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                 Abstract  

Financial accountants and independent auditors commonly face challenging technical and ethical dilemmas while carrying out their professional responsibilities.  This case profiles an accounting and financial reporting fraud orchestrated by the chief financial officer (CFO) of a major public company and his subordinates.  The CFO, who was a CPA, took extreme measures to conceal the fraud from his company’s audit committee and independent auditors.  Despite those measures, the independent auditors identified suspicious entries in the company’s accounting records that were a result of the CFO’s fraudulent scheme but did not properly investigate those items.  Shortly before the fraud was publicly revealed, a partner of the company’s audit firm instructed his subordinates to alter prior year audit workpapers for the client to conceal improper decisions made by himself and his firm.                

                                                                     CASE

Executives of The North Face, Inc., faced a troubling dilemma during the 1990s.1  For decades, those executives had struggled to develop and maintain an exclusive brand name for their company’s extensive line of outdoor apparel and sporting equipment products.  By positioning those products for the “high-end” segment of the retail market, North Face’s management had consciously chosen to ignore the much larger and more lucrative mainstream market.  This decision kept the company’s primary customers happy.  Those customers, principally small, independent specialty sporting goods stores, did not want North Face to market its merchandise to major discount retailers such as Wal-Mart and Costco.    

  Economic realities eventually forced North Face’s executives to begin selling the company’s products to the mainstream market via backdoor marketing channels.  Unfortunately, the company’s relatively high-priced merchandise did not compete effectively with the mass-market brands sold by the major discount retailers.  Making matters worse, as the company’s merchandise began appearing on the shelves of discount retailers, those products quickly lost their exclusive brand name appeal, which caused North Face’s sales to its principal customers to drop sharply.  

North Face’s change in marketing strategies, a decision to spend millions of dollars to relocate the company’s headquarters from northern California to Colorado, and other gaffes by the company’s management team prompted Chief Executive magazine to include North Face among the nation’s five “worst-managed” corporations.  A short time later, North Face’s public image and reputation on Wall Street would be damaged even more by public revelations that the company’s reported operating results had been embellished with various accounting and marketing gimmicks.   

Adventurers, Inc.         


Hap Klopp founded North Face in the mid-1960s to provide a ready source of hiking and camping gear that he and his many free-spirited friends and acquaintances needed to pursue their “back to nature” quest.  Initially, the business operated from a small retail store in San Francisco’s North Beach neighborhood.  The company quickly added a mail-order sales operation.  In 1970, North Face began designing and manufacturing its own line of products after opening a small factory in nearby Berkeley.  

Over the next decade, North Face endeared itself to outdoor enthusiasts by sponsoring mountain-climbing expeditions across the globe, including successful attempts to scale Mount Everest, Mount McKinley, China’s K-2, and the highest peaks in South America.  The name recognition and goodwill generated by these expeditions allowed North Face to establish itself as the premier supplier of top quality parkas, tents, backpacking gear, and other apparel and equipment demanded by “professional” mountain climbers.  Adding even more credibility to North Face’s merchandise was the lifetime warranty that Hal Klopp attached to each item his company sold and the fact that the United States Marine Corps purchased tents and other bivouac supplies from North Face.  


North Face’s sterling reputation for rugged and durable hiking, camping, and mountaineering gear prompted company management to begin marketing related lines of apparel and sporting equipment for skiers, whitewater daredevils, and other outdoor types.  Among the most popular items marketed by the company were its Mountain Jacket, Snow Leopard Backpack, and Tadpole Tent.  The company’s expanding product line triggered rapid sales growth during the 1970s and 1980s.  Similar to the management teams of most growth companies, North Face’s executives found themselves struggling to cope with a wide range of challenging issues that stemmed from their company’s financial success.  The most critical of those issues was maintaining quality control in North Face’s cramped production facilities.  

