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This book is dedicated to the thousands of great American corporations that have created the strongest business cultures and most powerful economy in the world without going over the ethical and legal edges. These are the corporations, and people, that deserve investor support and trust. We will continue to depend on their leadership to ensure that corporate governance and managerial excellence in U.S. capital markets will set the highest standards and bring greater confidence to our system of investing in business. These great companies stand as a constant reminder to investors of the difference between trusted and proven businesses and those who cut corners and destroy shareholder value.
A few business leaders will view this book as an “anti-business” manifesto. We believe most will see it as an edgy but thoughtful perspective on the need to build more confidence in corporations and in their leadership teams. In this sense the book is a “pro-business” and “pro-investor” report under one cover. Corporations have some work to do to demonstrate their business candor and management capabilities because of what Enron and a few hundred others have done. In turn, we, as investors, have the right to expect the truth about corporate performance and the obligation to support the markets that have gained our trust. These times present the greatest opportunity our markets have ever encountered. If investors and the corporations they support can create real bonds of trust based on accurate facts and real performance, everyone will win. This is why we believe the future can still work for us if we will take the time to work for it. Those of us who are, at the core, dedicated capitalists will do what we can to keep our markets strong and to spread the wealth.

Preface
Competitiveness and aggressive business leadership have crossed the line, and our system of taking money from investors and reporting on corporate performance no longer works. The financial manipulations that have emerged over the years are no longer tolerable in the “new economy” or on the global economic planet. Indeed, the damage and upheaval caused by trading manipulations and accounting fraud, monitored by politicized enforcement, could be the seeds of serious calamity in the future. What is true about the troubles in our markets is doubly true around the world. The governance of public capital markets, wherever they are in the global economy, is the issue at hand. Reform of U.S. capital markets is almost an overwhelming task. The global extensions of this reform have not yet developed in the minds of those who have the power to lead the change.
We believe it is time to pay attention to these factors, and we have chosen to encourage a dialogue based on our point of view. The impact of the Enron case may cause more interest in business conduct than would have otherwise been possible. The big question is whether the Enron case, and the many others behind it, will lay the foundation for real reform. Unfortunately, the most probable outcome of this financial chaos will be the traditional activity of “study, wait, delay, and forget.” Those in political and business circles most responsible for the “Enrons” of our time are the ones who do not want change. They will do their best to delay through an interval of time and other pressing issues so that reform will not come in any significant way. We hope our perspectives will add to the coming debate about reform and focus ongoing attention on this issue.
We thank Angela Tucker, Ann Marie Shattuck, Nicole Elliott, Adelaide Elliott, and Robin Moore-Schroth for their assistance with research, editing, and the calming effect they brought to our chaotic ways of getting things done. This was a family endeavor, so all of our children should be mentioned for their help: Justin Elliott, Tonya Elliott Lore, Elizabeth Schroth, and Andrew Schroth. John Mahaney, our editor, was a strong motivator, helper, and wonderful friend. We thank them all.
Washington, D.C.
April 10, 2002

 
Introduction
Capitalism rewards the companies who get closest to the edge, without going over, in order to produce earnings.
–Observation of a financial executive from a Fortune 50 company
 
