assets 17.3% 17.2% 15.8% 15.4% 13.7% 13.6% 15.9%

Year 2006 2007 2008 2009 2010 2011 2012

Operating Margin 

AED 3.6% 4.1% 5.0% 3.2% 3.3% 3.1% 1.8%

Industry 15.1% 5.5% 3.0% 4.5% 7.6% 5.7% 5.7%

Profit Margin 

AED 1.7% 2.1% 2.7% 1.9% 1.9% 1.1% 0.3%

Industry 16.9% 7.4% 4.5% 6.0% 9.6% 8.0% 7.7%
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Altogether, the poor liquidity, the high debt-to-equity ratio as well as the poor margins could all provide 

the management in Andersen with incentives to perform accounting manipulation. In addition, as the 

company was a family business where members of the family had central positions, this could provide 

an opportunity for the management to perform the manipulation. Referring to the fraud triangle 

described in theory chapter 4., both incentives and opportunity were present, which increases the risk 

of accounting manipulation.         

5.4.4 Sub-Conclusion  

As seen from the analysis above, there are several red flags connected to the accounting quality of 

Andersen. The most significant balance sheet item showed to be the inventory, which is natural for a 

company such as Andersen. However, a noteworthy red flag was the reduced turnover on inventory, 

which was emphasized by the increasing day's sales on inventory. In addition, Andersen’s day's sales 

on inventory were more than double of the industry. Furthermore, no impairment losses were 

recognized in the analyzed period, which seems odd for a production company, especially in relation 

to the red flag mentioned above. The cash flow from operations is also negative for several years during 

the analyzed period. When looking at cash flows in relation to revenue one can see that the sales are 

increasing despite the negative cash flow from operations. 

The unexplained increase in loans to related companies are also worrying, but it is impossible to 

determine why and if these are expected to be repaid. Finally, as mentioned there were several 

incentives that were uncovered through an analysis of various ratios in the company. Overall, based on 

the accounting quality analysis above, there is an increased risk of manipulation based on the identified 

red flags in Andersen.  

In light of the event, one could argue that if the auditor had executed his responsibilities rightfully and 

not delivered a clean audit report, there is a possibility that the company could have avoided 

bankruptcy. In addition, if the bank had been more critical towards the financial statements and the 

profitability measures illustrated above, the outcome could have been different.  
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5.5 Fast Search & Transfer 

Fast Search & Transfer (FS&T) was established in 1997 and was a result of a student assignment at the 

Norwegian school NTNU, in the Department of Computer and Information Science. John Markus Lervik 

was one of several central people in the establishment, and he started out as the Chief Technology 

Officer (CTO) and was in the establishment responsible for Research & Development. In 2001, Lervik 

became the CEO of FS&T, and during that same year, the company was listed on Oslo Stock Exchange 

(OSEBX). As they were a publicly listed company, the company were, according to RL, reporting under 

IFRS. 

FS&T’s core business was to deliver technological solutions to other companies. Their technology was 

based on real-time search engines and business intelligence solutions, with applications such as online 

advertising programs, data cleansing, online catalogs, dashboard intelligence and internal search 

engines. In addition, they had several strategic alliances with companies such as Dell and Lycos 

(Microsoft.wiki, n.d). In April 2008, Microsoft bought all the shares in the company for NOK 66 billion, 

and the company was transformed into a wholly owned subsidiary. Only one year after the acquisition 

in 2009, Lervik gave up his position as CEO in the company. 

The Norwegian financial newspaper, Dagens Næringsliv, wrote about how the managers in FS&T 

manipulated the accounting numbers and how they tricked the stock market (Skaalmo & Sundnes, 

2014). After the DotCom crash in 2001 and until 2006, Lervik and Ali Riaz, the previous CEO and CFO, 

presented record high revenues and continual growth. It was in conjunction with the consolidated 

financial statements in 2006, the problems started showing internally in the company. FS&T had a 

rough sales period, where sales in Asia and Europe, in particular, was drastically reduced. In reality, a 

loss in sales of NOK 75 million had to be reported in the fourth quarter in 2006. Because of the 

pressured situation, the company had to manipulate the accounting numbers in order to maintain their 

image towards stakeholders. The top line in the financial statements was the main priority for the 

company and was internally much more important than creating a profit on the bottom line. With 

controversial accounting methods, the managers in the company were able to boost sales. The first 

quarter of 2007 was yet another year characterized by record high revenue and another 50% growth 

from the previous year (Skaalmo & Sundnes, 2014).   
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5.5.1 How the Accounting Manipulation was Performed 

There were several people who were questioning how FS&T recognized revenue based on sales 

contracts. As previously mentioned, their core business was the sale of IT solutions to various 

companies, and therefore revenue was a sensitive accounting measure. An analyst from the brokerage 

company, Kaupthing, stated in November 2006 that: 

“The accounts receivable are abnormally high in relation to revenue (...), and Fast Search & 

Transfer recognize revenue that is made public several days into the next accounting period. It is 

a clear sign of very aggressive bookkeeping” (Skaalmo & Sundnes, 2014).  

The observation turned out to be correct. The sales team in FAST was aggressive in their sales process, 

and they used a strategy that made potentially new customers dependent on the software they sold. 

