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ABSTRACT: Diamond Foods is a comprehensive case that provides an opportunity for students to apply several
financial auditing concepts and professional auditing standards to a real-world context. Diamond overstated its
earnings of fiscal 2010 and 2011, by 38 percent and 47 percent, respectively, by delaying recognition of the cost of
walnuts acquired to later accounting periods. The case requires students to determine whether Diamond’s external
auditor—Deloitte & Touche, LLP (Deloitte)—fulfilled its responsibility to obtain reasonable assurance that the
financial statements were free of material misstatement. Students need to determine whether Deloitte’s issuance of
an unqualified opinion on Diamond’s financial statements and internal controls violated professional auditing
standards. In addition, students are required to evaluate whether Deloitte obtained sufficient understanding of
Diamond’s business and industry, exercised the needed professional skepticism, and used appropriate analytical
procedures to discharge its professional responsibilities. The case presents an opportunity to achieve several
learning objectives, including the development of research, critical-thinking, communication, and problem-solving
skills. The case is appropriate for use in a graduate or undergraduate course in financial auditing. It can also be used
in a fraud examination course, or in a capstone course in the accounting curricuium.

Keywords: professional skepticism; analytical procedures; auditing standards; auditor liability; Deloitte; fraud
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CASE

Auditors must approach their jobs with independence and skepticism. How do we instill those necessary traits in
auditors? This may be the most important auditing question of our time.
—James Doty, PCAOB Chairman

Remarks made at SEC Reporting Conference, June 2, 2011

Understanding financial relationships is essential in planning and evaluating the results of analytical procedures, and
generally requires knowledge of the client and the industry or industries in which the client operates.
—American Institute of Certified Public Accountants, AU 329

The Company

company that focused on several brands, including Kettle Brand® Chips, Emerald® snack nuts, Pop Secret® popcorn,
and Diamond of California® nuts. The Company’s strategy is to build and energize brands as well as identify
opportunities to add value by making a relevant connection to the contemporary consumer. Diamond’s products are distributed

globally in stores where snacks and culinary nuts are sold. The Company has approximately 1,700 employees and its stock
trades on the NASDAQ market under the symbol DMND.

Dimn(md Foods, Inc. (hereafter, Diamond or the Company) is an innovative premium snack food and culinary nut
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Founded in 1912 with a strong heritage under the Diamond of California® brand, Diamond Foods was converted from an
agricultural cooperative association to a Delaware corporation when it completed its initial public offering in July 2005. Soon
after incorporation, the Company began a series of acquisitions under the leadership of its Chief Executive Officer (CEQ)
Michael J. Mendes. The annual reports of the Company indicate that in May 2006, Diamond acquired certain assets of
Harmony Foods Corporation. In September 2008, it acquired Pop Secret®, a brand of microwave popcom products, for $190
million cash from General Mills, Inc. In February 2010, it acquired Kettle Brand® Chips, a premium potato chip company, for
$615 million cash from Lion Capital LLP, UK.

The acquisitions helped Diamond achieve impressive sales growth and profitability. Every year since its incorporation in
2005, Diamond reported higher revenues, gross profit, and net income than the year before; its reported earnings per share
(EPS) has exceeded the consensus analyst estimate in most years." The superior financial performance of Diamond was
reflected in the price of Diamond’s common stock, which increased from $17 (IPO price) in July 2005 to $76.53 in July 2011,
earning investors a compound annual return of 28 percent.

The Stars behind Diamond’s Success—CEQ Michael Mendes and CFQO Steven Neil

Michael Mendes played a pivotal role in Diamond’s success. He joined Diamond in 1991 as the Vice President of
International Sales and Marketing and was promoted to be Diamond’s president and chief executive officer (CEO) in 1997.
Mendes was a member of Diamond’s Board of Directors beginning in 2005 and was its chairman from January 2011 to
February 2012. During his tenure at Diamond, Mendes worked hard to turn Diamond into an entrepreneurial and performance-
driven organization. He developed a deep understanding of Diamond’s culiure and employees.

Steven Neil joined Diamond as Executive Vice President, Chief Financial and Administrative Officer in March 2008 and
served in that position until February 2012. He had served as an independent director on Diamond’s Board from 2005 until
2008 when he accepted employment with Diamond. In addition to CFO duties, Neil was also responsible for operations,
logistics, information technology (IT), treasury, grower relations, and purchasing.

The compensation of Diamond’s senior management was tied to the Company’s success. In fiscal 2009, 2010, and 2011,
$2.6 million of Mendes’ $4.1 million in annual bonus was paid because Diamond beat its EPS goal, according to regulatory
filings (Byrnes, Huffstutter, and Dalal 2012). The compensation paid to Neil, who became the CFO in March 2008, was
approximately cight times that of his predecessor CFO at the time of Diamond’s conversion from a cooperative. During the
fiscal years 2009, 2010, and 2011, Neil received $1.18 million in bonuses, of which $687,043 were tied to meeting EPS goals
(SEC v. Steven Neil 2014).

Diamond’s Growth Ambition Gets Higher: Acquisition of Pringles®

The strategic direction provided by the senior management of Diamond led to an impressive growth in sales and income in
every year since its incorporation. The common-size balance sheets, common-size statements of operations, and statements of
cash flows of Diamond for each year since 2006 are presented in Exhibit 1, Panels A, B, and C, respectively.

Continuing the trajectory of high growth, Diamond se its sights on an even more ambitious target, Pringles®. Beginning in
May 2010, Diamond submitted several offers to Procter & Gamble (P&G) to purchase P&G’s Pringles® brand of potato chips.
The Pringles® acquisition would make Diamond the second largest snack food company (only behind PepsiCo Inc.’s Frito-
Lay®). Although Procter & Gamble initially rejected Diamond’s offers, negotiations resumed in February 2011.