Company executives prided themselves in producing only the highest quality outdoor sporting equipment and apparel.  To maintain the quality of that merchandise, they insisted on manufacturing all of North Face’s products in-house, rather than outsourcing some of the company’s manufacturing operations to third parties.  By the mid-1980s, North Face’s overburdened manufacturing facilities could not satisfy the steadily growing demand for the company’s merchandise or maintain the high quality production standards established by management.  North Face’s limited production capacity and mounting quality control problems caused the company to routinely deliver merchandise to retail stores after the peak selling seasons for its highly seasonal products.  The quality control problems also caused North Face to accumulate a large inventory of “seconds,” that is, merchandise items having minor flaws.  

In the late 1980s, North Face’s management made a decision it would soon regret.  The company opened several outlet stores to dispose of obsolete and second-grade merchandise.  This decision angered the specialty sporting goods stores that had been North Face’s primary customers since the company’s inception.  To pacify those customers, North Face did a quick about-face and closed the outlet stores.

Over the next several years, North Face continued to struggle with maintaining its image as the leading producer of high-quality outdoor apparel and sporting equipment, while at the same attempting to gradually ease into the mainstream retail market.  By this time, Hap Klopp had left the company to become an author--one of his books was entitled, The Complete Idiot’s Guide to Business Management.  In fact, the company experienced several turnovers in company management and ownership during the late 1980s and throughout the 1990s.  

In July 1996, a new management team took North Face public, listing the company’s common stock on the NASDAQ exchange.  Sold initially at $14 per share, the company’s stock price peaked at nearly $30 per share in February 1998, fueled by the company’s steadily increasing sales and profits.  In fiscal 1994, North Face reported total sales of $89 million; four years later in fiscal 1998, the company’s sales had nearly tripled, rising to approximately $250 million.  

Despite the company’s strong operating results, by early 1999 North Face’s stock price had plunged from its all-time high.  Persistent rumors that North Face’s management had enhanced the company’s reported revenues and profits by “channel stuffing” and other questionable, if not illegal, practices caused the sharp decline in the stock price.  To squelch those rumors, North Face’s board of directors attempted to purchase the company in a leveraged buyout underwritten by a large investment banking firm.  That effort failed in March 1999 when NASDAQ officials halted public trading of North Face’s stock following an announcement that the company would be restating its previously reported operating results due to certain “bad bookkeeping.”2

In May 1999, North Face officials publicly revealed that their company’s audited financial statements for 1997 and the company’s pre-audited operating results for 1998, which had been released in January 1999, had been distorted by fraudulent accounting schemes.  The principal schemes involved violations of the revenue recognition principle.  For 1997, North Face’s reported revenues of $208.4 million had been overstated by approximately $5 million, while the company’s net income of $11.2 million had been overstated by $3.2 million.  In January 1999, the company had reported unaudited revenue and net income of $263.3 million and $9.5 million, respectively, for fiscal 1998.  The company’s actual 1998 revenues were $247.1 million, while the company’s actual net income for the year was $3.6 million.   

Bartering for Success at North Face


The management team that took over North Face in the mid-1990s established a goal of reaching annual sales of $1 billion by 2003.  Many Wall Street analysts believed North Face could reach that goal given the company’s impressive operating results over the previous several years.  When the actual revenues and profits of North Face failed to meet management’s expectations, the company’s chief financial officer and vice president of sales took matters into their own hands, literally.  

In December 1997, North Face began negotiating a large transaction with a barter company.  Under the terms of this transaction, the barter company would purchase $7.8 million of excess inventory North Face had on hand near the end of fiscal 1997.  In exchange for that inventory, North Face would receive $7.8 million of trade credits that were redeemable only through the barter company.  Historically, companies have used such trade credits to purchase advertising or travel services.  

Before North Face finalized the large barter transaction, Christopher Crawford, the company’s chief financial officer, asked North Face’s independent auditors how to account for the transaction.  The auditors referred Crawford to the appropriate authoritative literature for nonmonetary exchanges.  That literature generally precludes companies from recognizing revenue on barter transactions when the only consideration received by the seller is trade credits.  To circumvent the authoritative literature, Crawford restructured the transaction.  The final agreement with the barter company included an oral “side agreement” that was concealed from North Face’s independent auditors.

