Case A.5
Qwest

When Joseph Nacchio became Qwest’s CEO in January 1997 its existing strategy to construct a state-of-the-art fiber-optic network across major cities in the United States, began to shift toward communications services as well. By the time it released earnings in 1998, Nacchio proclaimed Qwest’s successful transition from a network construction company to a communications services provider. “We successfully transitioned Qwest ( into a leading Internet protocol-based multimedia company focused on the convergence of data, video, and voice services.”476
During 1999 and 2000, Qwest consistently met its aggressive revenue targets and became a darling to its investors. Yet, it was later uncovered that Qwest had fraudulently recognized $3.8 billion in revenues and fraudulently excluded $231 million in expenses. When the company announced its intention to restate revenues, its stock price plunged to a low of $1.11 per share in August 2002, from a high of $55 per share in July 2000. During this period, its market capitalization declined by 98 percent, from a high of $91 billion to a low of $1.9 billion.477
Strategic Direction

In the mid-1990s, Qwest Communications International embarked on building a fiber-optic network across major cities within the United States. The network would consist of a series of cables that contained strands of pure glass that could transmit data by using light and the appropriate equipment. Qwest’s initial strategy was to build the network of fiber cable and sell it in the form of an Indefeasible Right of Use (IRU), an irrevocable right to use a specific amount of fiber for a specified time period.

However, when Joseph Nacchio became Qwest’s CEO in January 1997, the strategy of the company shifted toward communications services. Nacchio envisioned that Qwest had the potential of becoming a major telecommunications company that offered Internet and multimedia services over its fiber-optic network, in addition to offering traditional voice communications services as well.478
Qwest’s Construction Services Business

A fiber-optic network consisted of a series of cables that contained strands of pure glass and allowed the transmission of data between any two connected points by using beams of light. While each cable of the fiber optic network typically contained at least 96 strands of fiber, Qwest intended to use 48 of the fiber strands for its own use and to sell the remaining strands to help finance the cost of construction of the network.479 Total revenue from its construction services business was approximately $224.5 million, $688.4 million, and $581.4 million in 1999, 1998, and 1997, respectively.480
Competition

As of 1999, Qwest faced competition from three other principal facilities-based long-distance fiber-optic networks: AT&T, Sprint, and MCI WorldCom. In its 1999 annual filing with the SEC, Qwest warned investors that others—including Global Crossing, GTE, Broadwing, and Williams Communications—were building or planning networks that could employ advanced technology similar to Qwest’s network. Yet, Qwest assured investors that it was at a significant advantage because its network would be completed in mid-1999, at least a year ahead of the planned completion of other networks, and that it could extend and expand the capacity on its network using the additional fibers that it had retained.481
Qwest’s Communications Services Business

As part of its communications services business, Qwest provided traditional voice communications services, as well as Internet and multimedia services to business customers, governmental agencies, and consumers in domestic and international markets. Qwest also provided wholesale services to other communications providers, including Internet service providers (ISPs) and other data service companies. Total revenue from its communications services business was approximately $3,703.1 million, $1,554.3 million, and $115.3 million in 1999, 1998, and 1997, respectively.482
Regulation

The impact of regulatory change was significant in the highly regulated telecommunications industry. The Telecommunications Act of 1996 increased competition in the long distance market by allowing the entry of local exchange carriers and others. Indeed, Qwest warned investors in its 1999 annual filing with the SEC that its costs of providing long distance services could be affected by changes in the rules controlling the form and amount of “access charges” long distance carriers had to pay local exchange carriers to use the local networks they needed to provide the local portion of long distance calls.483
Competition

Qwest’s primary competitors in its communications services business included AT&T, Sprint, and MCI WorldCom, all of whom had extensive experience in the traditional long distance market. In addition, the industry faced continuing consolidation, such as the merger of MCI and WorldCom.

