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Abstract 

Stakeholders beware.  A declining reputation can have a significant impact on an organization.  

Just two and a half years after the initial public offering (IPO) of Basin Water, Inc., they were 

forced to issue a press release that would prove to be the beginning of the end.  The company 

was defunct within one year of the initial press release which indicated a potential problem 

involving the operational risk of financial statement fraud pertaining to revenue recognition.  

This is merely one example where 72% of Securities and Exchange Commission (SEC) 

investigations in fiscal year 2010 identified deficiencies with 42% resulting in “significant 

findings”.   When those issues are highlighted with restatements of earnings, companies loose 

market capitalization and shareholders’ investment equity declines.  Researchers have found that 

when financial statement fraud was involved, for the three-day period surrounding the 

restatement date, firms lost an average of 13% of their market capitalization with an average loss 

in US dollars of $210 million.   

 Keywords: reputation, impact, risk, fraud, restatement 
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Operational Risk & Reputation Impact 

A Case Study on Basin Water, Inc. 

 Basin Water, Inc. (“Basin Water”) is a forfeited Delaware corporation formerly 

headquartered in Rancho Cucamonga, California (“Notice of Hearing”, 2011, July 5).  The 

company designed, built and implemented systems for the treatment of contaminated 

groundwater (“SEC Charges Two Senior Executives…”, 2011, June 27).  Basin Water went 

public during the first quarter (Q1) of 2006 and traded under the ticker symbol “BWTR” in the 

Nasdaq global market (EDGAR, Form 25-NSE, 2009, August 5).   

 Within two and a half years of the initial public offering, the company issued a press 

release and a notification of late filing to the Securities and Exchange Commission (SEC) stating 

a review of the quarterly filing Form 10-Q for Q2 of 2008 revealed issues related to revenue 

recognition (EDGAR, Form 12b-25, 2008, August 11). Two and a half months later, a press 

release was issued on October 29
th

, indicating the Audit Committee concluded the financial 

statements between Q1 2006 and Q1 2008 could not be relied upon and they intended to restate 

their financials (EDGAR, Form 12b-25, 2008, November 10).  Sometime in July 2009, the 

company declared Chapter 11 bankruptcy (“SEC Charges Two Senior Executives…”, 2011, June 

27).  On July 16, 2009, Basin Water was notified by the SEC that they would be delisted.  The 

company did not appeal and the determination became final on July 27, 2009 and effective at the 

opening of the trading session on August 17, 2009 (EDGAR, Form 25-NSE, 2009, August 5).   

 While daily historical stock prices were unavailable without a paid service subscription, a 

candlestick chart by month was obtained to illustrate the impact the declining reputation had on 

the stock price of Basin Water (see Figure 1).  After the initial press release in August 2008, the 

stock price never recovered.  Within one year, Basin Water filed for bankruptcy and was 
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delisted.  Significant events in relation to stock price include: (1) Initial Public Offering (IPO) 

Q1 2006; (2) CEO resigns on February 19, 2008; (3) first press release indicating a problem on 

August 11, 2008; (4) former CFO resigns as VP of Business Development on October 8, 2008; 

(5) financial restatements on February 10, 2009; (6) declared Chapter 11 bankruptcy in July 

2009; and (7) delisted announcement on August 5, 2009 effective August 17
th

. 

 

Figure 1: Candlestick chart depicting stock price by month for Basin Water with significant events  

Source: Reuters (BWTRQ.PK) 

 

A market comparison of Basin Water reveals that the gains in the latter half of 2007 showed 

them significantly outperforming the market (see Figure 2) which can be a red flag for fraud.    

 

Figure 2: Market comparison of Basin Water to Nasdaq Composite (blue), S&P 500 (red), and DOW (green) 

Source: Reuters (BWTRQ.PK) 
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 Senior executives were charged with violations of federal securities laws on June 24, 

2011 (“SEC Charges Two Senior Executives…”, 2011, June 27).  According to the indictment 

(SEC v. Jensen & Tekulve, 2011, June 24), the founder, Chairman of the Board and Chief 

Executive Officer, Peter L. Jensen, and the Chief Financial Officer, Thomas C. Tekulve, Jr., 

were accused of overstating earnings for Basin Water beginning in Q1 2006 with the IPO 

through Q3 2008 (see Table 1 for 2006 and Table 2 for 2007 percentages).   

Table 1 

Basin Water percentage overstatement by quarter for 2006 

Percentage Overstatement  Q1   YTD
 a
 Q2  YTD Q3 FY

b
 2006  

System sales     94%  23%  19%  16% 

Total revenue    68%  18%  15%  13% 

Gross profit    313%  44%  128%  21% 

 

Note. Source: SEC v. Jensen & Tekulve (2011, June 24) 
a
Year-To-Date 

b
Fiscal Year 

 

Table 2 

Basin Water percentage overstatement by quarter for 2007 

Percentage Overstatement  Q1   YTD
 a
 Q2  YTD Q3 FY

b
 2007  

System sales     321%  183%  147%  145% 

Total revenue    162%  98%  79%  74% 

Gross profit    105%  67%  10%  19% 

 

Note. Source: SEC v. Jensen & Tekulve (2011, June 24) 
a
Year-To-Date 

b
Fiscal Year 
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 Both executives allegedly personally profited from the fraud scheme receiving incentive-

based compensation (bonuses) and equity-based compensation (stocks and stock options).  

Jensen was also accused of insider trading with profits totaling $9.2 million and making 

charitable donations of shares of stock to his alma mater, MIT, resulting in $763 thousand in tax 

deductions (SEC v. Jensen & Tekulve, 2011, June 24).   

 While the Basin Water story is recent, it certainly is not an anomaly.  In their annual 

report, (U.S. Securities and Exchange Commission FY 2010 Performance and Accountability 

Report, 2010, pp. 25-31) the SEC reported that in fiscal year 2010, 44% of public companies and 

investment companies with disclosures were reviewed.  Three hundred and three investigations 

were a result of tips where 3.26% of investigations resulted in “high impact” findings and 72% 

of exams identified deficiencies with 42% resulting in “significant findings”.  This indicates that 

there are indeed problems in the marketplace.   

 When those issues are highlighted with restatements, companies loose market 

capitalization and shareholders’ investment equity declines.  In a study conducted for the 

Institute for Fraud Prevention (Tillman and Indergaard, 2007), researchers found that when 

financial statement fraud was involved, for the three-day period surrounding the restatement 

date, firms lost an average of 13% of their market capitalization.  The average loss in US dollars 

was $210 million.  The median loss to shareholders, as measured by changes in market 

capitalization, was $26.1 million when the accounting firm was named in the SEC action and 

$12.2 million when the accounting firm was not named.  The median loss to shareholders was 

$15.5 million when one or more board members were named as opposed to $14.9 million when 

they were not named.   
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 While there are factors that affect the severity of the loss, one thing is clear: there will be 

a substantial loss when financial statement fraud causes a restatement of earnings.  Stakeholders 

beware.  Reputation can have a significant impact on an organization.  Basin Water was defunct 

within one year of the initial press release which indicated a potential problem and that was 

almost two years before formal charges were filed against senior management for materially 

overstating and improperly recognizing revenue.  Five months after the restatement of earnings, 

the company filed for Chapter 11 bankruptcy and was delisted that very same month.   The 

death-blow to Basin Water was the first press release.  They never recovered.   
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