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Preface

Afte%hit/llgg’(lf h@ business failures and accounting restatements

(Enron;"WorldCom, and Qwest, to name a few) in 2001 and early 2002, Con-
gress responded to the eroding investor confidence in audited financial state-
ments by passing the Sarbanes-Oxley Act of 2002 (SOX). This law has required
auditors to increase their audit work on internal controls systems and has
forced audit firms to reyamp their audit processes for publicly traded compa-
nies. The changes have been far-reaching and dramatic for both audit firms and
their clients.

In the face of these sweeping regulatory changes, as well as other changes in the
pmmlg education needs to rise to the challenge of preparing audit
professionals. Auditing after Sarbanes-Oxley presents instructors with 35 cases
focusing on specific audit issues that were directly impacted by Sarbanes-
Oxley, using the actual companies—Enron, WorldCom, Qwest—that have be-
come synonymous with the capital markets’ crisis in confidence. Importantly,
the cases provide in-depth, up-to-date coverage of the post-Sarbanes technical
audit guidance issued by the PCAOB.

Our approach to this book emphasizes the substantial benefits of using real
life case examples in helping to impart knowledge related to the practice of au-
diting. In the education psychology literature, this type of approach has long
been acknowledged as a superior manner in which to impart knowledge. In ad-
dition, there is evidence from other disciplines that the use of cases as a mecha-
nism to impart a range of critical auditing skills, including technical skills,
interpersonal relations, and ethical analysis, will be quite effective. So, by pre-
senting the concepts of auditing using actual corporate contexts, we seek to
provide readers with a real-life appreciation of these issues and clearly demon-
strate the value of the Sarbanes-Oxley Act of 2002 and other changes that have
been mandated by the PCAOB.

We set out to design a casebook that could be easily adopted by instructors
in their classes. The cases run only three to five pages in length, which dramat-
ically reduces the time necessary for students to grasp key learning objectives.
In addition, each case focuses on a specific topic to help ensure student mas-
tery of that topic. Our approach can be contrasted with many traditional audit
cases that range from 10 to 20 pages in length and introduce multiple learning
objectives concurrently.

In addition, our book has been designed to reflect an organization that closely
mirrors the leading auditing and assurance textbooks. We have grouped our
cases into the following categories: Ethics and Professional Responsibility;
Understanding the Client’s Business and Industry; Internal Control Systems; and
Audits of Accounts, Processes, and Assertions. In looking over the table of con-
tents for this book, you will note that each category has multiple cases that can be
used in the classroom. This was done for two reasons. First, it allows instructors

xii
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the opportunity to illustrate the Wuditmg concepts with
multiple real-life contexts, if they s6’choose.” And second, it affords instructors
with an opportunity to assign the cases on a rotating basis, if they so choose.
Consider that with 35 different cases, instructors can assign 8 to 9 different
cases for each of four different semesters. This will reduce the possibility of case
solutions Ei;c\u/lgt/ir\yg around campus. Also, we have provided complete company
cases to give instructors the option of presenting longer cases that focus on
several issues related to a particular company.

Finally, and perhaps most important, each of our cases will contribute to stu-
dents’ understanding of the changes brought about by the Sarbanes-Oxley Act
of 2002, a significant objective in any current undergraduate or graduate audit-
ing course. For example, in its Auditing Standard No. 2, “An Audit of Internal
Control over Financial Reporting Performed in Conjunction with an Audit of
Financial Statements,” the PCAOB has made clear that evaluating and docu-
menting the relationship between the internal control activities and the finan-
cial statement assertions (PCAOB 2004, Paragraph #84) is instrumental in
completing the audit, underscoring the importance of understanding the link-
age between internal control activities, internal control objectives, and financial
statement assertions. Thus, one important and explicit objective of this book is
to help impart knowledge about these linkages through the use of real-life case
examples.

Technical Audit Guidance

To maximize a student’s knowledge acquisition of this material, this book
has been designed to be read in conjunction with the post-Sarbanes-Oxley
technical audit guidance. All of the post-Sarbanes-Oxley technical guidance
is available for free at http://www.pcaobus.org/Standards/index.aspx. In
addition, a summary of the Sarbanes-Oxley Act of 2002 is also available for
free at http:/ /www.aicpa.org/info/sarbanes_oxley_summary.htm.



Acknowledgments

We gratefully acknowledge the unwavering support of our families throughout
this process. Without their support, this project would not have been possible. We
also gratefully acknowledge the contributions of Steve Delancey, Harvey Yep,
and Megan McFarlane at McGraw-Hill, and Pat Forrest at Carlisle Publishing
Services. We also wish to acknowledge the insights of JP Lenney at ALEKS
Corporation and the inspiration of Larry Thibodeau, John Cizeski, James
Corso, John Buccino, Steve Albert, Mark Mistretta, and Jim and Nicole Tobin.

We gratefully acknowledge the contributions of Erin Burke. Erin’s tireless
efforts on the teaching materials are much appreciated. In addition, the contri-
butions of Sheena Pass, Scott Morency, Zeche Ionut, Katie Skrzypczak, and the
members of Dr. Thibodeau'’s auditing classes at Bentley College in the Fall
Semester of 2004 and the Spring Semester of 2005 are gratefully acknowledged
as well.