On April 5, 2011, Diamond reached an agreement to acquire Pringles® by exchanging $1.5 billion of Diamond’s stock and
paying $850 million in cash toward the total purchase price of $2.35 billion. As noted in Gujarathi (2015), the transaction had a
“cash collar,” such that if the price of Diamond’s stock dropped, then Diamond would increase the cash component (to as high
as $1.05 billion), and if the stock price rose, then the cash component would be reduced (1o as low as $700 million).

The expected benefits of acquisition were attractive. In the conference call to announce the Pringles® merger, Mendes
stated: “In fiscal 2012 we expect net sales for the combined company to be approximately $1.8 billion and EPS in the range of
$3.00 to $3.10. This reflects EPS accretion of $0.12 to $0.15 per share.” In the same conference call, CFO Steven Neil
mentioned that although Diamond would incur merger and integration-related costs of approximately $100 million” over the
first two years, he agreed with Mendes that “the financial benefits of improved margins, significant EPS accretion, and free cash
flow will make Diamond an even stronger company in the future, delivering exceptional value to Diamond and P&G

! The consensus estimates of fully diluted EPS for fiscal years 2007, 2008, 2009, 2010, and 2011 were $0.508, $0.888, $1.36, $1.373, and $2.319,
respectively (Bloomberg). In comparison, the actual fully diluted EPS numbers were $0.53, $0.91, $1.44, $1.36, and $2.22, respectively in 2007 through
2011,

? On September 16, 2011, Diamond announced in its proxy statement an increase of $50 million in the estimated transaction and integration costs of the
Pringles® acquisition, raising the figure from $100 million to $150 million.
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EXHIBIT 1

Common-Size Balance Sheets and Statements

Panel A: Balance Sheets, July 31 (amounts in thousand dollars)

2008 2007 2008 2009 2010 2011
ASSETS
Currentassets:
Cashand cash equivalants 35,614 14.1% 23,755 14.3% 74,279 27.2% 24,802 63% 5,642 0.5% 3112 0.2%
Trade recelvables, net 49,536 19.6% 50,662 21.4% 46,256 16.9% 33,492 B5% 65,553 5.3% 98,218 7.6%
Inventories 99,177 39.2% 90,619 38.3% 88,526 T 34% 85,027 215% 143,405 11.7% 145,575 1L3%
Deferred income taxes 4,578 1.8% 4,805 2.0% 7,387 7% 13,109 3.3% 10,497 0.9% 13,249 10%
Prepaid income taxes 3,147 1.2% 1,854 0.8% = 0.0% - 0.0% 9,225 0.-8% 2,783 0.2%
Property held for sale 1,728 0.7% = 0.0% = 0.0% = 0.0% % 0.0% % 0.0%
Prepaid expenses and other current assets 4,182 1.7% 2,417 10% 4,261 1.6% 3,504 0.9% 5,767 0.5% 13,102 1.0%
Total current assets 197,962 78.2% 184,112 77.9% 220,709 80.8% 160,024 40.5% 240,089 19.6% 276,035 21.4%
Restricted cash - 0.0% - 0.0% - 0.0% - 0.0% - 0.0% 15,795 1.2%
Property, plantand equipment, net 34,291 13.6% 33936 14.4% 34,606 12.7% 51,115 12.9% 117,316 2.6% 127,407 9.9%
Deferredincome taxes 4,812 19% 4,922 2.1% 5,802 21% 6,230 16% 13,625 11% 3.870 0.3%
Goodwill 5,077 2.0% 5,432 2.3% 5,432 2.0% 76,076 19.3% 396,788 32.4% 407,587 31.6%
Cther intangible assets, net 3941 16% 3,707 1.6% 3473 1.3% 97.883 24.8% 449,018 36.6% 450,855 35.0%
Otherlong-termassets 6,949 2.7%| 4,294 1.8% 3,245 12% 3,564 0.9%) 8,536 0.7%| 6,842 0.5%
Total assets 253,032 100.0% 236,403 100.0% 273,267 100.0% 394,892 100.0% 1,225,872 100.0% 1,288,395 100.0%
LEABILITIESAND STOCKHOLDERS EQUITY
Currentliabilities:
Current pertion of long-term debt - 00% 162 0.1% - 0.0% 15,000 38% 40,000 33% 41,700 3.2%
Accounts payable and accrued liabilities 28,371 11.2% 25,306 1L1% 42,251 155% 54,453 16.3% 92,166 7.5% 144,060 11.3%
Payable to growers (Note 1) 81,902 32.4% 57,117 24.2% 56,542 20.8% 29,149 7.4% 35,755 29% Q0%
Total currentlisbilities 110,273 43.6% 83,585 35.4% 99,193 36.3% 108,602 27.5% 167,921 137% 185,760 18.4%
Long-term obligations 20,000 79% 20,345 26% 20,204 7.4% 100,085 25.3% 516,100 42.1% 450,001 3R.0%
Deferredincome taxes - 0.0% - 0.0% - 0.0% 1,221 0.3% 144,755 11.8% 131,870 10.2%
Other liabilities 11,933 4.7% 7,132 3.0% 7,647 2.8% 11,643 29% 17,153 1% 25,969 2.0%
Stockholders equity:
Common stock, $0.001 parvalue 16 0.0% 16 0.0% 16 0.0% 17 0.0% 2 0.0% 22 0.0%
Treasury stock, at cost - 0.0% (1,436) -0.6% (3.203) -1.2% (4,256) -1.1% {5,050} -0.4% (6,867} -0.5%
Additional paid-in capital 93,362 37.1% 101,106 42.8% 112,550 41.2% 122,817 31.1% 307,032 25.0% 318,083 24.7%
Acc othercomp i in/{loss) 36) 0.0% 2,233 0.9% 1,584 0.6% (1,256) -0.3% 869 -0.1% 18,500 1.4%
Retainedearnings 16,884 6.7% 23,422 9.9% 35,276 12.9% 56,059 14.2% 78,808 £6.4% 125,057 9.7%
Totalstockholders equity 110,826 43.8% 125,341 53.0% 146,223 53.5% 173,341 43.9% 379,943 31.0% 454,795 35.3%
Total liabilities and stockholders equity 253,032 100.0% 236,403 100.0% 273,267 100.0% 394,892 100.0% 1,225,872 100.0% 1,288,395 100.0%

