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ABSTRACT:  This paper presents a hypothetical case on corporate governance.  The objective of the case is to enhance student research skills by exposing them to a variety of current professional issues that might be confronted by an audit committee.  The case is divided into four separate modules, and the student is invited to listen to excerpts from audit committee meetings with various parties including the CFO, the head of the internal audit department and the external auditor.  One of the modules contains portions of the deposition of the audit committee chair.  The meetings bring out professional issues that have been in the headlines in recent months.  The issues range from technical accounting and auditing matters to independence and oversight concerns of the audit committee.  Each module concludes with a series of questions.  Some of the questions are subjective and require a judgmental response, while others may have specific answers that require students to employ their research skills.  In either case, students should emerge from the case having a greater appreciation of current professional issues and an improved ability to research problems similar to those that they will confront in their future careers.

INTRODUCTION
     Rainbow, Inc. is a manufacturer of household and industrial paints located in Anytown, USA.  Rainbow currently has revenues of approximately $1,000,000,000 and distributes its products primarily to national retail outlets such as Home Depot as well as large industrial companies such as Boeing.  The company has been in operation since 1946 and went public in 1991.  It is now listed on the New York Stock Exchange.

     Rainbow is led by Chairman and CEO John Travis who leads a board that currently consists of  ten members, seven of which are non-employees.  The board functions with several committees including a compensation committee, an audit committee, and a nominating committee.  The audit committee is comprised of three non-employee directors and is chaired by Thomas Trot, the CEO of Morris, Inc., a nationally-known producer of plumbing supplies.  Trot started his career in the human resources area, but switched to sales where he quickly moved up the hierarchy to become Vice President of Marketing and finally CEO.

     The other two members of the audit committee are Jill Gray, a patent attorney for a New York law firm and Ronald Joy, a retired U.S. Senator.  Gray received her law degree from Harvard, while Joy spent his entire career in politics.  All of the audit committee members were recruited to the board by the CEO who is an old friend of both Trot and Joy.  

     The board is currently searching for another board member who would become the audit committee’s designated “financial expert.”  This matter will be discussed later in the case.

     Travis, the CEO, is pleased with his entire board, but is especially proud of the audit committee.  He believes that, while they have been generally supportive of his policies, “They would not hesitate to call management’s hand when the need arises.”  Travis admires the leadership skills of his friend, Tom Trot, and praises him for knowing what questions to ask the auditors.  

     As for Trot, he believes that his committee has done an effective job of monitoring Rainbow’s financial and accounting functions; however, he is concerned about the committee’s ability to meet its increased responsibilities that have evolved from the Sarbanes-Oxley Act.  Trot realizes that none of the present committee members could be considered a “financial expert”, and has pushed Travis to recruit someone who would meet the SEC’s definition of expert.

     Trot’s concerns emanate partly from a lawsuit that was filed against the officers and board members in 2003 that alleged recklessness in failing to implement an effective corporate governance structure that would protect shareholder interests.  Module 3 presents excerpts from the deposition of Mr. Trot.
     In the following parts of the case, you will be asked to consider selected excerpts from three recent audit committee meetings plus portions of a deposition of the audit committee chairman.  The meetings will be, respectively, with Rainbow’s CFO, Tim Watson; the head of internal auditing, Sarah Roe; the deposition with the plaintiff’s attorney; and finally, a meeting with the external auditor, Cy Nix.  

     The meetings are presented as four separate modules.  After each module, you will be asked to respond to questions pertaining to the conversations.  Some of the questions are subjective and may only require an opinion, while others will require you to access published materials from sources such as the Sarbanes-Oxley Act, SEC, New York Stock Exchange, FASB, etc.

     The purpose of the case is to expose you to corporate governance issues that are currently confronting corporate leaders, but especially board members who are audit committee members.  After addressing the case questions, you should have improved your research capabilities and expanded your knowledge and appreciation of current professional issues.  The case should enhance your ability to deal with similar problems in your future career.

MODULE 1 (May 7, 20X3 meeting with CFO).  Purpose of Meeting: Regular quarterly meeting to enable audit committee members to stay abreast of the financial affairs of the company.  We pick up the conversation about two-thirds thru the meeting.

