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The Contrarian

A Rainy-Night Test of Mettle
By Anne Marie Squeo
Staff Reporter of The Wall Street Journal

Nicholas Chabraja, the chairman and
chief executive of General Dynamics
Corp., isn’t an engineer or pilot, like so
many other top executives in the clubby
defense industry. A veteran courtroom lawyer, he avoids the numerous panel discussions in Washington, D.C., where his rivals opine about the future of the military.
He even refuses to join the Conquistadors
del Cielo, or Conquerors of the Sky, the
secretive industry club whose members
meet twice a year to ride horses and
smoke cigars.
He had never run any sort of company until he took over General Dynamics five years ago, but since then he has
consistently outperformed his larger competitors. His contrarian approach builds
on company strategy
dating to the early
1990s, when General
Dynamics cut against
the grain to shrink
and restructure. Mr.
Chabraja
(pronounced cha-BRI-ya),
has steered clear of
“sexy” defense areas—such as fighter
jets, spy satellites
and national missile Nicholas Chabraja
defense—where everchanging Pentagon goals and cuttingedge technology can run costs up and
profits down.
Instead, he has focused on older businesses others have neglected because
they seem dull, such as tanks and submarines and other ships. And he has built
on the company’s experience to get into
new, faster-growing areas of military
spending, such as communications.
In a swiftly consolidating industry currently roiled by Northrop Grumman
Corp.’s $5.9 billion hostile-takeover bid
for TRW Inc., Mr. Chabraja’s company,
the nation’s No. 6 military contractor in
terms of sales to the Pentagon, has repeatedly outpaced its rivals.
Last year, General Dynamics boasted
a return on equity of 21.9%, according to
Sam Pearlstein, an analyst with Wachovia Securities. By comparison, Lockheed
Martin Corp. had 10.2%; Northrop, 7.5%;
and Raytheon Co., 4.6%.
Mr. Chabraja, who is 59 years old, attributes his company’s success to staying focused on dollars and cents, rather than competing to make the hottest weapons of the
moment. And he eschews high-flying rhetoric—common in the industry—about being
on a special mission to protect democracy.
“If it wasn’t [financially] right to be a defense company, then we wouldn’t be,” he
says. But “as it stands, it looks like a pretty
good marketplace.”
A still-evolving war on terrorism has
given military spending a boost. The Bush
administration, backed by Congress, is expanding defense budgets more quickly than
at any time since the collapse of the Soviet
empire in the late 1980s. For fiscal 2003,
which begins Oct. 1, the Pentagon is seeking $68.7 billion for weapons procurement, a
12% increase over this year’s budget, as
well as a healthy rise for research and development.

Defense Bonanza
Most military contractors stand to gain
from this bonanza. In this environment,
more expensive programs such as the effort
to build a layered missile-defense shield
over the entire U.S. draw controversy and
media attention. But General Dynamics is
capitalizing on less-glamorous work for the
Army and Navy.
Its once-stagnant tank business is
now full of potential. As it installs digital
equipment and new radar systems in
older models of its M1 Abrams tanks,
General Dynamics also is developing
lighter vehicles in response to the Army’s goal of becoming more mobile. The
company won a hard-fought contest in
2000 to persuade the Army to use
wheels—rather than the often-problematic tracks used on tanks—in the design
of the Stryker, a vehicle that can conduct
reconnaissance and fire missiles. The
Army now plans to buy hundreds of eightwheeled Strykers from a team led by
General Dynamics and has expressed interest in the company’s new unmanned
vehicles designed for missions closer to
enemy lines.
Mr. Chabraja continually scans the horizon for potential acquisitions, but he has
tended to buy into areas when his rivals
were selling, and vice versa. In the late
1990s, while many defense companies were
quietly backing out of failed attempts at
making
commercial
products,
Mr.
Chabraja made a $4.8 billion wager on business-jet maker Gulfstream Aerospace Co.
Some investors questioned the wisdom of a
heavy-artillery maker acquiring the purveyor of sleek jets for the rich and famous.
Mr. Chabraja shrugged off the concern.
“It’s a manufacturing business, not unlike
our shipyards and our armored-vehicle operations,” he says, running his hand over a
Please Turn to Page A9, Column 1
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NDERSEN RACED against tomorrow’s deadline to forge a settlement with the Justice Department over
possible criminal charges related to its
destruction of Enron-related documents. SEC investigators have halted
talks aimed at settling accounting-fraud
allegations, but a final resolution isn’t
imminent. Andersen continued talks for
a sale of all or part of the company with
rival Deloitte and other Big Five firms.
(Articles on Pages A3 and C1)
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i

Global Crossing’s accounting will
be the focus of a House committee hearing March 21. Another House panel has
requested a wide array of documents
and information from the company.
(Articles in Column 6 and on Page A3)
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i
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OPEC is expected to leave production unchanged when it meets Friday
in Vienna, a decision that could result
in higher oil prices in coming months.
(Article on Page A2)

i

i

i

Nokia warned of weaker-than-expected first-quarter sales, while Lucent
reversed its earlier outlook and said
that it won’t turn a profit in fiscal 2002.
Nortel’s debt was downgraded to one
notch above junk status by Moody’s,
which cited weak telecom-gear demand.
(Articles on Pages A3 and B7)
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The Nasdaq fell 1.68% to 1897.12 amid
worries that stock prices have outstripped immediate earnings prospects.
(Article on Page C1)

i

i
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European GDP shrank in the fourth
quarter for the first time since 1993, but
there are signs of a nascent recovery.
(Article on Page A12)
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i
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The House Ways and Means panel is
set to vote on a pension-law overhaul
bill, the first step toward writing Bush’s
retirement-savings proposals into law.
Qwest prevented thousands of workers from selling 401(k) assets during
four weeks in December and January.
(Articles on Pages A2 and B7)
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i
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GM altered a plan to pay executives
a special bonus if the firm’s net-profit
margin reached 5% by the end of 2003.
(Article on Page A4)
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Calpine obtained $2 billion of new
debt financing, but on the condition
it pledge nearly $4 billion in assets.
(Article on Page A4)

i
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Lehman is taking steps to repay
clients allegedly victimized by former
stockbroker Frank Gruttadauria.
(Article on Page C1)

i
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Staples is scaling back its store-expansion plans, shutting 32 outlets while
it boosts Internet and catalog efforts.
(Article on Page B4)
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Sotheby’s said it will raise the commissions it charges buyers as it posted
a narrower loss on a 22% drop in sales.
(Article on Page B6)

i
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KPMG Consulting said it will change
its name to differentiate itself from its
ex-parent, the auditing firm KPMG LLP.
(Article on Page B2)

i

i

i

United is expanding its Chicago flight
schedule and plans a new ad campaign
in a bid to woo business travelers.
(Article on Page B6)
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Intel said it has developed tiny memory chips with a new production technology that should be ready next year.
(Article on Page B7)
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Markets—
Stocks: NYSE vol. 1,312,187,550 shares,
Nasdaq vol. 1,727,086,925. Dow Jones industrials 10632.35, up 21.11; Nasdaq 1897.12,
off 32.37; S&P 500 index 1165.58, off 2.68.
Bonds:(4pm) 10-yr Treas off 2/32, yld
5.308%; 30-yr Treas off 3/32, yld 5.724%.
Commodities: Oil futures $24.20 a barrel, off $0.11; Dow Jones-AIG futures index
97.308, off 0.046; DJ spot index 106.23, up
0.39.
Dollar: 129.10 yen, up 0.74; euro 87.58
cents, up 0.05.
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U.S. COMMANDERS REJECTED surrender talks as the Gardez battle wound down.
Overruling Afghan allies, ground and air
raids against pockets of al Qaeda continued.
Allies took much ground while meeting little resistance, but the Pentagon denied an
Afghan assessment that the eastern Afghanistan fighting is effectively over because
foes have fled. The U.S. disclosed its jets
killed 14, including women and children, in
the area March 6. Cheney arrived in Jordan, which issued a public warning to the
U.S. against a war on Iraq, and is due in
Saudi Arabia next. The U.S. homeland-security chief unveiled a color-coding system to
identify terrorist-threat levels. New federal
airport-security chiefs are set to be named,
including ex-Los Angeles Police Chief Willie
Williams. (Articles on Pages A15 and A20)
A Pakistani judge gave the government more time to build a case against
suspects in the abduction and murder of
The Wall Street Journal’s Daniel Pearl.
i
i
i
ISRAEL MOUNTED what appears to be
its biggest military operation since Lebanon.
About 20,000 troops have been deployed,
with fighting focused on Ramallah and Gaza
refugee camps. At least 31 Palestinians died
on a day when seven Israelis were killed,
most in an ambush near Israel’s northern
border. The ambush raised concern because
assailants disguised as Israeli soldiers reportedly managed to slip across the border
from Lebanon. The U.N. chief harshly criticized the Israeli action. (Article on Page A12)
Israel’s ambassador said a U.S. special envoy, due in the Mideast tomorrow,
will propose a truce backed by monitors
a U.S. official said could be Americans.
i
i
i
Zimbabwe elections were condemned as
neither free nor fair by international observers who managed to stay despite a campaign of intimidation. With results expected
out today, the army has been deployed in anticipation of what is likely to be a declaration
of victory by Mugabe. (Article on Page A15)
i
i
i
House Republicans drafted a budget resolution that projects a $45 billion deficit next
year. It looks ahead only five years instead of
10, and Democrats see a bid to mask deteriorating finances. With Congress reluctant to
raise the debt ceiling, the Treasury may have
to get creative. (Articles on Pages A2 and A4)
The Senate appears to be turning away
from imposing tougher auto-mileage rules
in the face of an assault by business-union
coalition. A vote on a measure calling for
more study is due today. (Article on Page A2)
i
i
i
Many illegal aliens would be allowed, for
a $1,000 fee, to stay in the U.S. while applying
for green cards under legislation the House
passed 275-137. The proposal’s adoption as
part of a visa-security bill comes as Bush prepares for a Mexico trip. (Article on Page A20)
i
i
i
Missile-defense spending was questioned
by lawmakers on both sides of the aisle at a
House hearing. Reacting to recent threat assessments by the CIA, some lawmakers said
any diversion of funds away from fighting
low-tech terrorism can no longer be justified.
i
i
i
Drug development increasingly involves
ad agencies as well as researchers in what
some see as a convergence of medicine and
commerce. Some employers are beginning
to resist what they see as ad-driven increases
in health-care costs. (Articles on Page B1)
i
i
i
Andrea Yates was found guilty of murder by a Texas jury that rejected her claims
of postpartum insanity in the slayings of her
five children at their Houston home last year.
The jury will now weigh the death penalty.
i
i
i
A California medical aide pleaded guilty
to killing six patients as a self-styled “Angel
of Death” at a Glendale hospital. The deal
spares Efren Saldivar execution, but leaves
an exact toll in his nine-year spree uncertain.
i
i
i
The Archdiocese of Boston agreed to pay
up to $30 million to settle suits by dozens who
say they were abused as children by former
priest John Geoghan. Fallout from the case
has the Catholic Church in the U.S. reeling.
i
i
i
Milosevic won permission to question all
witnesses in his war-crimes trial, even those
who submit written testimony. That may
force a streamlining of the prosecution case
and lengthen the proceedings in The Hague.
i
i
i
A Florida flight school Monday received
student-visa paperwork for two Sept. 11 hijackers. The INS said the formal notices of
decisions made last summer just reflected
the slow grinding of the bureaucratic wheel.
i
i
i
Died: James Tobin, 84, a key adviser to
Kennedy and economics Nobelist for his portfolio theory, Monday, in New Haven, Conn.
... Spyros Kyprianou, 69, former Greek Cypriot president, in Nicosia, of pelvic cancer.

PROPERTY
REPORT
l Closer Look: More office tenants audit
leases to ensure they aren’t overpaying

l Plots & Ploys: Centex and preservation
group unite on developing historic site
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How a Rumor Spread
By E-Mail Laid Low
An Arab’s Restaurant
i

i

i

It Said the Staff Was Jubilant
On Sept. 11; Detroit Rallies
Behind the Sheik, to No Avail 7
7
By Jeffrey Zaslow
Special to The Wall Street Journal

ORCHARD LAKE, Mich.—At lunchtime at the Sheik, a big Middle Eastern
restaurant, American flags hang in the
windows and around the dining room. “I
love America,” says the owner, Dean
Hachem, who arrived here from Lebanon
24 years ago and became a U.S. citizen in
1985. “Until you’ve been to the other side
of the world, you don’t know to appreciate
the United States, to kiss the ground
here.”
Half a year ago, the Sheik would have
been humming at this time of day, with
customers waiting for tables or picking up
takeout orders of lamb, tabbouli and baba
ghannooj. But on a recent Wednesday, the
place was silent. Just three of the 40 tables
were occupied. “That e-mail destroyed my
life,” says Mr. Hachem.
The e-mail in question was written on
Sept. 11. It told the story of a nurse at
Henry Ford Hospital who came for lunch
at the Sheik that day and saw Arabs who
worked in the restaurant “cheering as
they watched TV footage of our American
tragedy.” The e-mail’s author wrote that
her son-in-law is a doctor who heard the
story from the nurse. It ended: “Do not
patronize this restaurant, and please pass
the word to everyone you know!”
The e-mail quickly spread to thousands
of homes in Detroit suburbs. A stunned
Mr. Hachem denied that the incident happened and invited people to see his security tapes, which showed some employees
watching TV coverage of the attack. No
one could be seen celebrating.
Local Jewish leaders in this largely
Jewish community agreed that he and his
employees had been slandered. They went
on TV—live from the
restaurant—to encourage customers to
come back. But in the
six months since,
many residents are
still boycotting the
Sheik because of the
possibility the rumor
is true.
Business at the
seven-year-old Sheik
is down by 50%, Mr.
Hachem says, and he
Dean Hachem
has laid off 18 of his 30
workers. His wife had long planned to open
a satellite restaurant at Detroit’s new airport terminal. It, too, was to be called the
Sheik, but airport authorities agreed with
Mr. Hachem, who felt that the name was
tainted. The restaurant opened last month,
as the Mediterranean Grill.
The e-mail attacking the Sheik was similar to e-mails that hit other communities after Sept. 11. There was one about a Budweiser deliveryman who entered a convenience store in McFarland, Calif., and saw
Arabs who worked there cheering the attacks. The angry deliveryman removed all
of his company’s products, then told “those
horrible people” he would never service the
store again. Or so said the e-mail. The area’s Budweiser distributor says nothing of
the sort ever happened.
Another e-mail claimed employees of a
Dunkin’ Donuts in Cedar Grove, N.J., celebrated the attacks. A company investigation found no proof of that. Through an outside crisis manager, and using e-mail-tracking software, Dunkin’ Donuts was able to
find the original e-mail’s author, who admitted she hadn’t actually witnessed the alPlease Turn to Page A9, Column 1
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A Special Summary and Forecast
Of Federal and State Tax
Developments
EXPIRED TAX LAWS spring back to
life.
Part of the economic-stimulus package
signed Saturday by President Bush resurrected several popular measures that had
expired at the end of last year. Among
them is one that protects many people
from losing part or all of various tax credits to the alternative minimum tax. The
new law is effective for 2002 and 2003.
If the White House and Congress hadn’t
acted, many people would have faced unexpected tax increases. Separately, the new
law extends Archer medical savings accounts through 2003. These accounts,
named after former House Ways and
Means Committee Chairman Bill Archer,
are designed to help people save money for
future medical costs. Also extended was a
tax credit for electricity production from
wind, poultry manure and other sources.
“Inclusion of the expiring tax credits all but signals the end of tax legislation this year, barring economic calamity,” says Kim Wallace of Lehman
Brothers.
CHARITABLE REMINDER: Many donors need timely acknowledgment of gifts.
Lawyers say many donors don’t realize
they must get a written acknowledgment
from a charity if they want to deduct a
charitable gift of $250 or more. Also make
sure the acknowledgment has all the required details, including the amount of the
gift and whether you got anything in return. Even some donors who are aware of
this rule may not realize they are supposed to get the acknowledgment by the
date they file the return, or the return’s
due date including extensions, whichever
comes first.
A new IRS publication this week confirms that charities may send those acknowledgments electronically. “I have received acknowledgments by e-mail, so I
know some charities have done it, but the
IRS confirmation is a real plus at a time
when so many charities have acknowledgments to send to so many donors,” says
Victoria Bjorklund, a lawyer at Simpson
Thacher & Bartlett in New York and head
of the American Bar Association tax section Committee on Exempt Organizations.
IRS Publication 1771 explains when an acknowledgment is required and also provides examples of receipts that will satisfy
the rules.
CONGRESS REVIVES two tax credits
to encourage business hiring.
These are the “work opportunity” tax
credit and the “welfare-to-work” tax
credit. Both expired last December, and
both have been extended for two more
years, running through the end of 2003.
The work opportunity credit is aimed at
providing employers with a tax incentive
to hire and keep people who “want to work
but are likely to have difficulty entering
and remaining in the work force,” the
Treasury says. Targeted groups include
food-stamp recipients, ex-felons and “high
risk” youths. The welfare-to-work credit is
aimed at spurring more hiring and training of long-term welfare recipients.
President Bush supported extension of both tax credits.
INTEREST RATES will remain unchanged next quarter on tax underpayments, the IRS says. For example, the underpayment rate for individuals will remain 6%. Rates are set quarterly by a
statutory formula.
MULTINATIONAL BANKS, insurers
and securities dealers based in the U.S.
win an extension of a key tax benefit
through 2006. The new law allows them to
continue deferring U.S. income taxes on
certain business income earned by their
foreign subsidiaries.
MANY TAX FORMS previously sent by
snail mail may be zapped electronically.
Part of the new law removes a statutory roadblock that prevented banks, brokerage firms and other financial institutions from issuing a Form 1099 electronically to customers. These forms, also sent
to the IRS, cover such items as interest,
dividends and securities-sale proceeds.
Under the new law, copies may be sent
electronically, instead of being mailed, to
taxpayers who consent. The change will
first apply to forms filed for 2002, an IRS
spokesman says. Under the old law, copies
to individuals had to be furnished either in
person, or in a statement sent by firstclass mail in a specified format, a congressional committee says.
“It should be a big money saver for
brokers and financial institutions,”
says Jim Seidel of RIA, a New York
publisher of tax and other business information.
BRIEFS: The IRS says total refunds as
of March 1 surged about 17% from a year
ago to $73.6 billion. Average refund this
year: $2,091, up 12%. ... The IRS received
about 46.8 million individual income-tax
returns as of March 1, up 2% from March 2
last year. That’s about 35% of the total it
expects to receive. ... Notable and Quotable: Bill Gale, senior fellow at the Brookings Institution in Washington, says:
“Passing the stimulus bill now that the
recession is over is like taking Viagra the
morning after.”
—Tom Herman