Crawford, however, structured the transaction to recognize a profit on the trade credits.  First, he required the barter company to pay a portion of the trade credits in cash.  Crawford agreed that The North Face would guarantee that the barter company would receive at least 60% recovery of the total purchase price when it re-sold the product.  In exchange for the guarantee, the barter company agreed to pay approximately 50% of the total purchase price in cash and the rest in trade credits.  This guarantee took the form of an oral side agreement that was not disclosed to the auditors.3

To further obscure the true nature of the large barter transaction, Crawford split it into two parts.  On December 29, 1997, two days before the end of North Face’s fiscal 1997 fourth quarter, Crawford recorded a $5.15 million sale to the barter company.  For this portion of the barter deal, North Face received $3.51 million in cash and trade credits of $1.64 million.  Ten days later, during North Face’s first quarter of fiscal 1998, the company’s accounting staff booked the remaining $2.65 million portion of the barter transaction.  North Face received only trade credits from the barter company for this final portion of the $7.8 million transaction.  North Face recognized its normal profit margin on each segment of the barter transaction.

Crawford, who was a CPA, realized that Deloitte & Touche, North Face’s independent auditors, would not challenge the profit recognized on the $3.51 million portion of the barter transaction recorded during the fourth quarter of fiscal 1997.  There was no reason for the Deloitte auditors to challenge the recognition of profit on that component of the transaction since North Face was being paid in cash.  Of course, the side agreement with the barter company that Crawford concealed from Deloitte should have caused North Face to defer the recognition of the profit on that portion of the barter transaction.  

Crawford also realized that Deloitte would maintain that no profit should be recorded on the $1.64 million balance of the December 29, 1997, transaction with the barter company for which North Face would be paid exclusively in trade credits.  However, Crawford was aware of the materiality thresholds that Deloitte had established for North Face’s key financial statement items during the fiscal 1997 audit.  He knew that the profit margin of approximately $800,000 on the $1.64 million portion of the December 1997 transaction fell slightly below Deloitte’s materiality threshold for North Face’s collective gross profit.  As a result, he believed that Deloitte would propose an adjustment to reverse the $1.64 million transaction but ultimately “pass” on that proposed adjustment since it had an immaterial impact on North Face’s financial statements.  As Crawford expected, Deloitte proposed a year-end adjusting entry to reverse the $1.64 million transaction but then passed on that adjustment during the wrap-up phase of the audit.  

In early January 1998, North Face recorded the remaining $2.65 million portion of the $7.8 million barter transaction.  Again, Crawford instructed North Face’s accountants to record the full amount of profit margin on this “sale” despite being aware that accounting treatment was not consistent with the authoritative literature.  Crawford did not inform the Deloitte auditors of the $2.65 million portion of the barter transaction until after the 1997 audit was completed.    

The barter company ultimately sold only a nominal amount of the $7.8 million of excess inventory that it purchased from North Face.  As a result, in early 1999, North Face reacquired that inventory from the barter company.      

In the third and fourth quarters of fiscal 1998, Todd Katz, North Face’s vice president of sales, arranged two large sales to inflate the company’s revenues, transactions that were actually consignments rather than consummated sales.  The first of these transactions involved $9.3 million of merchandise “sold” to a small, apparel wholesaler in Texas.  During the previous year, this wholesaler had purchased only $90,000 of merchandise from North Face.  The terms of this transaction allowed the wholesaler to return any of the merchandise that he did not resell and required North Face to pay all of the storage and handling costs for that merchandise.  In fact, North Face arranged to have the large amount of merchandise stored in a warehouse near the wholesaler’s business.  Katz negotiated a similar $2.6 million transaction with a small California wholesaler a few months later.

During a subsequent internal investigation, North Face’s audit committee questioned the validity of the large transaction with the Texas wholesaler.  North Face paid for the Texas customer to fly to North Face’s new corporate headquarters in Aspen, Colorado, to discuss that transaction with members of the audit committee and the company’s CEO, who were not aware of the true nature of the transaction.  The night before the customer met with North Face officials, Katz went to his hotel room and had him sign a fake purchase order for the $9.3 million transaction—a purchase order had not been prepared for the bogus sale when it was originally arranged by Katz.  

