RAINBOW, INC.:  TEACHING  NOTES

Module 1:

1. A poison pill is a device whereby a strenuous burden would have to be met in order to terminate the management of a corporation.  The purpose is to thwart unfriendly takeover attempts of outsiders by increasing the cost of the takeover.  For example, the existing stockholders might be granted the right to buy additional shares at a bargain price in the event of a takeover.

2. It is possible that benefits could exist as indicated by the above example.  One could also argue that existing shareholders might be better off under the current management team than under the takeover management team.  The contrary argument against poison pills is that it helps an ineffective management team to remain in power by making takeovers less attractive.  Another argument against a poison pill is that it prevents the value of the stock from going as high as it otherwise would go, since it diminishes the likelihood of suitors making attractive offers to buy the firm’s stock.

3. It is debatable as to whether this issue would come under the auspices of the audit committee whose main purpose is to monitor the financial reporting process of a company.  A poison pill issue is more likely to be considered by the corporate governance committee.

4. The Sarbanes-Oxley Act requires the audit committee to consider the quality of the firm’s accounting principles.

5. Most students should realize that GAAP often allows alternative approaches to recognition, allocation,  and measurement questions.  A firm should select an accounting approach that best reflects the economic substance of the transaction or economic event.  Thus, just because a firm uses a GAAP principle does not mean that it is the most appropriate method in a particular set of circumstances.

6. Due to the bad publicity that the accounting profession has received recently, some companies have taken actions to show the public that they are striving to use accounting methods that fairly present the results of their operations.  Since the FASB prefers the “fair value” method of stock option accounting, as opposed to the intrinsic value method that most firms have been using, some companies are now switching to the preferred approach.

7. Students can visit the IASB’s website for information on the exposure draft on stock option accounting; however, it is similar to the FASB’s fair value approach.  Presently, the FASB allows firms to choose between the intrinsic and fair value approaches; however, the FASB is reconsidering the issue and may issue updated guidance in early 2004.

8. Students can refer to various business publications that summarize the main points of the accounting issues; however, one key issue that is addressed in the case concerns the estimated rate of return for the pension fund’s assets.  Some firms have been using assumed rates of return in the 8 to 10% range, although actual performance has been much less than that in the last two years.

9. The CFO could defend his 9% estimate by pointing out that many other firms have used similar estimates.  In addition, he could perhaps determine the actual average rate of return over a 10-15 year period; this actual long-term rate of return might indicate that his current estimate of 9% was reasonable.  However, students should point out that a key question is whether any firm can continue to earn these higher rates, considering that the investment outlook has changed drastically since the nineties when double digit returns were easy to get.

10. The FASB has indicated that a firm should use an assumed rate that reflects its long-run investment performance.  Thus, there is no requirement that a firm assume a rate that is more likely to be achieved in the current year.  This approach avoids incurring earnings fluctuations that otherwise could result.  However, a firm should consider whether changes have occurred that might make past long-run returns unachievable in the future.  In essence, a firm should assume a rate of return that is likely to be achieved in future years, but not necessarily the very next year.

11. Students should refer to the SEC’s recent ruling that defines “financial expert”.  A financial expert must possess five different attributes and must have acquired those attributes in one of several prescribed ways.  Rainbow is likely searching for a financial expert because Sarbanes-Oxley requires that a firm disclose whether at least one member of the audit committee is a “financial expert”.  

12. This would be a judgment call on the part of the student and would have to be based on limited information.  Students would have to consider the special attributes required by the SEC.  In the author’s opinion, the bank CFO might come closest to satisfying the five attributes, although because her experience was with a small financial enterprise, she might have trouble meeting the requirement that calls for experience at a comparable level of complexity to that faced by Rainbow.  Regarding the COO, his service on three other audit committees might hamper his candidacy since this fact would have to be disclosed in the proxy statement.  Some observers would say that being on four audit committees would stretch his abilities too thinly.

13. As discussed earlier, audit committee members need to have sufficient knowledge to enable them to make informed decisions.  Thus, the SEC is now requiring that each audit committee have a financial expert on board, or if not, this fact must be disclosed in the proxy statement.