on Edward Albee’s new play, A16.
Journal Link: Have a question
about taxes? E-mail Tom Herman
at tom.herman@wsj.com and read
his responses in Tom Herman on Taxes,
on Tuesday, exclusively at WSJ.com/JournalLinks.
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An Industry Outsider
Cuts Against the Grain
At General Dynamics
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Domino Effect
Telecom’s Troubles
Spread From Upstarts
To Sector’s Leaders
Qwest, WorldCom and Sprint
Are Getting Squeezed
As Investors Back Away
‘It’s Never Been This Bad’
By Rebecca Blumenstein
And Gregory Zuckerman
Staff Reporters of The Wall Street Journal

A perfect storm has hit the telecom
business, spreading beyond small upstarts
to threaten some of the industry’s biggest
players.
A few months ago, most of the damage
seemed confined to overleveraged newcomers competing with Baby Bells and to
fiber-optic companies brought low by a
spectacular glut of cable.
But now, spooked by accounting questions and faltering growth prospects, investors and banks are recoiling from the

Growing Scrutiny
Inquiries into Global Crossing, WorldCom and Qwest highlight the growing
attention regulators and lawmakers are
paying to the battered telecommunications industry. Article on Page A3.
§ Nokia warned that its first-quarter
sales will be weaker than expected, A3.
§ Lucent Technologies said it won’t turn
a profit during fiscal 2002, B7.
§ Nortel’s debt rating is downgraded to
one notch above junk status, B7.

whole $300-billion-a-year industry. Longdistance carriers, wireless companies
and even local phone giants are getting
caught up in the turmoil, and many face
sharply higher borrowing costs at a time
when they most need access to capital.
“It’s never been this bad, not even
close,” says Scott Cleland, chief executive
of Precursor Group, an independent research company based in Washington, D.C.
Signs of distress are everywhere:
§ On Monday, WorldCom Inc. and
Qwest Communications International
Inc., two of the nation’s largest phone
companies, acknowledged that the Securities and Exchange Commission is investigating their accounting practices. Two
congressional committees have joined the
SEC in looking into Global Crossing
Ltd.’s bookkeeping. All say their accounting is proper, but the news added to
fears that accounting issues could cast a
shadow over the industry.
§ Last month, Sprint Corp., found itself unable to raise as much short-term
cash as it needed in the relatively inexpensive commercial-paper market. The
nation’s No. 3 long-distance company
was forced to put up its valuable yellowpages businesses as collateral to borrow
$1 billion from banks.
§ Yesterday, big equipment maker Lucent Technologies Inc. told analysts it
doesn’t expect to return to profitability
until 2003, instead of this year.
§ Prices are plummeting in the wireless industry as growth in the number of
new users slows. AT&T Wireless Services
Inc., the nation’s third-largest wireless
company, reduced its projections for 2002
on March 1, in part because the rise in
the minutes of use isn’t enough to compensate for the fall in prices.
“The industry can’t survive this way,”
says Denny Strigl, chief executive officer
of Verizon Wireless, a joint venture of
Verizon Communications Inc. and Britain’s Vodafone Group PLC. “The sooner
we consolidate this business, the better.”
Telecom revenues are still growing, but
in the low-to-mid-single digits, a far cry
from the double-digit spikes that enticed so
many investors during the boom. And although the stocks of some companies have
climbed back a bit recently, the Dow Jones
Global Telecommunications Index is off 11%
since the beginning of the year, compared
to a 1.5% rise for the Standard & Poor’s 500.
In the past two years, investors have suffered $2 trillion in paper losses from a 60%
drop in the sector’s market capitalization,
according to Dow Jones Statistics. Shares of
WorldCom and Qwest are down more than
35% so far this year.
The fortunes of the bigger players have
changed with striking speed. Until just recently, many executives were applauding
the downturn, believing it would cut down
on overcapacity and the glut of players, leaving the more established ones stronger. Joseph P. Nacchio, Qwest’s chief executive,
told investors that as new entrants had difficulties, there would be a “flight to safety” to
companies such as Qwest.
But when fiber-optic carrier Global
Crossing filed for bankruptcy-court protection in January, becoming the fourth-largest bankruptcy in U.S. history, many investors fled. Sitting on Credit Suisse First Boston’s huge trading desk in Manhattan’s Flatiron District in recent weeks, John Greco
has scrambled to field a series of calls from
worried telecom investors, eager to sell.
“People are petrified,” says Mr.
Greco, a senior trader. “They’ve lost so
much money so quickly.”
Many of the industry’s current problems
can be traced to overcapacity. Spurred by
the Telecommunications Reform Act of
1996, which pledged to open the historically
regulated industry to competition, the telecom industry went on a building binge. By
the time the Internet bubble burst, an estimated 39 million miles of fiber-optic cable
stretched underneath the U.S.—only 10% of
which is in use today, according to the latest
estimate by Merrill Lynch & Co.
The building binge also extended to
Please Turn to Page A8, Column 1
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Bernie Ebbers Bet the Ranch—Really—on WorldCom Stock
By JARED SANDBERG
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What Distinguishes Us
From the Chimps?
Actually, Not Much
VER SINCE BIOLOGISTS discovered in
the late 1990s that the DNA in humans
and chimps is 98.7% identical, the search
has been on for that magical 1.3%.
Needless to say, there aren’t a lot of scientists digging for the essence of humanity in,
say, the bile ducts. The real action has been
in the brain. In today’s issue of the journal
Science, researchers unveil the first genetic
comparison between human brains and those
of our closest evolutionary relatives.
The results are a bit embarrassing for
anyone trying to explain human superiority
by our twisting strands of DNA.
The biologists, from Germany, the Netherlands and the U.S., removed gray matter
from the left prefrontal cortex of three men
and three chimpanzees, all of whom had
died of natural causes. In people, this part of
the brain is in charge of abstract thinking.

E

O COMPARE BRAINS, the scientists
then used the newest genetic technology: silicon chips that hold human DNA sequences—in this case 12,000 suspected of being related to the brain. Matched side by
side, the chimp DNA
was startling similiar to the human.
Only “175 genes differ significantly in
this area of the
brain,” says molecular biologist Svante
Paabo of the MaxPlanck-Institute for
Evolutionary Anthropology in Leipzig,
Germany, who led
the study.
Only a few genetic changes (huJonathon Rosen
mans have some
34,000 genes), then, spell the difference between chimps and us. That’s a good argument for the power of genes: change just a
handful and you get Bonzo instead of the
guy sending him to bed. How can so few
genes exert such power? A human brain is
about twice the size of a chimp’s. A simple
genetic change that made a fetus churn out
just one more generation of neurons could
produce that much of a difference, notes geneticist David Nelson of Baylor College of
Medicine. That raises the possibility that genetically engineering superhumans wouldn’t
take much.

S IF THE COLLAPSE of the telecommunications industry weren’t bad enough, shareholders of WorldCom Inc. better hope that
the timber business doesn’t tank anytime soon.
Timber is just one of the assets that Bernard
Ebbers, WorldCom’s president and chief executive, may be using to secure the immense $343
million in loans that the company made to him
after he overextended himself. In the next week or
so, WorldCom for the first time is expected to
disclose in a government filing the details of the
assets backing the highly controversial loans.
Among other assets that Mr. Ebbers could sell
to pay off the loans are a yacht-building business
in Savannah, Ga., and a 164,000-acre ranch in
British Columbia, according to people familiar
with his holdings. He also owns a soybean farm in
Louisiana and a stake in a refrigerated trucking
company, in addition to a Mississippi mansion,
eight million largely worthless WorldCom options
and about 17 million shares in the company with a
current value of about $81 million. Mr. Ebbers has
already sold his yacht, the “Aquasition,” named
for the more than 60 companies the deal-addicted

A

may find him irascible and arrogant, but defenders describe him as a principled
man.
Mr. Ebbers got into trouble by taking out bank loans
for his private investments
and putting up for collateral
his once-soaring WorldCom
stock, which hit a split-adjusted high of $64.51 in June
1999. The stock has been declining for the past two years
and closed yesterday at $4.77.
Bernard Ebbers
Bank of America Corp.,
which had lent Mr. Ebbers
money for his investments backed by WorldCom
stock, threatened him in late 2000 with a margin
call, which could have forced him to sell shares to
pay back the loan. To avoid a drop in the stock
price that such a huge share sale might have
caused, WorldCom’s board first guaranteed his
loans and then, after the stock fell further, ponied
up the hundreds of millions to repay his debt.
The company’s loans have provoked outrage
from compensation experts and shareholders who

Big Tooth? Suit
Says Dentsply
Has a Monopoly

T

OULD THIS CASE become the Microsoft of
the Mouth?
Dentsply International Inc., a York, Pa.,
dental-supply company, stands accused of chomping down on competitors in the false-teeth business. The Justice Department has alleged it violated federal antitrust law by making illegal exclusive-dealing arrangements with dealers.
A civil lawsuit filed in U.S. District Court in
Delaware in 1999 and set to go to trial Monday
alleges that Dentsply’s Trubyte artificial tooth
business is a monopoly with more than 70% of the
U.S. market. The complaint alleges that Dentsply
used illegal exclusive-dealing tactics to prevent
independent
dealers
from
selling
other
brands of false teeth, in- Partials
flating prices and inhib- Dentsply’s 2001 sales
iting competition.
by category:
Dentsply doesn’t apologize for demanding ex- Heavy dental equip., other
clusivity from the sales
8%
representatives who sell
its teeth. On the written
Dental products,
list of criteria Dentsply
small equip*
requires dealers to meet,
89%
“Criterion No. Six” states
flatly: “In order to effectively promote Dentsply
3%
Trubyte Division prodTrubyte U.S. teeth
ucts, dealers that are recognized as authorized distributors may not add fur- *Excluding artificial teeth
ther tooth lines to their Source: the company
product offering.”
“It’s not just an idle threat,” says John C.
Miles II, chairman and chief executive of
Dentsply. “The dealer can market other teeth, but
there will be a reaction.” Such a dealer may no
longer have access to Trubyte teeth, he says.
The suit, which seeks to enjoin Dentsply from
the practices but doesn’t seek monetary damages,
may help shed light on the murky area of exclusive
dealing. It is a hard-to-prove charge because it is
often an acceptable strategy. Dentsply says its policy protects its investment in marketing and training efforts in the artificial tooth business. Mr.
Miles says permitting Trubyte dealers to sell other
brands of teeth would amount to “free riding” by
the competition. Every time a dealer sells another
company’s tooth, he says, “he is stealing my sale.”
Dentsply, founded in 1899 as the Dentists Supply Co. of New York, got in on the ground floor of
modern dentistry. Through clever acquisitions,
meticulous marketing, support of dental schools
and strong management, Dentsply has built a global empire in dental supplies. It isn’t a household
name, but it is an old friend to dentists. Many
trained on its equipment, use its products in their
practices and are invited to clinical educational
programs and social events.
False teeth have been around for centuries,
Please Turn to Page A15, Column 4
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To boost its sagging profit,
RMS Titanic Inc. wants
to auction off these
and nearly 1,300
other artifacts it excavated
from the scene
of the 1912 shipwreck.
Objects are not to scale.

Titanic’s Trove in Litigation
Descendants of Passengers
Fight Plan to Sell Artifacts
From Sunken Liner at Auction
By BROOKS BARNES
And RICK BROOKS

W

HO OWNS the relics of the Titanic?
An Atlanta salvage company
that raised thousands of artifacts from the famous shipwreck
is battling in federal court for the right to sell
them—even though it won its initial salvage
rights in part by telling a judge they wouldn’t be
sold. Seeking to block the proposed multimilliondollar auction: a man whose great-grandmother’s love letters were among the items recovered.
The legendary ocean liner left the port of
Southampton, England, on its maiden voyage
90 years ago this week and sank on April 15,
1912. An American-French expedition found the

wreck in 1985. RMS Titanic Inc., a salvage company formed two years later, won the rights to
excavate the area surrounding the shipwreck in
1994, over the objections of some survivors of
the tragedy and their descendants.
Artifacts from the wreckage, including a
room-size slice of its hull, have been touring U.S.
museums for eight years since in five separate exhibitions. Items on display range from jewelry to
a chandelier. The exhibitions have generated
about $15 million in annual revenue for RMS, including part of the company’s share of museum
gift-shop sales of such items as copycat jewelry
and Titanic jelly beans. But faced with an 87%
drop in its stock price over the past two years, the
company is now seeking ways to boost revenue.
“We’ve forked over a lot of money to salvage
and preserve these items, and we should be rewarded,” says Arnie Geller, president of RMS Titanic.
In total, the company wants to sell more than
1,000 small pieces to collectors or museums and
about 300 more valuable artifacts to a museum in
Belfast, Ireland, where the ship was built and a
thriving Titanic-related tourism business exists.

One potential buyer: a nonprofit foundation
headed by Mr. Geller, a former music producer
whose résumé includes the 1982 hit album “PacMan Fever.”
The trove is valued by the company for accounting purposes at $12.7 million but could
easily bring twice that at auction, art experts
say. A moldy cookie from the ship brought
$5,146 at a Sotheby’s auction last year, and
Christie’s auctioned a dinner menu in 1999 for a
robust $31,280.
But an auction is bitterly opposed by some.
“It’s an absolute outrage,” says Dorothy Kendle, whose grandfather drowned in the disaster.
His watch is among the items on display. “This
is material that belongs to history—not a company that is a scavenger.”
In seeking exclusive salvor rights, RMS Titanic competed with a Texas oil baron. The Norfolk, Va., federal court that ruled in RMS Titanic’s favor in 1994 did so largely because it said it
wouldn’t auction the items but would instead
make money by sending them on museum tours.
And that it did. The artifacts retrieved by
Please Turn to Page A15, Column 1

How Belgium’s ‘Peasant’ Beer Became ‘Premium’ in U.S.
Stella Artois’s Shrewd Marketing
In Hip New York Bars Boosts Draw;
A ‘Reassuringly Expensive’ Brew
RUSSELS—At La Fleur en Papier D’ore,
the oldest bar in Brussels, retired shopkeeper Jean-Paul De Boek can down five
glasses of Stella Artois a day, since it is easy on
his stomach and costs just $1.10 a pint.
But in New York City, even if he could get past
the bouncers at the hip bars where the Belgian beer
is on tap, he would go broke keeping up the pace. A
glass of Stella costs as much as $8 in Manhattan.
“In Belgium, Stella is a beer
ADVERTISING fit for old peasants,” 62-yearold Mr. De Boek says. To pay
By Dan Bilefsky
such prices, “Americans
must be insane.”
Interbrew NV, the Belgian brewer of Stella
Artois, figures its financial future lies in snob
appeal. By marketing a beer that is run-of-the-mill
in Belgium as a premium label elsewhere, and
insisting that foreigners pay dearly for it, Interbrew aims to boost profitability and finally reach
its goal of unseating Heineken NV as the world’s
second-largest beer maker. Anheuser-Busch Co. of
the U.S. is No. 1.
Over the past 10 years, Interbrew grew to
become No. 3 in terms of revenue among global
brewers by buying up midprice brands in 100
countries, including Labatt of Canada, Rolling
Rock of the U.S. and Dos Equis of Mexico. But
the company manages them as if they are still
homegrown, banning the word “Belgium” from
ads and leaving most decisions to local manag-

B

Composite

BLACK
YELLOW
MAGENTA
CYAN

Send comments to sciencejournal@wsj.com.