Several months later, Katz instructed a North Face sales representative to ask the Texas customer to sign an audit confirmation letter sent to him by Deloitte.  By signing that letter, the customer falsely confirmed that he owned the $9.3 million of merchandise as of December 31, 1998, North Face’s fiscal year-end.  The California wholesaler involved in the bogus $2.6 million sale signed a similar confirmation after having been asked to do so by a North Face sales representative.  In May 1999, following the completion of North Face’s 1998 audit, the Texas customer returned the $9.3 million of merchandise that he had supposedly purchased from North Face.  

Erasing the Past


Richard Fiedelman served for several years as the Deloitte “advisory” partner assigned to the North Face audit engagements.  Within Deloitte, an advisory partner is typically a senior audit partner who has significant industry expertise relevant to a given audit client.  Fiedelman was the advisory partner on the North Face engagement team because he was in charge of Deloitte’s “consumer retail group” in the firm’s northern California market area.  In addition to consulting with members of an audit engagement team on important and controversial issues arising during an audit, an advisory partner typically reviews the audit workpapers before the engagement is completed.4


Pete Vanstraten was the audit engagement partner for the 1997 North Face audit.5

Vanstraten was also the individual who proposed the adjusting entry near the end of the 1997 audit to reverse the $1.64 million barter transaction that North Face had booked in the final few days of fiscal 1997.  Vanstraten proposed the adjustment because he was aware that the authoritative literature generally precludes companies from recognizing revenue on barter transactions when the only consideration received by the seller is trade credits.  Vanstraten was also the individual who “passed” on that adjustment after determining that it did not have a material impact on North Face’s 1997 financial statements.  Richard Fiedelman reviewed and approved those decisions by Vanstraten.     


Shortly after the completion of the 1997 North Face audit, Pete Vanstraten transferred from the office that serviced North Face.  In May 1998, Will Borden was appointed the new audit engagement partner for North Face.6  In the two months before Borden was appointed the North Face audit engagement partner, Richard Fiedelman functioned in that role.  

Fiedelman supervised the review of North Face’s financial statements for the first quarter of fiscal 1998, which ended on March 31, 1998.  While completing that review, Fiedelman became aware of the $2.65 million portion of the $7.8 million barter transaction that Christopher Crawford had instructed his subordinates to record in early January 1998.  Recall that North Face received only trade credits from the barter company for this final portion of the large barter transaction.  Despite being familiar with the authoritative literature regarding the proper accounting treatment for barter transactions involving trade credits, Fiedelman did not challenge North Face’s decision to record its normal profit margin on the January 1998 “sale” to the barter company.  As a result, North Face’s gross profit for the first quarter of 1998 was overstated by more than $1.3 million, an amount that was material to the company’s first-quarter financial statements.  In fact, without the profit margin on the $2.65 million transaction, North face would have reported a net loss for the first quarter of fiscal 1998 rather than the modest net income it actually reported that period. 

In the fall of 1998, Will Borden began planning the 1998 North Face audit.  An important element of that planning process was reviewing the 1997 audit workpapers.  While reviewing those workpapers, Borden discovered the audit adjustment that Pete Vanstraten had proposed during the prior year audit to reverse the $1.64 million barter transaction.  When Borden brought this matter to Fiedelman’s attention, Fiedelman maintained that the proposed audit adjustment should not have been included in the prior year workpapers since the 1997 audit team had not concluded that North Face could not record the $1.64 million transaction with the barter company.  Fiedelman insisted that, despite the proposed audit adjustment in the 1997 audit workpapers, Pete Vanstraten had concluded that it was permissible for North Face to record the transaction and recognize the $800,000 of profit margin on the transaction in December 1997.

Fiedelman could not offer any viable explanation to Borden as to why the 1997 workpapers included the proposed audit adjustment for the $1.64 million transaction.  Clearly, either Fiedelman or Borden could have easily addressed that issue by simply contacting Vanstraten, however, neither apparently chose to do so.  Nor did either of the two partners refer to the authoritative literature to determine whether North Face was entitled to record that transaction.  Instead, Borden simply accepted Fiedelman’s assertion that North Face was entitled to recognize profit on a sales transaction in which the only consideration received by the company was trade credits.  Borden also relied on this assertion during the 1998 audit.  As a result, Borden and the other members of the 1998 audit team did not propose an adjusting entry to require North Face to reverse the $2.65 million sale recorded by the company in January 1998.  Recall that North Face had received only trade credits from the barter company for that portion of the $7.8 million transaction.     

