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Problem

‘Should auditors take explicit measures to prevent their clients from discovering or becoming
aware of the materiality thresholds used on individual audit engagements? Would it be feasible
for auditors to conceal this information from their audit cients?

Step-by-step solution

Step1ofi ~

In general, auditors should not provide clients vith details of the methods and metrics usedto
assess the dlient’s financial statements. Doing so would potentilly enable an unscrupulous cient
(or its employees) to “game the system” by altering their accounting systems to prevent their
auditors from detecting particular misstatements

From a practical perspective, it may diffcult to completely conceal these procedures and metrics
from the audit client because of the auditor's need to gather evidence with the help of the client's
employees. In addiion, members of a cent’s financial team may well have audit experience
(even working with the current auditor in the past) and may be able to discem “what the auditors
are looking for”
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Problem

Identify the general principles o guidelines that dictate when companies are entitied to record
revenue. How were these principles or guidelines violated by the 7. milion barter transaction
and the two consignment sales discussed in this case?

Step-by-step solution

Step1ofi ~

For a Company to correcty recognize revenues from a transaction, two conditions need to be.
met under Generally Accepted Accounting Principles (GAAP)

« Revenue must be realized: For revenue to be realized, the assets must be exchanged for
cash (payment) or claims to cash (receivable). Al of the rights and responsibilties of ownership
need o pass to the buyer and the seller must be reasonably certain that any receivables wil be
paid by the buyer

~ Revenue must be earned: For revenue to be eamed, the seller must have completed
substantially all of it responsiblities with regard to the revenues

Trade credits are somewhat nebulous in terms of their fair or realizable value. A conservative
practice standard would be to defer any anticipated profits from those trade credits unti they are
used or expire.

For assets where the buyer has a ight to return the merchandise, the seller must wait to
recognize revenue unti the customer is no longer entitied o return the asset for payment

Inthis case, the transaction violated several principles

- The transaction was not recorded in the proper period: The clent broke the barter
transaction into two separate transactions in order to fly under the auditor's materialty radar

« The client did not earn the cash portion or trade credit portion of the transaction/s: The
auditor was not aware of the client's promise to the barter firm that it would realize a certain level
of value from reseling the merchandise. While the barter firm stil had the right to retum the
merchandise, the ciient did not have the right to book profits on either the cash or trade credit
portion of the transaction
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Problem

Identify and briefly explain each of the principal objectives that auditors hope to accomplish by
preparing audit workpapers. How were these objectives undermined by Deloitte's decision to
alter North Face's 1997 workpapers?

Step-by-step solution

Step1ofi ~

The two goals of audit workpapers are to
- Document the procedures of an audit including methodology, metrics, evidence and all
information required to support or refute that the auditor performed the audit in accordance with
GAAS (generally accepted auditing standards)

- Provide support for the auditor's opinion expressed regarding the financial statements or the
assertion that it cannot express an opinion

- Document that the underlying accounting records reconciled with the client's financial
statements

‘Addiionally, audit workpapers should be maintained for a minimurn of five years. No changes are
allowed to the workpapers or supporting evidence akthough additional comments can be made as
long as the revisions (and the reasons/evidence behind the revisions) are recorded.

Inthis case, the auditors violated GAAS by modifying the 1997 workpapers, without documenting
their revision, and by destroying evidence related to the 1997 audit
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Problem

North Face's management teams were criicized for strategic blunders that they made over the
course of the company’s history. Do auditors have a responsibilty to assess the qualty of the key
decisions made by clent executives? Defend your answer.

Step-by-step solution

Step1ofi ~

‘Accounting fraud usually occurs when several condtions exist
« Incentives —for management (or employees) to commit fraud

« Ineffective ser

management ~ an ineffective management team may err when making
important decisions ~ be they about running the business or compliance

« Inherent risk — some types of business are subject to a higher level of fraud. These businesses
often include a large number of cash transactions, a high risk of inventory obsolescence, high
employee tumover etc.

Auditors do have a responsibity to assess the quality of a management's decisionmaking in the
same way that they are responsible to assess the efficacy of a client's intemal controls. A
management that frequenty fails to make proper business decisions (or to anticipate future
problems), may be at higher risk of ailure and at a higher risk of accounting fraud
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Problem

Identify the accountants in this case who faced ethical diemmas. Also identify the parties who
‘would be potentially affected by the outcome of each of these dilemmas. What responsibilty did
the accountant in each case owe to these parties? Did the accountants fulfil these
responsibilties?

Step-by-step solution

Step1ofi ~

The accountants facing ethical dilemmas are as follows:

« Company Controller: As the Company’s controller agreeing to the request by the Company’s
CEO to “doctor” a payment would be a violation of professionallpersonal ethical conduct. In
addition, by failing to comply with the request, the controller was at isk of losing his position

- Audit Engagement Partners: Each of the engagement partners risked violating professional
standards regarding independence and integrity if they agreed to accept the client CEO's
explanation for a suspicious transaction particularly vithout further investigation. Moreover, if
they agreed to accept the transaction, they opened their fi to ltigation risk.At the same time,
by refusing to comply, the auditors ran the risk of losing the client

The primary responsibiity for allthree professionals was the integity of the audit and to ensure
that the audit was free of material misrepresentation. This respon:
and more specifically,to the clients investors, creditors, board of directors and others who rely
on finandial statements

Each of the three professionals fulfled their professional and ethical requirements. Moreover, the
controller accepted the risk of losing his position as a result of performing his duty in a
professional manner. The auditors fulfiled their requirement not only by refusing to comply with
the request, but also i their decision to disclose the reasons for their firm's termination as auditor
inthe required 8-K fiing
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Problem

Describe the procedures an auditor should perform during a review of a dlient's quarterly financial
statements. In your opinion, did the Touche Ross auditors who discovered the $203,000
adjusting entry during their 1985 second-quarter review take all appropriate steps to corroborate:
that entry? Should the auditors have immediately informed the audit partner, Helen Shepherd, of
the entry?