Note 1: Payable to growers was presented in Diamond’s balance sheet as a separate line item until July 31, 2010. In the balance sheet of July 31, 2011, the
payable to growers of $15,186 was combined with accounts payable and accrued liabilities of $128,874, for a total of $144,060.
Source: Numeric Values, Annual Reports of Diamond Foods. Percentages as calculated by the case aunthor.

{continued on next page)

shareholders.” Prospects of the Pringles® acquisition sent Diamond’s share price to $96.13, the highest in its history, in
September 2011.

Controversy over Accounting of Grower Payments Brings Clouds to Diamond’s Horizon

Everything seemed to be going perfectly well for Diamond until the publication of a report on September 25, 2011 by
Mark Roberts, an analyst with the Off Wall Street Consulting Group, a firm specializing in short-sale research (Off Wall Street
2011). Roberts noted that Diamond’s earnings for 2011 were likely overstated because the Company made payments during
that year to pay off growers who were underpaid the prior year. Typically, the Company takes delivery of walnuts during the
Fall harvest season (September November) and pays for the purchases in three installments, per the guidelines issued at the
beginning of the season. The price for walnuts is not known at the time of delivery. Therefore, Diamond records the cosis of
walnuts in its quarterly financial statements using an estimate. The order in SEC v. Michael Mendes (2014) noted:

Each quarter, Diamond’s finance department would prepare a memorandum justifying the walnut price used to value
walnut inventory and the cost of the walnuts sold during the quarter. This memorandum was provided to the

company’s independent auditors, and the auditors relied on the memorandum as a representation that the walnut price
had been determined in accordance with the accounting policy.
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EXHIBIT 1 (continued)

Panel B: Statements of Operations for the Year Ended July 31 (in thousand dellars, except per share amounts)

2006 2007 2008 2069 2010 2011

Netsales 477,205 100.0% 522,585 100.0% 531,492 100.0% 570,940 100.0% 680,162 100.0% 965,922 100.0%
Cost of sales 411,809 86.3% 443,345 85.0% 443,490 83.4% 435,344 76.3% 519,161 76.3% 714,775 7A0%
Grassprofit 65,396 13.7% 78,680 15.0% 88,002 16.6% 135,596 23.7% 161,001 237% 251,147 26.0%
Operaling expenses:

Selling, general and administrative 37,046 7.8% 42541 8.1% 43,613 8.2% 60,971 10.7% 64,301 9.5% 96,960 10.0%

Advertising 17,977 3.8% 20,445 3.9% 20,508 3.9% 28,785 5.0% 32,962 4.8% 44,415 4.6%

Restructuring and other costs, net 3,442 0.7% {15) 0.0% - 0.0% - 0.0% - 0.0% 0.0%

Loss on termination of defined benefit plan . 0.0% 3,054 0.6% - 0.0% - 0.0% = 0.0% = 0.0%

Acquisition and integration related expenses = 0.0% = 0.0% = 0.0% . 0.0% 11,508 1.7% 16,792 1.7%

Tatal operatingexpenses 58,465 12.3% 66,025 12.6% 64,121 12.1% 89,756 15.7% 108,771 16.0% 158,167 15.4%
incomefrom operations 6,931 15% 12,615 2.4% 23,881 4.5% 45,840 8.0% 52,230 7.7% ; 92,980 9.6%

Interestexpense, net 295 0.1% 1,291 0.2% 1,040 02% 6,255 11% 10,180 15% 23,840 2.5%

Other 310 Q1% 98 0.0% % 0.0% 898 0.2% 1,849 03% & Q0%
Income before income taxes 6,326 13% 11,226 21% 22,841 4.3% 38,687 6.8% 40,201 5.9% 69,140 72%

Incone taxes {tax benefit) {1,010) -0.2% 2,793 0.5% 8,085 15% 14,944 2.6% 13,930 21% 18,929 2.0%
Netincome (ioss) 7,336 15% 2433 1.6% 14,756 2.8% 23,743 4.2% 26,211 3.9% 50,211 5.2%
Earnings per share:

Basic 0.47 0.53 0.92 145 140 228

Diluted 0.47 053 091 142 136 222

to share:

Basic 15,634 15,786 16,088 16,073 18,313 21,577

Diluted 15,653 15,786 16,152 16,391 18,843 22,242
Totaldividends on common stock: 1,407 1,895 2,302 2,960 3,462 3,962
Annual dividend per share: 0.09 0az 018 ais 0.18 0.18

Source: Numeric Values, Annual Reporis of Diamond Foods. Percentages as calculated by the case author.
(confinued on next page)

While the first two installments for the Fall 2009 crop were made in a customary fashion, the third and final payment of
$20 million on August 13, 2010 was unusual. Diamond sent a letter to growers, signed by CEQ Mendes, stating that the August
2010 check was intended to “represent both the final payment of the Fall 2009 crop and a ‘continuity payment’ reflecting the
value of the multi-year supply arrangement.”