In the markets for Internet and multimedia services, Qwest competed with a wide range of companies that provided web hosting, Internet access, and other Internet Protocol (IP) products and services. Significant competitors included GTE, UUNET (a subsidiary of MCI WorldCom), Digex, AboveNet, Intel, and Exodus.484
Qwest’s Mergers and Acquisitions

To facilitate its growth in its communications services revenue, Quest unveiled an aggressive acquisition strategy in the late 1990s. From October 1997 to December 1998, it acquired, SuperNet, Inc., a regional ISP in the Rocky Mountain region; in March 1998, it acquired Phoenix Network, Inc., a reseller of long distance services; in April 1998, it acquired EUnet International Limited, a leading European ISP; in June 1998, it purchased LCI International, Inc., a provider of long distance telephone services; and in December 1998, it acquired Icon CMT Corp., a leading Internet solutions provider.485 In many of these acquisitions, Qwest used its own company stock as the tender that was needed to acquire the companies.

Qwest’s string of acquisitions culminated during 1999 when it entered into a merger agreement with telecommunications company US West on July 18, 1999. The merger agreement required Qwest to issue $69 worth of its common stock for each share of US West stock, and it gave US West the option to terminate the agreement if the average price of Qwest stock was below $22 per share or the closing price was below $22 per share for 20 consecutive trading days. Less than a month after the merger announcement, Qwest’s stock price had dropped from $34 to $26 per share. So, to prevent any further drops in its stock price, executives and managers were pressured by CEO Nacchio to meet earnings targets to ensure that price per share did not fall below the level specified in the agreement. Although Qwest’s stock price had dropped from $34 to $26 per share less than a month after the merger announcement, Qwest stock was trading above $50 per share by June 2000; Qwest was, therefore, able to acquire US West by using Qwest’s common stock.

Following the merger, Qwest’s senior management set ambitious targets for revenue and earnings of the merged company.486 These targets were especially ambitious in the face of difficult industry conditions. For example, in Qwest’s earnings release for the second quarter 2000, on July 19, 2000, Nacchio said that Qwest would “generate compound annual growth rates of 15–17 percent revenue ( through 2005.” At a January 2001 all-employee meeting, Nacchio stated his philosophy on the importance of meeting targeted revenues:

[T]he most important thing we do is meet our numbers. It’s more important than any individual product, it’s more important than any individual philosophy, it’s more important than any individual cultural change we’re making. We stop everything else when we don’t make the numbers.

Challenges

By 1999, Qwest encountered several obstacles that challenged its ability to meet its aggressive revenue and earnings targets. It faced increased competition from long distance providers, steep declines in the demand for Internet services, an overcapacity in the market resulting from the formation of other major fiber-optic networks, and a decline in the price at which Qwest could sell its excess fiber-optic capacity due to the increase in capacity.487
Despite these significant industry challenges, Qwest’s senior management publicly claimed that the company would continue its pattern of dramatic revenue increases because of a “flight to quality” that customers would enjoy when they left competitors to use Qwest’s services. Within the company, Qwest senior management exerted extraordinary pressure on their subordinate managers and employees to meet or exceed the publicly announced revenue targets. In addition, they only paid bonuses to management and employees for periods when they achieved targeted revenue.488
Sale of Network Assets Initially Held for Use and Capital Equipment

To help meet revenue targets, senior management also began to sell portions of its own domestic fiber-optic network. Originally, this network was to be held for Qwest’s own use and had previously been identified as the “principal asset” of Qwest. Specifically, Qwest sold indefeasible rights of use (IRUs), for specific fiber capacity that it had constructed and used in its own communications services business. In addition, Qwest sold pieces of the network it had acquired from other third parties. And finally, Qwest also sold used capital equipment to generate additional revenue.