Trot (laughing):  By the way, Tim, when are you going to get your stock price back up?

CFO:  Hopefully soon.  I think the market has us undervalued and apparently so do some others.  I think we have some potential suitors.

Joy:  Really?  You mean a takeover?

CFO:  Yeah.  Our stock price is getting down close to our per share book value, and it’s not going unnoticed.

Joy:  Is John (the CEO) doing anything about this?

CFO:  He is working on a shareholder rights plan that will probably be presented at the next board meeting.

Trot:  You mean “poison pill”?

CFO:  Whatever you want to call it.

Joy:  Whoa!  Stockholders are circling like sharks already; the timing couldn’t be worse.

CFO:  I know that many people view these things negatively, but John is going to emphasize the positive aspects of his plan.

Joy:  What positive aspects?

CFO: Look, I’ll let John do the sales job, but he believes that this rights plan is in the best interests of the shareholders.

Trot:  Let’s move on.  The plan hasn’t been submitted to anyone, and it really doesn’t come under our jurisdiction.  So let’s consider something a little more in our area; namely, the quality of your accounting principles.

CFO:  Come on!  You’ve brought this up at every meeting that  we’ve had recently.  What more can I tell you?  We use GAAP, and we get clean audit opinions!

Trot:  Tim, you have to understand that our oversight role is an ongoing process.  We have to continually assess what you are doing.  Now, regarding stock options.  You know that Coke and some others are going to start expensing their options.  Have you considered that maybe it would be a better way to reflect our true compensation expenses?  I understand that the IASB has come out with this new pronouncement and Senator McCain is pushing….

CFO (interrupting):  Well, we don’t follow IASB standards, and I don’t really give a “good morning” about what some publicity-seeking politician is pushing.  If the FASB changes their requirements, then we will change our accounting.

Gray:  What about your pension accounting?  The auditors are concerned that…..

CFO (looking exasperated):  Tell me about it.  Look, I know all about their ideas on pension accounting.

Gray:  The crux of their concerns seems to be your assumption regarding the rate of return on the pension fund assets.

CFO:  I know! I know!  Against my better judgment, I compromised with them last year and used 9 percent.  Now they are already pushing me to assume a 7% return for this year; and you know what?  That would kill---absolutely kill our bottom line.

Trot:  Tim, we are more concerned about the reasonableness of the bottom line than how impressive it might appear.

CFO:  Oh really?  And I guess I’m not concerned?  Look, if you think this is a “cut and dried” issue with a definite, clear-cut answer then you’re nuts!

Gray:  So you compromised and used a 9% rate for this past year?

CFO:  Yeah, we had been using 10% for the past 3 or 4 years.

Gray:  Well, what did you actually earn on the pension assets last year?

CFO:  Uh---we had a negative return, but it was just a bad year for everybody, and things are beginning to turn around.

Trot:  In fact, you have had a negative return for the last two years, and yet you still want to assume a 9% rate of return.

CFO: Well, I try to follow the guidance given by the FASB.  They have studied this issue and believe that you need to use an estimate that reflects your typical earnings rate over the long-term.  And if you look at our average rate of return over the last 10 years, then 9% appears to be a reasonable estimate.

Joy:  In other words, your approach avoids the year-to-year earnings fluctuations that might occur if you used the actual rate of return that would be expected for the current reporting period.

CFO:  It is the FASB’s approach---not mine---but yes, they are focusing on what happens over the long-run rather than the near-term.

Trot:  I think some call it earnings smoothing.

CFO (exiting): Whatever. Look guys, I’ve got to run…..another meeting in 5 minutes.

Trot:  You know, it’s times like this that we really need an expert on board to help us sort through this technical stuff.

Joy:  Well, John is looking for one.  Has everyone received the new candidate’s vita?

Gray:  Yes.  She seems to meet the qualifications; no ties to Rainbow, and her experience and educational background look good.

Joy:  Not bad, anyway.  A masters in accounting, and she’s been with Metro Bank for 15 years; started in internal auditing; got her CIA and CPA certificates and worked right up the ladder to CFO; appears to have done it all.

Trot:  Anyone spotted any deficiencies?