Finally, we want to express our sincere gratitude to James Bierstaker (Vil-
lanova University) and Christine Earley (Bentley College) for their willing-
ness to class-test several of the cases. In addition, we express our gratitude to
the following reviewers for their contribution to this first edition: Faye Bor-
thick, Georgia State University; Kimberly Burke, Millsaps College; Jeff Cohen,
Boston College; Mary Curtis, University of North Texas; Parveen Gupta, Lehigh
University; Janet Jamieson, University of Dubuque; Marshall Pitman, University
of Texas-San Antonio; John Rigsby, Mississippi State University; Kathleen
Simons, Bryant University; Bernice Sutton, Florida Southern College; Susan
Toohey, Lehigh University; Pervaiz Alam, Kent State University; Cynthia Daily,
University of Arkansas—Little Rock; Anita Feller, University of Illinois at Urbana
Champaign, as well as other anonymous reviewers.

Xiv



Table of Contents

Preface «xii

Acknowledgments xiv

SECTION ONE
ETHICS AND PROFESSIONAL RESPONSIBILITY 1

Case 1.1
Enron: A Focus on Independence and Ethics 3

Case 1.2
Enron: A Focus on Quality Assurance 7

Case 1.3

Waste Management: A Focus on Ethics and Due Professional
Care 11

Case 1.4
WorldCom: A Focus on Professional Responsibility 15

Case 1.5
Sunbeam: A Focus on Ethics and Due Professional Care 19

Case 1.6
The Fund of Funds: A Focus on Independence 23

SECTION TWO

UNDERSTANDING THE CLIENT’S BUSINESS
AND INDUSTRY 27

Case 2.1
Enron: A Focus on Fraud and Inherent Risk Assessment 29

Case 2.2

Waste Management: A Focus on Fraud and Inherent Risk
Assessment 33

Case 2.3

WorldCom: A Focus on Fraud and Inherent Risk Assessment 39
viii



Table of Contents  ix

Case 2.4

Sunbeam: A Focus on Fraud and Inherent Risk Assessment 43
Case 2.5

Qwest: A Focus on Fraud and Inherent Risk Assessment 47
Case 2.6

The Baptist Foundation of Arizona: A Focus on Fraud and
Inherent Risk Assessment 51

Case 2.7

The Fund of Funds: A Focus on Fraud and Inherent Risk
Assessment 55

SECTION THREE
INTERNAL CONTROL SYSTEMS 61

Case 3.1
Enron: A Focus on Company Level Controls 63

Case 3.2
Waste Management: A Focus on Company Level Controls 67

Case 3.3
Waste Management: A Focus on General Computing Controls 73

Case 3.4

The Baptist Foundation of Arizona: A Focus on Company Level
Controls 77

Case 3.5
The Fund of Funds: A Focus on Company Level Controls 81

Case 3.6
WorldCom: A Focus on Internal Controls 91

Case 3.7
WorldCom: A Focus on Internal Audit 95

Case 3.8
Owest: A Focus on Company Level Controls 99

Case 3.9
Waste Management: A Focus on Top-Side Adjusting Entries 105



x  Table of Contents

SECTION FOUR
AUDIT OF ACCOUNTS, PROCESSES, AND ASSERTIONS 109

Case 4.1

Enron: A Focus on Evidence—The Chewco Special Purpose
Entity 111

Case 4.2
Owest: A Focus on Evidence—IRU Swap Transactions 117

Case 4.3
Enron: A Focus on Revenue Recognition 121

Case 4.4
Waste Management: A Focus on Capitalization of Expenses 125

Case 4.5

Waste Management: A Focus on Depreciation
and Amortization 129

Case 4.6
WorldCom: A Focus on Line Cost Accruals 133

Case 4.7
Sunbeam: A Focus on Restructuring Reserves 137

Case 4.8
Sunbeam: A Focus on Revenue Recognition 141

Case 4.9
Qwest: A Focus on Revenue Recognition 145

Case 4.10

The Baptist Foundation of Arizona: A Focus on Presentation and
Disclosure 149

Case 4.11
Owest: A Focus on Presentation and Disclosure 153

Case 4.12
The Fund of Funds: A Focus on Evidence—Asset Valuation 157

Case 4.13
The Baptist Foundation of Arizona: A Focus on Evidence—

Qionificant Trancarkinne 141



Table of Contents  xi

APPENDIX
COMPANY CASES 165

Case A.1
Enron 167

Case A.2
Waste Management 181

Case A.3
WorldCom 197

Case A4
Sunbeam 213

Case A.5
Qwest 227

Case A.6
The Baptist Foundation of Arizona 241

Case A.7
The Fund of Funds 253

INDEX 263



Section

ramatic 1mpact on all
he most dramatn:




The case readings have been developed solely as a basis for class discussion.
The case readings are not intended to serve as a source of primary data or as
an illustration of effective or ineffective auditing.