Unlike recurring service revenue from its communication services business that produced a predictable amount of revenue in future quarters, revenue from IRUs and other equipment sales had no guarantee of recurrence in future quarters. In fact, both IRUs and equipment sales were referred to internally as “one hit wonders.”489
In its earnings releases during 1999 through 2001, Qwest executives would often fail to disclose the impact of nonrecurring revenues. (See Table 3.8.1. in Section 3, on pages 101 and 102.) In its earnings releases and the Management’s Discussion and Analysis portion of its SEC filings, Qwest improperly characterized nonrecurring revenue as service revenue, often within the “data and Internet service revenues” line item on the financial statements. Qwest’s nonrecurring revenue was included primarily in the wholesale services segment, and to a lesser extent, the retail services segment.490
IRU Swap Transactions

Included within the $3.8 billion of revenues that were fraudulently recognized by Qwest were IRU swap transactions. In such transactions, Qwest would sell IRUs to customers in exchange for purchasing fiber or capacity in similar dollar amounts from those same customers. Under GAAP, no revenue should be recognized in this type of swap transaction unless Qwest had a legitimate business need to purchase the IRU capacity simultaneously from the other telecommunications company. Unfortunately, based on the available evidence, it appears that many of Qwest’s IRU swap transactions failed to meet the requirement to recognize revenue. In addition, in some cases, Qwest’s executives backdated documents for IRU swap transactions to enable earlier revenue recognition.

Business Need for Assets Purchased in IRU Swap Transactions

Beginning in 1999, Qwest found it increasingly difficult to sell IRUs to customers unless it purchased fiber or capacity in similar dollar amounts from those same customers in transactions referred to as “swaps.” For example, in the third quarter 2001, Qwest agreed to purchase $67.2 million of capacity in Pan America from Global Crossing in a swap transaction because Global Crossing could deliver the capacity by the close of the third quarter, a necessary element for booking revenue on Qwest’s simultaneous sale to Global Crossing.491 Yet, many of the assets Qwest purchased in swap transactions seemingly did not have a legitimate business purpose, besides their role in the completion of a swap transaction.

Qwest’s Failure to Use Assets Purchased in Swap Transactions

In most cases, Qwest did not use the assets that it purchased. For example, on September 29, 2000, Qwest purchased from Global Crossing $20.8 million in capacity across the Pacific Ocean as part of a swap transaction. Qwest never activated the capacity and, six months later, returned the $20.8 million in capacity as a credit toward the purchase of different capacity from Global Crossing.492 In fact, members of Qwest’s senior management directed and established quotas for the IRU sales teams to resell capacity that Qwest “[took] on as a result of trades with other carriers that we do not intend to use.”493
Qwest’s Purchase of Assets That Duplicated Other Assets It Owned

Many of the routes Qwest purchased in IRU swaps duplicated network assets that Qwest already possessed. For example, Qwest purchased similar East Asia capacity during 2001 in four swap transactions with Cable & Wireless, Global Crossing, Flag Telecom, and TyCom Networks. Because the routes were redundant, Qwest did not have a business use for at least three of the four routes. In another example, Qwest engaged in a swap with Enron on December 21, 1999, whereby it bought fiber between Denver and Dallas for $39.2 million. However, Qwest had already built and completed a route between those cities that had excess capacity and the ability to be expanded.494
Interaction of IRU Sales Staff with Network Planning Department

Although Qwest’s network planning department was responsible for determining what capacity was needed to expand or develop Qwest’s fiber-optic network, Qwest’s IRU salespeople did not generally consult with the network planning department before purchasing assets in a swap.495 In those few instances when Qwest’s network planning department was consulted, it recommended against the purchase of capacity because Qwest had little or no need for the IRU.496 For example, prior to the purchase of a large amount of fiber from Enron in a third quarter 2001 swap, in which Qwest recognized $85.5 million in revenue on the sale, Qwest’s network planning group made it clear that the Qwest network had no need for the majority of Enron’s fiber route and other assets.497
Study on Use of International Capacity Purchased in IRU Swaps

In late 2001 through early 2002, Qwest conducted a study to determine how to use the international capacity it had purchased in IRU swaps. The study concluded that Qwest could possibly use or resell only one-third of the capacity it had purchased in the swaps. The remaining two-thirds of the capacity purchased was not needed by Qwest, could not be resold, and was, therefore, worthless.498
Accounting for Swap Transactions