The payment pattern for the Fall 2010 crop was similar to that for the Fall 2009 crop, except that the phrase “momentum
payment” was substituted for “continuity payment” and the amount involved was $60 million. Diamond sent out two checks to
each grower toward the final payment, one dated August 31, 2011 and the other dated two days later, September 2, 2011.
Neither of these payments vsed the word “final payment” as Diamond had done in the past.

The market prices of walnuts had been rising for the past several years. The average walnut prices per pound reported by
the United States Department of Agriculture (USDA) were 64 cents for the 2008 crop, 85.5 cents for the 2009 crop, 101.9 cents
for the 2010 crop, and 143.5 cents for the 2011 crop. The prices received by the walnut growers from Diamond have been
generally competitive, except for the 2009 and 2010 crops. A comment from one of the walnut suppliers stated: “Although the
2008 crop price per pound received from Diamond was competitive, for the 2009 crop, even with the continuity payment,
Diamond was paying less per pound than the market price paid by other handlers™ (Diamond Foods Securities Litigation 2012,
19). The pressure on Diamond to pay higher prices was increasing due to rising walnut prices in the international markets.

Views differed on whether the “continuity” and “momentum” payments made to the walnut growers were for the crop of
the preceding or current fiscal year. Diamond argued that since its external auditors (Deloitte) had issued a clean audit report,
the Company had no reason to believe that its accounts were not GAAP-compliant. However, several walnut suppliers
maintained that the payment was for the crop of the earlier year. Some of the “momentum” payments were puzzling because
they were made in August/September 2011 to farmers who terminated their relationship with Diamond in the spring following
the 2010 crop season. A grower stated that she “knew of at least two growers who had already cancelled their contracts to sell

walnuts to Diamond in Fall 2011, but still received the ‘momentum’ payment” (Diamond Foods Securities Litigation 2012,
26). The order in SEC v. Michael Mendes (2014) noted:

Diamond’s independent auditors inquired about the additional payment included with the final payment to Erowers,
and employees in Diamond’s finance department told the auditors that the payment was an advance for the next year’s
crop. The auditors required the issue be addressed in the management representation letter prepared by Diamond’s

?w American , , ;
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EXHIBIT 1 (continued)

Panel C: Statements of Cash Flows for the Year Ended July 31 (in thousand dollars)

20090 2000 2011

CASH FLOWS FROM OPERATING ACI'WI'HES : ‘
[Netincome - w3 ;1 osom |
Ad,ustmm:s e = e S i
| Deprec;atlun and amurtlzatlr.m o ) ) i - 11,362 o “1-7,15;1 I 29465!
| Deferred income taxes T (2800), o (53]
Loss termination of deﬂned benef‘t_plan o I o V—I

Tax beneﬁt related to stock-based compensatxon pians ey = T S | R - A 7(71,0677) A {434} 2 {2; 274)

| Stockhased compensaion | 33m  sgs9 683 3901 3231 69m4 |

Gain on sa!e of prupertv held for sate ~ (1 193) -
Other net 3 395 | 56 | 4

Changes in assets and itabrntnes

Trade receivables o o - | - {4 865)_ T B A,AUG
Inventunes__- R 17,278 ; 5P, 2,093" 2
N 'l;;éﬁaléxn;;_é_r;;-l;lgome taxes and other current assets o (1,957) ‘ - B 1D ‘A
 Otherassets ; 1,764 e
B Accounts pavabl;mTacaued liabilities S _ B {4,419); 7 11,5‘;'71). o ]5,475- | (5 462) 17,577
: omer = SR s N - = | SRRSO il
- -“-P_a\.,'able to growcrs - o . 34
| Other ||ab1lmes e § i_“
INet ca;hfpmv_ld_e_d_ ;\:-(used Iﬂ?;p;latln activities -
. Capatal revolvement from CoBank o s 26|
i Net proceeds from sales of property, plant and equlpment T ;lE; ?77
:_“-_r;;y_r;e;n; of Harmony acqmsmon cosis o B (19 186)
m;’ur;:l;a_-s_es_n_f pm-p;;ry, plant and equipment o | _“--_“{_5;354) - _(27,703)
Net deposits of restricted cash g S o t]5,795)
Acqwsn.‘x;r;_-net of cash acqutred - o | = 1 ) - 4 (190224 ) {615;’;53;} P
; =z Other net = 0 S SR s . G S 613 ) 2 262
Net : cash dsed in m;e;g;g?;&wme; S 6272) (626561 (43,236)
H FLOWS FROM Fmﬁe—c_iﬁé_ E(fmrmzs i _ _ !
. Re:m]v;wg line of credlt borrowmgs e i 7 T B - 176.,0!.301 [ e
' Repayment of revolving line of credit R s (9,566]_= g0
Net pmcéet;s f-mm issuance of long-term ;e_bt_ AR S5 DA o | M“391 148 e ._21,350
Pavmen! to members of membersmp :nterés-t o =  (17,329}‘ o L o c e - o
Payment af long-term debt and notes payable 2 = -—) i - = : (30 141) —ﬁiﬁrlz‘sn:[]_.;;__ . (40 884) 1
| Gross proceeds from equity offering | _ | _ 7| -
| Issuance of common stock under stock plans oo 802 1,204 -__EI_S;?_. . ST &, ikl _—_=
L Dividends paid e ' uss) o s T
' Excess tax beneFt from stock optlon transactluns TR 37 — o R —5;9 &
I, ﬂiici);h;;t S Sk et E— | =
; Purchase of treasury stock | SRR ey e e B E :
et cash (used in) provided by financing activities | Cooe)|  (oss)| (o) ssza0 | eosssz | (508
'Effect tof e:chang;_l;e_;;nges oncash = 127 - BT
ﬁ;tmﬁ;aeqsg {decrease) in cash and cash equivalents 9,477)) (191600 (25530}

|cash and cash equivalents:

egmnlng of penod

C72s | 24802 ;

99

[End of period ) 24,802 sz T 312 |
{continued on next page)
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EXHIBIT 1 (continued)

Source: Annual Reports of Diamond Foods.
Exhibit 1 is available for download as an Excel spreadsheet, see Appendix A.

finance department and signed by Mendes and other senior management, and the letter specifically stated that the
continuity payment was for the upcoming crop.