Joy:  Well, all of her experience has been with this small bank.  As you know, they are not publicly held.  I don’t doubt that she knows banking, but does she understand manufacturing and the regulatory environment in which Rainbow operates?

Gray:  The banking area is closely regulated, and she has dealt with external auditors.

Joy: But, she has no SEC experience.  Here she will be in an entirely different game.

Trot:  You may have a point.  Whoever becomes our expert must assume primary responsibility for the technical accounting matters.  The sooner John fills this job the more relieved I will be.

Gray:  Did the nominating committee have any other candidates?

Joy:  Three, actually.  They have only gathered some preliminary information, but I know that one is a finance professor at Wharton---a life-long academic.  The second guy is an old friend of John’s, and is the COO at a large mid-western industrial firm.  The third candidate is a financial analyst.  I think he is fairly young and has been at A.G. Edwards since graduation.  

Gray:  From what you have said, it doesn’t seem like any of them would meet the SEC’s definition of a financial expert.

Joy:  Well, I don’t want to speculate about their qualifications, but I’ve heard that John is high on the COO.  Apparently he understands the manufacturing environment and is very experienced with audit committee work.  I heard that he already sits on three audit committees.

Trot:  We need to adjourn the meeting, but let me just say that I can work with anyone who can help us understand these accounting concepts.  Frankly, sometimes I get lost when Tim, as well as the auditors, start using this technical jargon.

REQUIRED

1. What is a poison pill and how does this relate to corporate governance?

2. From the shareholders’ view, are there any positive aspects of poison pills?  Explain.

3. Is the poison pill issue relevant to the role of the audit committee?

4. Is the audit committee chairman correct to keep pressing the “quality” issue?  Explain.

5. Assess the CFO’s position that as long as you follow GAAP and get good audit reports, then you must be using “quality” accounting standards.

6. Why do you think that Coke and several other companies changed their method of accounting for stock options?  What change did they make?

7. Briefly, summarize the IASB’s position on stock option accounting.  Where does the FASB currently stand on this issue?

8. Summarize the current controversy over pension accounting.

9. Based on the exchange between the CFO and the Committee members, can you defend the CFO’s position regarding Rainbow’s assumed rate of return?

10. Does the CFO correctly portray the FASB’s position on pension accounting?

11. What is a financial expert?  Why is Rainbow likely to be searching for one?

12. Based on the limited information given, do the four candidates appear to qualify for the role of financial expert?  Regarding the COO, does his service on three other audit committees seem to give him an edge over the other candidates?

13. Trot’s closing comment indicates that he sometimes gets lost when the discussions get technical.  Does this have any impact on the audit committee’s independence?

MODULE 2 (June 28, 20X3 meeting with Sarah Roe, Head of Internal Auditing).  Purpose of meeting:  To receive update from internal auditing department on its monitoring role.  Note: This meeting is also attended by Rainbow’s CEO and Chairman, John Travis.

Trot:  So let me get this straight.  Your role has expanded to include risk management?

Roe:  No, risk management is the responsibility of management; however, we are now devoting more of our resources to monitoring the risk management process.  

Joy:  Shouldn’t you stick to traditional internal auditing?  You know----checking the controls and the numbers that come out of the accounting system.

Roe:  The internal auditing function has evolved beyond that.  At Rainbow, we have the competence and the objectivity to do more than just look over the accountants’ shoulders.

Gray:  What was the impetus behind this expanded role?

Roe:  Well, as I said, we have the capability.  We believe that we add value to the firm by expanding our responsibilities; and frankly, this allows us to provide better consultation services to enable you to do your job better.

Joy:  You’re doing this to help us?  I don’t see where….

Trot (cutting off Joy):  We don’t need to dwell on this.  It’s part of a trend; most internal audit departments have expanded their functions to include more than just checking the numbers.  Sarah,  I’m glad that you are branching out.  Now, let’s get back to the controls.  As I understand it, in general, the controls are functioning well.  But, are there any changes that you think need to be made or, let’s put it this way, is there anything on your wish list?

Roe (laughing): Sure….always!  Well, we are in the early design phases of developing new software for our payable/disbursement area.  I have asked to be involved.  I would like to see some audit modules be imbedded into the software that would enable us to analyze transaction processing more efficiently.