What must we do to destroy the integrity of our capital markets?
Nothing! The destruction is well under way. The underside of the stock market became more visible over the past five years during the frenzy of the technology and Internet bubbles. The markets, due to the lies of corporate leaders and those who surround them, are the casinos and dog tracks of this new century. The odds in Las Vegas and the odds of making money by investing in companies have two major differences. In Las Vegas, one can compute the odds of winning or losing. These days, the way publicly traded companies are behaving, you cannot. The dealers in Las Vegas usually do not insert or remove a couple of aces during the game, but on Wall Street and among many of the publicly traded companies, they do. At least in Las Vegas you get a good meal and free drink.
Fifty percent of American households support corporations by buying stock. But the level of trust people have placed in the corporate world by making these investments has not been reciprocated by reliable information about the financial performance and the actual financial condition of the corporation. Both individual and professional investors are becoming more cautious, with many reducing or withdrawing their investments.
We are beginning to understand the importance of verification, validation, and authentication of corporate claims about business performance. Everyone with an interest in our economic health and progress will demand sounder ways to find truth in time to make a difference. Smart, responsible corporations will help this process develop and become leaders in business authenticity.
Investors now see the conflicts of interest and the outright lies about corporate financial performance: the defensive posturing of corporations, auditors, politicians, and Wall Street. Their first line of defense is to placate investors by creating the illusion of reform—a lot of political talk followed by unenforceable rules. After all, much of the political business and financial establishment does not want reform. Disturbing the cozy relationship between Congress and the companies who contribute to political campaigns would upset a long tradition. Too much change would expose them and take them out of the game.
Managed mendacity, systematically applied to the investing public, has become the new science of publicly traded corporations. The one thing corporate leaders know for sure is how to handle the investors. They know just how much information to provide and what kinds of information to hide, and they can rev up the engines of hype and misinformation at the drop of a hat. Lies and deception at their basest level help the inner circle achieve personal goals of greed and cover up their incompetence as executives. Gamesmanship has replaced business management competence as executives and their boards have focused on managing the stock first, the business second, and strategic value last.
This pattern of conduct is not what investors came to the markets for and is the reason why many are now thinking twice about staying unless new methods of verifiable data on corporate performance are developed. The performance reports of Cendant, Waste Management, Sunbeam, Global Crossing, Tyco International, and Enron were certified as accurate by their auditors. But Cendant allegedly booked $500 million in fake revenue over three years. Waste Management defended itself in seventy class-action security fraud complaints and accounting scandals and became the most frequently sued company of 1998. Sunbeam was charged with accounting fraud for shifting $21.5 million from reserves to income to cover up massive discounts and inflated sales forecasts. Global Crossing was charged with Enronlike accounting fraud and inflated revenue reporting. Tyco International was investigated for hiding debt to make revenues look better. Enron and the others are just the tip of a deeply submerged iceberg. The root of some of these cases goes back for more than a decade. None of them received much attention until the Enron story began to develop and the markets declined for the second straight year. The sensitivities of investors have become sharply tuned, and Enron pushed the sensors to full tilt.
Enron and these other companies wanted to make revenue look stronger than it actually was during each reporting period. They shifted expense, debt, and sales forecast numbers from book to book to create the illusion of financial stability. They concocted their stories carefully, never stretching too much at a time. Their reports seemed reasonable, directionally right. Falsehood was concealed among accurate facts. The business leaders who were best at this deception were moneymakers on a “five-year” mission. Their goal was to manage an initial public offering, or take over a solid publicly traded company, push the stock to the sky, and cash out. In the process of making things look better than reality, insiders sold off at market high points to line their own pockets. If investors cannot validate the factual basis of revenue reporting, return on capital, and reports of cash flows, logically, they should not invest. But with all this deception and deliberate concealment, there is no way to validate all the reporting. This is the investors’ “catch-22.”
It gets worse. If only there were a simple checklist of indicators, like the following, that would give a signal that something is amiss:
 
	•  	Abrupt turnover at CEO and key senior executive positions without convincing explanations about why people are leaving (Jeffrey Skilling, for example, resigned as CEO of Enron for “personal reasons.”)
	•  	Cash-out moves by senior management (i.e., insider stock trading in large and frequent volumes)
	•  	Restatements of earnings
	•  	SEC inquiries
	•  	SEC warnings for aggressive accounting
	•  	Reductions in shareholder equity
	•  	Special and complex partnerships and financial instruments
	•  	Elaborate compensation and stock options plans
	•  	Missed earnings
	•  	Complex SEC filings
	•  	Sudden downgrades in credit/bond ratings
	•  	Withdrawal by hedge funds


 
However, keeping up with the indicators of lies and deception is like trying to paint a moving train. Since the Enron accounting spill, corporations will move to other devices to play their games. They will be extremely careful in the future, and they will change their patterns. Any system as complicated as our system of investing cannot be simplified to a set of bullet points. Investors can’t simply rely on a checklist but need to ask some hard, even rude, questions. Why hesitate being tough-minded when it comes to protecting your financial life?
RUDE INVESTORS
Individual investors have been left to trust the professionals—the fund managers, brokers, and advisers—to ensure that their money is with the best possible companies. Individuals, however, must still be responsible for their own investments. We need to let the fund managers and professional investors know that we now expect them to do their homework and recommend companies who are not hiding behind technical compliance but are willing and able to disclose fully what they are doing. Here is a list of questions that can be used to start developing an understanding of companies.
Basic Financial Verification
 
	•  	How can you explain the last three years of the company’s statements of cash flows and return on capital?
	•  	What are the “off-balance-sheet” debt, revenue, and tax situations of the corporations from the past three years to the present date?
	•  	Does the corporation finance any part of its revenue by providing loans to customers or any other outsiders?