After convincing Borden that the prior year workpapers misrepresented the decision that Pete Vanstraten had made regarding the $1.64 million barter transaction, Fiedelman “began the process of documenting this revised conclusion in the 1997 working papers.”7  According to a subsequent investigation by the Securities and Exchange Commission (SEC), Deloitte personnel “prepared a new summary memorandum and adjustments schedule reflecting the revised conclusion about profit recognition, and replaced the original 1997 working papers with these newly-created working papers.”  The Deloitte personnel who revised the 1997 workpapers did not document the revisions in those workpapers.  “In the end, the 1997 working papers, as revised, did not indicate that the 1997 audit team had originally reached a different conclusion concerning the company’s accounting for the 1997 barter transaction.”          


The SEC requires that a partner not assigned to an engagement team review the audit workpapers for an SEC registrant.  The Deloitte “concurring” partner who reviewed the 1998 workpapers questioned Will Borden’s decision to allow North Face to recognize revenue on a sales transaction for which it had been paid exclusively in trade credits.  The partner then referred to the prior year workpapers and discovered that the workpapers pertaining to the December 1997 transaction with the barter company had been altered. 

Because of concerns raised by the concurring partner, Deloitte thoroughly investigated the 1997 and 1998 North Face transactions with the barter company.  The concurring partner’s concerns also prompted North Face’s audit committee to retain a second accounting firm to investigate the company’s 1997 and 1998 accounting records.  These investigations ultimately revealed the true nature of the transactions with the barter company, including the previously undisclosed “side agreement” that Christopher Crawford had made with officials of that company.  The investigations also led to the discovery of the two bogus consignment sales that Crawford had arranged during 1998.         

Epilogue


The SEC sanctioned Richard Fiedelman for failing to document the changes that his subordinates had made in the 1997 North Face workpapers.  In commenting on the North Face case, the federal agency stressed the important function of audit workpapers and the need for any ex post changes in those workpapers to be clearly and fully documented.  

The auditor’s working papers provide the principal support for the auditor’s report, including his representation regarding the observance of the standards of field work, which is implicit in the reference in his report to generally accepted auditing standards.  It therefore follows that any addition, deletion, or modification to the working papers after they had been finalized in connection with the completion of the audit may be made only with appropriate supplemental documentation, including an explanation of the justification for the addition, deletion, or modification.

The SEC also criticized Fiedelman for failing to exercise due professional care while reviewing North Face’s financial statements for the first quarter of 1998.  According to the SEC, Fiedelman allowed North Face to record the January 1998 barter transaction “directly contrary to the conclusion reached by Deloitte in its 1997 year-end audit.”  In October 2003, the SEC imposed a three-year suspension on Fiedelman that prevented him from being involved in the audits of SEC clients.    


In February 2003, the SEC suspended Christopher Crawford for five years, which  prohibited him from serving as an officer or director of a public company or being associated with any financial statements filed with the federal agency over that time frame.  The SEC also fined Crawford $30,000 and required him to disgorge approximately $30,000 of trading profits he had earned on the sale of North Face stock.  The SEC also denied Todd Katz, the former vice-president of sales who had helped Crawford manipulate North Face’s reported operating results, the privilege of serving as an officer of a public company for five years and fined him $40,000.  The two former North Face customers involved in the bogus consignment sales arranged by Katz were reprimanded by the SEC.


In May 2000, VF Corporation, the world’s largest apparel company that is more commonly known as Vanity Fair, made North Face a wholly owned subsidiary by purchasing the company’s outstanding common stock for $2 per share.  VF immediately installed a new management team to take over North Face’s operations.  Under the leadership of that new management team, North Face quickly returned to profitability and reestablished itself as one of the nation’s premier suppliers of outdoor equipment and apparel.            

Questions

1.
Should auditors insist that their clients accept all proposed audit adjustments, even those that have an “immaterial” effect on the given set of financial statements?  Defend your answer. 

2.
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 clients?  