Audit Committee Investigation, SEC Investigation, and Class Action Suit

Roberts’ report on Diamond’s questionable accounting and the media atiention it sparked resulted in an audit committee
mvestigation, a SEC investigation, and a class action suit. The plaintiffs in the class action suit alleged that Diamond and its senior
managers were motivated to inflate share price of Diamond during a period in which Diamond was seeking to use its stock to
acquire Pringles®. Further, they maintained that CEQ Mendes and CFO Neil had knowledge of and access to walnut pricing and
payment information, and that they were aware of the nature and purpose of the “continuity” and “momentum” payments.

A witness in the class action suit (Diamond Foods Securities Litigation 2012) was a financial accountant at the Company
from April 2008 through May 2011. He stated that changing the commodity costs was not a new phenomenon at Diamond. In
addition, he mentioned:

Initially I ran profitability and we were losing money or not where we want to be at. They (Donaghy [the assistant
controller], Tropp [the controller] and Neil [the CFO]) looked through financials to see any big ticket items they could
shuffle into next quarter. Or if we were making too much money they would push more costs in. Whenever we
couldn’t hit our numbers, (or) if they needed extra money, it was always commodity costs that got changed. It seemed
like every quarter it was the same dance. If it seemed like EPS (Earnings Per Share) was going to be a bit higher than
expected, then Tropp, Donaghy and or Neil would tell me ‘this is a cost, this is a cost’ to increase expenses and lower
profits to be closer to analysts’ expectations and leave more room for profits in the following quarter.

It was “common” for Diamond to change its “commodity costs” without any business justification for doing so. It was
common in preparing month end and quarter end financials for Donaghy [the assistant controller] or Tropp [the controller]
to ask me what the earnings looked like “if we dropped commodity prices half a penny or one penny” per pound. I would
make the change and run the numbers and then report back. If the results did not yield eamings numbers that either met or
exceeded analysts’ expectations, I was directed to drop the commodity costs by another small increment. When the
changes to commodity costs achieved the desired earnings numbers, Tropp [the controller] or Donaghy [the assistant
controller] told me “okay, we’ll do that.” I or a co-worker then entered a journal entry for the commodity cost change.

At the conclusion of each month, the Company prepared an Excel spreadsheet detailing the monthly financial results.
Assistant controller Debra Donaghy, Tropp [the controller] and Neil [the CFO] reviewed those results and “scrubbed
them.” This process was particularly rigorous at quarter end, and Neil [the CFO] was involved in the quarter end
review, also sometimes known as the “pre-audit” review. Neil had meetings at quarter end, and instructed employees
“to be aggressive.” Those meetings were right before Diamond met with its auditors.

The result of changing the financials was significant to the Company’s bottom line. In one quarter during Fiscal Year
2010, that took it from not being profitable when I ran roll-ups first, and then all of a sudden we’re profitable.

An assistant treasurer who worked for Diamond from March 1999 through May 2011 corroborated the observations of the
financial accountant. In the Diamond Foods Securities Litigation (2012, 11), the assistant treasurer stated:

I'was involved in several meetings with Neil [the CFO] together with Senior Vice President and Controller Jim Tropp,
and Vice President and Treasurer Bob Phillips where accounting decisions were discussed in the context of the impact
the decision would have on the Diamond share price. On numerous occasions, they decided to delay recognizing an
expense or to accelerate a payment to make their earnings look better and improve their share price.

The assistant treasurer also stated that the information about walnut pricing was not disclosed publicly or internally. In his
words:

Information about grower payments and accounting for those payments was maintained within a very small circle of
people including Tropp [the controller], Neil [the CFO], Mendes [the CEO], and Senior Vice President of Grower
Account, Eric Heidman, Mendes’ brother-in-law. (Diamond Foods Securities Litigation 2012, 13).
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Similarly, a Diamond employee who worked in the human resources department from May 2011 through June 2012 stated
(Diamond Foods Securities Litigation 2012, 18);

Mendes [the CEG] made every decision at Diamond, from what soda to stock in the vending machine to whom to hire.

Information was kept within a tight circle. No one in the Company beneath Mendes, Neil, or Senior Vice President of
Supply Chain Steve Zaffarano even obtained access to profit and loss statement.

Another witness in the trial, a financial accountant with the Company from 2005 through November 2010, reported:

Mendes was a master of detail. You could talk to Michael about anything from nut sourcing to the prices being paid by
Diamond’s international and retailer customers. Mendes’ knowledge of what was happening at Diamond was the best

of anyone in the Company. He even knew where I went 1o lunch every day, even though he had no reason to have that
information. (Diamond Foods Securities Litigation 2012, 10)

Steven Neil, Diamond’s CFO was the co-pilot with CEO Michael Mendes in accounting maneuvers. The complaint in SEC
v. Steven Neil stated:

Beginning in at least the second quarter of 2010, Neil provided false and misleading information, including written
memoranda, regarding the quarterly walnut cost accruals to the auditors. Neil also withheld information from the
auditors regarding his efforts to manage the walnut cost to meet EPS targets.