Step-by-step solution

Step1ofi ~

Intheir review of quarterly financial statements, an auditor willlikely use some/all of the following
procedures:

« Make inguiries of any significant changes in the firm's internal financial controls since the last
audit

« dentify any unusual relationships that may be affecting the accuracy of the interim financial
relationships.

- Confirm with management that the interir financial statements have been prepared according
to Generally Accepted Accounting Principles (GAAP).

- Get written management confirmation covering its responsibilty for the accuracy of the firn's
interim financial statements.

« Review board meeting minutes and any significant transactions (such as acquisitions) since the.
last audit

When the new audit team discovered the questionable accounting entry used to maintain the
fir's shareholder equity, they should have reported the discrepancy to the audit partners and
discuss whether the item needed to be investigated further and if so, how to proceed.
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In reviewing the United Airines~Cardill agreement, Shepherd collected evidence that supported
the 5203,000 adjusting entry as booked and evidence that suggested the entry was recorded
improperly. Identify each of these items of evidence. What characteristics of audit evidence do
the profession's technical standards suggest auditors should consider? Analyze the audit
evidence that Shepherd collected regarding the disputed entry i terms of those characteristics

Step-by-step solution

Step1ofi ~

The auditors collected the following evidence in support of the adjusting entry
« The COO's assettion that the adjusting entry was valid (made to auditors during the 2Q review)
« The COO's additional assertion that the entry was valid (made to audtor in November).

« The CEO's representation in November that the entry was valid.

« The CEO's representation to the auditor in December that entry was valid because of an
unuritten agreement with the airine’s board chairman to not require the payment

The auditors have the following evidence that did not support the adjusting entry

« Auditor review of information that the amount was refundable to the irline under certain
conditions.

- Confirmation from the ailine that the amount was, in fact, refundable under certain condtions.

- CEO's refusal to allow the auditors to contact the airline’s chairman directly to confirn the.
agreement

The audit team should have reported the entry to the senior engagement partner. According to
Generally Accepted Audit Standards (GAAS), management assertion is the least reliable form of
audit evidence. Better evidence comes from independent third-party confirmation. In this case,
the better evidence did not support the adjusting entry and therefore, the entry at a minimum
required further investigation although the auditors also had grounds to insist that the entry be
reversed.
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Problem

What are the principal objectives of the SEC's rules that require Form 8-K statements to be filed
‘when public companies change auditors? Did Shepherd violate the client confidentiality rule
when she discussed the United Airines~ Cardllo transaction in the extibitletter she filed with
Cardillo’s 8-K auditor change statement? In your opinion, did Shepherd have a responsibility to
disclose to Cardillo executives the information she intended to include in the exhibit letter?

Step-by-step solution

Step1ofi ~

The principal goal of the SEC's rule requiring an 8-K fiing following the change of auditor is a
public record of why the auditor was changed and comments from each side s to why the
change occurred

The auditor did not violate client confidentialiy by disclosing the dispute behind the fir's auditor
change in the 8-K.In addition, the auditor is not required to disclose to the former client what it
intends to disclose in the 8-K; however, the auditor could have discussed the disclosure with

management and its board as a professional courtesy.
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Problem
Do the profession's technical standards explicty require auditors to evaluate the integrity of a

prospective client's key executives? Identify the specific measures auditors can use to assess.
the integrty of a prospective client's executives.

Step-by-step solution

Step1ofi ~

Auditfirms should have policies and procedures to minimize the likelihood of taking on a client
thatis lacking in integrity. The types of procedures used to evaluate  potential client include

- Discussion with the client’s previous audit firm as to whether there are any reasons to be
concerned about the clint's integrity

- Discussion with the clients vendors, professional service providers (attoreys, bankers etc )
and its competitors as to whether they are aware of any integrity issues.

- Check vith regulatory authorities for past or pending disciplinary or legal actions taken against
key executives.

« Conduct background checks on key officials at the prospective client
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Problem

‘Should auditors insist that their clients accept all proposed audit adjustments, even those that
have an ‘immaterial” effect on the given financial statements? Defend your answer.

Step-by-step solution

Step1ofi ~

When an auditor discovers a financial misstatement, the auditor should make a note of tin the
audit workpapers. An individual misstatement may be immaterial on its own, but it needs to be
recorded in case it proves to be materialin providing evidence in support of other misstatements,
‘weaknesses in intemal controls, or other issues that occur n the current audit period, previous
audits or future audits

Ideally, an auditor should insist that a client correct all misstatements (material or not): however,
‘whether a management agrees to correct an immaterial misstatement is ultimately up to
management.fthe auditor believes that an uncorrected misstatement is not material to the.
client's overall financial statement, the auditor may stillissue a clean opinion. Nevertheless, itis
important to document uncorrected misstatements, whether they are material o immaterial and
the basis the auditor uses to reach that conclusion





