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Case Objectives and Use

This case illustrates that in order to perform an effective audit; an auditor must understand a client’s business and industry and assess a client’s business risk. It also shows the significance of analytical procedures in the planning and testing stages of an audit. The case was written for business school undergraduate and graduate courses in auditing. It is best suited for the sections on audit evidence, analytical procedures, and financial statement fraud. 

Case Synopsis

It was in April 2002, and Peter Sullivan, partner in charge of the audit engagement at Softnet Systems was becoming uneasy with their client’s accounting practices. Softnet Systems was a San Francisco based software services firm that provided software and services to the U.S. and international market. Although the firm was a new client to John Sanders LLP, Peter’s firm regarded Softnet as a very important client because they had also been contracted to provide extensive consulting services. Peter was worried that any problems with Softnet’s accounting practices could lead to disagreements with the client and jeopardize the relationship between John Sanders LLP and Softnet. 

The major issues relating to the audit were Softnet’s revenue recognition practices and related party transactions between some board members and the firm. Based on the evidence they had gathered so far, Peter and his team believed that Softnet’s license revenues were overstated, however, they were unable to obtain conclusive evidence because of the uncooperative attitude of Richard Drew, the chief accounting officer. A related problem was that the firm had extended agreements with many customers who had consistently defaulted. Regarding the related party transactions, Softnet had entered into questionable lease agreements with BTS Services and Parsons Baseball Club. The CEO of BTS Services was Mr. Morales, the chairman of Softnet’s board of directors and Parsons Baseball Club was owned by George Lucas, another Softnet board member. Another issue that puzzled Peter was that Softnet was performing very well during a period that other firms in the software services industry were experiencing a slump. Softnet had consistently reported increasing revenues and gross profits well above the industry average, and the firm’s stock had been constantly outperforming the S&P 500 and the Goldman Sachs software index. As he reviewed this issue, Peter thought, “Is Softnet’s performance an accurate reflection of the firm’s performance or due to fraudulent accounting practices?”
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