By PAMELA SEBASTIAN RIDGE

Belgian company Interbrew is using ads like this to
help Stella Artois gain an upscale appeal in the U.S.

ers. Interbrew is so anonymous that some beer
analysts have nicknamed the company Interwho?
The low profile came at a price, namely a stock
that trades about 10% below rival Heineken’s. To
catch up, Interbrew has set out to transform Stella
into a global premium beer with a high price that
in reality doesn’t cost much more to make than
any of its regular beers.
The strategy is risky, since it depends on adding luster to a brand so ordinary in Belgium that it
is sold in plastic cups at fast-food restaurants and
costs roughly $6.50 for a 24-pack at the supermarket. “Ever since I found out that Stella is the
Budweiser of beers in Belgium, I’m somewhat
embarrassed to drink it,” says John Carney, a
New York lawyer.
Interbrew, in many ways, is playing copycat to
its archrival. Heineken, based about 125 miles
away in Amsterdam, pioneered the global-brand
strategy, and its success has longed irked Interbrew and Belgium, which boasts more than 400
varieties of beer. Heineken’s familiar green-bottled beer is one of the top five most-popular imports in the U.S., and Heineken’s revenue of $8.07
billion last year topped Interbrew’s by 20%.
So Interbrew came up with the Stella strategy.
After a successful run in London—where the beer,
the top import in the United Kingdom, is advertised as “reassuringly expensive”—Interbrew
picked New York to seriously test going global.
In 1999, the company hired a team of 30-something partygoers from the beer industry to draw
up a list of the 20 most-exclusive bars in the city.
The list included such hip joints as Chez Esaada
and Markt, favorite haunts of Madonna and other
celebrities. An Interbrew sales team flew over
Please Turn to Page A15, Column 1
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HE PAUCITY OF DIFFERENCES between the species doesn’t surprise primatologist William Hopkins of the Yerkes
Regional Primate Center. “It’s completely
consistent with our work on brain morphology, which shows that chimps have the
same prefrontal trait that, in people, is associated with language,” he says.
Even more humbling, we differ genetically from the little hairy guys in quantity
more than quality. That is, our brains are
made of essentially the same stuff—the same
genes and proteins. What distinguishes ours
from theirs is which genes turn on and how
much they turn on. (A gene turned to “high”
makes more of its protein than one turned to
“low.”) The kinds of proteins in chimp brains
differ from ours by only 7.6%. The amounts
of those proteins differ by 31.4%.
Take virtually the same batch of genes,
dial up the “on” switch and you get a human brain; dial it down and you get a
chimp brain. (There was hardly any difference in gene expression in chimps’ and humans’ livers or white blood cells; in turning
an ape into a human, evolution wisely targeted the brain.)
The differences between chimps’ brains
and ours likely lie in genes that turn other
genes on and off, up and down. “Gene regulation in the brain is a plausible candidate
for the dramatic changes in human cognition,” says Dr. Paabo.
Gene activation is an enduring mystery,
but it seems that genes are activated by
their environment, as in the womb, and by
other genes. This is fascinating on several
levels. My favorite is this: Whether genes
are on or off often can depend on what
you’re sensing, feeling, even thinking.
So-called immediate early genes, for instance, turn on in response to light at certain times of day. In birds, hearing a particular song activates genes; without that melody, the genes stay off. In men, thinking
about sex turns on testosterone-related
DNA, and their beards grow faster.
DNA, like neurons in a baby’s brain, responds to its environment. “If [outside]
events can affect hormone levels, and hormones can control genes, then the events of
our daily lives can effectively control our
genes,” says David S. Moore of Pitzer College in California, in his new book “The Dependent Gene.”
The chimp-human similarity also shows
that, once nature figures out how to do
something, it doesn’t reinvent the wheel. In
mice, some 85% of the proteins are similar
to human ones. In yeast, it’s 46%. In those
tiny annoying fruit flies that descend on
overripe bananas, 61% of the proteins resemble ours. And in the banana itself? A guesstimated 50% do. Talk about humbling.

T

resent that Mr. Ebbers’s personal financial pickle
has become their problem. Adding to their frustration, the loans, which are increasingly common
among public companies, are an especially sweet
deal for Mr. Ebbers. Their roughly 2.15% interest
rate saves him millions of dollars annually over
the going rate of other forms of borrowing, and it
isn’t clear when he is going to pay them back as
WorldCom hasn’t set up a repayment schedule.
Meanwhile, Mr. Ebbers’s risks are the company’s. The assets aren’t the most liquid. If he can’t
repay the company, WorldCom may be forced to
forgive his loans. That could result in a charge
against the company’s already-thin profits. The
SEC has taken an interest in the loans as part of a
larger investigation examining how the company
booked revenue and accounted for acquisitions.
Some investors say the WorldCom board, while
trying to protect the value of the company’s stock,
still put Mr. Ebbers before other shareholders,
leading some to wonder whether the directors can
act independently of his influence.
Mr. Ebbers responds that WorldCom’s directors “have suffered the same loss in value of their
investment as I have,” noting that the majority of
Please Turn to Page A15, Column 1
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executive purchased to build WorldCom.
In an interview, the 60-year-old Mr. Ebbers
says he’s good for the money and working on
paying it back. The straight-talking cowboy of the
telecommunications business built a small Jackson, Miss., company into a global juggernaut.
Now it’s humbled, and Mr. Ebbers is frank about
his bad bet on the company’s own shares. “Maybe
I wasn’t the best financial planner,” he says. “But
I never believed the stock in the company would
be where it is today.”
When the WorldCom board disclosed in a November 2000 filing with the Securities and Exchange
Commission that it had made the loans, directors
were told privately that the assets backing them
totaled more than $500 million, according to one
person familiar with the situation. The company
may not say in its coming filing how much they are
worth currently. But Mr. Ebbers has reassuring
things to say about timber. “Trees grow,” he says.
In an era when executives are lining their pockets by dumping their companies’ shares before the
price plunges, Mr. Ebbers, for better or worse, held
on to his stock. In his entire career as the head of
WorldCom and its predecessors, Mr. Ebbers sold
company shares only half a dozen times. Detractors
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INDUSTRY FOCUS

Retailers Get a Boost from Early Easter Holiday
April Sales Likely to Soften;
Department-Store Results
Continue to Be Sluggish
By ANN ZIMMERMAN
An early Easter holiday and fashion
trends such as bohemian-styled peasant
blouses brought shoppers to the stores in
March, but once again discount and offprice retailers scored the biggest sales
gains, while most department stores’
sales remained sluggish.
Sales are expected to soften in April,
as a lift in spring purchases for seasonal
products such as lawn and garden items
only partially offsets the impact of a
March Easter. In addition, analysts and
economists predict consumer spending
will slow in late spring and summer due
to rising gas prices, higher interest
rates, weaker home refinancing and the
winding down of tax refunds.
“Unless the recovery gets more traction from increased business spending,
modest consumer spending could moderate even further in the second half of the
year,” said Kevin Tawes, senior vice president and retail analyst with Independent Investments, an affiliate of Hancock
Financial Services Inc.

Meeting Expectations
Despite cold and rainy weather during the last week of the month that retailers say damped some sales expectations,
the industry’s moderately strong results
were in line with analysts’ predictions.
The Credit Suisse First Boston index of
comparable-store sales rose 5.9% for the
month, meeting expectations of a 5% to

6% rise. In the year-earlier period, which
didn’t include Easter, the index rose
0.9%.
“The discounters are doing well, and
the department stores continue to struggle,” said Richard Baum, a retail analyst
with Credit Suisse. The company’s index
of mass merchandisers’ sales rose 8.7%
for the month, while the department-store
index decreased 0.2%, dragged down by a
particularly disappointing sales decline at
May Department Stores Co.
The value-oriented triumvirate of WalMart Stores Inc., Target Corp. and
Kohl’s Corp. turned in impressive results

Retail sales in March
TOTAL
SALES LATEST MONTH

comparable-store sales decrease of 6.9%.
The St. Louis operator of departmentstore chains Lord & Taylor and Foley’s,
among others, blamed the decline on
moving a sales promotion from the last
week in March to the first week in April.
At Federated Department Stores Inc.,
Cincinnati, same-store sales were flat for
the month.

said same-store sales increased 3.5% for
the month. The New York-based retailer
of midprice women’s clothing raised the
estimated range of its first-quarter earnings per share to 60 cents to 62 cents,
from 52 cents to 54 cents, issued in
March. AnnTaylor also said its board approved a 3-for-2 split of the company’s
common stock.

Kmart
Costco
Target3
Dollar General

Some Bright Spots

Talbots Lowers Estimates

DEPARTMENT STORES

Not all the news in the departmentstore sector was dreary. Upscale retailer
Neiman Marcus Group Inc., Dallas, for
example, saw same-store sales rise 3.2%

Talbots Inc., Hingham, Mass., said a
late-March sales slowdown, blamed in
part on poor-selling structured suits in
boucle and herringbone fabrics, led the
company to take steeper markdowns
than anticipated. As a result, the company lowered its fiscal first-quarter earnings estimates to 53 cents to 55 cents a
share from the previously announced
range of 63 cents to 65 cents. In last
year’s first quarter, Talbots had earnings
of 62 cents a share.
Off-price retailer TJX Cos., Framingham, Mass., posted a same-store sales
increase of 10%, the sixth consecutive
month the company has beaten its sales
plan. “Customer traffic was brisk throughout the month with rapidly changing,
fresh merchandise assortments,” said Edmond English, TJX’s chief executive.
Pier 1 Imports Inc., the Fort Worth,
Texas, home-furnishings chain, said
same-store sales rose 10%, and it raised
its first-quarter earnings estimates to
18 cents to 20 cents a share from 16
cents.
Specialty retailer Gap Inc., San Francisco, posted much-worse-than-expected
sales for the month. Its overall comparable-store sales declined 12% compared
with an 8% slide a year ago. The news
sent its stock down $1.58, or 10%, to $13.86
in 4 p.m. New York Stock Exchange composite trading.

Sears4
Federated5
J.C. Penney6

‘Unless the recovery gets more traction from
increased business spending, modest consumer
spending could moderate even further in the
second half of the year,’ said an analyst.
for the month, with sales at stores open
at least a year rising 9.5%, 6.8% and 9.1%,
respectively. “The discount stores are
benefiting from improving their inventories and Kmart losing market share,”
said George Strachan, retail analyst with
Goldman Sachs.
Sales at Target, Minneapolis, were
above plan, led by the strength in its discount-store division, where same-store
sales rose 9.4%. Target has been improving its in-stock position by opening distribution centers. “Target ’fessed up to the
problem, and it is now doing its best to
close the gap with Wal-Mart, which is not
standing still,” said Mr. Strachan.
May posted a worse-than-expected

Springtime Bounce

for the month, but the company warned
that it expects sales for the spring season
to be below last year’s levels. Continuing
their turnarounds, J.C. Penney Co., Plano, Texas, posted a same-store sales increase of 6.8% on strong sales of children’s apparel and home furnishings,
and Dillard’s Inc., Little Rock, Ark., said
comparable-store sales increased 5%, reflecting strength in private-label goods.
Limited Inc., Columbus, Ohio, posted
a much-better-than-expected 9% increase
in comparable-store sales, with sales particularly healthy at Victoria’s Secret.
AnnTaylor Stores Corp., citing fullprice sales of dresses, suits and casual
clothes, which offset a weakness in tops,
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DISCOUNTERS
Wal–Mart2

Change from

COMPARABLE
STORES1

Change from
year earlier

(millions)
$21,489.0

year earlier
+14.5%

DID NOT REPORT

3,460.0
$3,721.0
$533.7

––
+12.0%
+16.2%
+15.7%

––
+ 7.0%
+ 6.8%
+ 6.9%

$2,517.0
$1,311.0
$1,252.0

– 1.8%
– 0.3%
+ 3.8%

– 4.7%
– 0.2%
+ 6.8%

$1,190.0
$763.3
$542.4
$269.0

–
+
–
+

–
+
+
+

$1,210.0
$1,059.0
$784.3
$750.5
$503.5
$177.1
$138.5

– 2.0%
+19.0%
+12.0%
+23.2%
+ 1.7%
+ 6.0%
+16.3%

–12.0%
+10.0%
+ 9.0%
+ 9.1%
– 1.1%
+ 3.2%
+ 3.5%

$217.8
$145.4

– 15.0%
+18.3%

–12.0%
+10.3%
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May
Dillard’s
Saks
Neiman Marcus

+ 9.5%

$60
55
50
45

3.3%
6.0%
0.4%
3.6%

6.9%
5.0%
2.4%
3.2%
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Spiegel8
Pier 1 Imports

14
12

TEEN APPAREL

American Eagle Outfitters
Abercrombie & Fitch
Charming Shoppes

$117.4
$133.9
249.1

1

+15.4%
+29.0%
+72.0
2

+ 0.0%
+ 2.0%
+ 5.0%
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N
D
2001
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U.S. sales of stores open at least one year Includes Sam's Clubs Includes department stores and Mervyn’s
5
6
7
Domestic stores Department stores only Department stores only Sales exclude stores that have been closed
8
and not replaced; same-store sales exclude David’s Bridal Same-store sales apply only to Eddie Bauer
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Plan to Auction Titanic’s Artifacts Lands in Court A Case of Big Tooth? Sotheby’s Executives Negotiate
Antitrust Suit Cites Lucrative Packages to Remain
Erie, Pa., beverage distributor whose
great-grandmother’s love letters were salvaged by RMS. (His ancestor wrote the letters to her boyfriend, who literally missed
the boat, although her letters did not.)
Mr. Shuttle has filed a legal brief opposing the sale. “After years of promising they would never sell this trove, now
they not only want to sell it, but want do
it piecemeal,” says Craig Markham, Mr.
Shuttle’s lawyer. “My client is terrified
these artifacts will be sold and he’ll
never see them again.”
Initial indications are that the circuit
court will interpret RMS Titanic’s rights
strictly. “You changed your position on
whether you promised not to sell those
artifacts,” Judge Robert B. King told the
company’s lawyer at the February hearing. “That’s a real problem with me.” In
another case, a dispute over the ownership of shipwrecked gold from the SS
Central America, the fight went as far
as the Supreme Court in 1993, which let
stand a lower court ruling that denied
majority ownership of the treasure to
the salvors.