In accounting for swaps, Qwest recognized large amounts of revenue immediately, which was an aggressive method relative to the rest of the telecommunications industry. Yet, Qwest capitalized its costs related to purchasing capacity from others as long-term assets that were amortized over the 20–25 year term of the IRU.499
During 2000 and 2001, the frequency, dollar amount, and number of swap transactions grew as Qwest tried to meet its aggressive revenue targets in the face of declining demand for fiber-optic assets. Internally, some Qwest managers and employees referred to these transactions using the acronym of “SLUTS,” which stood for simultaneous, legally unrelated transactions. In fact, most of Qwest’s swaps were completed as directed by members of senior management in the waning days and hours of each quarter in desperate attempts to achieve previously stated revenue targets.500
Pressure from senior management even motivated employees to backdate contracts to falsely demonstrate that a contract was “completed” by the end of the quarter. For example, the company recorded revenue of $69.8 million in the first quarter of 2001 on a swap transaction with Cable & Wireless that had not closed until after the quarter (on April 12, 2001) by backdating the contract to March 30, 2001. In another example of backdating, in the third quarter of 2001, Qwest recognized $85.5 million of revenue on the sale of IRU capacity in a swap with Enron. The parties’ agreements, which are dated September 30, 2001, were not executed until October 1, 2001, after the close of the quarter.501
Premature Revenue Recognition

Included within the $3.8 billion of revenues that were fraudulently recognized by Qwest were prematurely recognized revenues from sales of IRUs for its network. Qwest treated IRU sales as sales-type leases, which allow a seller to treat a lease transaction as a sale of an asset with complete, upfront revenue recognition. According to GAAP, this type of upfront revenue recognition required: (1) completion of the earnings process; (2) that the assets sold remain fixed and unchanged; (3) full transfer of ownership, with no continuing involvement by the seller; and (4) an assessment of fair market value of the revenue components. In addition, as part of the completion of the earnings process, the assets being sold had to be explicitly and specifically identified.

Portability

Qwest generally allowed customers of IRUs the ability to port, or exchange, IRUs purchased for other IRUs. By mid-2001, Qwest had ported at least 10 percent of assets sold as IRUs. Portability was not uncommon in the telecommunications industry, because companies needed the flexibility to change their network as demand changed.502
However, because the practice of porting jeopardized Qwest’s ability to recognize revenue on IRUs upfront, Qwest salespeople would often grant its customers the right to port through secret side agreements or verbal assurances. For example, in the fourth quarter 2000, Qwest sold to Cable & Wireless $109 million of capacity in the United States (and recognized $108 million in upfront revenue) by providing a secret side agreement, which guaranteed that Cable & Wireless could exchange the specific capacity it purchased at a late date.503
As another example, in the first quarter of 2001, Qwest sold IRU capacity to Global Crossing and recognized $102 million of upfront revenue, after it gave secret verbal assurances to Global Crossing that Qwest would agree to exchange the capacity when the IRU capacity that Global Crossing actually wanted became available.504
Ownership Transfer

Qwest also had a significant continuing involvement with all IRUs sold in the form of ongoing administrative, operating, and maintenance activities. While Qwest’s IRU sales agreements generally provided for title transfer at the end of the lease term, conditions also existed that would require that the title remained with Qwest, in reality. In addition, there was significant uncertainty about whether the title would ever transfer in certain other situations.505
Interestingly, there was no statutory title transfer system for IRUs that is comparable to what exists for real property. In addition, some of Qwest’s “right of way” agreements on the underlying IRUs actually expired prior to the end of the IRU terms. Further, some of the underlying IRU agreements (concerning IRUs that Qwest purchased from a third party, and then resold) did not allow Qwest to sublease its “rights of way” or did not provide title to Qwest. Therefore, Qwest could not legally provide those rights to a third party.506
In some IRU contracts, Qwest specifically stated that the purchaser did not receive any ownership interest in the fiber. Similarly, in many contracts, Qwest prohibited the purchaser from assigning, selling, or transferring the fiber-optic capacity, without Qwest’s prior written consent. For example, on March 31, 2000, Qwest entered into a $9.6 million IRU transaction with Cable & Wireless in which Qwest included a clause preventing assignment, sale, or transfer without Qwest’s consent.507
Other Characteristics That Failed to Comply with GAAP