Throughout the audit of Diamond’s fiscal year-end 2010 financial statements, the auditors asked Neil for information
to substantiate his decision to account for the “continuity” payment as an advance on the 2010 crop and his assertions
that the “continuity” payment was unrelated to 2009 crop deliveries. In response to these inquiries, Neil made material
misrepresentations and withheld material information from the auditors.

Among other things, Neil [the CFO] omitted information known to him about the competitive prices other handlers
had paid for the 2009 crop. Neil also misled Diamond’s auditors regarding his conversations with growers, falsely
communicating that growers had asked for an advance payment for the next crop and omitting facts about
conversations in which he, or others at Diamond, assured growers a compelitive price.

Neil [the CFO] misled Diamond’s independent auditors with respect to Diamond’s recorded walnut cost and

concealed the second extraordinary payment (termed the “momentum” payment) from the audit committee during its
review of Diamond’s financial statements for fiscal year 2011.

Auditors of Diamond—Deloitte & Touche, LLP

Until 2005, Diamond used an audit firm, Moss Adams LLP, to check inventory and confirm grower payments (Bymes et
al. 2012). In each year since Diamond was incorporated as a corporation in 2005, Deloitte & Touche, LLP had served as
independent auditors. Deloitte had also audited Diamond’s prospectus for the IPO and consolidated financial statements for
three years prior to going public.

The fees for the audit of financial statements, review of quarterly financial statements, and for evaluation of the internal
controls over financial reporting received by Deloitte are presented below. The audit fees for fiscal 2012 include charges for
Deloitte’s assistance in the Audit Committee investigation relating to certain payments to walnut growers and restatement of
prior financial statements.

Fiscal Year Audit Fees
2006 $1,197.000
2007 902,000
2008 896,000
2009 976,000
2010 1,259,000
2011 1,630,000
2012 16,504,000

Source: 10-K Reports of Diamond Foods

Deloitte did not raise any red flags for Diamond’s accounting treatment of “continuity” or “momentum” payments. Tt
should be noted that Deloitte audited P&G (and received $29.8 million in fees for audit and audit-related work in 2010) and
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was involved in the due diligence on its behalf. Deloitte’s report (filed on September 15, 2011, 15 days before the SEC
deadline) provided an unqualified audit opinion on Diamond’s financial statements and internal centrols over financial
reporting for fiscal 2011 (see Exhibit 2 for the excerpts of its audit report for fiscal 2011).

The plaintiffs in the class action suit maintained that Deloitte was aware of strategies, methods, and procedures required by
the standards of the Public Company Accounting Oversight Board (PCAOB) and Generally Accepted Auditing Standards
(GAAS) for conducting proper audits. “It knew,” the suit alleged, “or was deliberately reckless in not knowing of the audit risk
inherent at Diamond and in the industry in which Diamond operated because of the comprehensive services it provided to
Diamond over many years and because of its experience in the packaged and snack foods industry.” The class action suit also
stated that under GAAS, “the auditor has a responsibility to plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement, whether caused by error or fraud.”

The plaintiffs in the class action suit further maintained that Deloitte failed to obtain a sufficient understanding of
Diamond’s business and operating environment. Deloitte was alleged not to have discharged its responsibility in this respect
because it did not exercise professional skepticism, obtain information needed to identify the risks of material misstatement due
to fraud, consider the results of analytical procedures performed in planning the audit, consider the fraud risk factors, or
consider the possibility that management override of controls could occur.

The suit also alleged that because Deloitie worked on both sides of the Pringles” acquisition, it was aware of Diamond’s
stock volatility given that the majority of the consideration to be paid by Diamond was in the form of its stock.

EPILOGUE

Diamond’s shares, which traded above $96 in September 2011, were trading below $28 by December 2011.
On February 8, 2012, Diamond disclosed the following in its 8-K filing (Report of unscheduled material events or
corporate event) to the SEC:

The Audit Committee has substantially completed its investigation of the Company’s accounting for certain crop
payments to walnut growers. The Committee has identified material weaknesses in the Company’s internal control
over financial reporting and concluded that a “continuity” payment made to growers in August 2010 of approximately

$20 million and a “momentum” payment made to growers in September 2011 of approximately $60 million were not
accounted for in the correct periods.

Diamond placed CEQ Michael Mendes and CFO Steven Neil on administrative leave effective February 8, 2012 for their
alleged involvement in the accounting scandal. Subsequently, they both resigned from their positions in November 2012. In a
separate agreement, Mendes agreed o pay the Company $2.74 million in cash clawback, representing the total value of his
2010 and 2011 bonuses, and return 6,665 shares of Diamond stock awarded to him after fiscal 2010 (San Francisco Business
Times 2012).

In a conference call with the analysts on November 14, 2012, Mike Murphy, Interim CFOQ of Diamond remarked:

We underwent a new audit of 2010 and 2011 with a much lower materiality threshold across all the Company’s
accounts. The restatement resulted in a reduction in previously reported income before taxes of $39.5 million in fiscal
2011 and $17.0 million in fiscal 2010. These amounts are largely attributable to the restated walnut payments.

On November 14, 2012, Diamond filed with the SEC an amendment to the previously filed 10-K. Deloitte’s (amended)
report on internal control, and (amended) audit report therein are presented in Exhibit 3, Panels A and B, respectively.

Diamond announced on February 15, 2012 that the Company and P&G had mutually terminated the deal to acquire
Pringles® and that it did not have to pay any break-up fees to P&G. Pringles® was acquired by Kellogg Company on February
15, 2012 for $2.7 billion cash.