Belgian ‘Peasants’ Brew Sells for Premium in States
Continued From Page A13
from Belgium to explain that distributors
should limit the Stella supply to those 20
bars and charge about $100 for a keg,
well more than the $85 commanded by
Heineken.
Interbrew also opened “beer academies” in Chicago and Manchester, N.H.,
where wholesalers and bartenders could
learn Stella etiquette. A snapshot: It must
be served at 38 degrees Fahrenheit and
foam must be shaved off with a spoon. To
top it off, the company plastered Manhattan phone booths with Stella posters declaring, “I would rather die of thirst then
drink from the cup of mediocrity.”
The timing was lucky. Stella hit New
York during an explosion of interest in
Belgian mussels, chocolate, waffles and
frites, those twice-fried French fries
swamped with mayonnaise. Some people
even started calling the city’s West Village “Little Belgium.” Filip Wouters, director of marketing for Stella in the U.S.,
says he knew the beer had really arrived
when he noticed a 24-pack on the top of
the refrigerator in an episode of the television series “Friends.”
Simon Bergson, chief executive of
Manhattan Beer Distributor, the biggest

in the city, says pushing a Belgian beer
was a challenge at first for his employees, who couldn’t identify Belgium on a
map. The country has about as much
cachet in Europe as the New Jersey Turnpike—and with only 11 million people, is

Stella Artois is so
commonplace in
Belgium, a 24-pack
sells for about $6.50.
about as populous as the often-maligned
U.S. state. Even Jacques Brel, Belgium’s
best-known singer, chose a decidedly unprovocative title for an ode to his native
land: “The Flat Country.”
But Manhattan Beer’s sales of Stella
grew by 95% last year, and Mr. Bergson
predicts they will be up an additional 65%
this year. Interbrew’s strategy “was
more mystique than reality,” he says,
“and it worked.”
Stella’s U.S. sales last year totaled

47.7 million quarts, up from 26.5 million
quarts in 2000, and it is now available in
Boston, Denver, San Francisco and Chicago. Still, it has a long way to go to
catch up with Heineken, which has annual U.S. sales of 530 million quarts.
Despite the marketing efforts, beer- industry analysts suspect Interbrew is hedging its bets on Stella. Last year, Interbrew
spent $1.58 billion to buy the company that
makes Beck’s, Germany’s No. 1 export
beer and a brand that outsells Stella by
nearly 30 times in the U.S. For its part, Interbrew says it bought Beck’s because big
names don’t come on the market very often. Stella is going to be its “super premium” brand, Interbrew insists.
Still, most fads fade in time, and
Stella may be no exception. In Manhattan, wholesalers say demand remains
high for Stella, and at some establishments it is the only foreign beer on the
menu. But one bar that stocks more than
200 beers, Gingerman, recently crosssed
Stella off the menu because bartenders
decided it was flavorless. “Stella is too
expensive considering how ordinary it
tastes,” says Christine Dwyer, the beer
buyer for the bar. “We just don’t buy into
all the hype.”

Bernie Ebbers Bet the Ranch on WorldCom Stock
ing company stock. Mr. Ebbers frequently jabbed Mr. Cannada and other
executives at staff meetings for selling
shares as their value rose. “Dumb!” he
would exclaim. At one point, the shares
used to buy Mr. Cannada’s truck were
worth nearly $900,000, according to Mr.
Cannada.
Today, those shares, adjusted for
splits, would be worth about $70,000. For
many WorldCom executives who sold
shares, the moves don’t look so bad
now. If any of them pointed that out, “I
would probably deserve it,” says Mr.
Ebbers.
That’s not the swagger Mr. Ebbers exhibited during the telecom boom, when
the market and press were charmed by
his homespun image. A deeply religious
man, he starts his board meetings with a
prayer and teaches Sunday school at the
Easthaven Baptist Church in Mississippi.
He wears cowboy boots and spends as
much as 16 hours each weekend driving a
tractor on his brother’s cattle ranch,
where it isn’t beneath him to occasionally
castrate a bull.
WorldCom’s troubles began two years
ago. Federal regulators blocked Mr.
Ebbers’s $120 billion purchase of Sprint
Corp. Though he is credited with cutting
costs at companies he purchased—fancy
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them have as much as 80% of their net
worth tied up in WorldCom stock. That’s
just one reason why, he says, “my board
isn’t inclined to be forgiving.”
And though he doesn’t relish having
to sell the businesses he hoped to spend
his retirement running, Mr. Ebbers says
he doesn’t feel sorry for himself. He’s
still a wealthy man by most people’s standards, but it does bother him that his
family is made to feel responsible for
WorldCom’s woes: He says they “can’t
walk down the street in Jackson without
someone saying ‘When are you going to
get your stock up.’ ” But the worst thing,
he says, is the criticism leveled at the
company.
That’s because Mr. Ebbers has always had an unwavering faith in WorldCom, and repeatedly poked fun of other
executives who sold their stock. One
former executive says Mr. Ebbers was
so irked by the perceived disloyalty of
selling shares that the executive took a
leave of absence to unload his holdings.
Another
executive,
Charles
Cannada, the chief financial officer of
LDDS, WorldCom’s former name,
bought a white-and-blue, $32,000 Chevrolet Suburban for his wife in 1992 by sell-

travel and entertainment budgets are often the first to get slashed—he is also
criticized for failing to pull value out of
many of the acquisitions. For example,
the company purchased Intermedia Communications Inc. for about $3 billion,
though such challengers to local phone
companies have since plunged in value or
disappeared.
“Looking back,” concedes the humbled
Mr. Ebbers, “I wouldn’t have bought Intermedia and I wouldn’t have tried Sprint.”
Supporters of Mr. Ebbers agree with
that assessment but rush to his defense.
John Sidgmore, a board member and
vice chairman of WorldCom who has a
tempestuous
friendship
with
Mr.
Ebbers, says his integrity has been unfairly questioned: “He’s made some bad
decisions, but he’s made them for the
right reasons.”
Mr. Sidgmore adds that it was the
board’s decision to block Mr. Ebbers
from covering his loans by selling shares
that, at the time, were hovering in the
mid-20s. “He’s the one who got screwed
on this,” says Mr. Sidgmore.
Mr. Ebbers says if he had sold then,
he could be “debt free and still have 10
million shares.” But he didn’t want to
sell: “I was waiting for the stock to go
back to 60. I still am.”

A Dental Monopoly

Continued From Page A13
made of walrus tusk, metal, wood, and,
creepily, real teeth stolen from graveyards. So many teeth were collected at the
Battle of Waterloo in 1815 that dentures
made from them were known as “Waterloo
teeth.” The Trubyte factory in York—a
sort of Fort Knox for the Tooth
Fairy—makes about 1.3 million teeth a
week, out of plastic and other material, in
many colors, shapes and styles.
U.S. sales of Trubyte teeth contribute
less than 3% of Dentsply’s $1.13 billion
sales world-wide. But they are a critical
element in its “pull-through” strategy,
which aims to create demand at the
source, with dentists. A patient needing a
denture visits the dentist, who takes an
impression and writes a prescription. A
dental lab follows the prescription to make
the denture. If a dentist prescribes
Trubyte teeth, the lab must use that brand.
Many dealers are reluctant to talk publicly about Dentsply. The possibility of being cut off from the Trubyte line is a powerful worry for these businesses, themselves
facing rising competition from catalogs, online vendors and direct sellers.
Few dealers have challenged Dentsply’s
policy. Thomas Cavanagh is a legend in the
world of dental supplies for the brief and
unsuccessful rebellion he staged more than
a decade ago. In 1987, Mr. Cavanagh, then
president of Frink Dental Supply Co., an
Elk Grove Village, Ill., distributor, began
carrying teeth made by Ivoclar Vivadent,
of Liechtenstein, in addition to the Trubyte
line. True to its word, Dentsply yanked
Trubyte from Frink. “We reserve the right
to withdraw” the tooth product lines,
Dentsply’s Mr. Miles says.
Mr. Cavanagh orchestrated an endrun. He persuaded other dealers to buy
more Trubyte teeth than they needed
and sell them to him behind Dentsply’s
back. The underground supply chain
worked for about six months.
Mr. Cavanagh says he relented, dropping the Ivoclar Vivadent teeth and making amends with Dentsply, after other
dealers told him Dentsply knew they
were supplying him. Ivoclar Vivadent declined to comment. Mr. Cavanagh has
since sold Frink.
Larry Cohen, chairman of Benco Dental Co., a distributor based in WilkesBarre, Pa., was one of the dealers who
helped Mr. Cavanagh. “Then Dentsply
came around and said, ‘We don’t want
you to sell to Frink. We decide who our
distributors are, not you,’ ” Mr. Cohen
recalls. He stopped because he didn’t want
to offend Dentsply. “You don’t want to step
on Superman’s cape,” he says.
Without Dentsply’s alleged exclusive
dealing, the government says the average
price of premium teeth would fall in the
short term by 5% to 20%. How much consumers might benefit isn’t clear: The price
of the actual teeth accounts for a small part
of a set of dentures. “Exclusive dealing, if
terminable at will, is one thing,” says William J. Kolasky, deputy assistant attorney
general of the Justice Department’s Antitrust Division. “Here, the agreement actually had bite because the dealers couldn’t
afford not to carry Dentsply teeth.”

Bombay Same-Store Sales Fall
FORT WORTH, Texas—Bombay Co.
said March same-store sales, or sales at
stores open at least a year, fell 11% as a
prior shift in marketing strategy and the
early Easter holiday hurt sales.
The home-accessories retailer said total sales for the five weeks ended Saturday fell 2% to $35.2 million from $35.8
million. Bombay said the Easter holiday
clipped one selling day from the month.
The company said it expects its new
marketing program to boost sales in
April and the second quarter.
In 4 p.m. New York Stock Exchange
composite trading, Bombay shares fell
nine cents to $3.30.

By ALEXANDRA PEERS
Top executives of Sotheby’s Holdings
Inc. have negotiated lucrative “golden
handcuffs” packages despite a $41.7 million net loss at the fine-art auctioneer
last year.
The “retention payments,” totaling
approximately $9.5 million for the firm’s
president, chief financial officer, general
counsel and four others, reward the executives if they remain with the firm for
the next 18 months, through 2003. They
were disclosed in the firm’s proxy statement filed with the Securities and Exchange Commission earlier this month.
Chief Executive William Ruprecht
will receive a total of $6.5 million in these
payments if he stays at the company
through December 2003, in addition to an
annual salary and bonus of $1.2 million.
The higher executive-pay packages
come at a time when a Justice Department probe into price fixing, a slowing
economy and a costly venture into online
art auctions have left the veteran art-auction company facing financial constraints. Indeed, the SEC documents also
disclosed that the house has mortgaged
its 10-story Upper East Side headquarters as collateral on a loan package
slated to come due this July and August.
Mr. Ruprecht declined to comment on
the compensation agreements. But William Sheridan, the company’s CFO, said
“the board is trying to lock in key people
in the event of a possible transfer of ownership.” The company’s largest shareholder, A. Alfred Taubman, is scheduled
to be sentenced later this month in a New
York court on charges of collusion to fix
prices with rival Christies International
PLC. The company’s executive commit-

tee is urging the former chairman to sell
his stake, people close to the matter said.
A spokesman for Mr. Taubman said
he “continues to weigh his options but
has not decided on an option.”
The incentive packages echo huge
pay packages Sotheby’s gave to a handful of its top art experts when they were
the target of talent raids by rival auction
house Phillips, de Pury & Luxembourg in
2000. Those packages had made a dozen
art experts better paid than the firm’s
CEO in 2000, people familiar with the matter said. Now, Mr. Ruprecht’s pay package reflects his decision to surrender an
undisclosed amount of his compensation
in 2000 to other employees, according to
people familiar with the matter. Since he
took the CEO post in 2000, Mr. Ruprecht
has narrowed the firm’s losses.
Mr. Sheridan said he is highly confident Sotheby’s will face no difficulties
extending its loans when they expire this
summer, but the firm faces higher costs
of financing due to ratings downgrades
of its debt by Moody’s and Standard &
Poor’s within the last month. The rise in
borrowing costs is costly in the company’s business, which advances funds to
sellers of art prior to the auction of their
items, but Mr. Sheridan said the firm
had been able to pass on much of the
higher costs.
Some developments are encouraging
for the auctioneer. Earlier this year, luxury-goods giant LVMH Moet Hennessy
Louis Vuitton SA sold its majority stake
in Phillips, a positive development for
Sotheby’s, said Mr. Sheridan. Moreover,
the firm’s flagship spring sales of Impressionist and modern art in May will offer
about $130 million in art, compared with
about $90 million at Christie’s.

SEC Complaint Targets Xerox
Continued From Page A3
cooperated fully with the SEC, federal
regulators said they chose to levy a hefty
fine because of the company’s resistance. “We hope it sends a signal [to
other companies] that the appropriate
thing to do is to be the good corporate
citizen and cooperate fully with law-enforcement authorities,” Mr. Berger said.
Christa Carone, the Xerox spokeswoman, said Xerox “acted in good faith in
exercising its legal rights to defend itself.”
But, indicating that the SEC is broadening its investigation and could target
individual executives, former Xerox
Chief Executives Paul Allaire and G. Richard Thoman and former Chief Financial Officer Barry Romeril have received
legal notices from the SEC that they may
be subject to civil charges related to Xerox’s accounting, according to people familiar with the matter. Messrs. Allaire,
Thoman and Romeril couldn’t be
reached for comment.
The SEC said the accounting scheme
helped keep Xerox’s stock price artificially high in the late 1990s, so executives
could cash in $5 million in performancebased compensation and more than $30
million from stock sales. Xerox’s stock
rose to more than $60 in mid-1999, the heart
of the period in which the SEC says executives manufactured profits, before tumbling to less than $4 a share in late 2000.
Asked whether the SEC might go after
money that Xerox executives gained
through improper accounting, the SEC’s
Mr. Berger said, “the issue is on the table.”
The SEC also took aim at longtime auditor KPMG LLP, saying a KPMG executive
challenged several of Xerox’s improper accounting moves and was replaced by the
auditor after senior Xerox asked for him to
be removed from the account.
In the complaint, the SEC traced Xerox’s improper accounting to the company’s eagerness to meet Wall Street expectations in a period when it was facing intense competition. The accounting manip-
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the ship that came to Titanic’s rescue
and sank in 1918.
In February, RMS Titanic argued its
case before the Fourth U.S. Circuit Court
of Appeals in Richmond, Va. Under maritime law, the salvage company needs court
approval for any action, and the ruling on
whether an auction could take place could
come as soon as Monday, the anniversary
of the luxury ocean liner’s sinking.
The company has already won one
battle: It has the rights to sell the items,
based on a 2000 court ruling, but only as
a group. But Mr. Geller says finding a
buyer who wanted all 6,000 artifacts “was
an impossible feat.” So, in December,
RMS Titanic appealed the decision to the
Fourth Circuit, arguing that it never
gave an ironclad promise not to sell the
artifacts but only produced a nonbinding
business plan that has changed as economic times have. “It’s inconsistent to
think that you can own something, but
that you can’t sell it,” Mr. Geller says.
Descendants of people with ties to the
ship dispute that the company owns anything. Among them is David Shuttle, an

ulations, the watchdog said, started small,
but in the fourth quarters of both 1998 and
1999 the bogus numbers grew to 37% of pretax earnings. Without the accounting
scheme, the SEC said, the company would
have missed Wall Street’s consensus pershare earnings targets in 11 of 12 quarters
from 1997 to 1999. The SEC said Xerox executives often made improper accounting
changes over the protest of lower-level
managers. One finance executive, former
Assistant Treasurer James Bingham, was
fired in 2000 after repeatedly questioning
the company’s accounting and later testified before the SEC, according to people familiar with the matter.
In November 1999, the SEC said, thenfinance chief Mr. Romeril told senior
management that “when accounting actions were stripped away, Xerox had essentially ‘no growth’ through the late
1990s.” Mr. Romeril retired at the end of
last year.
The SEC said most of the improper
accounting—involving $2.8 billion in
equipment revenue and $660 million in
pretax earnings—resulted from an undisclosed change in the way the company
accounted for long-term leases of office
equipment. In such deals, the revenue
associated with the gear can be booked
immediately as a sale, while the servicing revenue has to be reported during the
course of the contract. To boost earnings,
Xerox increasingly began booking more
revenue as associated with equipment.
The agency also said Xerox “pumped
up its earnings” by nearly $500 million by
improperly setting aside various reserves, then gradually adding them back
into earnings to make up for profit shortfalls. In one case, the SEC said, Xerox
changed its vacation policy by limiting
the amount of time off employees could
carry over from one period to the next,
saving $120 million. But instead of taking
that gain immediately, as it should have,
the SEC said, Xerox “systematically and
improperly released the money” at a rate
of $30 million a year.
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RMS Titanic have crisscrossed the U.S.
and become one of the biggest museum
draws in the world. The company estimates that more than 10 million people
world-wide have seen the exhibitions. An
exhibit featuring a replica of the Titanic’s grand staircase and the 15-ton section of hull with portholes intact rolled
into Chicago’s Museum of Science and
Industry two years ago and drew 850,000
visitors, setting a museum attendance
record. Chicago officials are bringing the
show back this July.
But a $5 million salvage trip in 2000
yielded disappointing results, and the
company now says it has run out of
money for future expeditions. That’s a
big problem: Under the agreement, RMS
Titanic must keep launching expeditions
to keep its exclusive Titanic rights.
Spurring the move to sell its Titanic
trove, the company’s revenue sank 46%
to $2.8 million in the nine months ended
Nov. 30, compared with a year earlier, in
part due to an expensive campaign to
excavate artifacts from the Carpathia,
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WorldCom CEO Resigns As Firm’s Fortunes Fall
Continued From First Page
company for the past year.”
A consummate deal maker, Mr. Sidgmore’s ascendance raises the question of
whether he may sell the company instead of
spending years trying to rebuild it. But he
played down that possibility. “I think that
we view this as a chance for a fresh start,
not just because of Bernie, but by elevating
the whole management team that has been
here for a long time,” Mr. Sidgmore said. “I
still believe the company has terrific assets. We can restructure the company.”
Mr. Sidgmore dismissed any talk of
bankruptcy and said the company has
plenty of cash flow. “In the reasonable,
foreseeable future, we don’t see any scenario under which we are going to run out
of cash or go into bankruptcy. This is a real
company that makes real money.”
Mr. Ebbers resigned his posts as CEO
and president and won’t remain on the
board. Bert Roberts, chairman of WorldCom and the former CEO of MCI, will remain in his role at the company. Scott Sullivan, the company’s chief financial officer,
will assume a new role as executive vice
president while retaining his current responsibilities.
Investors, who have been bailing out of
WorldCom’s stock and bonds for days, accelerated their selling yesterday on worries the company’s debt rating soon will be
downgraded to junk-bond status and that a
default is down the bend. WorldCom shares
fell 28% yesterday alone.
Meanwhile, the company’s most
widely quoted bonds traded at about 48
cents on the dollar, down from 59 cents on
Friday. Investors trying to sell large
amounts of the bonds received even worse
prices, according to traders.
“Every investor is obsessed with what
they should do here, and what’s going to
happen,” says Steven Zamsky, Morgan
Stanley’s corporate-bond strategist.
The pain felt by bondholders, who are

