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example, in the case of a lease transaction the auditor must evaluate the entity’s decision either to capitalize 
the lease or to treat it as an operating lease. Because of the complexity of the capitalization decision and the 
subjectivity involved in assessing the capitalization criteria, it is not uncommon for such transactions to 
be accounted for incorrectly by the entity. For example, EarthWear leases store and office space accounted 
for as operating leases. Willis & Adams must be sure that these leases do not qualify as capital leases.

Easy and Difficult Transactions to Audit 
The majority of additions to property, plant and equipment are relatively easy to audit because they are 
purchased directly from vendors. For such purchases the auditor is able to obtain evidence for most assertions 
by examining the source documents. However, transactions involving donated assets,  non-monetary 
exchanges and self-constructed assets are often difficult to audit. For example, it may be difficult to verify 
the trade-in value of an asset exchanged or to properly audit the cost accumulation of self-constructed 
assets. The presence of these types of transactions should lead to a higher inherent risk assessment. 
It is certainly worth noting that one of the largest accounting frauds in history, WorldCom, involved the 
improper capitalization of operating expenses as property, plant and equipment to overstate income. See 
Exhibit 14–2 for a more detailed description of the company, the fraud and how the fraud was uncovered.

WorldCom started as a small family long-distance company in 1983. But in the 1990s, it matured 
into a powerhouse. In 1997 it shocked the industry with an unsolicited bid to take over MCI, a 
company more than three times its size. In 1998 CFO Magazine named WorldCom’s CFO, Scott 

WorldCom Overstates PP&E and Net Income Exhibit 14–2

FIGURE 14–1 Flowchart of the Property Management Process: EarthWear Clothiers 
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