The strategy worked in such a way that potential customers got to test the software that FS&T provided 

for a limited period of time, without any fees, and then get the customer to sign a Memorandum of 

Understanding (MoU) for a future binding contract. Further, the company would negotiate in order to 

get a binding contract with the customer after the probation time expired. If the customer was pleased 

with the services provided, the binding contract would be signed, which also included the payment for 

the IT systems. FS&T on their side considered that the MoU was as good as a binding contract since it 

was only an insignificant number of customers that did not sign the binding contract after the test 

period was over. Nevertheless, in 2006, it became harder and harder to get binding contracts signed, 

and thereby harder to receive the payments that were already recognized as sales (Finanstilsynet, 

2009).  

As previously mentioned, the company suffered from losses in the fourth quarter of 2006. It was a deal 

with the Australian telecom company Telstra that became the rescue at the end of 2006. The 22nd of 

December, FS&T managed to sign a MoU deal with Telstra, which would lead to a deal worth about NOK 

90 million if Telstra were to sign the final binding contract (Skaalmo & Sundnes, 2014). Only one week 

after they signed the MoU, FS&T recognized the whole NOK 90 million on the income statement, and 

they could thereby show solid growth on the top line once again. In FS&T, it was stated that revenue 

from licenses was supposed to be recognized on the same date as the purchase order. In the case of the 

contract with Telstra, the date of the purchase order was set to February 2nd, 2007. In other words, 
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the company recognized the revenue prematurely in relation to what was specified by their policies. In 

addition, the revenue recognized from Telstra was recognized as unspecified revenue from the Asia-

Pacific region, as the MoU contract, in reality, did not satisfy the requirements for revenue recognition. 

The MoU contract with Telstra did unfortunately not lead to Telstra signing the binding contract, and 

the NOK 90 million was thereby recognized on FS&T’s income statement with no justification.           

Towards the end of 2006, there was also a deal with the company Accoona in the US, which showed to 

be odd. Accoona bought a contract worth approximately NOK 14 million, even though they did not have 

the money to carry out the sale. The deal was as a result financed through stocks and options but was 

still recognized as cash in the accounts. FS&T on their side claimed that they never received stocks as 

a payment for the deal. Further, the company got a contract with Microsoft that was realized in January 

2007, but this deal was never notified to the stock market. This deal was also recognized in 2006, the 

same year as the MoU contract was signed, and not in 2007. The premature recognition of these 

contracts was all due to the pressure of enhanced performance in the fourth quarter of 2006.                

Since the company was listed on the OSEBX stock exchange, they were required to follow IFRS from 

2005. It appears from above that FS&T used a principle for revenue recognition that was not in 

accordance with IAS 18. IAS 18 addresses when to recognize and how to measure revenue. IAS 18 

outlines the accounting requirements for when to recognize revenue from the sale of goods, rendering 

of services, and for interest, royalties, and dividends (IFRS Publications, 2018). Revenue is recognized 

when it is probable that future economic benefits will flow to the entity and those measures can be 

measured reliably. First of all, the revenue in FS&T was recognized long before one could consider it as 

earned. According to IAS 18.14 (IFRS Publications, 2018), the sale of goods shall only be recognized 

when the following criteria have been satisfied:  

• The seller has transferred to the buyer the significant risks and rewards of ownership. 

• The seller retains neither continuing managerial involvement to the degree usually associated 

with ownership nor effective control over the goods sold. 

• The amount of revenue can be measured reliably. 

• It is probable that the economic benefits associated with the transaction will flow to the seller. 

• The costs incurred or to be incurred in respect of the transaction can be measured reliably. 
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To determine if a transaction is completed, one must consider whether both risk and control are 

transferred. In regard to control and the MoU contracts, it can be discussed whether this was 

transferred to the customer or not. The goods were essentially transferred to the potential buyer, and 

the buyer can be assumed to have a right to decide over the good. On the other hand, the goods were 

only transferred for a given period of time and with no payment during the MoU contract, which speaks 

against the fact that control was in fact transferred. When it comes to risk, on the other hand, it is clear 

that the risk and reward of owning the good were not transferred to the buyer. As a result, risk and 

control were still safeguarded by FS&T, which indicates a direct breach of IAS 18. Most importantly, 

the probability of the MoU turning into a binding contract, and therefore the economic benefits were 

to flow to the seller, was not high enough in order to recognize the MoU's as revenue.  

In Dagens Næringsliv (2014) there were several objections towards the financial statements of FS&T. 

For instance, a bidding war about RetrievalWare, the search engine of the American company Convera, 

which Lervik was involved in, is stressed. The opposite part of the bidding war was the company 

Autonomy, which in the end were willing to offer USD 17 million for RetrievalWare. When FS&T 

entered the bidding war, the price of RetrievalWare suddenly increased to USD 23 million, with no 

further explanation. Later, it was revealed that Convera and FS&T had entered into a roundtrip 

transaction. This type of transaction describes a situation where a company pays an inflated price for 

a good, where a share of the total payment is later returned to the buying company. Thereafter, the 

buying company recognizes the returned amount as revenue to create an illusion of generating more 

revenue than they actually are. Thereby, FS&T recognized their own money as revenue since they also 

sold software to Convera during this transaction. Former board member of FS&T, Robert Keith, 

declined that the roundtrip transaction was real. In addition, under oath in the American Court, 

Convera expressed disbelief over the roundtrip transaction that was allegedly performed by FS&T. 