not used to such big losses, has been particularly striking. Investors have suffered $14
billion in paper losses on their investments
in the past year, according to traders.
The resignation is a harsh turn of
events for a CEO whose name had come to
be synonymous with his company. Mr.
Ebbers, a former motel-chain manager,
started the company, then known as LDDS
(for long distance discount service) at a
Mississippi coffee shop in 1983.
Mr. Ebbers is the first high-profile chief
executive of a telecom provider to fall victim to the industry meltdown. Other executives, such as AT&T Corp. CEO C. Michael
Armstrong and Joseph P. Nacchio, CEO of
Qwest Communications International Inc.,
have managed to survive even as their companies struggled with hefty debt loads and
falling revenue and lost tens of billions of
dollars in market value.
All told, shareholders have lost an estimated $2 trillion from the 60% drop in market capitalization as a result of the telecom
meltdown, which has come from a brutal
slowdown in demand and a realization

Reliant Energy Inc. posted lower firstquarter profit, hurt by a decline in demand for power and from less volatility
in the wholesale-energy markets.
The Houston energy conglomerate reported net income for the quarter of $225
million, or 76 cents a share, down 14%
from $262 million, or 90 cents a share, for
the year-earlier period. Revenue declined
to $8.7 billion from $13.3 billion last year.
Most of the earnings decline stemmed
from
wholesale-energy
businesses,
which suffered from lower demand. “We
experienced abnormally mild weather
and reduced volatility and prices in January and February,” said Steve Ledbetter,
chairman, president and chief executive.
Revenue for the wholesale-power unit
dropped to $5.6 billion from $9.6 billion for
the first quarter of 2001 —when power
prices and volatility soared during California’s energy crisis—halving the unit’s pretax profit to $114 million from $229 million
last year.
Reliant also suffered from weakness
in its gas-distribution business, which
posted pretax profit of $110 million for
the first quarter, down from $137 million
for the same period of 2001, mainly due to
milder weather early during the year.
These two negative items were somewhat offset by Reliant’s retail-power
earnings, following the opening of the
Texas retail market to full competition on
Jan. 1. The unit generated pretax profit
of $48 million during the first quarter,
compared with a loss of $3 million for the
same period of 2001.
Reliant Energy last year split off a minority stake in Reliant Resources
Inc.—which operates its nonregulated businesses such as wholesale-energy trading—and awaits regulatory approval to finish splitting itself in two: Reliant Resources
and Centerpoint Energy, which would deal
with regulated businesses such as electricity transmission and distribution.
The company said it expects to finalize the split this year, and reaffirmed
previously announced earnings forecasts
of $1.17 to $1.22 a share for Centerpoint
Energy, and $1.80 to $2.00 a share for
Reliant Resources. In 4 p.m. New York
stock exchange composite trading, Reliant Energy shares rose 33 cents to $25.30.
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State University of New York and then sold
calculators. He then joined General Electric Co. to sell remote use of computers via
networks. He rose rapidly, but left to join a
faltering software company that sold billing programs to phone companies.
He turned the company around, but is
much better known for his deal making.
His major accomplishment came after he
became chief executive of UUNet Technologies Inc., which specializes in selling corporations high-speed Internet access. In
1996, Mr. Sidgmore sold UUNet to MFS
Communications in what was one of the
first multibillion-dollar Internet deals.
After WorldCom acquired MFS, Mr.
Sidgmore’s penchant for acquisitions was
matched only by Mr. Ebbers’s. Though
they have a close relationship, the two men
have occasionally disagreed on strategy,
such as Mr. Sidgmore’s failed effort to convince Mr. Ebbers to buy wireless carrier
Nextel Communications Inc. In an interview several weeks ago, Mr. Ebbers said,
“I’m not a person who sits back and is
afraid to express his opinions.”
—Deborah Solomon, Gregory Zuckerman and Shawn Young
contributed to this article.
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slowed, falling to 10 cents a share in the
fourth quarter of last year from 44 cents a
diluted share in the fourth quarter of 1999.
During the company’s heyday, few analysts complained that the frenetic pace of
acquisitions made it difficult to accurately
gauge the company’s health, a task also
complicated by WorldCom’s reliance on
confusing pro forma figures in its financial reports. Now they are singing a different tune. “You always had this question
about whether WorldCom was a house of
cards,” says Michael Bowen, an analyst at
Soundview Technology Group in Old
Greenwich, Conn. “Everything was pro
forma. It drove us nuts.” He said analysts
had trouble getting “a clear shot at what
the growth really was.”
Seeking to shore up its stock price, the
company turned to financial engineering in
late 2000 and separated its MCI consumer
business into a tracking stock in the hopes
that it would boost the stock price. But it
largely failed. The telecom sector continued
to crater and WorldCom’s fell further as
Wall Street lost confidence.
Mr. Sidgmore’s involvement in hightech started nearly 30 years ago. In 1973, he
received an economics degree from the

said Mr. Sidgmore, “there really didn’t
seem to be much chance that the stock was
going to go down to where the stock is now.”
Over the last 15 years, Mr. Ebbers became an icon of the business world by
spending tens of billions of dollars to snap
up other telecom companies and transform
WorldCom from an obscure regional carrier into one of the nation’s largest long-distance and data carriers. In 1997, Mr. Ebbers
floored the business world with an unsolicited bid for MCI Communications Corp.,
the No. 2 long-distance carrier, which was
then stuck in a rapidly-souring merger deal
with British Telecommunications PLC. At
the time, his all-stock bid was viewed as
more valuable than an all-cash offer from
GTE Corp., reflecting the value the market
then placed on WorldCom stock.
The company rocketed to more success
over the next few years. It landed in the
portfolios of top money managers and was
looked upon as a stock to own for the long
term. But the momentum slowly ground to
a halt after WorldCom’s acquisition machine was stopped by the Justice Department’s move to block its $129 billion proposal to buy Sprint. Since the failed Sprint
deal, WorldCom earnings growth has
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Reliant Energy
Net Declines 14%
On Lower Demand
By EDUARDO PORTER

that investors who sank billions into the
sector in the late ’90s created a glut of capacity and competitors. That sparked a
brutal price war, followed by questions
about whether companies had inflated
their revenue to prolong the mirage of
growth. Qwest and WorldCom each acknowledged they were subjects of SEC investigations in March.
Mr. Ebbers and WorldCom, in particular, became a lightening rod for criticism
over his loans, the largest amount any publicly traded company has lent to one of its
officers in recent memory. They are
among the issues that caught the SEC’s attention and prompted a broader investigation into the telecom provider.
Mr. Ebbers, who couldn’t be reached for
comment, will pay the loans back, according to Mr. Sidgmore. Still, Mr. Ebbers’s personal loans from the company triggered an
outcry from investors. WorldCom’s directors repaid Mr. Ebbers’s debt from personal business investments to avoid forcing him to unload his stock, a move that
would reduce the share price. At the time,
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WorldCom Admits $3.8 Billion Accounting Error
Continued From First Page
ready had launched its own investigation
into WorldCom in February.
At the SEC, a source familiar with the situation said that the agency’s investigation
into the WorldCom fraud could “go right to
the top” of the company’s management, potentially including the role of Mr. Ebbers.
The source said the SEC’s inquiry will now
broaden and accelerate that investigation
to include the massive financial deception.
“This is a matter that has none of the
complexities of Enron,” this person said.
“It’s a matter of figuring out who knew
about it, and what they thought they were
doing.”
Mr. Ebbers couldn’t be reached for comment. John Sidgmore, who took over as
WorldCom’s chief executive in late April,
declined to comment. But in a statement issued shortly before 8 p.m. last night, Mr.
Sidgmore said, “Our senior management
team is shocked by these discoveries ... I
have committed to driving fundamental
change at WorldCom, and this matter will
not deter the management team from fulfilling our plans.”
Mr. Sidgmore said that with no debt
maturing over during the next two quarters, the restatement of its operating results for 2001 and 2002 is not expected to
have an impact on its cash position and
will not affect its service to customers.
WorldCom said it is taking measures to
conserve cash, including plans to lay off
17,000 employees and cut capital spending to $2.1 billion annually.
It remains unclear how the company’s banks will handle the news of the
accounting problems, and whether the
pending restatement puts the company
in default of its bank covenants.

Many details of WorldCom’s accounting improprieties remain unclear. In its
statement, WorldCom said only that “certain transfers from line cost expenses to
capital accounts” weren’t made according to generally accepted accounting
principles. The amount of these transfers
totaled $3.8 billion for the four quarters
of 2001 and the first quarter of 2002.
Arthur Andersen LLP, which was WorldCom’s longtime accounting firm, advised
the company that in light of the inappropriate transfers, Andersen’s audit reports
“could not be relied upon” for the five quarters in question, WorldCom said. WorldCom
hired KPMG, which declined to comment
yesterday, to replace Andersen in May.
Arthur Andersen issued a statement
last night that shifted blame to Mr. Sullivan. “It is of great concern that important
information about line costs was withheld
from Andersen auditors by the chief financial officer of WorldCom,” the statement
said, adding that its work for WorldCom
complied with accounting standards.
Shocked analysts feared there could be
more revelations. “This pretty much
closes the chapter on this company,” said
Lehman Brothers analyst Blake Bath.
“They violated the trust of their financial
institutions.”
WorldCom has been in difficult negotiations with its banks for a $5 billion line
of credit and in May drew down a $2.65
billion credit line.
Sanford C. Bernstein analyst Jeff Halpern said he expected swift action from
WorldCom’s banks. “I would think the
banks will foreclose on them immediately,”
said Mr. Halpern, who said that a Chapter
11 filing is quite possible. “This will send
them into a spiral of customer defections.”
The company’s crisis deepened last

U.S. Probes British Bankers
Continued From Page A3
Greenwich NatWest improperly bought
out Greenwich NatWest’s investments in
certain Enron partnerships, a person familiar with the matter said.
Officials at Greenwich NatWest, which
was purchased by Royal Bank of Scotland
two years ago, couldn’t be reached to comment. The Justice Department had no comment.
Still, the investigation of the employees
isn’t considered an integral part of the government’s overall effort to build a criminal case against Enron. But the investigation of the employees could help the government glean further information about
former Enron Chief Financial Officer Andrew Fastow, who ran Enron’s most controversial partnerships and was said to be
close to at least one of the British bankers.
Word of the government’s investigation isn’t the first time Greenwich
NatWest employees have been linked to
questionable Enron dealings.
This week, in a complaint filed in New

York state court, Dutch bank Cooperatieve
Centrale Raiffeisen-Boerenleenbank BA,
known as Rabobank, sued Royal Bank of
Canada over a $517 million loan that it took
on from an affiliate of Enron.
Rabobank said three Royal Bank of Canada employees, who previously worked at
Greenwich NatWest, were actively involved
in the development of Enron partnerships at
both banks. According to the lawsuit, one
Greenwich NatWest entity contributed to a
limited partnership that allowed Enron to
“manipulate its financial statements by artificially shielding Enron from losses.”
Rabobank said in its court filing that
the three employees’ “knowledge of Enron’s internal corruption from their days
at NatWest, is a crucial aspect of this
case.”In a statement, Royal Bank of Canada earlier this week said the Rabobank filing consists of “nothing more than innuendo and baseless speculation.”

—John R. Emshwiller
contributed to this article.

week when one of WorldCom’s internal auditors discovered that starting in early
2001, huge expenses related to building out
the company’s telecom network weren’t
being treated as a regular cost but were being treated as a capital expense, according to people close to the situation. That resulted in a significant boosting of the company’s earnings before interest, taxes, depreciation and amortization, otherwise
known as Ebitda, which WorldCom used
as a critical gauge of its growth.
While it’s not clear exactly what costs
WorldCom capitalized, the process
helped boost cash flow because it treated
the costs as an asset that can be written
down over time, not immediately. The
accounting treatment means the expenditure doesn’t affect the all-important operating cash-flow figure — though money
actually may be going out the door. Capitalizing costs is prevalent in industries
like cable TV and is allowed under generally accepted accounting principles in
some instances. Still, some investors say
the practice helps the cable industry overstate its financial strength.
Based on a preliminary investigation,
WorldCom believes that its Ebitda was
inflated by about $3.8 billion. The committee turned its findings over to its new
auditor, KPMG. The board ousted Mr.
Sullivan and informed the SEC.
Mr. Sullivan, 40 years old, served as a
WorldCom director since 1996 and as chief
financial officer, treasurer and secretary
of the company since 1994. He was given
the additional title of executive vice president when WorldCom’s board forced Mr.
Ebbers to resign April 29. In 4 p.m. Nasdaq
Stock Market trading, WorldCom’s stock
was at 83 cents, a far stretch from its high
of $64.50 in June 1999. Mr. Sullivan initially
came to WorldCom, then known LDDS, in
1992 when his firm, Advanced Telecommunications Corp. became one of the 75 firms
Mr. Ebbers acquired to form his empire.
Mr. Sullivan and Mr. Ebbers worked so
closely together over the years as they did
acquisition after acquisition that Mr.
Ebbers relied on Mr. Sullivan’s approval
before going ahead with a deal.
WorldCom’s directors and its underwriters could also face liability, in large
part because of a bond offering the company had in May 2001. Henry Hu, a corporate and securities lawyer at the University of Texas at Austin, said any kind of
material misstatement or omission in a
prospectus for a bond offering opens the
directors and underwriters to liability.
“It’s not enough for the directors to say
they didn’t know,” he said. Anyone who
wants to sue “doesn’t have to show any
necessary bad intent on the part of the
various directors,” said Mr. Hu.
The underwriters for the offering could
also be in trouble. That’s because the underwriters are required to perform a certain amount of “due diligence” to make
sure the information it presented to potential investors was accurate, said Mr. Hu.
—Yochi Dreazen, Deborah Solomon
and Ryan Chittum
contributed to this article.

Build Your
Business on
the Power
of NYC.

Take advantage of all that New York City
has to offer your business:
• Affordable office space and cost-saving incentives.
• The most productive and skilled work force in the country.
• Enhanced tax incentives.
• More potential clients and customers than any other U.S. city.
• The nation's largest international travel hub.
The specialists at the New York City Economic Development
Corporation (EDC) are ready to provide you with free
information on site selection, financing options, enhanced
tax incentives and energy discounts.

New York City
Economic Development
Corporation

Michael R. Bloomberg, Mayor, New York City
Andrew M. Alper, President, EDC

New York City.Where Business Happens.

For free information, call us today at (212) 312-3600 • (866) NYC-4-SERVICE
or visit newyorkbiz.com/incentives.