CEO:  Well, let me say….our systems people have considered this, and it looks like this could slow them down significantly.  Sounds good, but it may not be practical for us to pursue this.

Trot:  Anything else?

Roe:  Yes, I haven’t mentioned this to anyone, but I would like to recruit someone who specializes in fraud detection; a CFE with several years of experience would enable us to….

CEO (interrupting Roe): Excuse me, but here again you have to look at the costs and ask whether it’s worth it.  I don’t believe we have a fraud problem here, and I just can’t see paying a hundred grand for a fraud geek.  I mean….I’m already paying a fortune for the external auditors.

Trot:  Well Sarah, what are you doing now to detect fraud?

Roe:  Primarily, we focus on making sure the controls are strong, and we spend a lot of time testing the controls…..to be sure that they are actually working.

Joy:  Sounds like the traditional approach; if you have effective controls, there shouldn’t be any fraud.

Gray:  Other than monitoring the controls, give us some examples of other things that you do to catch fraud.

Roe:  Uh….one of my staff members prepares a proof of cash each month; we occasionally will intercept the daily cash deposit on a surprise basis and make sure the details agree with the cash records; We sometimes will do a surprise payroll observation…..these are some examples.

CEO:  But, fraud is a low-risk problem here; we hire good people, train them well, pay them reasonable salaries, and as she says, we have good controls; we are audited by one of this country’s most prestigious auditing firms.  I’m much more concerned about market share and cost containment than fraud.

Trot: Well, I know Jill has a plane to catch, but one last item.  In my firm, unlike here,  the internal auditors report directly to the audit committee.  Here, Sarah reports directly to you, John.  Would either of you like to comment on that?

CEO:  Sure.  I believe that having her report to me enhances her effectiveness.  She doesn’t have to go through somebody else.  This way, I am assured of quickly hearing about any problems that they find.  So I benefit from it, and so do they; they have more influence and autonomy this way.  Sarah?

Gray:  Yes, I’ve always liked being able to report directly to Mr. Travis.  I know that different companies do it different ways, but this works well for us.

Required:

1. Joy seems to question the wisdom of having the internal auditors go beyond their “traditional function” of checking the numbers and controls.  Do you agree with Joy or Trot who seems to appreciate the expanded role?  Explain.

2. When Trot asks Roe about her wish list, the CEO cuts her off and interjects his own ideas.  Discuss the merits of having the CEO present when the audit committee meets with the internal auditors.

3. Give a brief evaluation of the CEO’s attitude, along with possible implications for the audit.

4. Based on the limited information given in the case, assess the internal audit department’s approach to fraud prevention/detection.  

5. Trot questioned Rainbow’s policy of having the internal auditors report to the CEO.  Comment on the advantages/disadvantages of this policy, and address any ramifications that Rainbow’s approach might have on the independence of the internal audit department.

MODULE 3 (Excerpts from the December 22, 20X3 Deposition of  Thomas Trot by plaintiffs’ attorney)

Attorney: Mr. Trot, Rainbow, Inc. incurred heavy losses from derivative transactions during the second quarter of this year.  Traditionally, Rainbow has not utilized derivatives; is that correct?

Trot:  That is correct.

Att:  Do you know why your firm started using such a risky financial instrument?

Trot:  It was a risk-management tool. 

Att:  And did the audit committee monitor these derivative transactions?

Trot:  Oh yes, we keep an eye on all of our accounts.

Att:  Could you give me an example of how you exercise your oversight responsibility?

Trot:  Well, we keep track of changes in the accounts from quarter to quarter and from year to year.  If something changes drastically, we ask management or the internal auditors for an explanation.

Att:  And what do you consider a drastic change?

Trot:  Generally, if an account balance fluctuates by ten percent or more, we mark it for inquiry.

Att:  Inquiry?  Do you go beyond the inquiry stage?

Trot:  No.  Normally, we receive plausible answers as to why the account balance fluctuated, and we don’t think it is necessary to go beyond that.  I mean we aren’t auditors; we depend on the auditors to do that.

Att:  Did you inquire about the unrealized loss in derivatives?