On November 30, 2012, the judge in the Diamond Foods Securities Litigation granted Deloitie’s motion to dismiss the
complaint against Deloitte.

For fiscal year 2012, filed with the SEC on December 7, 2012, Diamond reported a negative EPS of $3.98 and it suspended
dividend payments.

Diamond announced on March 24, 2013 that the Audit Committee of its Board of Directors approved the dismissal of
Deloitte & Touche LLP and appointment of PricewaterhouseCoopers LLP as the Company’s independent registered public
accountants.

On August 21, 2013, Diamond agreed to pay $11 million in cash and issue 4.45 million common shares to a fund to scttle
the lawsuit relating to the accounting scandal (Reuters 2013). The value of the total payment will depend on the market price of
Diamond’s shares when they are issued to the fund. At the market price of Diamond’s stock on the previous day (August 20) of
$19.13 per share, the total consideration was about $96 million ($11 million cash + ($19.13 X 4.45 million shares)).
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On January 9, 2014, the SEC reached a settlement with the Company (SEC v. Diamiond Foods 2014) in which Diamond
agreed to pay a fine of $5 million. The SEC also reached a settlement with Michael Mendes who agreed to pay a $125,000
penalty to settle the charges without admitting or denying the allegations (SEC v. Michael Mendes 2014).

SEC’s litigation against Steven Neil (SEC v. Steven Neil 2014) continued well after the settlement with Diamond and
Michael Mendes. CFO.com (20614) reported:

Neil hasn’t settled because he did nothing wrong. He followed longstanding company practices and an accounting
treatment that was approved by the company’s outside auditors, and he looks forward to prevailing at trial.

On February 2, 2015, without admitting or denying the SEC’s allegations, Neil consented to the final judgment that
ordered him to pay $125,000 in civil monetary penalties and barred him from serving as an officer or director of a public
company for five years. Neil also agreed to forfeit a legal claim against Diamond related to shares and stock options (worth
about $1 million) that the company awarded him during the time of the fraudulent financial reporting.

REQUIREMENTS

Requirement 1

(a) Explain briefly the technique(s) used by Diamond’s senior management to manipulate the Company’s earnings in
fiscal 2010 and 2011.
(b) Explain whether Diamond’s accounting of the August 2010 “continuity” payments and August/September 2011

“momentum” payments complied with the Generally Accepted Accounting Principles (GAAP) in the U.S. Cite related
pronouncement(s).

(c) Was Diamond’s accounting in compliance with the International Financial Reporting Standards (IFRS)? Explain.

Requirement 2

Diamond’s Audit Committee concluded that a “continuity” payment made to growers in August 2010 of $20 million and a
“momentum” payment made to growers in August/September 2011 of $60 million were not accounted for in the correct periods.

(a) Assume that a junior auditor of Deloitte’s audit team has proposed that given the size of “the total liabilities and
stockholders” equity”™ of Diamond of $1.226 billion, an adjustment of $20 million of grower payables is immaterial
(1.63 percent) for fiscal 2010. Would you agree with the junior auditor? Why? [Note: Assume that Diamond sold all
walnuts purchased during the fiscal year in that year.]

{(b) How would you determine whether the effect of recording the $20 million “continuity” payments and $60 million
“momentumn” payments in incorrect accounting periods was maierial on Diamond’s financial statements for fiscal
20117 Explain and provide an appropriate explanation and supporting calculations, if any.

Requirement 3

(a) Why is it important for an auditor to understand a client’s business environment?

{b) Provide some examples of Diamond’s business risks contributing to the financial reporting and audit risks that Deloitte
had to consider in performirig the audit for fiscal 2011.

(c) What audit procedures could Deloitte have performed to help it detect the fraud by Diamond’s management?

Requirement 4

Explain how the presence of the three aspects of the fraud triangle enabled fraud to occur at Diamond Foods in fiscal 201 1.

Requirement 5

‘What are the responsibilities of auditors for the interim financial statements of public companies? Cite related professional

pronouncement(s). Was it relatively easier for Diamond’s management to manage earnings in the interim financials compared
to the annual financials? Why?

Requirement 6

Which of the professional auditing standards listed in AU 150 may not have been followed by Deloitte in its audit of
Diamond for fiscal 2010 and fiscal 20117 Support your answer with specific examples from the case.
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Requirement 13

(a) Based on the data provided in the case, do you think that Diamond’s senior management acted with scienter in fiscal
2010 and 20117 Explain.

(b) Do you agree with the plaintiffs’ allegation in the Diamond Foods Securities Litigation that Deloitte should have
known the “red flags” that accompanied the fraud and thus was responsible for not discovering and reporting the
frand? Why?

(c) Despite the allegations by the plaintiffs, the court granted Deloitte’s motion to dismiss the complaint against it. What
possible reasons explain the court’s verdict?

(d) What precautions can auditors take to shield themselves from the potential liability arising from fraud committed by
client’s management?
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EXHIBIT 2
Excerpts from Deloitte’s Audit Report for Fiscal 2011

We have audited the accompanying consolidated balance sheets of Diamond Foods, Inc. and subsidiaries (the “Company ™)
as of July 31, 2011 and 2010, and the related consolidated statements of operations, stockholders’ equity, and cash flows for
each of the three years in the period ended July 31, 2011. We also have audited the Company’s internal control over financial
reporting as of July 31, 2011, based on criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway commission. The Company’s management is responsible for these
financial statements, for maintaining effective internal control over financial reporting, and for its assessment of the
effectiveness of intemal control over financial reporting. Qur responsibility is to express an opinion on these financial
statements and an opinion on the Company’s internal control over financial reporting based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United
States).