After a general assembly in May 2007, it was determined that an audit committee was to be appointed 

in the company. Soon it showed that there were things going on between the management that needed 

further investigation. The investigation found several transactions of millions of dollars paid to 

anonymous companies in the US. A company in Florida, Archtech, showed to be owned by the previous 

Senior Vice President of Strategy and Operations in FS&T, Peter Bauert. Arctech was owned by to other 

companies who also was owned by two previous connections with FS&T, where one of them was the 

previous CFO, Ali Riaz. Thus, two of the top managers in FS&T had private companies who entered into 
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transactions with the company. In the corrected annual reports for 2006 and 2007 is showed that over 

NOK 30 million was irregularly paid out to companies that were owned and/or controlled by closely 

related parties. The services that led to these transactions also showed not to be real. From the report, 

it is also showed that companies had bought software for NOK 18 million, which did not result in real 

payments to FS&T (Skaalmo & Sundnes, 2014).  

The fact that Deloitte, who was the auditor of FS&T, handed in a clean audit report without any remarks 

for 2006 was considered to be odd. First of all, it had emerged that the MoU contracts were recognized 

before the transaction was completed. Secondly, contracts with a value of NOK 80 million were not real. 

At the same time, it was paid out over NOK 30 million to managers in the FS&T -system through other 

companies. The auditor on his side claims that FS&T had cheated him, and he was not convicted in the 

aftermath, which was surprising for many. Kredittilsynet considered the extent of the manipulation as 

difficult for the auditor to detect (Sveinbjørnsson, 2009). 

The evaluation from the financial supervisory authority, Finanstilsynet, regarding the fiscal year of 

2006, finds that the auditor did not take into consideration the risk factors that were identified in the 

planning phase adequately. The auditor did not execute existential and appropriate audit actions in 

order to confirm the validity of the revenue that was recognized after the MoU contract with Telstra. 

When it comes to the auditor uncovering the other recognized transactions, Finanstilsynet found that 

this was due to accounting manipulation, which was difficult for the auditor to reveal (Finanstilsynet, 

2009). Lervik was convicted to two years in prison, due to the recognition of revenue of NOK 80 million 

that did not exist. In addition to the accounting manipulation performed, Lervik and another previous 

employee was convicted for manipulation of the stock market. The court emphasizes that the CEO 

intentionally recognized revenue that did not exist, in order to manipulate the market by the 

distribution of wrongful accounting information. Since the revenue was important for the market’s 

determination of the stock price, the damage was considered to be significant (Økokrim, 2014).  
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5.5.2 Could the Accounting Manipulation have been Detected? 

To analyze if the accounting manipulation in FS&T could have been detected beforehand, one needs to 

obtain a thorough knowledge of the industry and the different characteristics that the company 

operates within. This is important for the analyst when identifying red flags.    

5.5.2.1 Industry Characteristics and Competitive Situation 

By identifying different characteristics in the industry, it is easier for the accounting user to detect 

unusual accounting practices. In the following section, there a brief analysis of the industry conditions 

is performed, in the form of Porter's five forces analysis, regarding the information technology industry 

that FS&T operated in.   

The potential threat of new entrants in the industry was relatively high around the analyzed period 

and still is. As briefly mentioned, the company's IPO was right at the time of the well-known DotCom 

bubble, which was the big step into the technological blossom of information technology companies. 

After that, the amount of people that have taken education in information technology has continued to 

increase. This industry is also still in a growing phase, as well as it is in continuous development, 

indicating a higher risk of new startups. The industry is not very capital intensive, at least not in the 

beginning, as a lot of a company's core strength lies within software and programming. The industry, 

on the other hand, demands special knowledge and is in that sense very human capital intensive.  

Secondly, the customers within the industry are basically every company in the world. The bargaining 

power of customers can, therefore, isolated, said to be high. Most of the large IT systems like the one 

that FS&T delivered, are delivered to larger scale customers, as they may be too expensive for smaller 

customers as well as costly to implement. In relation to FS&T, some of their customers were Dell and 

Walt Disney, indicating that the systems were used on a larger scale (Microsoft.wiki, n.d).  In the case 

of FS&T, one could argue that the bargaining power of customers were lower, because of the costly and 

timely process of implementing the system. On the other hand, many other IT systems might be 

completely different in the sense that they are easily changed and very inexpensive, leading to much 

higher bargaining power. It is assumed that the systems FS&T delivered lead to high switching costs 
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for the customers, indicating that the systems were both timely and costly to implement, providing 

customers with medium bargaining power.  

When it comes to suppliers, there is no direct pressure related to their core business. Unlike production 

companies, who buy raw materials for production, IT companies as FS&T does not have any direct 

suppliers related to their core operations and therefore gives the suppliers low bargaining power. 

There is of course suppliers in terms of office supplies such as computers and hard drives, but as 

mentioned previously, the IT industry is more human capital intensive, and therefore they were not 

dependent any specific supplier in order to continue the daily operations.  

The threat of substitute products is on the other hand very low when looking at the type of product and 

IT systems that FS&T delivers. This is because the IT industry as a whole does not have any threats of 

a direct substitute for computers and information technology. The competitive rivalry in the industry 

is affected by the high growth and a large number of competitors on the market. Some of FS&T’s largest 

competitors were companies such as SAP and Oracle, which underlines that the competitive rivalry is 

quite strong (Dagens Næringsliv, 2007). As many of the competitor’s products serve the same purpose, 

differentiation in the industry is considered key in order to compete and grow their market share. 

Based on the analysis above, we can see that the rivalry between competitors is quite strong.    