Corporate Ethics
 
	•  	What does the corporation do to ensure that employees understand their legal and ethical responsibilities?
	•  	Does the company provide an independent “hot line” so that anyone in the company can report fraud or suspicious activity without being fired and with assurance of appropriate response?
	•  	How has the company treated “whistle-blowers” in the past?


Management
 
	•  	Has any executive of the corporation been sued as a result of business fraud or any other business-related activities?
	•  	What do the most important customers say about the company and its management team?
	•  	During the last three annual meetings, how has the leadership team responded to and treated shareholder questions and comments?


The Board of Directors
 
	•  	Who is on the board, and what are the backgrounds, accomplishments, mistakes, and qualifications of the directors?
	•  	How have the directors added value to the corporation over the last year, and what do they plan to do in the next year?
	•  	Has the board evaluated itself? How?
	•  	What is the board’s point of view on the following?


 
Executive compensation
Business ethics
Social responsibility
Shareholder recommendations
Employee programs
 
	•  	How will the audit committee of the board ensure that audits produce an accurate picture of company performance? In addition, what steps has the board taken to ensure accuracy and exactness in all managerial reporting inside and outside of the corporation?
	•  	How many board sessions are held each year, and what is their length?
	•  	Does the board have outside consultants and advisory groups assisting them with their work?
	•  	Since many directors have given the excuse that they did not always know what was going on in the business or otherwise demonstrated that they were not competent to understand the business, how do we know that the current directors understand the business?
	•  	Do all of the directors own company stock?


 
This list is just for starters, an example of the kind of questions that shift the burden to corporations to “show us” they are right. If you can’t get answers that satisfy you, then you know one, perhaps two, things are wrong. First, the investment “pro” you are dealing with doesn’t have much in the way of useful information. What are you paying him for? Second, the company that can’t or won’t provide this information is suspect. As Enron unfolded, reporters noted that Warren Buffett commented that if he could not understand an annual report, perhaps the company did not intend for him to understand it.
Shareholders have lost billions in the stock manipulations because they had no early-warning indicators, or they thought they had the right ones but really didn’t. Fraud is a game of stealth and maneuver. As soon as you think you know where companies are, they have moved somewhere else. To the extent that we believe what we hear from corporations, we are at a profound psychological disadvantage. Market psychology runs along a simple spectrum between greed and fear. The people running corporations have the greed; the investor just inherited the fear.
The fraud makers and innocent investors have a curious relationship. Like hamsters in a plastic ball, we all run with directionless motion unable to stop or determine how to change what we are doing. The net result is that investors do not know what to believe or when to believe it. They do believe, by now, that Enron was a culture of corruption. They are not sure about other companies, and they wonder what will happen next, uncertain about whether there is a reliable way to figure out what is happening in the capital markets or about having the facts they need to make investment decisions.
Companies performing well for their investors do not need to lie. The trouble is, sooner or later, almost every company passes through that valley of the shadow of poor performance and/or internal corruption, and that’s when it resorts to lies and deception. This unfortunate behavior usually begins as a small act of stretching a fact or two about products or revenues. Stretching the facts eventually gets out of hand and turns into a big problem. Corporate lies are like the small streams and lakes of the Adirondacks of New York that grow to become the upper reaches of the Hudson River. The river grows in depth and force as it moves downstate, ultimately flowing down the west side of Manhattan, passing Wall Street, and emptying into the Atlantic Ocean. Corporate lies have small beginnings that turn into mighty torrents and ultimately overwhelm tens of thousands of investors. Corporate cultures condition people to think that it’s all right to lie a little. One little lie, deemed to be innocent, grows—and then one day an Enron happens.
Little lies that grow into big ones are one of the causes of situations like Enron; planned conspiracy is another. Many corporations have come to believe that they can get away with almost anything, and weak enforcement deterrence whets the appetite of conspiracy. They know that the Securities and Exchange Commission (SEC), the FBI, and the Department of Justice (DOJ) don’t have the resources to check on all the possible schemes companies can employ in the pursuit of deception. When the SEC does uncover a problem, it is too late in the day for investors. There is no reliable investor early warning system. All the bad news is after the fact, and the good news is questionable. There is clearly little deterrent effect in the way the enforcement community conducts its oversight of corporations.
The entire process of investing in corporate America is significantly broken, risky, and not relevant to the needs of a global economy. The progress of the global economy has outrun an archaic set of rules based on a politicized structure created nearly three-quarters of a century ago. Like campaign financing, everyone agrees that something must be done, but the entrenched groups cannot move. It is time for reform in the structure and processes of investing, the type of reform that can stay ahead of the maneuvers of corporations that lie to investors.
We are not just presenting some case details and interesting stories about corporate misbehavior, nor are we presenting a comprehensive case study of Enron. Rather, in addition to discussing specific cases, we explore the issues that must be addressed as publicly traded companies find themselves in a new context where protection on several fronts is required. Corporations clearly need to be protected from the damage they do to themselves when they provide false information, give less than full disclosure, and allow conflicts of interest.
Among the more than 14,000 publicly registered companies in the U.S. and the even larger number of privately held companies, there are a class of people who will lie to the public, the regulators, their employees, and anyone else in order to increase personal wealth and power. Investors want to know who the liars are and how to get rid of them. In the very near future, CEOs, boards, and key managers will find their records and backgrounds examined as never before. Both companies and recruiters involved in executive searches are now insisting on rigorously double-checking references, past employment and performance, and academic degrees.
Executives will have to do more than talk about their skills, experiences, and ethical beliefs; they will need to offer evidence. They will do well to think about what kind of leadership legacy they want to leave. If they are caught up in an “Enron,” they can be sure they will not be admitted back on the field of play. Beyond fundamental issues like fake reporting and bad audits, a fundamental shift has occurred in the management foundation of public companies and the governance of capital markets. The forces driving the shift include:
 