© 2002 Nokia. Nokia, Nokia Connecting People and the Nokia 9290 Communicator are trademarks or registered trademarks of Nokia Corporation. Other company and product names mentioned herein
may be trademarks of their respective owners. Wireless e-mail and Internet are network-dependent features –check with your service provider on availability. On-site delivery must be within 25
miles of a CompUSA store. Nokia 9290 Communicator must be compatible with existing computer hardware, software and operation system. Computer hardware must be in working condition at
time of installation. Required e-mail accounts must be available to request synchronization and configuration. Requires purchase and new in-store activation at CompUSA. Offer ends 6/30/02.

The business trip. The packing. Laptop? PDA? Phone?

Check. Check. Check.

Get on-site installation with purchase at CompUSA through June 30.
The ability to do everything. Without having to carry everything. The Nokia 9290 Communicator. It’s a laptop. It’s a PDA. It’s a phone. And it’s all in one compact, integrated design. With the Communicator,
you can send and receive e-mail with attachments. You can edit Microsoft Word and Excel files and view PowerPoint presentations. You can drag and drop files from your PC, carry your corporate network with you
wirelessly and browse the full-color Internet. And yes, you can even call people–on the built-in speakerphone, if you’d like. To see what else you can you do, discover the Communicator at your local CompUSA store.
www.nokia.com

2539160

P1JW17700C-5-A01300-1---XA

BLACK

P1JW27300C-5-A01200-1---XA

A12 MO N DAY, S E PT E M BE R 3 0, 2 0 0 2

P1JW27300C-5-A01200-1---XA

The upshot was that WorldCom saved
about $36 million in payments, a drop in
the bucket for the company and its big
creditors but a huge sum for ex-employees. WorldCom has since asked the bankruptcy court for permission to pay the
full severance and other benefits such as
health-insurance premiums. In filings
with the court, the company argues that
the move would be good for the company
and its creditors alike because it would
preserve the goodwill of existing employees. The official committee of the company’s unsecured creditors supports the motion. The court is set to hear arguments
on the motion tomorrow.
Meanwhile, the plight of former employees at such prominent bankruptcies
as WorldCom, Enron Corp. and Global
Crossing Ltd. has sparked calls for reform and led some former WorldCom
workers to start a grass-roots group
called the ExWorldCom5100 that is fighting what it says is unfair treatment. The
AFL-CIO is funding a legal battle against
the severance caps, and last month, a
New York bankruptcy court approved severance payments of up to $13,500 for
more than 4,200 rank-and-file workers
laid off following Enron’s bankruptcy filing. The court also gave the former workers the right to go after more than $80
million in bonuses the company paid to
its top executives days before filing for
bankruptcy-court protection. The union
is also backing legislative proposals that
would raise the $4,650 cap to the $13,500
granted in the Enron case.
For Laura Tucker, any additional
help wouldn’t necessarily undo the dam-

age that’s already been done. A manager in maintenance supervision at
WorldCom who was owed more than
$14,000 in severance, she has seen her
life upended since her layoff. Payments
on her house in Rowlett, Texas, became
too onerous, so she made plans to move
into the garage and put the rest of the
place up for rent. But that meant she
had to send her 14-year-old daughter to
live with her ex-husband in Maryland.
“With no health insurance and no cash
and no idea how I was going to hold
onto this house, I didn’t know what else
to do,” says Ms. Tucker, who hasn’t had
any luck finding another job.
Laid-off employees are especially bitter at the disparity between their situations and those of top executives who
were leading the company as it went
under. Bernard Ebbers, who resigned
as WorldCom’s chief executive in April,
was awarded a pension of $1.5 million a
year for the rest of his life and is paying about 2% interest on $408 million in
loans he took from the company. However, after receiving withering criticism, the WorldCom board is now considering revoking his termination deal.
Scott Sullivan, who was fired in June
from his $700,000-a-year job as chief financial officer, has since been indicted
on securities-fraud charges related to an
alleged scheme to falsify WorldCom’s
books. He didn’t receive any severance.
But in 2000 the board awarded him a $10
million bonus. He is building a mansion
valued at more than $15 million in Boca
Raton, Fla. The WorldCom spokesman
says the company is seeking the return
of the $10 million. Attorneys for Mr. Sullivan and Mr. Ebbers didn’t return calls
seeking comment.
“Scott Sullivan is not going to lose his
house,” says Debbie Dawson, a nine-year
employee in customer service budgeting
and training.
Ms. Dawson is worried she might lose
hers, a $127,000 brick house in Garland, if
she doesn’t get another job soon. Among
other things, Ms. Dawson hasn’t been
reimbursed for the $1,100 in work-related
expenses on her company credit card. As
is the practice in many companies, WorldCom’s company cards were issued in employees’ names and employees were reimbursed for the expenses and paid the
bills themselves. But Ms. Dawson hasn’t

Paul Buck / Mercury Pictures

Drop in the Bucket

been reimbursed and can’t afford to pay
the bill. “I have American Express calling me for their money,” she says. “That
goes on my credit.” She is worried that
this will ultimately hinder her job
search, since many employers now check
potential workers’ credit histories. An
American Express spokesman said
former employees have been getting reimbursed by WorldCom and paying their
bills, though some may still be unaware
of the procedure they need to follow.

Cashing Out
Ms. Dawson, who made $65,000 a year,
says she was owed $13,800 in severance.
She recently cashed out her 401(k).
Heavily invested in WorldCom stock, it
had once been valued at $98,000. After the
tax penalty for withdrawing the money
early, Ms. Dawson received about $1,100.
“I sold a Kate Spade purse to my sister for $50 so I could pay my phone bill,”
says Ms. Dawson.
Perhaps the biggest financial hit has
come to employees’ retirement funds.

Picking up
the pieces:
Former WorldCom
employees find little
severance relief now
that the company has
filed for bankruptcy
protection. Clockwise,
from top: Jim
Waldrop with wife,
Kim, Deborah Reed
and Debbie Dawson
The company provided workers with a
variety of investment options, and they
were free to diversify their investments,
but many felt that the message from management was that WorldCom would continue to be their best bet.
Through combinations of ignorance,
faith and procrastination, many never
spread the risk. Deborah Reed, who used
to earn more than $40,000 a year scouting
out underused phone connections,
plowed most of her retirement money
into WorldCom stock, at the urging of her
colleagues. As the shares deteriorated,
she realized she needed to overhaul her
investment, but busy workdays and the
preoccupations of single parenthood
came first.
“I had a sticky note on my computer
to do it and I never did it,” says the
40-year-old Ms. Reed. “I said to myself,
I can do that tomorrow.” The day she
was laid off, she wadded up the note in
disgust.
At this point, Ms. Reed’s 401(k) almost isn’t worth cashing in. After tax
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penalties and a deduction to pay off the
remaining $300 of a loan she’d taken
against it, she’d be lucky to get a few
hundred dollars. In July, before her unemployment checks started arriving, Ms.
Reed was down to $42. Before school
started, she had to ask her ex-husband
to buy school supplies and clothes for
her nine-year-old son, Tyler. “It just
made me feel so insignificant,” she
says.
Jim Waldrop, a five-year employee
in project management, did relatively
well to salvage about $16,000 in 401(k)
savings after he moved a big part of his
money into safer investments and cash.
He thought his job was safe because the
big corporate and government contracts
he worked on are so vital to WorldCom’s survival, even in bankruptcy. But
he and his wife, Kim, figured she might
be in line for a layoff from the job in
marketing at Telefon AB L.M. Ericsson
she had held for 16 years. In preparation for the possibility of living on one
income, they’d made a major push over
the past year to pay off credit cards
and save more. Then came the double
whammy. They both lost their jobs
within a few weeks of each other.
The manager who laid off Mr. Waldrop on June 28 knew it would come as a
shock and may have suspected, as many
did by then, that benefits would be decimated. “He kept saying, ‘I’m so sorry,
I’m so sorry,’ ” Mr. Waldrop recalls. “I
ended up consoling him.”
The contrast between his layoff and
hers is their salvation. Ericsson, based in
Sweden, gave Ms. Waldrop two months’ notice and will be paying her almost six
months’ severance, plus vacation pay,
while also continuing the couple’s health
insurance for a full year. It even let Mr.
Waldrop piggyback on the outplacement
service it is offering her. She hates losing
her job, but Ericsson’s handling of the situation has softened the blow
For Ms. Dawson, 50, financial peril is
a lot closer.
“Every day I call the bank to see what
checks that I’ve written have cleared,” she
says. She’s dropped all the electronic payments and withdrawals from her bank account that used to automatically pay her
bills. She grocery shops every other week,
when her unemployment check arrives
and stays out of stores the rest of the time.
The stress of unemployment upsets her
stomach. She has lost 17 pounds.
“I earned every penny,” she fumes. “I
have a box full of awards at home. I did
not deserve this.”

A Lauded Boston School for Autism Draws Complaints of Abuse

Many parents remain passionate defenders of Boston Higashi. Miriam Hurwitz of Brooklyn, N.Y., says the school is
“superior to anything in the entire
world.” Her 19-year-old daughter, Sarah,
was struck on the hand, arms and head
with a brush and punched twice in the
stomach by a Boston Higashi teacher in
May 2001, according to the Disabled Persons Protection Commission, which investigated after two Boston Higashi staff
members reported the abuse to the administration. Mrs. Hurwitz says she
found the incident “very worrisome” but
says it was the fault of one bad employee
and doesn’t reflect a systemic problem.
She says Sarah, who has been a Boston
Higashi student for 10 years, no longer
needs tranquilizers to sleep and can go
for walks without throwing tantrums.
Jean Bowden of Barnstable, Mass.,
credits Boston Higashi with producing a
dramatic improvement in her 15-year-old
daughter, Abbie, who she says had been
pinned face-down to the floor while in a
public-school program. Boston Higashi
“saved her life,” Mrs. Bowden says.
Virtually all parents interviewed for

cational advisers argue that ordinary scientific and educational measurements
don’t apply to the kinds of improvements
made by autistic children, such as the
ability to perform proper bathroom hygiene or to eat with utensils. “I don’t
mind saying we don’t have data,” said
Mr. Fantasia. “We have videos of before
and after, parents talking of the history
of their child and hopes for the future.”
“The judge is the parents,” says Jerome Kagan, a Harvard University professor of psychology who helped import the
Higashi method from Japan and is a
member of Boston Higashi’s educational
advisory board. “If they were unhappy,
they would draw people out.”
Some have, including Rosemary
Kane, who pulled her son Matthew in
1997 after a decade at the school. She
says Matthew, who was aggressive and
often self-abusive, suffered an increas-

To control students’ behavior, instructors at
Boston Higashi frequently use physical
‘prompts,’ given with a ‘light to a firm touch,’
according to a school teaching manual.
the job, saying that some employees
were abusive. An investigation by the
state Department of Social Services
found no abuse. In 1989, the agency conducted another investigation, this time
into allegations from students that staffers had punched them and hit them with
hairbrushes and sticks, and from parents
that they had been denied visits and that
food was withheld from their children for
misbehavior. The agency said its investigators “concluded that there was reasonable cause to believe” that five children
had been abused at the school.
Also in 1989, the Massachusetts Office
of Child Care Services, which licenses
Boston Higashi, conducted its own investigation and found 29 violations of state
code. They included an unspecified number of “unexplained injuries” such as broken bones, bruises and bites, in addition
to force-feeding and the use of forced
kneeling as punishment. A monitor was
assigned to the school until 1990, when
the state was satisfied the situation had
been corrected.
Karen Tedeman, Scott’s mother, acknowledges that when some parents began complaining of abuse in the late
1980s, she was part of an effort to discredit them. As president of the parents
association, she wrote letters attacking
state officials who investigated the abuse
complaints. “It became like a cult for
parents,” Mrs. Tedeman says.
Gina Green, research director for the
Institute for Effective Education in San
Diego, which runs programs for autistic
children, says the Higashi method has
never been subjected to meaningful assessment, such as published, peer-reviewed studies comparing the development of Higashi and non-Higashi autistic
students over time. If the Higashi approach works, Dr. Green says, “that
should stand up to scientific scrutiny.”
Dr. Green has produced research showing that one formerly popular treatment,
Facilitated Communication, didn’t work.
Under that approach, a parent or teacher
was supposed to hold a child’s hand and
“facilitate” pointing at letters on a
screen to make words. Dr. Green and
other researchers have shown that the
facilitator was actually leading the child.
But Mr. Fantasia and the school’s edu-
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Passionate Defenders

this article said they were unaware of
most of the complaints of abuse at Boston
Higashi. The school says confidentiality
laws barred it from disclosing complaints
to any parents other than those of the
children directly involved, although Boston Higashi sent a letter in August to all
parents notifying them of the Tedemans’
lawsuit and asking for their support. The
school says no one has pulled out their
children as a result of the disclosure.
The nonprofit school is situated on a
55-acre suburban campus outside Boston.
It charges $100,000 a year for residential
students. Federal law requires that public-school districts pay the full cost of
educating a handicapped child if they
don’t offer an adequate program.
Boston Higashi was first investigated
for claims of abuse shortly after its 1987
founding, when the school’s first specialeducation director quit after a month on

ing number of serious injuries in his last
year there. She asked school officials to
consider medication for him, but they refused, in keeping with Higashi’s policy
against using drugs. Since entering a
new program and taking medication,
Mrs. Kane says, Matthew has had only
one injury, a sprained foot, and holds a
landscaping job.
To control students’ behavior, instructors at Boston Higashi frequently use
physical “prompts,” given with a “light
to a firm touch,” according to a school
teaching manual. Although the school
says the prompts aren’t physical restraints, one state report noted that an
acceptable prompt was holding children’s arms to their sides. The school’s
guidelines note that “if an upset student
cannot regain self-control within the
group, the teachers may limit the student’s movement in order to prevent
aggressive or self-injurious behaviors.”
The Higashi approach doesn’t allow
corporal punishment, but some former
Boston Higashi staff members, including
several who left the school on good
terms, blame incidents of slapping,
punching and dragging either on inadequate training or on the school’s rigid
structure and the influence of Japanese
culture. They say the Japanese instructors—who make up more than a third of
the staff of 185—tend to be the most aggressive and to use such harsh techniques as the bending of fingers to induce pain.
In a letter to The Wall Street Journal,
Mr. Fantasia says he believes that some
former Boston Higashi staff members
who criticize the school “harbor hidden
but deep-seated resentments and biases
against existing Japanese staff members.” He adds that “the work ethic of
most of our Japanese staff is 10 on a
scale of 1 to 10,” and “the same would
never have been said of the disgruntled
former employees.”
Few parents were initially as enthusiastic about the Higashi philosophy as
Karen Tedeman, who first enrolled Scott
in 1987, when he was five. At home, he
had difficulty speaking and often attacked his mother, pulling her hair, pushing her and pinching her in sensitive
spots, sometimes 100 times a day. Mrs.

Tedeman says she was thrilled when the
school taught Scott how to tie his shoes,
ride a bike and use eating utensils.
In his last year at Higashi, the Tedeman’s became concerned about a growing number of injuries that culminated
that July weekend when Scott’s father
saw the injuries on his back. Former
school nurse Kelli Silvestro says Mr. Kunihiro told her Scott was hurt when he bent
down to tie his shoe in the school van and
“brushed his head on the seat’s fabric.”
Ms. Silvestro says she was suspicious because two months earlier, Mr. Kunihiro
had brought another student to her with
a swollen nose and forehead, saying he
had thrown himself into a wall during a
tantrum.
Ms. Silvestro says that when she asked
the other student what happened, he referred to Mr. Kunihiro and said, “Kuni.
Pow! Pow!” When she reported the student’s response to the school’s head
teacher, Akihiro Takamatsu, Ms. Silvestro
says, he responded, “You can’t believe an
autistic child.” Mr. Takamatsu denies
making the comment. Ms. Silvestro was
fired in March 2001. The school cites poor
performance; Ms. Silvestro says the
school was retaliating against her.
In their lawsuit against Boston Higashi, filed in state court in April, the
Tedemans claim that school-injury reports show this was at least the 20th time
Scott had been injured at the school in
the preceding 10 months—including a
June incident in which he was treated at
a local hospital for a gash in his forehead, a black eye and two puncture
wounds on his neck. In April 2001, the
Tedemans moved Scott to a new program
on Cape Cod, where they say he has been
injury-free and less aggressive. The suit
seeks unspecified money damages.