Module 2:
1. Students can visit the Institute of Internal Auditors web page or refer to an internal auditing text to get information on the current role of internal auditors. Most will quickly conclude that the internal audit function goes well beyond its traditional domain.

2. Some audit committee charters expressly state that the audit committee is to meet periodically with both internal and external auditors in separate executive sessions.  This enables the auditors to speak freely and divulge information that they might be hesitant to provide if the CEO was present.

3. Based on his limited comments in the case, the CEO appears to be more focused on controlling costs than improving the internal audit department’s ability to monitor the firm’s transactions or to detect fraud.  If this is true, the external auditors should factor this in to their assessment of the firm’s control environment.  In the CEO’s defense, one should always make a cost/benefit analysis before throwing money at the controls

4. Based on the limited discussion, the approach seems to be on the controls, supplemented with selected tests that are designed to detect specific types of fraud such as payroll padding, lapping, etc.  For a more comprehensive approach, one might refer to SAS 99.  The approach put forth by the ASB is to discuss and consider the risks of material misstatement, obtain information needed to identify the risks of  fraud occurring, identify risks that may result in a material  misstatement due to fraud, assess the identified risks, respond to the results of the assessment, and evaluate audit test results.  Regarding the audit tests, auditors should implement tests that accounting personnel and management would typically not expect or perhaps perform tests on a surprise basis.

5. The CEO defended this approach by noting that he is able to quickly learn about any problems that the internal auditors might find.  Also in Rainbow’s case, the internal auditors have direct access to a board member since the CEO is chairman of the board.  This arrangement is certainly better than having them report to the CFO or to the controller.  On the other hand, having the internal auditors report directly to the audit committee would mean that their findings and recommendations would be heard by outside board members whose responsibility is to monitor the company’s accounting and financial functions.  The audit committee, because of its responsibilities, is more likely to act upon the auditors recommendations.  Certainly, the independence of the internal auditors should be strengthened if they could report to an independent audit committee as opposed to the CEO.  One might note that in the case dialogue, the internal auditor never tried to refute the CEO’s objections to her “wish list”.

Module 3:

1. In order to reduce the risk of rising commodity prices for some of its main paint ingredients such as propanidial or ethanol, Rainbow might purchase a futures contract that would allow it to purchase specified amounts of the raw materials at fixed prices.

2. In this case, Rainbow would likely designate the derivative as a cash flow hedge due to the fact that the firm’s objective is to reduce the risk of paying increasingly large amounts of cash to satisfy its future raw material needs.

3. Changes in the value of a derivative that is purchased as a cash flow hedge are recorded in an unrealized holding gain/loss account and are shown in stockholders’ equity as other comprehensive income.   These unrealized gains/losses are later reflected in earnings when the hedged transactions’ cash flows affect earnings.  In contrast, if designated as a fair value hedge, such changes would go directly to the income statement.  

4. The FASB requires that derivative contracts be “highly effective” before they qualify for hedge accounting.  The SEC’s staff has interpreted this to mean 80% to 125% correlation between the change in value of the hedged item and the change in value of the derivative instrument.  The main point is to remember that if the hedge is not effective, the entire derivative would be marked to market and the change would be included immediately in the earnings of the company.

5. As a general answer, one could point out that Sarbanes-Oxley requires that an audit committee include at least one financial expert or else disclose why the audit committee does not have a financial expert among its members.  Students should access the SEC’s website to find the SEC’s definition of a financial expert and the rigorous requirements that must be met before one can be considered a financial expert.