	•  	Complexity. In business, particularly in global business, complexity is becoming deeper and wider and is providing the hiding places for new forms of business deception.
	•  	Technology. Advancements are providing speed for business maneuvers, both the good and the legal and the bad and illegal.
	•  	Inability to Grasp Reality. Corporations are losing touch with the performance reality states of their business operations, finance and accounting, deal-making consequences, and the value of their intellectual capital.
	•  	The Need for Precision. Managerial tasks require more rigor, more precision, and complete accountability in the boardroom and from the leadership teams.


 
Congress can wave its arms and pass a few more rules. However, unless corporations understand the new requirement for performance reality as a managerial task, congressional rule-making will be like firing a water pistol into a hurricane.
The cornerstone of the next economic period and the absolute minimum standard for corporate managers will be a new form of scientific management based on performance reality and accuracy in reporting on corporate capabilities. This is a management science and discipline that is possible, but largely forgotten in modern corporations. This is the management capability for advancing the best companies and checking the fraudulent. The growth of a corporate underclass is an important development in an economy that grows ever more complex. The capability for increasingly serious economic disasters means that companies that lie are the equivalent of economic terrorists in our midst.
Companies, even those that play games with accounting rules, still want to know the reality of their performance. They struggle to understand the details of counting revenue, cash flow, expenses, and a list of complex indicators that should tell them about real performance. The trouble with getting to performance reality lies in a jumble of different forms of measurement and analysis. What’s lacking is a unified system of measuring and determining the reality of verifiable financial performance that is linked to actual operational performance. When a company can understand the combined effects of what it has sold, the real expenses it has encountered, and the potential consequences of the deal structures under which it has performed, it will be closer to reality.
Companies need to develop performance reality standards to bring financial and operational measurements under a guiding discipline, to provide more accurate, verifiable performance data. Performance reality reporting involves those people in the corporation who are closest to the material resources and assets of the corporation, not just financial experts and auditors. Performance reality defines an approach that traces how “performance factors and metrics” move from the marketplace, through the contractual screens and financial filters, and into the service and product delivery capabilities of the corporation.
The end game of the performance reality approach is the creation of information about corporate performance and the related reporting that is verifiable, authenticated, and accurate well beyond the standards we see today. This is the way to create a reliable picture of corporate performance and potential that investors must have.
The new realities of business are in conflict with a growing number of people seeking greater financial security. There is an aging population with serious amounts of money for investing, part of the record number of investors who came to the market during the Internet boom and the rise of online investing. While investors now want financial security over hot growth (they would actually like both), they are losing faith in the prospects of either. Their faith in future markets now depends on what action they see being taken to cure our vulnerabilities and establish a market that has high levels of truth in investing as well as good levels of growth.
Clearly, the Enron situation is a warning sign, an alarm, which compels us to uncover the bad habits our corporate leaders are comfortable with. For example, CEO Ken Lay’s letter to the shareholders in the 2001 Enron annual report contained a lengthy and heady sermon about the integrity and high standards of the Enron culture. Lay claimed that Enron was sponsoring a wide range of activities to ensure the social responsibility of the firm and otherwise protect shareholders and employees. Few, if any, of the claims were true. Enron not only failed to carry out these commitments, it was, in fact, incapable of this kind of work. Ken Lay talked about the principles of “respect, integrity, communications, and excellence.” While Enron executives implemented none of these principles in their day-to-day work, most Enron employees probably took them seriously and practiced them. This is the ultimate power of deception, to cause good people to do the right things while those in power do the opposite. The executive team at Enron was satisfied with only the appearance of having said all the right words while doing all the wrong things—all to make investors feel good. In retrospect, in light of what we know today, anyone who closely examined this statement would not have been alerted to its incredible exaggeration. There was no factual basis to measure the difference between reality and pure fantasy. Enron substituted distortion for truth. Investors must demand that any form of declaration about corporate performance pass the highest test of public diligence.
As we look back at how fraudulent companies have presented themselves, we now see what went wrong: the arrogance of corporate management teams, and the hyperbole about performance and lack of facts. Smoke and mirrors stand in the way of investors trying to figure out what they should do. Investors are overwhelmed with unbelievable and continuous good news from corporations.
Investors hear loose talk and “trust me” attitudes from business leaders who drain value from companies and put investors at risk. It is wake-up time. Investors are about to learn how to break the mirrors and blow the smoke away.
What investors want to find are companies that tell the truth about performance and value. Concerned investors just can’t sit and wait patiently for the SEC, Congress, and the corporations to do the right thing. This book will help investors to inform themselves about who is telling the truth, to be less easily persuaded about what companies say about financial performance, and to probe for reality.