5.5.3 Accounting Quality Analysis 

FS&T was, as previously mentioned, listed on Oslo Stock Exchange (OSEBX), and they were therefore 

obligated to report under IFRS. Considering that the process of being acquired by Microsoft started in 

2007, and was finished early in 2008, the analysis includes 2004 and until acquisition took place. FS&T 

primarily delivered IT solutions to various companies, both domestically and internationally. The 

accounting quality analysis in the following section intends to identify possible red flags in the case, in 

order to see if the manipulation could have been detected previously. In addition, if there are abnormal 

balance sheet items in relation to their size, these are investigated. Further, to review the financial 

situation of the company, various ratios are calculated and examined, and possible incentives for 

manipulation are discussed.          
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5.5.3.1 Identification of Red Flags 

The first red flag that was identified in FS&T is that the accounts receivable have an unusual increase 

in relation to the increase in revenue. When looking at the financial statements of FS&T, one can see 

that the account receivable increases in the years up until 2006, at the same time, revenue also 

increases. The interesting development in relation to accounts receivable and revenue is that the 

relationship between the two accounting items seems to vary over the analyzed period, with accounts 

receivable at the most, amounts for 60 % of the revenue. As previously mentioned, the software 

company SAP was one of the main competitors of FS&T, who was also reporting under IFRS. In 

comparison to the same period, SAP’s accounts receivable amounts to about 37.5 % of revenue on 

average. This percentage is very stable during the analyzed years, indicating that the relationship 

between the two accounting items follows the same development. When comparing FS&T to one of its 

main competitors, SAP, it could indicate that the development in FS&T seems abnormal.   

 

 

Table 30. FS&T’s Accounts Receivable in relation to Revenue. Source: Authors Compilation, FS&T Annual Report 2004-

2006  

 

 

Table 31. SAP’s Accounts Receivable in relation to Revenue. Source: Authors Compilation, SAP Annual Report 2004-2006  

 

 

Year 2004 2005 2006

Accounts Receivables 35 228           48 888           97 130           

Revenue 66 374           100 233         162 645         

AR/R 53.1% 48.8% 59.7%

Year 2004 2005 2006

Accounts Receivables 1 929 100  2 251 027 2 440 000  

Revenue 5 218 201  5 958 393 6 596 000  

AR/R 37.0% 37.8% 37.0%
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The high amount of receivables in relation to revenues could be a sign that the number of credit days 

is increasing. When looking at the turnover ratio, one can see that the accounts receivable turnover 

ratio is decreasing, indicating that the number of credit days increases. On average, it takes FS&T about 

five months to generate revenue from its sales, which can be considered quite a long period. Especially 

when comparing the turnover ratio with SAP’s turnover ratio, one can see that SAP has a considerably 

better turnover ratio and that they are able to collect revenue from its sales almost a month faster than 

FS&T.   

 

 

Table 32. Accounts Receivable Turnover in FS&T and SAP. Source: Authors Compilation, FS&T and SAP Annual Report 

2004-2006  

The cash flow from operating activities is positive in the first two years of the analysis, while in 2006, 

it decreases and becomes negative. In addition, the cash flow from investing activities is negative in all 

years. In general, negative cash flow can be quite normal for companies that are experiencing growth 

and is therefore not worrying in this case. On the other hand, when reviewing the development in 

operating cash flow in relation to the development of revenue, a red flag arises. In the first two years 

of the analysis, the relationship is constant, while in 2006, the ratio suddenly drops. This is due to the 

fact that the cash flow from operating activities as mentioned above, while at the same time, the 

operating revenue increases with over 60 %. The red flag mentioned in theory indicates that this could 

be due to an aggressive recognition of revenue that does not directly affect the cash flow.  

 

 

Table 33. CFFO in relation to Revenue. Source: Authors Compilation, FS&T Annual Report 2004-2006  

Year 2005 2006

AR Turnover FS&T 2.38             2.23         

AR Turnover SAP 2.85             2.81         

Year 2004 2005 2006

Cash Flow from Operations 7 793              12 226           -3 326            

Revenue 66 374           100 233         162 645         

CFFO/Revenue 11.7% 12.2% -2.0%
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When looking at the liquidity measures, in order to explore possible incentives for accounting 

manipulation, the current ratio and the working capital measure is calculated. These measures are 

illustrated in the table below, where the current ratio indicates that the company has very solid 

liquidity. On average, the current ratio is about 6, which theoretically means that the current assets are 

six times as large in value as the short-term liabilities. This is also reflected in the working capital that 

shows a positive development of about USD 96 million in 2004 to about USD 295 million in 2006. 

Therefore, one can state that the management was not pressured or incentivized by poor liquidity.  

 

 

Table 34. Liquidity measures in FS&T. Source: Authors Compilation, FS&T Annual Report 2004-2006  

 

One can see from the annual report that the recognition of losses in relation to research and 

development are quite large. If the company has an overvalued balance sheet, this can be an indication 

of the company trying to clean up the balance sheet. In 2005, the company had to recognize a loss of 

USD 17.1 million and USD 23.2 and 52.0 million in respectively 2006 and 2007. Recognition of losses 

of a significant size can be a sign that the company has recognized assets that in reality had no real 

value for the company.  