Qwest’s upfront revenue recognition of IRUs was also premature because Qwest routinely neglected to specify the assets it was selling. For example, in the first quarter ended March 31, 2001, Qwest sold $105 million of fiber-optic capacity to Global Crossing and recognized approximately $102 million in revenue on the sale. This was done despite the fact that the majority of the capacity was not specified in the contract by the end of the quarter. Rather, the contract exhibit intended to list the assets sold simply stated—”to be identified.” Further, Global Crossing and Qwest did not identify the geographic termination points of some of the capacity purchased by Qwest until June 2001, three months after Qwest recognized the revenue on the sale transaction.508
In addition, to circumvent problems on its network or to optimize the network’s efficiency, Qwest often moved IRUs previously sold, without customer consent, to different wavelengths and different routes as required. This process was known as grooming. During the third and fourth quarters of 2001, Qwest senior management knew of numerous IRUs that had been rerouted on different fibers. Qwest personnel informed senior management that the IRUs could not be restored to their original routes and advised senior management to reverse the revenue recognized from the IRU sales. Qwest senior management, however, rejected the employees’ recommendations. From the fourth quarter of 2001 through early 2002, Qwest continued to reroute IRU fibers as necessary.509
Dex’s Changes to Publication Dates and Lives of Directories

As part of its scheme to mislead the marketplace, Qwest executives often made false and misleading disclosures concerning revenues from its directory services unit, Qwest Dex Inc. (Dex). Qwest manipulated revenue from Dex for 2000 and 2001 by secretly altering directory publication dates and the lives of directories.

Dex published telephone directories year-round in approximately 300 markets in 14 states. It earned revenue by selling advertising space in its directories. Each of its directories typically had a life of 12 months, and Qwest traditionally recognized directory revenue over the life of the directory. However, in late 1999, Dex adopted a “point of publication” method of accounting and began to recognize all advertising revenue for a directory as soon as Dex began deliveries of that directory to the public.

In August 2000, Dex executives informed Qwest senior management that Dex would be unable to achieve the aggressive 2000 earnings’ targets that management had set for it. As one option for making up for the shortfall, Dex suggested that it could publish Dex’s Colorado Springs directory in December 2000 rather than January 2001 as scheduled, thereby allowing Qwest to recognize revenue from the directory in 2000 rather than 2001. One Dex executive expressed opposition, citing his concern that such a schedule change would severely reduce 2001 revenue and earnings. He also expressed his view that Qwest probably would be required to disclose the change in the regulatory filings with the SEC. Despite this executive’s opposition, Qwest senior management instructed Dex to move forward with the proposed change.

By recognizing revenue from the Colorado Springs directory in 2000, Qwest generated $28 million in additional revenue and $18 million in additional earnings before interest and tax, depreciation, and amortization (EBITDA) for the year. The additional revenue generated in 2000 accounted for about 30 percent of Dex’s 2000 year-over-year revenue increase. It further allowed Dex to show 6.6 percent year-over-year revenue growth versus 4.6 percent if the schedule change had not been made.

In Qwest’s 2000 Form 10-K, Qwest informed investors that Dex’s revenue for 2000 increased by almost $100 million. It wrote that the increase was due in part to “an increase in the number of directories published.” At the same time, it failed to inform investors that Dex generated nearly one-third of that amount by publishing the Colorado Springs directory twice in 2000. It also did not inform investors that the schedule change would produce a corresponding decline in Dex revenue for the first quarter of 2001.

For 2001, Qwest senior management established revenue and EBITDA targets for Dex that were higher than what Dex management believed was possible to achieve. In fact, the EBITDA target was $80–100 million greater than the amount Dex management believed was achievable. Dex management complained to Qwest’s senior management about the unrealistic targets. Yet, Qwest’s senior management not only refused to change the targets, but it also did not allow Dex a reduction in the targets to compensate for the revenue from the Colorado Springs directory that was recognized in 2000.