3.
Identify the general principles or guidelines that dictate when companies are entitled to record revenue.  How were these principles or guidelines violated by the $7.8 million barter transaction and the two consignment sales discussed in this case?

4.
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?     


5.
North Face’s management teams were criticized for strategic blunders that they made over the course of the company’s history.  Do auditors have a responsibility to assess the quality of the key decisions made by client executives?  Defend your answer.

                                                    Footnotes

1.
The development of this case was funded by Glen McLaughlin.  I would like to thank Mr. McLaughlin for his generous and continuing support of efforts to integrate ethics into business curricula. 

2.
D. Blount, “Shares of Colorado-Based Outdoor Clothing Maker Slump,” Denver Post (online), 11 May 1999.

3.
U.S. District Court, Northern District of California, Securities and Exchange Commission vs. Christopher F. Crawford and Todd F. Katz, February 2003. 

4.
The information regarding the nature and role of a Deloitte advisory partner was obtained from a senior audit manager with that firm.

5.
“Pete Vanstraten” is a fictitious name assigned to the 1997 North Face audit engagement partner.  The SEC enforcement releases issued in this case and other available sources did not identify that partner’s actual name.

6.
“Will Borden” is also a fictitious name.

7.
This and all remaining quotes in this case were taken from the following source:  Securities and Exchange Commission, Accounting and Auditing Enforcement Release No. 1884, 1 October 2003, 2.  

         TEACHING NOTES             
                                                       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 the entire spectrum of outdoors “types.”  North Face also markets a wide range of equipment needed by 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 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 had altered the workpapers prepared during an earlier North Face audit to conceal a critical judgment error made by a Deloitte audit partner.  

                                                   Instructional Objectives
1.
To demonstrate the need for auditors to thoroughly investigate questionable or suspicious transactions and to not rely exclusively on a colleague’s opinion regarding the proper treatment of such transactions. 

2.
To illustrate the importance of auditors’ maintaining the integrity of their audit workpapers.

3.
To acquaint students with circumstances commonly associated with accounting and financial reporting frauds.  

4.
To allow students to discuss the application of the revenue recognition rule to nonstandard sales transactions. 

                                                       Suggestions for Use
The importance of maintaining the integrity of audit workpapers and other audit-related documentation is the key theme of this case.  This is the first case that I have come across in which auditors altered prior year workpapers to conceal improper audit decisions.  Consider having your students discuss this facet of the case.  What would they do if a senior audit partner instructed them to alter opinions expressed in a set of prior year audit workpapers and told them not to document that those alterations had been made?  What ethical and professional responsibilities do subordinate auditors have in such circumstances?  Another unusual feature of this case is the exclusive reliance of one audit partner (Will Borden) on the opinion of another (Richard Fiedelman).  Fiedelman convinced Borden that the accounting treatment applied by the audit client to a material and unusual transaction was appropriate although the prior year workpapers indicated otherwise.  What responsibility did Borden have to investigate this matter? Did he have a responsibility to contact the client’s previous audit engagement partner, who had been transferred to another office?  Did he have a responsibility to corroborate Fiedelman’s assertion by referring to the relevant authoritative literature himself?  

This case focuses on barter and consignment transactions and the related revenue recognition issues.  You may want to refer your students to the following authoritative sources for these transactions:  Accounting Principles Board Opinion No. 29, “Accounting for Nonmonetary Transactions;” EITF Issue No. 93-11, “Accounting for Barter Transactions Involving Barter Credits;” and Statement of Financial Accounting Standards No. 48, “Revenue Recognition When Right of Return Exists.”

                                              The North Face, Inc.--Key Facts
1.
The 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, which prompted the company’s CFO and vice-president of sales to book a series of fraudulent sales transactions.   

2.
In December 1997, North Face’s CFO negotiated a $7.8 million “sale” of excess merchandise to a barter company in exchange for principally “trade credits;” the CFO knew that the authoritative accounting literature generally precludes the recognition of revenue on such transactions.    

3.
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.   

4.
North Face’s CFO and vice-president of sales took explicit measures to conceal the true nature of the barter and consignment transactions from members of the company’s Deloitte audit team.    