6. Some students may respond that the issue is one of competency rather than independence.  However, a strong argument can be made that audit committee members must be able to independently assess the quality of the firm’s financial reports.  The audit committee cannot totally defer to the internal and external auditors when it comes to judgments of quality.  This is probably why Congress inserted the “financial expert” requirement into Sarbanes-Oxley.  Ideally, all committee members would be experts; however, the law only requires that one member be deemed an expert. Sarbanes-Oxley also states that the audit committee must be allowed to obtain expert consultation services from outside sources if needed to carry out its responsibilities.  In the final analysis, the audit committee represents the stockholders.  The stockholders depend on the audit committee to assess the quality of the company’s financial reports.  Thus, committee members must know where the shortcomings might exist, must be able to ask discerning questions, and certainly should understand the critical accounting issues.
Module 4:

1. One of the responsibilities of the audit committee is to verify that the firm’s external auditors are independent and capable of making objective decisions regarding the firm’s financial reports.  ISB No. 1 requires the auditor to discuss and disclose in writing to the audit committee or board any matters that might reasonably be thought to affect the independent relationship with the client. In addition, the audit firm must confirm its conclusion that it is independent of the client.

2. Gray was correct to bring up the tax work issue or any other matter that could reasonably be related to the audit firm’s independence.  In fact, the audit committee should ask the auditors to revise the independence letter so as to specifically discuss this matter, including the firm’s reasoning underlying its judgment that the tax work did not affect the auditor-client independent relationship.

3. This is a matter of judgment.  In the case, the auditor explains that the audit staff had nothing to do with the tax work, and thus could maintain an objective frame of mind.  The auditor also states that the tax planning affected the CEO’s personal tax affairs and had nothing to do with the client’s accounts.  On the other hand, an outside observer might question whether becoming responsible for advising the firm’s top officer on personal matters could position the public accounting firm as being too much in the CEO’s corner.  A similar situation has arisen recently with Ernst & Young providing tax advice to officers of Sprint.  It is the author’s personal opinion that a public accounting firm strengthens its independence position by refraining from providing professional services to client officers or any non-attest services to an attest client.  It is also a personal view that independence is a matter of degree, and that as long as the client pays the fee, it is doubtful that a perfectly independent relationship can be maintained.

4. Students can easily refer to SAS 61 to answer this question.  This SAS requires the auditor to communicate particular matters to the client in writing.  Among these are significant accounting policies, audit adjustments, disagreements with management, etc.

5. Students should refer to SAB 99 which presents the SEC staff’s views on materiality.  After reading the SAB, students will realize that materiality cannot be assessed in quantitative terms only.  The auditors may have insisted that the adjustments be made for qualitative reasons such as the effect on earnings trends, whether management was attempting to manage earnings, whether the additional liabilities could cause the client to violate loan provisions, etc. In addition to SAB 99, students should review section AU 312 of the ASB’s auditing standards.

6. Just because the auditor reached a compromise with the client regarding the assumed rate of return does not indicate that auditing standards were violated.  The key question would be whether the auditor believes that the compromise number of 8.5% is a reasonable rate.  Based on the FASB’s guidelines and the client’s purported returns over the last ten years, the 8.5% might be reasonable.  On the other hand, if the auditor believes that his original suggestion of 7% is the highest rate of return that could reasonably be assumed, then the compromise, assuming the 1.5% difference would have a material impact on earnings, would not be proper.

7. A major disadvantage of mandatory auditor rotation is that the client may lose the benefits of having the audit performed by someone who is extremely knowledgeable about the business.  This could mean that fraud is less likely to be detected, and auditor suggestions on how to improve controls, etc. could be less extensive.  Moreover, the cost of obtaining an audit would likely be greater in the first year that a new audit firm is engaged.  However, some believe that these problems are more than offset by the advantages of rotation.  Some believe that the independence and objectivity of the auditors are strengthened when they know that rotation will take place after a given period.  There is less pressure to please and thereby retain the client.  Others argue that the client benefits by having a new audit firm that takes a fresh perspective.  That is, the new auditors may see things differently and propose changes, especially to the internal controls, that will improve the operating effectiveness of the company.  Of course, to the extent that auditor independence is enhanced, the public would benefit by being able to rely to a greater extent on the financial statements.  The Sarbanes-Oxley Act does not require audit firm rotation (it did require periodic rotation of certain audit personnel), but the Act does call for the GAO to study the potential effects of requiring mandatory rotation of audit firms.
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