In March 2001, Dex management met with some of Qwest’s senior management to discuss “gap-closing” ideas for the first two quarters of 2001 in an attempt to achieve its 2001 financial targets. One idea was to advance the publication dates of several directories, thus, allowing Dex to recognize revenue in earlier quarters; another idea was to lengthen the lives of other directories from 12 to 13 months, thereby allowing Dex to bill each advertiser for one additional month of advertising fees in 2001. Senior managers at Qwest instructed the Dex managers to implement the changes. Similar changes were approved by senior management at Qwest and implemented by Dex to allow it to meet its third and fourth quarter financial targets.

During 2001, Dex advanced the publication dates or extended the lives of 34 directories. Those schedule changes produced $42 million in additional revenue and $41 million in additional EBITDA. Qwest’s Forms 10-Q for the first three quarters of 2001 stated that period-over-period improvements in Dex’s revenue were due in part to changes in the “mix” and/or the “lengths” of directories published. Like the 2000 Form 10-K, these reports did not include any information about the directory schedule changes or the reasons for those changes.

Independent Auditor Arthur Andersen and the SEC

The SEC brought charges against Mark Iwan, the Global Managing Partner at Arthur Andersen—the outside auditor for Qwest from 1999 to 2002—alleging that Iwan “unreasonably relied on management’s false representations that certain revenue recognition criteria for immediate revenue recognition on IRUs were met.” On account of these charges and others, the SEC ordered that Iwan was denied the privilege of appearing or practicing before the SEC as an accountant for a minimum of five years.

Specifically, the SEC found that Iwan learned that Qwest’s porting of capacity had risen to approximately 10 percent of the capacity sold by mid-2001. Although Iwan required Qwest to stop the practice of porting, he allegedly did not go back and ensure that the prior revenue recognition was in conformity with GAAP. Rather, Iwan exclusively relied on management’s representations that “Qwest had made no commitments to allow its customers to port capacity, that it was never Qwest’s intention to allow customers to port capacity, and that Qwest would not honor any future request to port capacity.”510
The SEC also found that Iwan relied on representations from Qwest’s management and legal counsel that title did actually transfer on IRUs. In fact, Iwan allegedly knew by early 2000 that Qwest senior tax personnel believed there were “significant uncertainties as to whether title transfer would occur” and, thus, Qwest would treat IRUs as operating leases for tax purposes. Surprisingly, Iwan failed to reconcile Qwest’s position on title transfer for IRUs for income tax reporting purposes with its different position for financial reporting purposes under GAAP.511
In 2001, Iwan required Qwest to obtain an outside legal opinion that Qwest had the ability to transfer title to the IRUs it sold over the past three years. Qwest provided to Iwan an abridged summary of the legal opinion that contained significant assumptions, qualifications, ambiguities, and limitations that were critical to evaluating whether Qwest met the ownership transfer requirements. Yet, Iwan continued to rely on the false representations of management and legal counsel in this regard.512
Comprehensive List of Case Questions

1.
Based on your understanding of fraud risk assessment, what three conditions are likely to be present when a fraud occurs? Based on your understanding of the Qwest audit, which of these three conditions appears to be most prevalent and why?

2.
Consult Paragraph #39 of PCAOB Auditing Standard No. 2. Based on your understanding of inherent risk assessment and the case information, please identify three specific factors about Qwest’s business model that might cause you to elevate inherent risk if you were conducting an audit of internal control over financial reporting at Qwest.

3.
Consult Q39 and Q43 of the PCAOB Staff Questions & Answers (May 16, 2005). Please comment about how your understanding of the inherent risks identified at Qwest (in Question 2) would influence the nature, timing, and extent of your audit work at Qwest.

4.
Please consult Paragraphs #71–72 of PCAOB Auditing Standard No. 2. Next, consider revenue earned in the construction services and the communication services businesses. Do you believe that any of the different types of revenue earned by Qwest would have a “different level” of inherent risk? Why or why not?