‘Adolescent Physical Activity’
In its response to the suit, Boston Higashi denied that Scott’s “alleged injuries were caused by any mistreatment or
wrongdoing” by the school. The school
said the injuries were a consequence of
“adolescent physical activity” combined
with Scott’s “myriad” disabilities, including autism, hyperactivity and lack of coordination. The school also alleges that
some of the injuries could have occurred
while Scott was in the care of his parents.
After the Tedeman incident, Mr. Kunihiro was ordered to undergo training in
the “different culture of Japan and
U.S.A.,” according to an internal school
report that lists Mr. Fantasia as one of its
authors. Mr. Fantasia says he doesn’t
know why the cultural training was included.
The Tedemans contend in their lawsuit that finger bending is used with impunity, because it doesn’t leave marks
and nonverbal children are unable to
complain about it. The State Police report on the Tedeman case quotes school
van driver Kenneth Vanleeuwen as saying he saw Mr. Kunihiro bending students’ fingers backward.
Ayumi Gates, a Japanese native who
taught at the school from 1994 to 2000,
says she was shown how to use fingerbending by another Japanese teacher,
who told her it was an acceptable way to
control the children. Mrs. Gates says she
never used the technique herself. School
officials say that finger-bending is not
allowed and that they are unaware of any
allegations of its use.
In licensing reviews, Massachusetts
officials have praised Boston Higashi. In
one review, a state regulator said it was
“a pleasure” to visit. State regulators say
they aggressively monitor the school and

frequently review its policies and curriculum. They say that if the school were
unsafe, they wouldn’t allow it to operate.
In some cases, regulators have failed
to interview witnesses to alleged abuse.
Connecticut officials say one of their
case workers, who was visiting a Boston Higashi student on Feb. 7, saw an
instructor scream at the student and
was concerned about bruises on the student’s face. The worker filed a complaint with the Massachusetts Department of Social Services but says she
was never contacted by investigators. A
spokesman from the Massachusetts
agency says an investigator made several calls to the worker but never made
contact. Boston Higashi says the agency
found no abuse.
In October 1999, two local women at
a playground with their children called
police to say they had witnessed a Boston Higashi instructor abuse a boy who
was refusing to walk during a school
outing there. “She was dragging him by
the arm, then she would start kicking
his legs, yelling at him to stand up,
kicking him harder and harder,” says
one of the women, Lee Damore. “It disturbed me for a long time.” The women
also say the instructor and two other
staff members repeatedly pulled and
pushed other reluctant students while
screaming at them.
Local police filed a complaint of alleged abuse with the Department of Social Services, a common route for such
allegations. State investigators followed
up by interviewing the instructors, who
denied kicking or pushing students, according to the investigators’ reports.
Mrs. Damore and the other woman, Janice Cain, say investigators never contacted them.
Two months later, a state report concluded that the teachers had “utilized appropriate behavior management techniques while intervening with the children.” The state says it never interviewed
the women because the police indicated
they didn’t want to be contacted. The police department declines to comment.
Mrs. Cain, who spoke to police when they
arrived at the park, says she never indicated a reluctance to talk.
The state has also blamed some reports of abuse on ignorance of the Higashi way. The mother of a new Boston
Higashi student said she witnessed several incidents of abuse in 1997, including a teacher who grabbed a student by
the neck and dragged him into the gym.
A state investigation concluded that “visitors to Higashi may misunderstand the
regimentation of the program and may
consider the treatment of children by
staff to be harsh and inappropriate.”
The parent pulled her child from the
school.

Unocal Corp.

Outlook for Quarterly Earnings
Falls on $22 Million Provision
Unocal Corp. expects third-quarter
earnings to include a provision of $22 million, or nine cents a share, for additional
reserves for environmental remediation.
According to a Securities and Exchange
Commission filing, substantially all of the
provision relates to closed facilities and
sites sold with retained responsibilities.
The El Segundo, Calif., exploration-andproduction firm had estimated third-quarter per-share earnings at 45 cents to 55
cents; it now expects 35 cents to 45 cents.
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against one of them. Randolph Police
Det. James Hayward said the instructor
who will be criminally charged was
caught on a school surveillance tape pulling a student by the hair on three occasions for five to six seconds each time.
The second incident involved an instructor forcing a student to do push-ups for
inappropriate behavior, in violation of
school policy. Mr. Hayward said there
were several instructors in the room
when the student was made to do pushups and none appeared “shocked,” leading him to believe it was a common practice. He said he didn’t view the push-up
incident as a criminal matter. The school
reported the incidents after a staff person saw them on the surveillance tape.
Another teacher was charged with assault last year for punching a student in
the stomach and for beating another student with a hairbrush. The teacher was
found not guilty but was fired after an
internal school investigation concluded she
had abused at least one of the students.
Two years ago, still another teacher, Masataka Kunihiro, was charged with assault
and battery on a disabled person for allegedly dragging Scott Tedeman by his ankles, leaving wounds on the student’s back.
Mr. Kunihiro resigned under pressure
three months after the incident and returned to Japan. Scott’s parents are suing
Boston Higashi, which denies wrongdoing.
Mr. Kunihiro couldn’t be reached for comment.
Robert Fantasia, director of Boston
Higashi, says “cases of abuse have been
isolated” in the school’s 15 years of operation, during which it has educated 350
students. “In almost all of the cases,” he
says, “the school itself has been the one
to report the problem to the proper authorities and to initiate disciplinary and
corrective procedures.” The school conducts thorough background checks on employees, he says, but “can never guarantee that a human being won’t falter under the best of circumstances.” He says
the school is safe for students because
the few staff members who have been
abusive were fired and no instructor
“has injured a student twice.”
Mr. Fantasia, 60 years old, says the
school “balances the highest expectations for students to reach their full potential” with “an environment of caring and
love” and that students “are absolutely
safe” there.
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In Bankruptcy, Getting Laid Off Hurts Even Worse
Continued From First Page
erate under Chapter 11 while it works out
a plan to restructure its debt, wasn’t trying to deprive workers of severance when
it made the change, says spokesman
Bradford Burns. The company was only
trying to conserve cash in hopes of staving off a bankruptcy filing and still
thought it would succeed, he says.
But thousands of employees were
abruptly left unable to collect their full severance. That’s because the bankruptcy
code caps severance payouts at $4,650 for
employees who lose their jobs in the 90
days before a filing and haven’t already
collected all the severance due them.
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Dressing Down:
More Women Raid
The Teen Section
Continued From First Page
share, a retail consulting firm in Menlo
Park, Calif. “They’re saying to stores,
‘You’re aging me before my time. I need
basic black and work clothes, but I have
another life. I’m fun. Who’s gonna offer
me that?’ ”
At Teen Angel, the sales pitch is deliberately two-pronged. The preteen sweatpants, tops and skirts are sprinkled in
with the teen, or “junior” merchandise—which includes a few beaded gowns
with daring necklines suitable for adults.
When moms walk through the door,
“We’ll cutely say to them, ‘You know we
have lots of great stuff for you, too,’ ”
says proprietor Kerri Kovler.

Fashion Lines Blur
The owners of the three locations, Ms.
Kovler and her husband, Andy, opened
their shops in the late ’90s, intending to sell
mainly formal wear to girls seven to 16. Today, with fashion lines blurring, the Kovlers estimate that as much as 30% of their
sales are to adult women who buy the
shop’s jeans, T’s and other body-conscious
attire. “After they’ve been in the store, they
can’t help themselves,” says Mr. Kovler.
It’s not just tiny figures wriggling
into the kids’ duds. With childhood obesity rates on the rise, girls’ clothes—even
the hippest kind—often come big enough
to fit women who wear up to an adult size
8. Modest prices are another lure. In Los
Angeles, Valerie Michaels, the mother of
a three-year-old daughter, regularly hits
the teen aisles of department stores such
as Bloomingdale’s to save on popular
brands such as Guess. “The stuff is just
as cutting edge as adult clothing, but it
costs a quarter to half less,” says the
28-year-old.
Dayna Briller got hooked on kids’
brands about a year ago when she took
her seven-year-old daughter, Rachel, to
a girls’ boutique in Englishtown, N.J.,
called Denny’s Childrenswear. “The
next thing you know, you’re trying on
clothes with your kid,” says Ms.
Briller, 37. It didn’t take long for her to
go on solo sprees. “I’ve walked out of
that place with more clothes for me
than for Rachel,” she says. One cherished find: a mesh skirt that looks like
a football jersey from a line called Bull
Dog.
Publicly traded Too Inc., which stocks
hip-hugging lace-up blue jeans for $40,
rings up plenty of adult sales. At one of
the company’s Limited Too stores in Akron, Ohio, for example, manager Beth
Pardee says she regularly helps women
buy clothes—often for make-believe kids.
“They’ll somehow suggest that it’s for a
daughter, but it’s probably not,” says Ms.
Pardee, who swears she can spot the fibbers. “As they shop the store more often,
they get comfortable and stop doing
that.”
In better boutiques, kids are often
forced to duke it out with grownups for
the good stuff. “When women see the
clothes, they say, ‘Oh my God, do they
make this in my size?’ ” says Carline
Gouin. Her New York store, called Lilliput SoHo Kids, stocks items such as
leather pants and pink Prada-esque
tie-up skirts. Adults have snapped up
nearly every pair of the leather pants,
she says.
Given the tough retail environment,
merchants say they are grateful for the
incremental traffic—even if it creates
some awkward moments.

Prowling for Bargains
Denise Menton, owner of a New York
girls’ boutique called Betwixt, admits that
she is a bit uncomfortable with women
prowling the aisles of a children’s store in
various states of undress. And she isn’t
thrilled that her hip styles have attracted a
few bargain-conscious drag queens.
“That’s tricky,” she says. “I don’t want
men trying on the clothes.”
Lots of mothers and daughters say
they enjoy shopping together, and even
wearing and swapping the same clothes.
Boca Raton mom Bari Cavayero, 42, who
has twin teenage girls, sees it as a way to
expand everybody’s wardrobe. “I wanna
borrow this,” she says, plucking a pink
camisole from a communal pile in her
daughter Gillian’s bedroom. “Don’t we
have it in another color?”
But the updated version of the
“mother/daughter outfit”—those heretofore chaste ensembles worn on special
occasions—doesn’t strike every girl as so
cool. Some are horrified by the sight of
mom grabbing the same clothes.
“Think about it,” says Ms. Menton,
the owner of Betwixt. “They perceive
this as their store, and then there’s mom
trying on their stuff.” Adds retailer Kerri
Kovler: “Things can get a bit delicate if a
little girl doesn’t have a good figure and
mom is in great shape.”
Wendy Rosenberg, a petite woman
who used to get all of her clothing altered, loves shopping with her three
daughters. Together, they have bought
many of the same casual styles at such
South Florida stores as Kiss & Makeup
and rival Teen & In Between.
But emotions sometimes flare when
Mrs. Rosenberg and her daughters compete for space in the dressing room—or
when mom emerges looking better in an
outfit than her girls do. “It’s weird, I don’t
like it,” says 14-year-old Dani Rosenberg.
There are other land mines to avoid.
“You don’t want to come out looking like
a 10-year-old,” says Ginger Thoerner,
mother of a nine-year-old who couldn’t
resist a $62 fleece-lined girls’ jacket at
Betwixt. Sparkly clothes, notes the
43-year-old, are out of the question. “So
is that baby blue color that every teenager seems to be wearing now.”
At her daughter’s cheerleading practice last month, Ms. Briller, who lives in
Marlboro, N.J., spied another mom in a
familiar-looking pair of patch-pocket
pants. After paying the woman a compliment, Ms. Briller says, the woman
blurted out that she had just bought them
at a cool kids’ store called Denny’s.
“That’s where I got mine, too!” replied a
contented Ms. Briller.
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It’s like

modern art: it moves you.

Stupka declined to comment.
Ms. Cooper decided to raise the issue
again with Andersen. But when she
called the firm, Mr. Avery brushed her
off and made it clear that he took orders
only from Mr. Sullivan, according to the
investigators. Mr. Avery and Mr. Dick
declined to comment. Patrick Dorton, a
spokesman for Andersen, said his firm
thought that the $400 million wireless reserve was not necessary.
“That was like putting a red flag in
front of a bull,”
says Mr. Morse.
“She came back to
me and said, ‘Go
dig.’ ”
Some internal auditors would have
left it at that and
moved on. After all,
both the company’s
chief financial officer and its outside
accountants
had
signed off on the decision. But that was
Scott Sullivan
not Ms. Cooper’s
style. One favorite
pastime among the auditors who reported
to her was applying the labels of the MyersBriggs & Keirsey personality test to their
fellow staffers. Ms. Cooper was categorized as an INTJ—introspective, intuitive,
a thinker and judgmental. “INTJs,” according to the test criteria, are “natural
leaders” and “strong-willed,” representing less than 1% of the population.
And so Ms. Cooper decided to appeal
the decision. As head of auditing, it was
her responsibility to bring sensitive issues to the audit committee of WorldCom’s board. She brought the reserves
question to the attention of the committee’s head, Max Bobbitt. At a committee
meeting at the company’s Washington offices on March 6, she and Mr. Sullivan
presented their cases, according to minutes from the meeting. Mr. Sullivan
backed down, according to people familiar with his decision.
The next day he tracked down Ms.
Cooper. Unable to reach her immediately, Mr. Sullivan called her husband, a
stay-at-home dad to their two daughters, to get her cellphone number. He
finally caught up with her at the hair
salon. In the future, she was not to interfere in Mr. Stupka’s business, Mr. Sullivan warned, according to people familiar with the reserves question.
The confrontations put Ms. Cooper
in a sticky position. Mr. Sullivan was
her immediate supervisor. Plus, her
vague discomfort with the way WorldCom was handling its accounting led
her into areas that were not normally
her bailiwick. Although her department
did a small amount of financial auditing, it primarily performed operational
audits, consisting of measuring the performance of WorldCom’s units and making sure the proper spending controls
were in place. The bulk of the company’s financial auditing was left to
Arthur Andersen. But neither of those
things dissuaded Ms. Cooper from following her nose to the root of the ill-defined problem.
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A Curious E-Mail from Afar
Several weeks later, Mr. Smith, a manager under Ms. Cooper, received a curious e-mail from Mark Abide, based in
Richardson, Texas, who was in charge of
keeping the books for the company’s property, plants and equipment.
Mr. Abide had attached to his May
21 e-mail a local newspaper article
about a former employee in WorldCom’s
Texas office who had been fired after
he raised questions about a minor accounting matter involving capital expenditures. “This is worth looking into
from an audit perspective,” Mr. Abide
wrote. Mr. Smith, who declined to be

Signature
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Address
City
State