Considering that FS&T was a publicly listed company, the requirements of the enclosure of information 

is more comprehensive than for non-listed companies. All publicly listed companies are obligated to 

report under IFRS standards after 2005, which provides a more compulsory and comprehensive 

regulation than in RL and GRS. As a result, the annual reports of FS&T are both informative and 

explanatory. In addition to submitting comprehensive annual reports, publicly listed companies have 

to submit quarterly reports, which promotes a regular control over the financials in the company, as 

Year 2004 2005 2006

Current Ratio 5.34                 5.60                 7.05                 

Working Capital 95 964           149 898         295 225         
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well as the fact that analysts frequently analyze these quarterly reports. In general, publicly listed 

companies are under more observation due to the fact that they are traded on a stock exchange.        

In 2001, the DotCom bubble hit, which lead to FS&T suffering a loss of NOK 2 million. The stock price 

decreased by about 98%, and they were referred to as a stock bubble filled with air (Skaalmo & 

Sundnes, 2012). After the DotCom bubble, Lervik and Riaz started taking FS&T to new heights, which 

led to continuous growth and massive revenue. This itself is the first indication of what incentives the 

management had for manipulating the accounts and the market. Previously, the company had values 

that were comparable to the some of the most successful companies in Norway and had thereby tasted 

the feeling of success. The focus on their market value is assumed to be essential as they were listed on 

the Norwegian Stock exchange. After several years of impressive reporting regarding growth and the 

increasing sales numbers, it is reasonable to believe that the company wanted to maintain this 

enthusiasm, which they received from former and possible future investors. The management in FS&T 

was also compensated with shares in the company (FS&T, Annual Report). This is considered to be a 

classic example of incentivizing the management to create short-term wins and boost the reported 

numbers in order to increase the share price.  

5.5.4 Sub-Conclusion 

From the analysis above, one can see that there were some indications of an aggressive recognition of 

revenue in the financial statements. The company experienced a decreasing turnover in their accounts 

receivable, in addition, the accounts receivable grow more than the growth in revenue, which in theory 

can indicate a red flag. In particular, when comparing these measures with a competitor, SAP, a clear 

difference between the two companies’ development arises, which supports the identified red flag. 

Looking at the case, later on, this is all emphasized through the fact that the Norwegian Financial 

Supervisory Authorities pointed out that the premature recognition of MoU’s was not in accordance 

with IFRS, meaning they recognized income too early.  

In terms of the cash flow in the company, one can see a worrying drop in cash flow from operations, 

even though the revenues continue to increase. By looking at the negative cash flow from investments, 

it could indicate that the company is investing in order to continue their growth. By further reviewing 

the liquidity measures, there were no indications of the company being in financial trouble, as the 
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liquidity seemed strong. There are also some indications of incentives for manipulation, as the 

company’s management was compensated through company shares, and focus on improving sales 

after the DotCom bubble. On the other hand, the company had good and informative financial reports 

and were following regulations for publicly listed companies in Norway. This could point towards it 

being more difficult for the company to commit accounting manipulation, as they were under closer 

monitoring from external interests.  

FS&T was bought by Microsoft in 2008, right before the accounting manipulation in the company was 

detected. Lervik sold his stocks and warrants for around NOK 85 million to Microsoft, and at the same 

time he negotiated 700 000 options as an additional private deal (Skaalmo & Sundnes, 2012.) Other 

owners and board members received over NOK 800 million in regard to the sale. Lervik also became 

Corporate Vice President in Microsoft’s new company and was represented as one of the European 

managers within Microsoft.  

To conclude, the accounting quality analysis gave some indications that the company could at some 

level be reporting earnings aggressively. The balance sheet might have been inflated, as a result of 

increased accounts receivable. One can argue that the auditors should have discovered the wrongful 

recognition of MoU’s before the authorities, and therefore might have decreased the scope of the 

accounting manipulation. Altogether, as an external user, this case of manipulation would have been 

hard to detect without further knowledge of how the MoU contracts were recognized.   
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6. Discussion 

Throughout the thesis, five cases where accounting manipulation has occurred have been analyzed 

with the purpose of answering the overall problem statement, hence, how accounting manipulation 

can be detected and prevented. The thesis has defined accounting manipulation as when accounts are 

intentionally and wrongfully adjusted or misstated to portrait a picture of the financial situation of a 

business, that does not coincide with the reality. 

Accounting manipulation can take form in many different ways, such as through wrongfully inflated 

earnings, or through manipulating a company’s costs. Different examples of accounting manipulation 

are presented in chapter 4.7, explaining common ways of how a company can manipulate accounting 

numbers. First of all, accounting numbers can be manipulated by recognizing revenue prematurely or 

through recognition of fictitious revenue. The company can also manipulate the accounts by increasing 

revenue through non-recurring gains, or by shifting current expenses or revenue to another period. 

Some companies might use the transactions between related parties to camouflage losses, or that 

assets are overvalued through postponement of write-downs. In a more aggressive manner, some 

companies might capitalize fictitious values on the balance sheet, or neglect to set aside correct 

provisions for liabilities.  

All of the above are either actions as a result of accounting policy choices or real actions. Accounting 

policy choices could, for instance, be the choice of different accounting estimates, whereas real actions 

could, for instance, by choosing to give a price discount temporarily in order to boost sales numbers. 

Both methods include a certain amount of discretion, which may vary with the different accounting 

standards that are addressed below.    

In the case of Kraft & Kultur, the accounting numbers were deliberately and intentionally manipulated 

by inflating revenue and accrued income. This was a case of a serious manipulation, where 

management deliberately chose to recognize revenue that was fictitious. In addition, receivables, in 

terms of accrued income, was used to inflate revenue. In the group Lundekonsernet, intra-group 

transactions between the entities in the conglomerate as well as with other related companies, led 

management to manipulate the amount of generated goodwill from the transactions, and thereby 

creating an overvalued balance. On the other hand, the company neglected to capitalize large amounts 
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of liabilities and other obligations, in order to look more attractive toward creditors when obtaining 

loans. Most importantly, Lundekonsernet transferred funds between the related companies and the 

parent company, in order to repay installments on different obligations.    