CHAPTER ONE
The Mechanics of Mendacity
What’s that smell in this room? Didn’t you notice it, Brick? Didn’t you notice a powerful and obnoxious odor of mendacity in this room?
–Big Daddy, in Cat on a Hot Tin Roof

THE VOICES OF MENDACITY
Enron’s communication with investors was exceptionally effective. Ken Lay, the CEO, was a very popular member of the Houston business community and a trusted leader. He used that trust to condition his audiences in Houston, his employees, and the investment community. The CEO talked about the strength of Enron stock within weeks of the collapse of the company, encouraging employees to buy more. Most energy analysts recommended a strong “buy” on the stock. Everyone, from individual to professional investor, bought the Enron story and invested in an empty shell. Investors swarmed around the Enron information as it was carried across the globe by all means of media. The stories were false. Every aspect of the momentum required to keep investors in the Enron market worked extremely well. One analyst, some journalists, and a few hedge funds and debt-rating services picked up the signals that something was wrong, but the larger market missed them.
Companies like Enron fall when they get caught in the trap of their own misinformation. They come to believe their own myths and lies and make bad decisions. The tricks of the trade are a two-way street and ultimately became traps for Enron executives.
It is a challenge to keep
	1.	The revenue and profit numbers are dull and incapable of getting a rise out of the market. When this happens, apply a few of the most confounding accounting rules to make the numbers look better. CFOs can always come up with at least ten different ways to present the numbers, and your investor-relations team can help the market believe the fabrication.
	2.	Stay in touch with the lobbyists to make sure that all of the accounting boards and rule-makers keep the rules confusing and provide plenty of accounting hiding room. This will cost a few bucks, but it will be worth it because of the added benefit of providing political access on a number of fronts. You can appear with the powerful on TV.
	3.	Stay on the back of congressional representatives to gain their support for business and job creation. Make them believe that jobs in their districts depend on businesses having plenty of freedom and no harassment from the SEC and the DOJ. If the agencies give you trouble, call your representative and have him threaten their budgets.
	4.	Make sure your accounting firm understands that the other side of their business, the consulting group, makes plenty of money from your company and that you consider all of them to be on your team. Make sure they know where their bread and butter come from today and tomorrow.
	5.	Set a merger-acquisition (M&A) deal in motion to get market attention and use the M&A accounting rules to further cloud your real financial situation.
	6.	Engage your PR firm to talk up the M&A deal as if it will be the deal of the century and to otherwise point out all the positive factors in your business model.
	7.	Tell your tax team to figure out how to avoid all corporate taxes; they have plenty of ways to make this happen. Not only can they help you avoid paying taxes, they can get refunds on taxes not paid.
	8.	Use special-purpose entities, as Enron did, to hide debt, documentation, and create fake revenue. By the time anyone can figure out this mess, you can be on to other things.
	9.	Create complex organizational structures, and offshore ventures to add to the confusion.
	10.	Don’t forget to drag your board into your schemes slowly over time. Once they get exposed, they will leave you alone.
	11.	Prepare for the coming conference call by getting your investor-relations team to spend plenty of time with the analysts to feed them all kinds of market study information that has been prepared by your market research contractor.
	12.	Make sure you have friendly analysts on the call. Those who make extra money due to their links with your investment banker will understand how to help. Don’t let the other analysts ask questions.
	13.	Get on CNBC a few days before the call with some kind of an announcement to cause the analysts to push the stock.
	14.	Remind your investment bankers and their analysts that you are trying to move the company ahead and now is the right time for them to be supportive.
	15.	As the stock moves up, make sure you sell a bunch, but make sure the world knows that your sell plans were put in place long ago with your private wealth manager, who really runs your personal financial program.
	16.	Make sure the audit report uses all the rules and produces the most favorable GAAP (Generally Accepted Accounting Principles)-based report possible. The GAAP is the standard that practitioners use to produce financial statements.
	17.	As a hedge, produce a pro forma report, with all the usual words to show that it more properly reflects the real direction of the company and its unique intellectual assets in the market. Make sure the financial TV reporters lead with your pro forma results. These are the numbers you want investors to remember when the news show is over.
	18.	During the conference call, tell the big story of how great things are going and project a large increase for the next two quarters.
	19.	Make sure that there is only the smallest paper trail on the loans you are providing to select clients so they can forward purchase your services.
	20.	Get contingency plans updated to reduce the workforce by 10 percent and trim expenses by 25 percent. You will need to do this within the next sixty days as the analysts figure out where you really are and the SEC forces you to restate earnings.
	21.	Make sure your board members are team players and use their prestige to add credibility to the stories you are telling the market. After all, the board minutes clearly show that they are well aware of what has been going on.
	22.	Get policy changes ready so you can avoid paying normal severance and related expenses when the reductions start.
	23.	Start shopping the company as a brilliant acquisition target.
	24.	Get ready to resign at the first hint of trouble so you will have a better chance of not getting painted with the disaster that will take about a year to catch up to the company and its investors. By then your holdings will be located offshore or in your spouse’s name.
	25.	Figure out your bankruptcy strategy ahead of time; you may be able to stay on the board and bring the company back with other people’s money.
	26.	If it blows up before you can leave, take the advice of Lannie Davis, former White House counsel for President Clinton: Tell the truth, tell it all, tell it yourself, and make sure to compare your case with thousands of others that are much worse. Get the word out in a way you can control it and then hope that it goes away quickly.
	27.	Blame the auditors for misleading the board and the investors.
	28.	Head to the beach for several months and let the storm blow over and wait for bigger news to cover up what has happened.


