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The white-collar crackdown brings a parade of suits in cuffs, but can prosecutors make the charges stick? 
The Bush Administration may be unsure about how to get rid of Saddam Hussein, but it has already decided how to go after alleged evildoers in Big Business--with guns blazing. "If you're a CEO and you think you can fudge the books in order to make yourself look better, we're going to find you, we're going to arrest you and we're going to hold you to account," President Bush said last week in a speech in Charleston, S.C.

It didn't take long for the FBI to make good on that promise. A week after hauling in Adelphia Communication's frail, white-haired founder, John Rigas, and two of his sons as if they were armed and dangerous, FBI agents gave former WorldCom executives Scott Sullivan and David Myers the same star treatment, parading the handcuffed quarry in an early-morning perp walk and prompting Sullivan's lawyer to complain about "the unfair taint of the current political climate."

"We didn't have anything to do with it," a senior Administration official says of the high-profile collars. "But of course they're a big help. It means the system is working, and that helps with [investor] confidence." If so, that wasn't reflected in the stock market, which swooned on Thursday and Friday.

Arrests and indictments don't necessarily result in convictions--think back to the Wall Street scandals of the 1980s. But for now, with midterm congressional elections just a few months away and control of the House and Senate at issue, that's almost beside the point. Nor is the spectacle over. The House Energy and Commerce Committee in particular is contemplating more hearings this fall, with an invitation list that might include everyone from Global Crossing to ImClone, a committee source told Time. And as Democratic opponents seize on the White House's cozy links to corporate America--and especially to Harken Energy and Halliburton--the Bush Administration seems to believe that the best defense is a full-scale offensive.

Though by far the most visible, the WorldCom duo wasn't the only prey: telecom firm Qwest, already under investigation by the Securities and Exchange Commission (SEC) and the Department of Justice (DOJ), is close to restating the past three years of earnings by more than $1 billion; apparel maker Warnaco is now in the SEC's cross hairs; and prosecutors were driving a hard bargain in plea negotiations with ImClone's ex-CEO Samuel Waksal, insisting that he accept at least seven years in prison on insider-trading charges and declining to spare his family members from prosecution.

The latest addition to the Justice Department's list is AOL Time Warner, TIME's parent company. Justice confirmed last week that it would follow up on the SEC's investigation into how the company's AOL division accounted for some $270 million in revenue over the past two years. The amount involved is almost trivial in a $38 billion-a-year company, but the implications are not. The agencies are investigating whether AOL executives contrived to misstate advertising revenues to puff up the performance of AOL just as it was closing its merger with Time Warner. AOL Time Warner CEO Richard Parsons has been adamant in declaring the company's innocence and asserting that it followed accounting rules properly, a position backed by its accountant Ernst & Young, which reaffirmed its opinion after the Washington Post brought the transactions to light last month. The investigation is in its earliest stages; in fact, Justice Department lawyers and officials at AOL haven't had a face-to-face meeting yet. But the prospect of the DOJ's worming its way through any company sits uneasily on the minds of investors, who sliced AOL's stock price in response.

The actions last week underlined an unusually high level of cooperation between Justice and the SEC, which has limited subpoena powers and a more complex bureaucracy to navigate. Attorney General John Ashcroft emphatically announced that Justice was raising the stakes, declaring that "corrupt corporate executives are no better than common thieves when they betray their employees and steal from their investors." He noted that the WorldCom executives could face as much as 65 years in prison, which legal experts dismissed as prosecutorial hyperbole. Yet as former federal prosecutor and Los Angeles white-collar defense lawyer Mark Beck notes, "The criminal sanction is so severe that it can motivate someone to play ball and become a government witness in exchange for leniency."

Curiously, the arrests anticipated for so long--at Enron--have yet to materialize. Given the Administration's links to the disgraced energy trader, there is a risk that it will be seen to be foot dragging on the prosecution of longtime Bush buddies (and supporters) such as former CEO Ken Lay. "There hasn't been anyone in handcuffs from Enron, and we don't know why," Senate majority leader Tom Daschle said last week. While declining to comment on the specifics, Deputy Attorney General Larry Thompson, who heads the corporate-fraud strike force, said that "some cases are more complex than others." Even with prosecutors laboring on the Enron Task Force, getting a handle on the company's complicated structure and litany of off-balance-sheet partnerships is no small feat.

And that gets to a bigger issue: to gain a conviction in any of the criminal cases, Justice must prove criminal intent. Legal experts say it's extremely tough to win a case without a whistle-blower to testify about conniving conversations. Internal memos or spreadsheets and charts tend to confuse jurors. "Were these mistakes, or were they done with intent to defraud the public?" asks Alan Bromberg, a securities-law professor at Southern Methodist University in Dallas. "It's a very elusive kind of distinction."