5.
Please consult Paragraphs #49 and 114 of PCAOB Auditing Standard No. 2. Define what is meant by control environment. Why does the “tone at the top” have a “pervasive” effect on the reliability of financial reporting at an audit client like Qwest? Based on the case information, do you believe that the proper “tone at the top” was established at Qwest? Why or why not?

6.
Please consult Q38 of the PCAOB Staff Questions & Answers (May 16, 2005). Comment about how your understanding of Qwest’s control environment and other company level controls would help you implement a “top-down” approach to an internal control audit at Qwest.

7.
Consider Paragraph #63 and Paragraphs #68–70 of PCAOB Auditing Standard No. 2. Please identify the most relevant financial statement assertion related to the nonrecurring revenue (i.e., “one-hit wonders”). Why is it the most relevant?

8.
Please consider Paragraph #72 of PCAOB Auditing Standard No. 2. How would you classify the nonrecurring revenue (i.e., “one-hit wonders”)? Why?

9.
Consult Q5 of the PCAOB Staff Questions & Answers (June 23, 2004) and your primary audit text. What is the auditor’s responsibility related to information disclosed by management at the time of an earnings release, if any? What is the auditor’s responsibility related to the information disclosed by management in the Management’s Discussion & Analysis section, if any? Do you agree with these responsibilities? Why or why not?

10.
Please describe why the recognition of revenue for IRU swaps for fiber-optic assets that are not actually needed by Qwest is inappropriate under GAAP. As an auditor, what type of evidence would allow you to determine whether the recognition of revenue would be appropriate under GAAP?

11.
Consider Paragraph #63 and Paragraphs #68–70 of PCAOB Auditing Standard No. 2. Please identify one relevant financial statement assertion related to the revenue account that is impacted by an IRU swap. Why is it relevant?

12.
Please consult Paragraph #84 of PCAOB Auditing Standard No. 2. The paragraph states that “the auditor should clearly link individual controls with the significant accounts and assertions to which they relate.” For the assertion identified in Question #2, please identify a specific internal control activity that would help to prevent or detect a misstatement related to the recognition of revenue for IRU swaps.

13.
Has Qwest complied with the matching principle in accounting for their IRU swap transactions? Why or why not?

14.
Consider Paragraph #25 of PCAOB Auditing Standard No. 2. Please discuss an internal control procedure that would help to prevent, detect, or deter the practice of “backdating” contracts to recognize revenue prematurely.

15.
Please describe why the upfront revenue recognition practices for sales of IRUs by Qwest was not appropriate under GAAP. Please be specific.

16.
Based on your understanding of audit evidence, did Arthur Andersen rely on sufficient and competent audit evidence in its audit of the Qwest’s upfront revenue recognition processes? Why or why not?

17.
Please consider Paragraph #63 and Paragraphs #68–70 of PCAOB Auditing Standard No. 2. Identify one relevant financial statement assertion related to the revenue account used for IRU sales by Qwest. Why is this assertion relevant?

18.
Consult Paragraph #84 of PCAOB Auditing Standard No. 2. For the assertion identified in Question #2, please identify a specific internal control activity/procedure that would help to prevent or detect a misstatement related to the practice of upfront revenue recognition of IRUs by Qwest.

19.
Describe why the revenue recognition practices of Dex were not appropriate under GAAP. Please be specific.

20.
Please consider Paragraph 63 and Paragraphs #68–70 of PCAOB Auditing Standard No. 2. Identify one relevant financial statement assertion related to revenue recognized at Dex. Why is this assertion relevant?

21.
Consult Paragraph #84 of the Internal Control Standard. For the assertion identified in Question #2, identify a specific internal control activity that would help to prevent or detect a misstatement related to revenue recognition at Dex.

22.
Consider the impact of the pressure exerted by Qwest’s senior management team to meet aggressive revenue and earnings targets. Please comment about why such a “tone at the top” would always have a pervasive effect on the reliability of financial reporting at an audit client like Qwest.

23.
Please consult Paragraphs #49 and 114 of the PCAOB Auditing Standard No. 2. Next, comment about the impact that Qwest’s revenue disclosure practices would have on an auditor’s assessment of Qwest’ control environment.
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