In the case of Sponsor Service, fictitious sponsorship contracts were created and recognized as 

revenue. In several of the cases, Sponsor Service had manipulated signatures and created false 

documentation in order to recognize revenue. In addition, the company recognized gross revenue on 

the top of the income statement and the difference between gross and net as the cost of sales. Other 

non-existing contracts were also capitalized as long-term contracts. In the case of Andersen Emballasje 

& Design, the inventory turned out to be significantly overvalued. By not performing impairment tests 

and avoid write-downs, the company managed to move costs into future periods, which in reality were 

never realized. Fast Search & Transfer, on the other hand, recognized revenue prematurely without a 

probability overweight that the future economic benefit would flow to the company. The premature 

revenue recognition led the stock market to price the Fast stock too high and was therefore accused of 

manipulating the market as well.   

To answer the overall problem statement and thereby assess whether the manipulation could have 

been detected previously, an accounting quality analysis was applied, and the most important findings 

are presented and discussed below. 

In the analysis, there have been indications that in some cases, the manipulation could have been 

detected earlier on. Throughout the accounting quality analysis, which is analyzing the part of the 

financial statement that stems from operations isolated and in relation to the industry as described in 

theory, the accounting manipulations could have been detected in advance. In practice, this might be 

more difficult than in theory because of the limited available and public information.  

In Kraft & Kultur, an important factor for why the manipulation was not detected earlier was that key 

accounting information was removed and tampered with in the documentation. Furthermore, the fact 

that Benulic was operating both as CEO and CFO for several years, and the fact that he was considered 

a dominant leader, allowed for the accounting manipulation to continue for a long period. In addition 

to the poor internal governance, another red flag that was identified as the increasing gap between 

cash flow from operations and operating revenue. Moreover, the accounts receivable including accrued 

income increases more than the increase in accounts receivable. Both the red flags can indicate 
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manipulated revenues, but an overall assessment of the analysis shows that if it wasn't for the 

ignorance of the company's auditor, the accounting manipulation could have been detected earlier.  

In Lundekonsernet, the company structure was highly complex with both loans and guarantees in 

between the group companies. The analysis indicates that the goodwill was overvalued and that the 

change in auditors due to the massive structure contributed to the fact that the overvalued goodwill 

was not detected. Due to the fact that different guarantees and large amounts of obligations were 

neglected from the financial statements, it was difficult for the banks to detect the manipulation. One 

of the red flags that were identified was that the gap between Lundekonsernet operating revenue and 

its cash flow from operations increased, meaning that they did not make money on their operations. 

This development was worsened every year and could easily be seen by an analyst. In addition, it was 

seen that the company had an increasing debt-to-equity ratio from 2007 and that the goodwill 

increased by alarmingly 2656 % from 2008 to 2009. Lastly, one of the group's main areas, sales of 

leisure boats, might have affected the inventory turnover ratio, which raised a red flag but does not 

necessarily signal manipulation on its own.   

Fast Search & Transfer recognized income prematurely, and ignored the accounting standard IAS 

18.14, especially in terms of if the economic benefit associated with the transaction will flow to the 

seller. Surprisingly enough, the auditor at Deloitte responsible for the audit report was not convicted 

for neglecting his duties, due to that the accounting manipulation was considered difficult to detect by 

Kredittilsynet. The red flags that were identified, especially in relation to aggressive revenue 

recognition were the increasing gap between the cash flow from operations and operating revenue. In 

addition, the comparison of accounts receivable with SAP, one of their competitors that were 

comparable, one can see that there are red flags indicating that they managed their accounts 

receivables poorly, or that they might have been overvalued. The company seemed to have good 

liquidity, and the overall assessment coincides with the accounting manipulation being hard to detect.      

In Andersen Emballasje & Design, the inventory was significantly overvalued, and the difference 

between the book value and the net realization value of inventory grew larger every year. The company 

was family driven, and the internal governance was characterized as weak. This is considered one of 

the main reasons why the manipulation was allowed to go on for such a long time. Due to the large 

amount of inventory, it was also considered odd no impairment loss was recognized between 2005 and 
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2012. Hence, the auditor did not perform his duties properly, and in court, it was argued that he would 

have detected the manipulation if a more thorough evaluation of the inventory had been conducted. 

The accounting quality analysis revealed the inventory turnover ratio and the day's sales on inventory 

was considered abnormally high, especially when compared to the industry average. Red flags were 

raised in relation to both the increased turnover, as it could indicate obsolete products or poor 

inventory management, and the fact that inventory increased more than the growth in revenue from 

2008. In addition, the bank suspected that the inventory was overvalued, but continued to provide 

financing to Andersen either way, as they were a large and important company for the small bank. Both 

the auditor and the company’s bank should have detected the manipulation previously, and based on 

the red flags identified, signs of obsolete or overvalued inventory was present.   

Sponsor Service was the mediator between parties in a sponsorship agreement and was the market 

leader in this business for many years. Red flags related to the company’s negative cash flow from 

operations in relation to revenue was raised, which indicated an aggressive recognition of revenue. 