	1.	The “gain on sale” method of accounting allows companies to book profits based on the estimated future profitability of a trade made today. It requires management to make a judgment about the weights, factors, and assumptions they will apply to determine the impact of the gain on sale numbers. If they are reasonable and realistic about their approach, they can come up with pretty good estimates. They can just as often be overly aggressive and unrealistic in their methodology and build a picture of profitability or revenue growth that is pure myth. They can trick the market into believing that they are on a hot performance trajectory when in fact they are about to crash. When corporations rely on these tricky factors, they do so because they need room to maneuver. But, as we have pointed out before, they can use perfectly legal means to create perfectly false reports about real performance. In these cases accounting rules and methods are the enemy of reality, and they need to be tightened up.
	2.	Lower-than-average return on capital, if accurately reported in the first place, is normally a good signal of financial health. At Enron this number was 7 percent, quite low compared with industry averages for energy companies and Enron’s cost of capital.
	3.	A large amount of insider trading is, as in the case of Enron, often a signal of bad things to come and the reason why the SEC wants insider-trading reports to be produced much more quickly.
	4.	Projections about market potential that run counter to broad market research signal that a company is creating a fake market to gain attention.
	5.	Trouble with customers, poor press relations, and bad press. Even when a company is reporting good results to Wall Street and analysts are recommending a strong “buy,” reporters can sometimes pick up on customer complaints through service bureaus and discover that there is a mountain of customer complaints about the product. This can be an important early warning sign for investors. Bad press and customer complaints come quickly these days through the power of the Internet and the many “watchdog” consumer associations.
	6.	Human capital flight, especially the abrupt resignation of top executives, may be the biggest signal of all.







	•  	Return on equity
	•  	Debt levels
	•  	Changes in operating margin
	•  	Capital expenditure needs
	•  	Growth in cash earnings
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