Reprinted by permission from Jay C. Thibodeau and Deborah Freier. Copyright
© Jay C. Thibodeau and Deborah Freier; all rights reserved.



Enron: A Focus on
Independence and Ethics

Synopsis
In its 2000 Annual Report, Enron prided itself on having “metamorph
‘an asset-based pipeline and power generating company to a T
logistics company whose biggest assets are its wel

Wand its innovative pe:cEIe.”1 Enron’s strategy seemed to pay off. In
2000, it was the seventh [argest company on the Fortune 500, with assets of

$65 billion and sales revenues of over $100 billion.? From 1996 to 2000, Enron’s
revenues had increased by more than 750 percent (over 65 percent per year),
which was unprecedented in any inciusz.3 Yet, just a year later, Enron filed for
‘bankruptcy, and billions of shareholder dollars and retirement savings were lost.
In 2002, Enron’s auditor Arthur Andersen LLP, one of the five largest
international public accounting firms, was convicted on one charge of obstruction
of justice in connection with the Enron audit. And although this conviction was
overturned in 2005 by the United States Supreme Court, Andersen’s decision
to destroy evidence cast suspicion on whether Andersen was trying to cover
 up any guilt related to a failure to perform its professional responsibilities.

Arthur Andersen

Enron paid Arthur Andersen $46.8 million in fees for auditing, business con-
sulting, and tax work for the fiscal year ended August 31, 1999; $58 million in
2000; and more than $50 million in 2001.* Andersen was collecting a million

' Enron 2000 Annual Report, p. 7.

B Joseph F. Berardino, Remarks to U.S. House of Representatives Committee on Financial Services,
December 12, 2001.

3 Bala G. Dharan and William R. Bufkins, “Red Flags in Enron’s Reporting of Revenues and Key
Financial Measures,” March 2003, pre-publication draft (www.ruf.rice.edu/~bala/files/dharan-
bufkins_enron_red_flags_041003.pdf), p. 4.

4 Anita Raghavan, “Accountable: How a Bright Star at Andersen Fell Along with Enron,” Wall Street
Journal, May 15, 2002. Accessed from Factiva (February 25, 2005). 3



4 Section One Ethics and Professional Responsibility

dollars a week from Enron in the year before its crash. Enron was one of An-
dersen’s largest clients.

More than half of that amount was for fees that were charged for nonaudit
services.” In 2000, for example, Enron paid Andersen $25 million for audit serv-
ices, and $27 million for consulting and other services, such as internal audit
services.®

In fact, Andersen had performed Enron’s internal audit function since 1993.
That year, Andersen had hired 40 Enron personnel, including the vice president
of internal audit, to be part of Andersen’s team providing internal audit servic-
es.” In 2000, as SEC chairman Arthur Levitt was trying to reform the industry
practice of an audit firm also offering consulting services to their audit clients,
Enron’s Chairman and Chief Executive Officer Ken Lay sent a letter to Levitt
(the letter was secretly coauthored by Andersen partner David Duncan), in
which he wrote:

While the agreement Enron has with its independent auditors displaces a signifi-
cant portion of the activities previously performed by internal resources, it is
structured to ensure that Enron management maintains appropriate audit plan
design, results assessment and overall monitoring and oversight responsibilities . . .
Enron has found its “integrated audit” arrangement to be more efficient and cost-
effective than the more traditional roles of separate internal and external auditing
functions.?

Interestingly, at Andersen, an audit partner’s compensation depended in large
part on his or her ability to sell other services (in addition to auditing) to
clients.” Therefore, the nonaudit services provided to Enron had a big impact
on the salary of the lead Andersen partner on the Enron engagement, David
Duncan, who was earning around $1 million a year.10

Close Ties between Enron and Andersen

After graduating from Texas A&M University, Duncan joined Andersen in
1981, made partner in 1995, and was named the lead partner for Enron two
years later. Duncan developed a close personal relationship with Enron’s Chief

5 Jane Mayer, “The Accountants’ War,” New Yorker, April 22, 2002. Accessed from LexisNexis
Academic (February 25, 2005).

6 Nanette Byrnes, “Accounting in Crisis,” BusinessWeek, January 28, 2002. Accessed from
LexisNexis Academic (February 25, 2005).

7 Thaddeus Herrick and Alexei Barrionuevo, “Were Auditor and Client Too Close-Knit?” Wall Street
Journal, January 21, 2002. Accessed from ProQuest Research Library (February 26, 2005).

8 | etter from Kenneth Lay,” Bigger than Enron transcript, Frontline, Aired on Public Broadcasting
Service on June 20, 2002 (www.pbs.org/wgbh/pages/frontline/shows/regulation/congress/lay.html).
? Jane Mayer, “The Accountants’ War,” New Yorker, April 22, 2002. Accessed from LexisNexis
Academic (February 25, 2005).

10 Bethany McLean and Peter Elkind, The Smartest Guys in the Room: The Amazing Rise and
Scandalous Fall of Enron (New York: Penguin Group, 2003), pp. 146-147.



