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Case Objectives and Use

The case offers an example of two frauds within one firm, which presents challenges for a newly hired CFO as he discovers them and tries to figure out what to do. It enables students to apply the percentage-of-completion method of revenue recognition to a service business. It asks students to answer questions related to revenue recognition, fraud detection, and ethical issues. The case is best suited for an intermediate accounting or accounting theory class, but could also be used in a fraud or ethics class as well.

Case Synopsis

The new CFO of a firm offering educational training seminars to physicians and health care professionals was reviewing the company’s financial statements. The firm was in negotiations with takeover candidates, with the tentative purchase price to be a multiple of current period operating income. The company’s project revenue was measured on a percentage-of-completion basis as measured by labor expended. Directly traceable costs such as travel, speaker honoraria and the like were deducted as “revenue offsets” in order to determine net revenue. However, the CFO noticed that the amount of such recorded offsets seemed to be understated. Further investigation found that the company failed to record all offsets, thus overstating income. When queried, the owner claimed that rapid growth and significant turnover led to an inability to maintain all records in a timely manner. Having nothing else to go on, the CFO accepted the owner’s reply at face value.

Soon, however, a new problem arose: the amount of gross revenue recorded was significantly overstated. If 40% of the labor expected to be associated with a given project had been incurred, then 40% of the total revenue expected to be earned on the project was recognized. But the company had no system in place for tracking the hours incurred on a given project or for estimating the total hours to be incurred over the life of the project. Managers were under pressure to inflate revenue numbers, and this had started shortly after the issue with the “revenue offsets” had been corrected. The CFO had now discovered two different frauds within a period of the first several months in his new position. He needed to determine a course of action, and soon.
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