Trot:  Yeah, we noted it and brought it up with our CFO.

Att:  What did he tell you?

Trot:  As I recall, he emphasized the risk of this type of investment, and we understand that sometimes you are going to incur losses. Anyway, the loss was unrealized.
Att:  Unrealized in the sense that the derivative contract had not been sold or settled and it was just a paper loss?

Trot (puzzled):  Yeah……I believe that is correct.

Att:  Did anyone on your committee ask about the accounting for the loss?  That is, was it accounted for properly?

Trot (more puzzled):  I don’t understand….uh….I mean…..it was a loss.

Att:  Mr. Trot, are you familiar with FASB 133?

Trot:  Is that the one on derivatives?  I know that it sets the accounting guidelines for derivative transactions.

Att:  Do you know that FASB 133 says you must determine the effectiveness of a derivative, and if it is not effective, then it must be accounted for as a speculative investment?

Trot:  Exactly what do you mean by effectiveness?

Att: You don’t know?  Are you admitting that you don’t understand that derivatives must be deemed effective to use the accounting approach chosen by your firm?

Trot:  I’m just not following you.

Att:  Mr. Trot, what is an embedded derivative?

Trot:  Uh…I’m not familiar with that term.

Att:  Could you tell us the difference between a fair value hedge and a cash flow hedge?

Trot (clearly unsettled): I’m not sure.  Look, I am not an accountant, and I’m not responsible for knowing all the details of the accounting pronouncements.

Att:  Have you ever read FASB 133 or did your committee ever ask anyone to explain how it might affect Rainbow, Inc.?

Trot:  No, as I said, all firms pay accountants and auditors to handle the technical details.

Att:  Are you aware that you are required to maintain an independent, objective frame of mind in your role as an audit committee member?

Trot: Of course….and I do that at all times.

Att:  Don’t you understand, Mr. Trot, that by failing to grasp key accounting  standards such as FASB 133, that you have seriously jeopardized your independence and objectivity?

Required:  

1. Trot stated that Rainbow used derivatives as a risk-management tool.  Give an example of how a paint manufacturer might use a derivative in this manner.

2. The deposition does not focus on the question of whether Rainbow intended to use the derivative investment as a cash flow or fair value hedge.  Differentiate between the two and state which of the two Rainbow would likely have designated the derivative investment to be?

3. How, if at all, would the designation affect the accounting for the derivative?

4. Trot became confused when the attorney raised the issue of “effectiveness” of the derivative.  Briefly explain this issue and the ramifications for the accounting process.

5. The attorney was trying to make the audit committee chairman look incompetent.  Trot defended himself by claiming that he could not be expected to understand the accounting “details”.  Give your views on how much accounting expertise the audit committee should possess?

6. Express your opinion on whether audit committee members lose their independence by failing to grasp the relevant accounting issues facing their firm.

MODULE 4 (February 27, 20X4 meeting with the external audit partner).  Purpose: to review Rainbow’s 20X3 audit results.  Note: We pick up on the conversation near the end of the meeting.

Trot:  So based on what you’ve said here, and the independence letter that you have provided us, there doesn’t appear to be any question that you have maintained your independent relationship with Rainbow throughout the audit period.  Am I correct?

Audit Partner (Cy Nix): That is correct.

Gray:  I have a question.  Mr. Nix, there was nothing in your letter about the tax work that your firm did for John.  I believe I recall him telling me that you had saved him a bundle in taxes by designing some type of tax shelter.  I think it allowed him to shelter the gains from his stock options.  Shouldn’t that have been mentioned?

Cy:  No, I don’t think so.  No one on the audit team did any of that work.  Our tax people did all of it.  I mean, in no way could any of my people be biased because of the tax service.  You see, it just illustrates why a client would want to use a large firm such as ours; we can provide so many different auxiliary services.  But in reality, it just helps John from a personal standpoint; he pays less taxes.  It really has nothing to do with our relationship with Rainbow.

Joy:  Hmmmm.  I agree with Jill that we need to keep a close eye on those types of things.  I don’t want anyone getting the wrong idea.  Public perception on the auditor’s independent status is absolutely critical.