Winning a conviction is even tougher if independent auditors or outside lawyers have signed off on the accounting methods in question. Although in theory compliance with GAAP (generally accepted accounting principles) "cannot be used as a cover," says retired Judge Stanley Sporkin, prosecutors have generally ceded the territory to the SEC for civil action, if any at all. As the President himself said in defending his tenure as a director at Harken Energy, "In the corporate world, sometimes things aren't exactly black and white when it comes to accounting procedures." Expect to hear those words echoed by defense lawyers many times.

The list grows longer by the week. More than 25 companies are being investigated for misconduct by the SEC, the Department of Justice or both. Some highlights: 

COMPANY     WORLDCOM

ISSUE       Improper accounting of $3.9 billion in expenses, leading

            to bankruptcy

STATUS      Civil-fraud charges filed; ex-CFO accused of criminal

            fraud

COMPANY'S   WorldCom admits its accounting was bad. Execs pled

RESPONSE    not guilty

COMPANY     ADELPHIA

ISSUE       Allegedly gave Rigas family $1 billion in hidden loans;

            fudged number of subscribers

STATUS      Civil suit filed by SEC; family members charged with fraud

COMPANY'S   Adelphia has sued the Rigases for looting the company

RESPONSE

COMPANY     IMCLONE SYSTEMS

ISSUE       Did ex-CEO Samuel Waksal and others try to trade on

            inside information?