5.
Richard Fiedelman served for several years as the “advisory” partner for the North Face audit engagement and during early 1998 served for a brief time as the audit engagement partner. 

6.
During the 1997 audit, the Deloitte audit engagement partner proposed an adjustment to reverse the portion of the $7.8 million barter transaction recorded in December 1997 because he realized that the profit could not be recognized on a barter transaction when the seller is paid exclusively in “trade credits.”

7.
The Deloitte audit partner “passed” on the proposed adjustment since it did not have a material effect on North Face’s 1997 financial statements.

8.
While supervising the review of North Face’s financial statements for the first quarter of 1998, Fiedelman allowed the company to improperly recognize profit on a portion of the $7.8 million barter transaction booked in January 1998 for which North Face was paid exclusively in trade credits.   

9.
During the planning phase of the 1998 audit, Fiedelman convinced the new audit engagement partner that the prior year workpapers were wrong and that the previous audit partner had not concluded that it was not permissible for North Face to recognize profit on the 1997 portion of the barter transaction that involved strictly trade credits.    

10.
As a result of Fiedelman’s guidance, the new audit partner did not propose an adjustment to reverse the January 1998 portion of the barter transaction that had been approved by Fiedelman. 

11.
Fiedelman’s subordinates altered the 1997 workpapers to change the conclusion expressed by the 1997 audit engagement partner that North Face was not entitled to record profit on a sales transaction in which it was paid entirely in trade credits.

12.
The SEC sanctioned North Face’s CFO, the company’s vice-president of sales, and Richard Fiedelman for their roles in the North Face fraud. 

                                      Suggested Solutions to Case Questions
1.
To confirm that materiality is a pervasive concept in auditing, simply refer to the index of the professional auditing standards and identify the large number of “materiality” entries—approximately fifty, if you are curious.  In addition to being an important topic, materiality is easily among the most controversial auditing topics.  And, no more topic is as controversial as the issue of how to assess the materiality of proposed audit adjustments near the conclusion of an audit engagement.  The most explicit guidance on this matter in the professional standards is contained in AU 312.34-41.  Following is an excerpt from AU 312.38-39.

If the auditor concludes, based on the accumulation of sufficient evidential matter, that the effects of likely misstatements, individually or in the aggregate, cause the financial statements to be materially misstated, the auditor should request management to eliminate the misstatement. . . . If the auditor concludes that the effects of likely misstatements, individually or in the aggregate, do not cause the financial statements to be misstated, he or she should recognize that they could still be materially misstated because of further misstatements remaining undetected.     


Given the guidance provided by the professional auditing standards, I would suggest that the most reasonable answer to this case question is, “No, not necessarily.”  Clearly, auditors’ lives would be less complicated if clients would prepare an adjusting entry for each proposed audit adjustment.  However, clients are not prone to adopting that mindset or strategy, which forces auditors to somehow determine on an aggregate basis the impact that proposed and/or passed audit adjustments have on a client’s financial statements.  You might point out that a client typically has a rational reason for not making a proposed audit adjustment, the most common being that the client disagrees with the need for the given adjustment.      


You might also want to point out to your students that critics of the auditing discipline claim that many audit engagements ultimately become a tug-of-war between client management and auditors over proposed audit adjustments.  These parties commonly suggest that the leverage client executives have over their auditors allow them to sometimes “bully” or force auditors to pass on audit adjustments that should be recorded in the client’s accounting records. 

2. 
To the greatest extent possible, auditors should not provide clients with access to the critical parameters or facets of audit engagements, including materiality limits.  Similar to what transpired in this case, unethical client personnel can use that information to subvert the intent of individual audit procedures or even the integrity of the entire audit engagement.  Having said that, it is often not feasible to conceal information such as materiality limits from client personnel.  For example, to mitigate the cost of an audit, auditors typically have client personnel “pull” documents, prepare various schedules to which audit procedures will be applied, and perform other important audit-related tasks.  In completing these tasks, client personnel can often determine the auditor’s intent and/or the scope or materiality limit of a given audit test.  Likewise, clients have access to the professional auditing literature and professional publications that discuss the general guidelines that auditors use in making important strategic decisions during the course of an audit, including the selection of materiality limits for individual accounts or financial statement items.        