Trot:  Of course, independence is such a subjective matter.  There is no such thing as perfect independence between an auditor and the client.  It all gets down to when one puts himself into a position where his objectivity starts to be compromised.  Thanks, Jill for bringing that up.  At least we have discussed it.  Now Cy, is there anything else that you need to review with us?

Cy: One more thing from my “SAS 61” items; and let me preface this by saying that all of Rainbow’s personnel treated us well; they took time out to answer our queries; they produced all the workpapers that we asked for; pulled documentation promptly.  They were fantastic.

Joy: Sounds like a sweet job to work on…..a complete bed of roses?

Cy:  Uh….well…just one thing.  We had problems getting them to agree to some of our adjustments.  But, we worked it out.

Trot:  Give us an example.

Cy:  Well,  Rainbow has never set up an estimated liability for the product warranty.  We brought this to their attention several years ago.  They never wanted to book the liability, and since it wasn’t that material, we let it go.  But this year we tracked the warranty claims for the past two years, and for 20X3, it was about a quarter of a percent of sales.

Joy (amused): One-fourth of one percent?  You’re kidding me!  Then it’s still not material.

Cy:  The net sales are right at one billion; We’re talking about an earnings hit of $2.5 million.

Gray:  Was there anything else?

Cy:  Yes, we went “round and round” over the adequacy of the allowance for bad debts.  As you know, they made the credit policy more lenient.  This was a real boost for sales, especially to the small “mom & pop” hardware stores, but it caused the average collection period to go up.  So, the receivables are older and less collectible.  The bottom line is that we insisted on an extra $50,000 for the allowance.

Joy:  Let’s see.  $1 billion in revenue and you make them book a $50,000 adjustment?  I guess we can call that the “Enron” effect.  Talk about picky!

Trot (waving off Joy): Well….any other disputes over AJEs?

Cy:  We had a tough time getting Tim to lower the assumed rate of return on the pension fund assets.  We finally compromised at 8.5%.

Trot: I knew that would be a major issue.  Is the 8.5% reasonable?

Cy (pausing): We can live with it.

Trot: So, any others?

Cy (grinning): Well as you know, there was the matter of the “unrealized” loss on derivatives.  Tim fought that one all the way.

Trot (embarrassed as he recalled the deposition):  Uh…yeah; we don’t need to get into that again.  Let’s move along here.  There is one other matter, Cy.  Jill, do you want to talk about this proposal of yours?

Gray:  I have asked my colleagues here to consider adopting a policy whereby Rainbow would rotate the external auditors every five years.  We thought you needed to be aware of this.

Cy (shocked): Why?  

I would hate to see you go that route.  We have always tried to provide the best possible service to this company.  I don’t believe that you will be able to find another firm that can step in and serve you the way that we have.  Think of the start up cost of a new firm coming in….the learning curve….are you sure that this would be in the best interests of your stockholders?

Required?

1. Trot refers to the external auditors maintaining an independent relationship with Rainbow and also mentions an “independence” letter that the auditor has provided.  Does this seem to be a typical matter that the audit committee would discuss with the auditor?  Explain.  What is the independence letter, and is it required by the PCAOB or any auditing standard?

2. The auditor did not believe that the tax work that his firm had done for the CEO was relevant to the independence issue.  Was Jill Gray correct in thinking that the tax work should have been mentioned in the auditor’s letter? Explain.

3. Explain why you agree or disagree with the auditor’s view that the tax matter had nothing to do with the independence issue.  Assess Trot’s view that there is no such thing as “perfect independence between an auditor and the client.”

4. What does the auditor mean by my “SAS 61” items?

5. Regarding the adjustments for warranties and bad debt expenses, Joy believes that they are not material in comparison to the firm’s revenue.  State why you agree or disagree with Joy.  Give some reasons why the auditor might have insisted on the adjustments.  What literature or standards would be relevant to this issue?

6. The auditor indicated that a compromise was reached on the assumed rate of return for the pension fund assets.  By compromising, did the auditor violate professional standards?  Explain.

7. Discuss Gray’s proposal to automatically rotate the external auditors every 5 years by discussing the advantages and disadvantages, including any impact on independence.  Does the Sarbanes-Oxley Act address this issue?
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