STATUS      Waksal faces an Aug. 9 deadline to plea-bargain with

            the feds

COMPANY'S   ImClone Systems has replaced Waksal as CEO

RESPONSE

COMPANY     TYCO INT'L

ISSUE       Alleged misuse of company money by CEO Kozlowski to

            buy art and other things

STATUS      Kozlowski arrested and indicted on tax-evasion charges

COMPANY'S   New CEO appointed. Tyco says it's on sound footing

RESPONSE

COMPANY     ENRON

ISSUE       Off-balance-sheet deals used to hide debt and

            inflate earnings

STATUS      SEC and Justice continue their investigation

COMPANY'S   Admitted it hid losses and loans with limited

RESPONSE    partnerships

COMPANY     AOL TIME WARNER

ISSUE       AOL division accused of improperly accounting for some

            advertising revenue

STATUS      SEC and Justice are now investigating

COMPANY'S   Defends its accounting as both appropriate and legal

RESPONSE

~~~~~~~~

By Daniel Eisenberg

Reported by Matthew Cooper; John Dickerson; Elaine Shannon, Washington and Dody Tsiantar, New York




Martha Stewart brand soldiers on

By Theresa Howard, USA TODAY (July 25, 2002)

There's more to Martha Stewart Living Omnimedia than Martha Stewart. At least that was the message the chairman and CEO — Martha Stewart — wanted to get across on a conference call Wednesday as the company reported its second-quarter earnings. 

"I am the founder and an integral part of the business," Stewart says. "But we have 600 of the most talented people who make up Martha Stewart Living Omnimedia."

She was trying to allay concern about the impact on the company from the probe into her sale of ImClone stock in December, just before the price fell. Sam Waksal, ImClone's former chairman and a friend of Stewart's, was arrested June 12 on charges of illegal trading on inside information. 

On the call, she would not address questions about her personal situation. But she said that other executives in the company have the "brand vision" to carry on the Stewart style.
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	Martha Stewart Living Omnimedia
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Chairman and CEO: Martha Stewart
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President and Chief Operating Officer: Sharon Patrick
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Headquarters: New York City
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2001 annual revenue: $296 million 
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Year founded: 1997
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At a recent visit to Omnimedia's offices, there was no inclination to talk of Stewart's legal problems, either.

"There's been so much hype around the person, the company has gotten lost in the shuffle," says Sharon Patrick, chief operating officer and the business boss in the company's "two-boss world" (Stewart is the creative boss). "We have a business that's very synergistic and very deep. And we've got cost-sharing and cross promotions that give great effect to our bottom line." 

Instead, the offices are abuzz with talk of stuffed sock animals, 416 shades of new paint, candles shaped like milk cartons and the October redesign of Martha Stewart Living magazine. 

But as the Stewart-mentored elves continue to churn out holiday how-to projects, Wall Street is buzzing about the toll the investigation involving Stewart may take on 2002 profits.

(article continues on next page)
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	The divisions behind the brand
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				Publishing
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Division includes: books, magazines, CDs and videos.
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Led by: Lauren Stanich, president.
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Second-quarter revenue: $47.3 million, up 15%.

[image: image25.png]


The group, which includes Martha Stewart Living, the 2.4 million-circulation flagship magazine, is the Omnimedia mother lode. A project first appears as a story in one of the magazines (which also include weddings, babies and kids titles) before it is spun into a TV segment or a product for license or retail.

Direct Selling
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Division includes: marthastewart.com, Martha by Mail and Martha's Flowers.
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Led by: Shelley Nandkeolyar, president.
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Second-quarter revenue: $8.1 million, down 27%.
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About 2,800 products, including craft kits, bedding and flowers are sold via catalog and Web site. Both will relaunch in the fall with more high-end products.

Merchandise
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Division includes: Martha Stewart Everyday at Kmart in the USA, Sears stores in Canada and at Seiyu in Japan.
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Led by: Elise Contarsy, senior vice president.
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Second-quarter revenue: $16 million, up 82%.
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About 100 people work on the Martha Stewart Everyday line, which accounts for about 85% of Omnimedia's merchandise royalties. Omnimedia controls each aspect of the long-term licensing deal with Kmart (the biggest, which goes through 2007), including colors, number and type of products, packaging and store display.

TV
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Division includes: The ninth season of Martha Stewart Living, a show syndicated by King World. Seasonal CBS specials.
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Led by: Heidi Diamond, named president Wednesday.
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Second-quarter revenue: $7.2 million, up 4%.
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The syndicated shows reach nearly 90% of U.S. households and serve as the primary vehicle to promote Martha Stewart products. An hour-long syndicated show airs daily and a two-year deal with Scripps Networks provides re-packaged segments for The Food Network and HGTV. Dubbed versions are aired in Japan.
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The company on Wednesday reported second-quarter earnings up about 40%, to $8.1 million, and revenue up 16% to $78.6 million, vs. the same period a year ago. But the share price continues to plummet — off more than 50% since the start of the second quarter, including being off 9.5% on Wednesday to $9.05. And the company warned that ImClone damage would keep it from meeting its former earnings estimate for 2002 of 53 cents a share. 

Patrick, speaking at company offices last week and wearing black Kathy Ireland flip-flops with silver sparkly straps from MSLO merchandise partner Kmart, insists that while Wall Street can't separate the person from the brand, consumers can. "Our consumers are able to differentiate between Martha the person and the brand values of the company," Patrick says. "She hasn't been convicted of anything. Our plan is to continue this collection of assets that stand on their own."

But though the assets (including merchandise at Kmart, magazines and TV) function on their own, they are too tied to Stewart to escape her current cloud of doubt. Ad pages are currently flat for the October issue of the magazine, and the company's upscale-paint line is getting a lukewarm reception at Sherwin-Williams retailers.

"There's a cloud over the property," says Gregory Battersby of Grimes & Battersby in Norwalk, Conn., about the Martha Stewart brand. "Whether it's a thundercloud or a cirrus cloud, I don't know. But if she is found to be squeaky clean, the license is still marketable."

If not, Omnimedia faces the challenge of selling star-spangled tart recipes without Stewart. The company knew it would face that at some point. Two years remain on Stewart's $4 million, five-year contract as chairman and CEO, but when Omnimedia went public in 1999, the intent was to build a company that would outlast her tenure.

"She was in the process of developing that transition between her as the brand vs. the company as the brand," says James Gregory, author of three books on branding and CEO of CoreBrand. "She didn't plan to be the brand forever. If she were to disappear altogether, some aspects would survive and transcend Martha as the brand."

As part of the transition, Stewart already has a team of handpicked "content experts" for food, style, crafts, weddings, gardening and design. They oversee everything pertaining to their area of expertise in products companywide and have already begun to share the stage with Stewart. 

Already in the works were plans for them to host or co-host more segments of Stewart's syndicated TV show and to be featured in columns in the flagship magazine starting in October.

For instance, Susan Spungen, food director, oversees everything from food shots in photo and Kmart ads, to recipe selections included on cookware for the Martha Stewart Everyday line. She will appear on more cooking shows this fall and launch her food column with a piece on everyday entertaining. She also oversees menus for special events.

"We've all been together since the start and mentored by Martha Stewart," says Margaret Roach, who in February became the editor in chief for the company's stable of magazines. 

Roach, who describes her colleagues as "Type A-plus-plus" personalities, culls through hundreds of ideas that eventually become stories. "We know the way Martha thinks and the way she works. We can move it forward without having to ask every day. We're all grown up now. We know what to do." 

The unit with the toughest challenge in easing the dependency on Stewart is the TV show. 

"What we're doing now is developing shoots that don't have Martha as the headline," says Patrick, who says the plan is not new. "It's been our strategy for a very long time. We have to let the next generation step forward." 

Hard as the show might try to distance itself from Martha the person, the question is, can it really?

"It might be a strategy for them, but it's not one that's affected our programming," says Cindy McConkey, vice president of communications at Scripps Networks, which is a partner in production of the show. "There's a minor mix of other co-hosts, but the shows are all about Martha." 

So is the company. Stewart owns 63% of Omnimedia. And if it were to lose its royalty-free license of Martha Stewart's name, likeness, image, voice and signature, it would have no assets. 

"People are not buying the company. They are buying the name and the celebrity associated with the name," attorney Battersby says.

"In this case, it's almost impossible to separate the person and the brand because the person is the brand." 
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