Another red flag identified was that the accounts receivables increased more than revenue, which could 

indicate relaxed credit policies. As the company experienced negative cash flow from operating 

activities, they became dependent on external financing. Revenue was prematurely and fictitiously 

recognized in order to look profitable for external interests such as the bank. The auditor of the 

company had been acting as an advisor for the company, in addition to him knowing the CEO 

personally. The auditor was convicted for neglecting his duties. The bank on their side, received 

accounting information, forecasts, and budgets that provided a better impression than reality, together 

with an inflated balance, which made it difficult for the bank to detect the manipulation. Even though 

there were red flags identified through the accounting quality analysis of aggressive revenue 

recognition, the industry was new at the time, and there were, therefore, few competitors to compare 

the financials with. In the end, it was shown that the accounting manipulations would have been 

difficult to detect at an earlier point in time.  

Be reviewing the cases, various incentives for conducting accounting manipulation has been defined 

and evaluated. In chapter 2, incentives for performing manipulation was identified, and a prominent 

incentive was to achieve some sort of economic profit, either as an individual or for the company. 

Management can have incentives to exploit the flexibility in accounting for example by taking a big bath 

in a year where the company is performing poorly. Another example could be recognizing revenue 
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prematurely in order to reach targets and thereby receiving a bonus or other sorts of compensation. 

Lastly, management that has been under pressure for a long period of time can have incentives to adjust 

accounting numbers in a desperate attempt to look more profitable for creditors. 

In the five cases analyzed, various incentives for performing accounting manipulation were detected. 

Incentives in relation to personal gain were identified in Fast Search & Transfer, where the top 

management was compensated by receiving stocks in the company, and thereby interests between the 

management and investors were aligned. The management in Fast Search & Transfer had an ambitious 

growth strategy, and in order to increase the stock price, the company had to report improving results 

continually. This resulted in the management aggressively recognizing revenue, where there existed 

uncertainty of whether the cash would flow to the entity in the future. As an external analyst, the 

incentives in relation to the compensation could be identified as the information on compensation was 

stated in the annual report. On the other hand, this form of compensation is frequently used in other 

companies. Hence, the incentive is considered to be weak. 

In Andersen Emballasje & Design, which was a family driven company, a red flag was raised in relation 

to poor internal governance mechanisms. Within this company, the opportunity of performing 

accounting manipulation was identified as present, as there were several family members in 

management positions and in the board of directors. In Sponsor Service the management was 

compensated based on operating profit, which created a focus on the profits received from core 

operations. The incentives above are easily defined when looking at the events in retrospect. Hence, if 

the manipulation had not already been detected, one could argue that these alleged incentives would 

not have been identified as critical at all. 

However, a recurring finding in the four out of the five cases was that they all suffered from poor 

liquidity. The majority of the cases had a current ratio below the recommended ratio of 2, in addition 

to a working capital that was considered to be low. Hence, the analysis showed that poor liquidity, need 

for funding, in addition to other decreasing margins used in debt covenants contracts, were identified 

as the main incentive for performing accounting manipulation. In addition, several of the companies 

were highly leveraged and/or dependent on additional funding for operations. Consequently, 

incentives to illegally adjust the financial statements to present results that could grant the company 

extra funding could thereby arise when liquidity was poor.  
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In relation to the above-mentioned incentive, the manipulation could have been justified if the 

intention was to save the company. On the other hand, it is important to emphasize that there are 

several companies that suffer from poor liquidity, where management is not influenced to commit an 

illegal act. Clearly, there are therefore several factors that need to be present in order for a person to 

manipulate the firm’s accounts. Hence, when looking at the fraud triangle, incentives, opportunity, and 

rationalization must be present for the risk of manipulation to increase. Both incentives and 

opportunity are present in many of the cases discussed above, but the rationalization is the factor that 

is hard to determine and also the factor that prevents many from performing such an act. 

Until now, how accounting manipulation is performed, how and if it can be detected and the incentives 

that were present have been discussed. Throughout the thesis, the auditor has been identified as an 

important control instance in relation to the detection of accounting manipulation. In two out of five 

cases, Andersen Emballasje & Design and Sponsor Service, the auditor were in fact convicted for 

neglecting their responsibilities as auditors. It was revealed that several of the companies suffered 

from poor liquidity and that they thereby were dependent on external financing. The creditors were, 

therefore, another control instance, as they had to determine the solvency of the companies who were 

applying for additional loans.  

In the majority of the cases, the accounting manipulation deliberately and intentionally breached the 

regulations and standards they reported under. In other words, it would not have mattered whether 

the company in those cases reported under IFRS or RL/GRS, as the regulations would have been 

breached either way. 
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7. Conclusion  

The overall problem statement of this thesis was how accounting manipulation can be detected and 

prevented. In order to answer the problem statement, an accounting quality analysis was applied to 

five cases where manipulation has been previously detected. The accounting quality analysis on its 

own has proven not to be sufficient enough in order to detect accounting manipulation with certainty, 

and it has proven to be challenging to detect manipulation as an external actor. The analysis has on the 

other hand proven to be a useful tool when identifying red flags and critical issues that would increase 

the risk of manipulation taking place, as well as it has emphasized the importance of reviewing financial 

statements critically and in a larger context by including historical information, industry 

characteristics, and comparison over time. In addition, it has proven to be important to evaluate the 

accounting policies, flexibility, and strategy in relation to the accounting standard a company is 

reporting under, in order to map out the risk of manipulation. Therefore, the importance of auditors, 

analysts, and media in the detection of accounting manipulation has also been emphasized, as these 

together are able to gather large amounts of information that can expedite the detection of illegal acts. 