On March 7, a day after Ms. Cooper
had visited with the audit committee,
the SEC surprised the company with a
“Request for Information.” While
WorldCom’s closest competitors, including AT&T Corp., were suffering from a
telecom rout and losing money throughout 2001, WorldCom continued to report
a profit. That had attracted the attention of regulators at the SEC, who
thought WorldCom’s numbers looked
suspicious.
But investigators had grown frustrated as they combed through public filings looking for evidence of wrongdoing,
according to people familiar with the inquiry. So they asked to see data on everything from sales commissions to communications with analysts.
Concerned about why the SEC was
sniffing around, Ms. Cooper directed her
group to start collecting information in
order to comply with the request.
She also was growing concerned
about another looming problem. Andersen was under fire for its role in the
Enron case, which soon would lead to the
accounting firm’s indictment. It was
clear that WorldCom would have to retain new outside auditors.
Ms. Cooper set off on an unusual
course. Her own department would simply take on a role that no one at Worldcom had assigned it. The troubles at
Enron and Andersen were enough to
warrant a second look at the company’s
financials, she explained to Mr. Morse
one evening as they walked out to WorldCom’s parking lot. Her plan: her department would start doing financial audits,
looking at the reliability and integrity of
the financial information the company
was reporting publicly.
It was a major decision, which would
necessitate a lot more work for Ms. Cooper and her staffers. Still, Ms. Cooper
took on financial auditing without asking
permission from Mr. Sullivan, her boss,
according to investigators and a person
familiar with Ms. Cooper’s decision.
“We could see a strain in her face,’’
recalls her mother, Patsy Ferrell, about
that time period. “She didn’t look happy.
We knew she was working late and some
of the other people were working late. We
would call and say, ‘Can we bring some
sandwiches?’ and her father would bring
them sandwiches.”
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interviewed, forwarded the e-mail to
Ms. Cooper, according to investigators
and a lawyer involved in the case.
The e-mail piqued Ms. Cooper’s interest. As part of their initial foray into financial auditing, Ms. Cooper and her team
had already stumbled on to the issue of capital expenditures, a subject that would
prove to be crucial to their quest.
The team had run into an inexplicable
$2 billion that the company said in public
disclosures had been spent on capital expenditures during the first three quarters
of 2001. But they found that the money
had never been authorized for capital
spending.
Capital costs, such as equipment,
property and other major purchases,
can be depreciated over long periods of
time. In many cases, companies spread
those costs over years. Operating costs
such as salaries, benefits and rent are
subtracted from income on a quarterly
basis, and so they have an immediate
impact on profits.
Ms. Cooper and her team were beginning to suspect what was up with the
mysterious $2 billion entry: It might actually represent operating costs shifted to
capital expenditure accounts—a stealthy
maneuver that would make the company
look vastly more profitable.
When Ms. Cooper and Mr. Smith
asked Sanjeev Sethi, a director of financial planning, about the curious adjustment, he told them it was “prepaid capacity,” a term they had never heard before.
Further inquires led them to understand
that prepaid capacity was a capital expenditure. But when they asked what it
meant, Mr. Sethi told them to ask David
Myers, the company’s controller, according to Mr. Morse and a person familiar
with Ms. Cooper’s situation. Mr. Sethi
did not return phone calls.
Ms. Cooper and Mr. Smith opted instead to call Mr. Abide, who had pointed
out a capital expenditures problem in his
e-mail. When they asked him about “prepaid capacity,’’ he too answered very
cryptically, explaining that those entries
had come from Buford Yates, WorldCom’s director of general accounting.
While perusing records looking for accounting irregularities later that same
day, May 28, Mr. Morse made the big
discovery of the $500 million in undocumented computer
expenses.
They
also were logged as
a capital expenditure. “This stinks,”
Mr. Morse recalls
thinking to himself.
He
immediately
went to Ms. Cooper
to tell her what
he’d found. She
called a meeting of
her department. “I
knew it was a horrific thing and she
Cynthia Cooper
did too, right off
the bat,” says Mr.
Morse.
Several days later, Ms. Cooper and
Mr. Smith met to try to make sense of
their growing list of clues. Particularly
puzzling were the cryptic comments
made by Mr. Sethi and Mr. Abide. Finally
the two auditors came up with a plan of
action to test their sense that when it
came to the booking of capital expenditures, something was very wrong at
WorldCom. Ms. Cooper would send Mr.
Smith an e-mail saying she wanted to
know more about prepaid capacity as
soon as possible, and asking how much
harder they should press Mr. Sethi. They
would copy Mr. Myers on the e-mail.
Mr. Myers shot back an e-mail. Mr.
Sethi should be working for him and did
not have time to devote to Ms. Cooper’s
inquiries, he wrote. Ms. Cooper had been
stonewalled yet again.

A Secret Plan
Ms. Cooper and Mr. Smith didn’t
know it, but they had stumbled onto evidence that some executives were keeping
two sets of numbers for the then-$36 billion company, one of them fraudulent.
By 2000, WorldCom had started to rely
on aggressive accounting to blur the true
picture of its badly sagging business. A
vicious price war in the long-distance
market had ravaged profit margins in
the consumer and business divisions. Mr.
Sullivan had tried to respond by moving
around reserves, according to his indictment. But by 2001 it wasn’t enough to
keep the company afloat.
And so Mr. Sullivan began instructing
Mr. Myers to take line costs, fees paid to
lease portions of other companies’ telephone networks, out of operating-expense accounts where they belonged and
tuck them into capital accounts, according to Mr. Sullivan’s indictment.
It was a definite accounting no-no,
but it meant that the costs did not hit the
company’s bottom line—at least in the
version of the books that were publicly
scrutinized. Although some staffers objected, the scheme progressed for the
next five quarters.
Ms. Cooper, Mr. Smith and Mr.
Morse didn’t know this. They only knew
that accounting entries had been hopscotching inexplicably around WorldCom’s balance sheets and that nobody
wanted to talk about it. To put all the
pieces together, they would need to
plumb the depths of WorldCom’s computerized accounting systems.
Full access to the computer system
was a privilege that normally had to be
granted by Mr. Sullivan. But Mr. Morse,
a bit of a techie, had recently figured out
a way around that problem.
Without explaining what he was up
to, Mr. Morse had asked Jerry Lilly, a
senior manager in WorldCom’s information technology department, for better
access to the company’s accounting
journal entries. Mr. Lilly was testing a
new software program and gave Mr.
Morse permission to road test the system, too.
The beauty of the new system, from
Mr. Morse’s perspective, was that it enabled him to scrutinize the debit and credit
sides of transactions. By clicking on a number for an expense on a spreadsheet, he
could follow it back to the original journal
entry—such as an invoice for a purchase

or expense report submitted by an employee, to see how it had been justified.
Sifting through the data for answers
to still-vague questions about capital expenditures amounted to a frustrating
task, Mr. Morse says. He combed
through an account labeled “intercompany accounts receivables,” which contained 350,000 transactions per month.
But when he downloaded the giant set of
data, he slowed down the servers that
held the company’s accounting data.
That prompted the IT staff to begin deleting his requests because they were clogging and crashing the system.
Mr. Morse began working at night,
when there was less demand on the servers, to avoid having his work shut down
by the IT department. During the day, he
retreated to the audit library—a windowless, 12-by-12 room piled with files from
previous projects and tucked away in the
audit department—to avoid arousing suspicion.
By the first week of June, Mr. Morse
had turned up a total of $2 billion in questionable accounting entries, he says.

The Sleuths Get Nervous
Having found the evidence they were
looking for, the sleuths were suddenly
faced with how serious the implications
of their endeavor really were.
Mr. Morse grew increasingly concerned that others in the company
would discover what he had learned and
try to destroy the evidence, he says.
With his own money, he went out and
bought a CD burner and copied all the
incriminating data onto a CD-Rom. He
told no one outside of internal audit
what he had found.
Mr. Morse even kept his wife, Lynda,
in the dark. Each night, he’d bring home
documents he was studying. He instructed his wife not to touch his briefcase. His wife thought the usually gregarious father of three looked drained.
Ms. Cooper had begun confiding in
her parents, with whom she was especially close. Without going into detail,
she told her mother that she was worried
about what her team was finding, and
that it was definitely a very big deal,
according to a person close to Ms. Cooper.
Meanwhile, Mr. Sullivan began to ask
questions about what Ms. Cooper’s team
was up to. One day the finance chief approached Mr. Morse in the company cafeteria. When Mr. Morse saw him coming,
he froze. The auditor had only spoken to
Mr. Sullivan twice during his five-year
tenure at WorldCom.
“What are you working on?” Mr.
Morse later recalled Mr. Sullivan demanding. Mr. Morse looked at his shoes.
“International capital expenditures,” he
says he replied, referring to a separate,
and less-threatening auditing project. He
quickly walked away.
Days later, on June 11, Ms. Cooper got
an unexpected phone call from Mr. Sullivan. He told her that he would have some
time later in the day, and invited her to
come by and tell him what her department was up to, according to a person
familiar with Ms. Cooper’s situation.
That afternoon, Ms. Cooper, Mr.
Smith and another auditor arrived at Mr.
Sullivan’s office. They talked about pending promotions and other administrative
matters, according to lawyers involved in
the case.
As the meeting was breaking up, Ms.
Cooper turned to Mr. Smith and suggested
that he tell Mr. Sullivan what he was working on. It was meant to seem like a casual
comment. In fact, the two auditors had
planned it out beforehand, so that they
could gauge Mr. Sullivan’s reaction, according to a person familiar with Ms. Cooper’s
situation.
Mr. Smith briefly described the audit,
without going into the explosive material
they already had found.
Mr. Sullivan urged them to delay the
audit until after the third quarter, saying
there were problems he planned to take
care of with a write-down, according to several people familiar with the meeting.
Ms. Cooper replied that no, the audit
would continue. Mr. Sullivan didn’t respond, and the meeting ended in a stalemate.
Concerned now that Mr. Sullivan might
try to cover up the accounting improprieties, Ms. Cooper and Mr. Smith appealed
to Mr. Bobbitt, the
head of WorldCom’s
audit
committee.
Mr. Bobbitt had to
travel to Mississippi
from his home in
Florida for a board
meeting scheduled
for June 14, so the
day before he met
with Ms. Cooper and
Mr. Smith at a
Hampton Inn in Clinton.
The two auditors
Gene Morse
told Mr. Bobbitt
what
they
had
found. He asked Ms. Cooper to contact
KPMG, the company’s new outside auditors, and brief them on what was happening. Mr. Bobbitt did not raise Ms. Cooper’s
suspicions at the board meeting the next
day, according to a document WorldCom
later submitted to the SEC. James Sharpe,
Mr. Bobbitt’s lawyer, declined to comment.
Farrell Malone, the KPMG partner in
charge of the WorldCom account, urged
Ms. Cooper to make sure she was right.
OnJune 17, Ms. Cooper’steam began a series of informal confrontations meant to convince themselves that there was no legal explanation for the accounting entries.
That morning, Ms. Cooper and Mr.
Smith went to the office of Betty Vinson,
director of management reporting, and
asked her for documentation to support the
capital-expense-accounting entries. Ms.
Vinson told the two that she had made
many of the entries but did not have any
support for them, according to an internal
memo prepared by Ms. Cooper and Mr.
Smith. Ms. Vinson’s lawyer did not return
phone calls.
Next they walked a few feet to Mr.
Yates’s office. He said he was not familiar
with the entries and referred Ms. Cooper
and Mr. Smith to Mr. Myers.
The duo then paid a call on Mr. Myers.
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WorldCom’s wireless business, paid her
a visit. He was angry because he was
about to lose $400 million he had specifically set aside in the third quarter of
2001, according to two people familiar
with the meeting. His plan had been to
use the money to make up for shortfalls
if customers didn’t pay their bills, a
common occurrence in the wireless business. It was a well-accepted accounting
device.
But Mr. Sullivan decided instead to
take the $400 million away from Mr. Stupka’s division and use it to boost WorldCom’s income. Mr. Stupka was unhappy
because without the money, his unit
would likely have to report a large loss in
the next quarter.
Mr. Stupka’s group already had complained to two Arthur Andersen auditors,
Melvin Dick and Kenny Avery. They had
sided with Mr. Sullivan, according to federal investigators.
But Mr. Stupka and Ms. Cooper
thought the decision smelled funny, although not obviously improper. Under
accounting rules, if a company knows it
is not going to collect on a debt, it has
to set up a reserve to cover it in order
to avoid reflecting on its books too high
a value for that business. That was exactly what Mr. Stupka had done. Mr.
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How Three Unlikely Sleuths Discovered Fraud at WorldCom
Continued From First Page
viewed her as quiet but strongwilled. She
grew up in a modest neighborhood near
WorldCom’s headquarters and had spent
nearly a decade working at the company,
rising through its ranks. She declined to be
interviewed for this story. Mr. Morse, 41,
was known for his ability to use technology
to ferret out information. The third member of the team was Glyn Smith, 34, a senior manager under Ms. Cooper. In his
spare time he taught Sunday school, took
photographs and bicycled. His mom had
taught him and Ms. Cooper accounting at
Clinton High School.
Frightened that they would be fired if
their superiors found out what they were
up to, the gumshoes worked in secret.
Even so, their initial discreet inquiries
were stonewalled. Arthur Andersen,
WorldCom’s outside auditor, refused to respond to some of Ms. Cooper’s questions
and told her that the firm had approved
some of the accounting methods she questioned. At another critical juncture in the
trio’s investigation, Mr. Sullivan, then the
company’s CFO, asked Ms. Cooper to delay her investigation until the following
quarter. She refused.
Ms. Cooper’s first inkling that something big was amiss at WorldCom came
in March 2002. John Stupka, the head of
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When confronted, he admitted that he
knew the accounting treatment was wrong,
according to the memo. Mr. Myers said
that he could go back and construct support
for the entries but that he wasn’t going to
do that. Ms. Cooper then asked if there
were any accounting standards to support
the way the expenses were treated, according to the memo, which was later made
public by a Congressional committee.
Mr. Myers answered that there were
none. He said that the entries should not
have been made, but that once it had
started, it was hard to stop.
Mr. Smith asked how Mr. Myers
planned to explain it all to the SEC. Mr.
Myers replied that he hoped it wouldn’t
come to that, according to the memo.
An hour or so later, Ms. Cooper returned to her department to brief Mr.
Morse and her other auditors. “They have
no support,” she told them, according to
Mr. Morse.
It was clear to Ms. Cooper’s team that
their findings would be devastating for the
company, and the prospect of going before
the board with their evidence was sobering. They worried about whether their revelations would result in layoffs and obsessed
about whether they
were jumping to unwarranted conclusions that their colleagues at WorldCom were committing fraud. Plus,
they feared that
they would somehow end up being
blamed for the
mess.
Ms.
Cooper’s
staffers began to notice that she was losGlyn Smith
ing weight. Mr. Morse’s wife noticed he
was preoccupied and short tempered.
During the third week in June, Mr.
Smith called his mother, who was vacationing in Albuquerque, according to a
person familiar with the conversation.
Without providing specifics, he told her
that he was about to take actions at WorldCom that were not going to make people
happy. He asked his mother, Ms. Cooper’s
former high school accounting teacher, to
remember him in her prayers and to pray
for him to be strong.
Ms. Cooper prepared for several meetings with the audit committee. At one, on
June 20, Mr. Sullivan was scheduled to defend himself.
One evening, as Ms. Cooper worked late
with accountants from KPMG, she suddenly dropped her head into her arms on
the conference-room table. Mr. Malone of
KPMG led her onto a balcony, put his arm
around her and showed her the sunset, according to a person familiar with the meeting.
Ms. Cooper, Mr. Smith and Mr. Malone headed to Washington to brief the
board’s audit committee. At the meeting
on Thursday, June 20, Mr. Malone described the transfer of line costs to capital
accounts and told the audit committee
that, in his view, the transfers didn’t comply with generally accepted accounting
principles, according to a document WorldCom later submitted to the SEC.
Mr. Sullivan tried to give an explanation
for the accounting adjustments but asked
for more time to support the line-cost transfers. The committee gave Mr. Sullivan the
weekend to explain himself. He got to work
constructing what he called a white paper
that argued that the accounting treatments
he used were proper, according to the document.
It didn’t work. On June 24, the audit
committee told Mr. Sullivan and Mr. Myers
they would be terminated if they didn’t resign before the board meeting the next day.
Mr. Sullivan refused and was fired. Mr.
Myers resigned.
The next evening, WorldCom stunned
Wall Street with an announcement that it
had inflated profits by $3.8 billion over the
previous five quarters.
Afterward, Ms. Cooper drove to her parents’ house, which was near WorldCom’s
headquarters. She sat down at the diningroom table without saying anything, says
Ms. Ferrell, her mother. “She was deeply,
deeply pained. She was grief stricken that it
was true and that all these people would feel
the consequences of having gone astray,’’
Ms. Ferrell says. “We were all so proud of
WorldCom and it’s just been the saddest,
most tragic thing.’’
Mr. Morse worked late that night, and
his wife phoned after she watched the
news. The anchors were calling the company World-Con, she reported. Did he know
anything about it?
The SEC on June 26 slapped the company with a civil fraud suit, and trading of
WorldCom’s stock was halted. Ultimately
the company was delisted by the Nasdaq
Stock Market.
Mr. Sullivan is preparing to go to trial.
“We will demonstrate at the appropriate
time that a number of the negative points
that WorldCom’s internal auditors have recently suggested about Mr. Sullivan are not
accurate,’’ says Irvin Nathan, a lawyer for
Mr. Sullivan. “The fact is that he was always supportive of internal audit and was
instrumental in the promotion of Cynthia
Cooper and securing resources for her
staff.’’
Mr. Myers, Mr. Yates, Ms. Vinson and
Troy Normand, the director of legal entity
accounting, have all pleaded guilty to securities fraud and a variety of other charges.
David Schertler, an attorney for Mr. Yates,
says that while his client pleaded guilty,
“all the evidence would suggest he was acting under the orders of supervisors.’’
Ms. Cooper and her team have continued to work at WorldCom’s Clinton headquarters and are responding to requests
related to the various investigations of the
company. Ms. Cooper, Mr. Smith and Mr.
Morse have been interviewed by FBI
agents in connection with the Justice Department’s investigation.
Some WorldCom employees have told
the auditors that they wish they had left the
accounting issues alone.

Journal Link: See further coverage of the WorldCom scandal, including bios of key players, in the
Online Journal at
WSJ.com/WorldCom.
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