




                                                          CASE 5.3

             THE NORTH FACE, INC.

    	               



	Synopsis

	        In the winter months, you will often find college students wearing parkas, pullovers, or long-sleeved t-shirts that sport the North Face label.  Over the past four decades, North Face has established itself as a leading supplier of apparel for “run-of-the-mill” outdoors “types.”  The company also markets a wide range of apparel and sporting gear for more adventurous souls including mountain climbers, whitewater daredevils, ski bums, and the like.   	        
	        Despite North Face’s prominence in the two markets that it serves, the company has had an “up and down” history.  Various gaffes made by the many management teams that North Face has had over the years have resulted in inconsistent operating results and subjected the company’s executives to public ridicule.  During the late 1990s, a business periodical included North Face among the five “worst-managed” corporations in the United States.  A few years later, North Face’s executives were red-faced once more when the Securities and Exchange Commission (SEC) revealed that the company had embellished its reported operating results.
       This case examines the accounting gimmicks used by North Face executives to enhance the company’s revenues and profits.  These gimmicks primarily involved violations of the revenue recognition rule for certain barter and consignment transactions arranged by the company’s chief financial officer (CFO) and vice-president of sales.  Deloitte served as North Face’s auditors during the period when the company’s operating results were manipulated.  The SEC’s investigation revealed that personnel of the prominent accounting firm altered North Face’s audit workpapers to conceal a critical judgment error made by a Deloitte audit partner.  
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                                                   The North Face, Inc.--Key Facts

1.	North Face was founded in the mid-1960s by Hal Klopp who wanted to provide a source of high quality hiking and camping gear for avid outdoorsmen—and outdoorswomen.

2.	A new team of executives that took over control of North Face in the mid-1990s failed to meet aggressive revenue and earnings goals they had established for the company.

3.	To conceal the company’s actual operating results, North Face’s CFO and vice-president of sales recorded a series of fraudulent sales transactions.   

4.	In December 1997, North Face’s CFO negotiated a large fraudulent barter transaction to “pump up” the company’s revenues and profits for both that year and the following year.   
 
5.	In late 1998, North Face’s vice-president of sales arranged two large transactions with small wholesalers, transactions recorded as consummated sales although they were actually consignments.  

6.	Deloitte served as North Face’s independent auditor during the time frame that the company’s operating results were being misrepresented.

7.	During the 1997 North Face audit, the Deloitte audit engagement partner documented in the client workpapers that the company had improperly accounted for the large barter transaction—although he never discovered that the transaction was fraudulent. 

8.	That audit partner proposed an adjusting entry for the barter transaction but then “passed” on the adjustment after concluding that it had an immaterial impact on North Face’s financial statements.

9.	The individual who became the North Face audit engagement partner in early 1998 allowed the company to improperly account for that portion of the large barter transaction recorded in January 1998.

10.	This second partner then instructed his subordinates to make undocumented changes in the 1997 audit workpapers to conceal the fact that the previous audit partner had contested North Face’s accounting treatment for the 1997 portion of the barter transaction.   

11.	The SEC sanctioned the two North Face executives who had masterminded the fraud and the Deloitte partner who had instructed his subordinates to make the undocumented changes in the 1997 audit workpapers.

12.	In May 2000, North Face’s turbulent history as a public company ended when it was purchased by VF Corporation, the world’s largest apparel company.  	    	



		 
	
	Suggested Solutions to Case Questions


1.	PCAOB Auditing Statement No. 16, “Communications with Audit Committees,” 

	AU-C Section 450, “Evaluation of Misstatements Identified During the Audit,” 
3.	Statement of Financial Accounting Concepts No. 5, “Recognition and Measurement in Financial Statements of Business Enterprises” (pre-codification) established a two-part revenue recognition rule for accountants to follow in deciding when to record revenues.  Before revenue is recognized (recorded) in an entity’s accounting records, it should be both realized and earned, according to the following excerpt from SFAC No. 5.
4.	Note:  The PCAOB has established the documentation requirements for the audits of publicly owned companies in PCAOB Auditing Standard No. 3, “Audit Documentation.”  The documentation requirements that pertain to audits of other organizations can be found in AU-C Section 230, “Audit Documentation,” of the AICPA Professional Standards 
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