Based on the above, the most important way to prevent accounting manipulation is by undertaking the 

different tools described to detect the manipulation. In the thesis, it is shown how often the internal 

control is weakened in the cases of manipulation. A way of increasing the degree of internal control 

could be done through stricter regulations of independence between important management positions 

and control instances. One can, therefore, see that the corporate governance plays a large role in 

relation to prevent manipulation. In many of the cases, the manipulation was related to the recognition 

of revenue. Therefore, higher requirements and transparency towards documentation and explanation 

on how the revenue, as well as other accounting variables,  are measured, could be a suggestion in 

order to prevent manipulation. Nonetheless, with new regulations, new ways of manipulations will 

always arise. As mentioned previously, the majority of cases available for considerations in the analysis 

were non-listed companies. In addition to a higher amount of required information for listed 

companies, the analysis has pointed out that the listed companies are also a subject of more external 

surveillance through the market and especially by analysts. Therefore, a suggestion for prevention 

could be to put non-listed companies under greater external attention.     



  
 

 

Page 120 of 133 
 

As the thesis has shown, the detection of accounting manipulation has proven to be difficult and 

dependent on the different conditions present in a case. It has also shown the major importance of 

being critical towards the available accounting information, as well as reviewing it in relation to other 

factors such as the industry norm. The identified measures can contribute to detect indications of 

accounting manipulation, although it is difficult to prove with certainty unless additional internal 

information is available to the user. To conclude, the accounting quality analysis has shown that in 

order to detect and prevent accounting manipulation, enlightenment of the subject, acquiring of new 

and sufficient knowledge about the company and its surroundings, in addition to the importance of 

critically reflecting upon the information provided are the most powerful and effective tools.   

7.1 Further Research  

One can see that there are some differences between the accounting regulations, IFRS and Norwegian 

GAAP, particularly in relation to the demands for enclosed information in the annual reports. In 

Norway, as mentioned, only publicly listed companies are obliged to follow IFRS, whereas non-listed 

companies follow Regnskapsloven and God Regnskapsskikk. A significant part of the companies that 

were evaluated for the analysis were mainly non-listed companies, which made the companies 

included in the case analysis mostly consistent of non-listed companies. Due to the few numbers of 

cases where companies listed on the Norwegian stock exchange has been a subject to accounting 

manipulation in recent times, a suggestion for further research could be to conduct a quantitative 

analysis based on historical accounting manipulations to see if there is a relationship between 

accounting manipulation and non-listed companies. If this research would prove to be significant, it 

could imply that the increased number of external interests or the difference in accounting standards 

are crucial in understanding why accounting manipulation is feasible.  
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9. Appendices 

9.1 Formulas 

The formulas used in calculating the various ratios throughout the analysis is illustrated below. The 

formulas are extracted from Palepu et al. (2016) and Petersen & Plenborg (2012).  

𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑅𝑎𝑡𝑖𝑜 =
𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐴𝑠𝑠𝑒𝑡𝑠

𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠
 

 

𝑄𝑢𝑖𝑐𝑘 𝑅𝑎𝑡𝑖𝑜 =
𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐴𝑠𝑠𝑒𝑡𝑠 − 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦

𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠
 

 

𝑊𝑜𝑟𝑘𝑖𝑛𝑔 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 = 𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐴𝑠𝑠𝑒𝑡𝑠 − 𝐿𝑢𝑟𝑟𝑒𝑛𝑡 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠  

 

𝐷𝑒𝑏𝑡 𝑡𝑜 𝐸𝑞𝑢𝑖𝑡𝑦 𝑅𝑎𝑡𝑖𝑜 =
𝐷𝑒𝑏𝑡

𝐸𝑞𝑢𝑖𝑡𝑦
 

 

𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝐶𝑜𝑠𝑡 𝑜𝑓 𝐺𝑜𝑜𝑑𝑠 𝑆𝑜𝑙𝑑

𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 + 𝐸𝑛𝑑𝑖𝑛𝑔 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦
2

 

 

𝐷𝑎𝑦𝑠 𝑆𝑎𝑙𝑒𝑠 𝑜𝑛 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 =
365

𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟
 

 

𝐴𝑐𝑐𝑜𝑢𝑛𝑡𝑠 𝑅𝑒𝑐𝑒𝑖𝑣𝑎𝑏𝑙𝑒 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝑅𝑒𝑣𝑒𝑛𝑢𝑒

𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝐴𝑐𝑐𝑜𝑢𝑛𝑡𝑠 𝑅𝑒𝑐𝑒𝑖𝑣𝑎𝑏𝑙𝑒 + 𝐸𝑛𝑑𝑖𝑛𝑔 𝐴𝑐𝑐𝑜𝑢𝑛𝑡𝑠 𝑅𝑒𝑐𝑒𝑖𝑣𝑎𝑏𝑙𝑒
2

 

 

𝐶𝑟𝑒𝑑𝑖𝑡 𝐷𝑎𝑦𝑠 =
365

𝐴𝑐𝑐𝑜𝑢𝑛𝑡𝑠 𝑅𝑒𝑐𝑒𝑖𝑣𝑎𝑏𝑙𝑒 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟
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9.2 Lundekonsernet – Structure 

 

Source: Alveberg, C. & Aydin, N. (2014) Diversifisering I Lunde Gruppen AS. UiS   
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