3.
Statement of Financial Accounting Concepts No. 5, “Recognition and Measurement in Financial Statements of Business Enterprises,” 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.

Revenues and gains are realized when products (goods or services), merchandise, or other assets are exchanged for cash or claims to cash. . . . revenues are considered to have been earned when the entity has substantially accomplished what it must do to be entitled to the benefits represented by the revenues.


The “Suggestions for Use” section identifies the specific accounting standards that apply most directly to barter and consignment transactions.  A brief discussion of EITF Issue No. 93-11, “Accounting for Barter Transactions Involving Barter [trade] Credits,” can be found on pages 101-102 of the May 1994 edition of the Journal of Accountancy.  Generally, barter transactions in which a company receives trade credits in exchange for merchandise should be recorded at the fair value of the merchandises given up since the ultimate realizability or economic value of the trade credits is typically not determinable at the time of the exchange.  So, even though the “exchange” element of the revenue recognition principle is satisfied by such a transaction, the “realized” element is not necessarily satisfied, meaning that any profit on the transaction should be deferred.  In the case at hand, there was clearly some question as to the fair value of the excess merchandise that was being “sold” to the barter company.  A conservative treatment of the transaction might have dictated that a loss or writedown of the merchandise was actually the most appropriate accounting treatment for the transaction.   


As pointed out in a footnote appended to several of the SEC enforcement releases issued for this case, Statement of Financial Accounting Standards No. 48, “Revenue Recognition When Right of Return Exists,” prohibits a seller from recognizing revenue (or profit, of course) when the given customer can return the product and the ultimate payment to be received by the seller hinges on the customer reselling the product.  Both features of the revenue recognition rule were violated by the decision of North Face to record the large consignment sales:  there was not a true exchange since the two customers did not pay for the merchandise and the given transactions were not finalized until the customers resold the merchandise, meaning that the “realized” requirement of the revenue recognition rule had not been satisfied.          

4.
AU Section 339, “Audit Documentation,” discusses the objectives related to preparing and maintaining audit documentation (audit workpapers), the content and nature of audit workpapers, and ownership and confidentiality issues pertaining to audit workpapers.  According to AU 339. 03, audit documentation serves mainly to:


a.
Provide the principal support for the auditor’s report, including the representation regarding observance of the standards of fieldwork, which is implicit in the reference to generally accepted auditing standards.


b.
Aid the auditor in the conduct and supervision of the audit.


Both of these objectives were undercut by the decision of the Deloitte auditors to alter North Face’s 1997 audit workpapers.  First, by modifying the 1997 workpapers and not documenting the given revisions in those workpapers, the Deloitte auditors destroyed audit evidence, evidence that demonstrated that the 1997 audit team had properly investigated the authoritative literature relevant to barter transactions and proposed an audit adjustment consistent with the requirements of that literature. Second, the alteration of the 1997 workpapers affected the decisions made on the 1998 audit.  That is, the auditors during the 1998 audit relied on the apparent decisions made during the 1997 audit and thus reached an improper decision on the accounting treatment that would be appropriate for the barter transaction recorded by North Face in January 1998.     

5.
 AU Section 316.07 identifies the three conditions that are generally present when an accounting fraud occurs.  One of those conditions is the “incentive” of management or other employees to commit fraudulent acts. Clearly, major strategic blunders by client management can create an environment in which client executives and their key subordinates have a strong incentive to distort their entity’s accounting records and financial statements.  More generally, the overall quality of top management’s decisions affects the “inherent risk” present during a given audit.  For example, AU 312.27a notes that a factor that increases inherent risk is the potential for technological developments that would result in a given audit client’s products becoming obsolete.  One would certainly expect that a “high quality” management team would be more capable of forecasting such potential developments and taking the appropriate steps to mitigate the risk posed by those developments than would a “low quality” management team.  So, I would suggest that although you will likely not see “Assess the quality of key decisions made by client executives” as an explicit audit procedure within an audit program, auditors need to be cognizant of the competence of top management and the wide-ranging implications of that competence, or lack thereof, to all facets of an audit.          