Because of the inherent limitations of internal control over financial reporting, including the possibility of collusion or
improper management override of controls, material misstatements due to error or fraud may not be prevented or detecied on a
timely basis.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial
position of Diamond Foods, Inc. and subsidiaries as of July 31, 2011 and 2010, and the results of their operations and their cash
flows for each of the three years in the period ended July 31, 2011, in conformity with accounting principles generally accepted
in the United States of America. Also, in our opinion, the Company maintained, in all material respects, effective internal
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control over financial reporting as of July 31, 2011, based on the criteria established in faternal Conirol—Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission.

{s/ Deloitte & Touche LLP

San Francisco, California

September 15, 2011

EXHIBIT 3

A. Excerpts From Deloitte’s Report on Internal Control over Financial Reporting on Restated Financial Statements of
Fiseal 2011

To the Board of Directors and Stockholders of Diamond Foods, Inc.

We have audited Diamond Foods, Inc. and subsidiaries’ (the “Company’s”) internal control over financial reporting as of
Tuly 31, 2011, based on criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission. The Company’s management is responsible for maintaining effective internal
control over financial reporting and for its assessment of the effectiveness of internal control over financial reporting included in
the accompanying “Management’s Report on Internal Control over Financial Reporting.” Our responsibility is to express an
opinion on the Company’s internal control over financial reporting based on our audit.

In our report dated September 15, 2011, we expressed an unqualified opinion on internal control over financial reporting.
As described in the following paragraphs, material weaknesses were subsequently identified in connection with the restatement
of the previously issued financial statements. Accordingly, management has revised its assessment about the effectiveness of
the Company’s internal control over financial reporting and our present opinion on the effectiveness of the Company’s internal
control over financial reporting as of July 31, 2011, as expressed herein, is different from that expressed in our previous report.

A material weakness is a deficiency, or a combination of deficiencies, in internal control over financial reporting, such that
there is a reasonable possibility that a material misstatement of the company’s annual or interim financial statements will not be
prevenied or detected on a timely basis. The following material weaknesses have been identified and included in management’s
assessment;

e Control Environment: The control environment, which includes the Company’s Code of Conduct and Ethics Policy, is
the responsibility of senior management, sets the tone of the organization, influences the actions of its employees, and is
the foundation for all other components of internal control over financial reporting. The Company did not maintain an
effective control environment. Management’s operating style and concentrated decision making increased the risk of
management override of certain conirols, limited effective communication and flow of information throughout the
organization and to those charged with governance and did not provide an environment that consistently encouraged
open discussion of alternate views or opinions.

* Walnut Grower Accounting: The above maierial weakness in the control environment contributed to material
weaknesses in walnut grower accounting control activities. Management did not effectively or consistently communicate
the nature and intent of certain walnut grower payments throughout the organization, to growers, and to those charged
with governance. Controls were not designed to ensure that the annual walnut costs and quarterly walnut cost estimates
and changes in such estimates were sufficiently supported and based on consideration of all relevant information.
Controls over walnut cosis and accounting for certain grower payments were improperly designed, were not designed 1o
provide appropriate segregation of duties, and were not operating effectively in ensuring that walnut costs and payments
were recorded correctly in the appropriate period.

= Accounts Payable and Accrued Expenses: The controls over recording accounts payable and accrued expenses were
improperly designed and were not operating effectively to ensure that all expenditures were identified and recorded in
the appropriate account and period. Controls were not in place to address the volume and nature of invoice processing.

These material weaknesses were considered in determining the nature, timing, and extent of audit tests applied in our

audits of the consolidated financial statements as of and for the year ended July 31, 2011, of the Company and this report does
not affect our report on such financial statements.

In our opinion, because of the effect of the material weaknesses identified above on the achievement of the objectives of
the control criteria, the Company has not maintained, in all material respects, effective intemal control over financial reporting
as of July 31, 2011, based on the criteria established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated financial statements as of and for the year ended July 31, 2011, of the Company and our report dated
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September 15, 2011, (November 13, 2012 as to the effects of the restatement discussed in Note 15 and subsequent events in
Note 17) expressed an unqualified opinion on those financial statements and included an explanatory paragraph relating to the
restatement.

/s/ Deloitte & Touche LLP

San Francisco, California

September 15, 2011 (November 13, 2012 as to the effects of the material weaknesses described in Management’s Report on
Internal Control over Financial Reporting as revised)

B. Excerpts from Deloitte’s Audit Report on Restated Financial Statements of Fiscal 2011

To the Board of Directors and Stockholders of Diamond Foods, Inc.

We have audited the accompanying consolidaied balance sheets of Diamond Foods, Inc. and subsidiaries (the “Company”)
as of July 31, 2011 and 2010, and the related consolidated statements of operations, stockholders’ equity, and cash flows for
each of the three years in the period ended July 31, 2011. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial statcments based on our audits.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of
Diamond Foods, Inc. and subsidiaries as of July 31, 2011 and 2010, and the results of their operations and their cash flows for
each of the three years in the period ended July 31, 2011, in conformity with accountiing principles generally accepted in the
United States of America.

As discussed in Note 15 to the consolidated financial statements, the accompanying 2011 and 2010 consolidated financial
statements have been restated.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the Company’s internal control over financial reporting as of July 31, 2011, based on the criteria established in Infernal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission and our
report dated September 15, 2011 (November 13, 2012 as to the effects of the material weaknesses described in Management’s
Report on Internal Control over Financial Reporting, as revised) expressed an adverse opinion on the Company’s internal
control over financial reporting because of material weaknesses.
fs/ Deloitte & Touche LLP
San Francisco, California
September 15, 2011 (November 13, 2012 as the effects of the restatement discussed in Note 15 and subsequent events in Note
17)
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