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Foreword

In the last few years the auditing environment has changed dramatically. The failure of
Enron was perhaps the biggest single catalyst for change, but other corporate scandals, in
the US and in Europe, also led to serious concern about the quality of financial reporting
and corporate behavior. Inadequate audits, poor corporate governance, lax standards and
insufficient regulatory oversight were, to varying degrees, blamed for the problems. In
particular, the regulation of accounting firms and their auditing practices came under
intense scrutiny throughout the world, even in those jurisdictions that had not suffered
from a serious scandal.

The changes may have been swiftest and most radical in the United States of America,
where the Sarbanes-Oxley Act created a new regulatory regime for public company
auditing, but in other countries there have also been changes. In Europe, for example, the
proposed revisions to the EC’s 8th Directive on statutory audit have undoubtedly been
influenced by these recent events. Further restrictions have been placed on the ability of
auditors to provide non-audit services to their audit clients, standard setting in some
jurisdictions has been moved wholly or partly out of the hands of the auditing profession
and standard-setters have been looking closely at what can be done to improve the ability
of auditors to meet public expectations.

The International Auditing and Assurance Standards Board (IAASB), the independent
standards-setter that operates under the auspices of the International Federation of
Accountants (IFAC), has sought to respond effectively to the new environment. At the
time of the Enron scandal, TAASB was working on revising its core standards for the basis
of the audit process (the ‘audit risk model’ standards dealing with the identification of the
risks of error in financial statements and effective audit responses to those risks). The
finalization of those standards reflected the lessons learned from the recent scandals. The
standard on the auditor’s approach to the risk of fraudulent misstatement of financial
statements has also been recently revised and strengthened. Included in our current work
program are new standards on materiality and group audits.

IAASB has also been reorganized to enhance its independence from the profession and
to meet the standards expected today of a public interest body. Amongst other things, its
meetings and agendas have been opened to the public; three public interest members have
been appointed to the board, together with some non-voting observers; and a public
interest oversight board (PIOB) is in the process of being established.

In such an environment, the importance of the education of our auditors cannot be over-
emphasized. The scope, applied standards, and even the thinking behind the audit has
changed, and these changes need to be reflected in what students learn. Students need a clear
understanding of what is important in audits today. They need to learn the principles and
to be aware of what audit tools they will be using. A new edition of this book is therefore
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FOREWORD

welcome. It is up to date, and includes relevant standards andregulations, considers the
audit tools as they are used and describes the current thinking in the profession.

This book covers the standards set by the IAASB: International Standards on Auditing
(ISAs), International Standards on Assurance Engagements (ISAEs), International
Standards on Quality Control (ISQCs), and International Standards on Related Services
(ISRSs), together with International Auditing Practice Statements (IAPSs). Also discussed
are the Sarbanes-Oxley Act, the Public Company Accounting Oversight Board’s audit
standards, the EC’s revised 8th directive, corporate governance best practices, and other
standards and regulations that apply in today’s global market. In other words, the book
contains essential knowledge for today’s auditors.

A book of this kind needs to be authoritative, and this and its other qualities usually
reflect those of the authors. The co-authors of this book include members of the IAASB and
the Basel Committee. The co-authors taken together represent over 80 years experience in
the global auditing profession and 70 years in accounting education.

The authors communicate a clear vision of the modern audit environment.

John Kellas
Chairman, International Auditing and Assurance Standards Board
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Preface

This audit text in all editions is created and written from the point of view of the inter-
national student — the world’s future audit and accounting professional.

So much has changed in the audit profession since our first edition that this second
edition had to be no less than a major revision. The basic audit concepts remain as time-
less as ever, but many of the rules have changed.

Oversight and governance issues have moved to the top of an auditor’s agenda. The US
Public Companies Accounting Standards Board (PCAOB), created by the Sarbanes—Oxley
Act of 2002, has become a powerful force in the US and the rest of the world. PCAOB has
declared existing US audit standards temporary and now set their own standards.
Corporate Governance has also become a high-priority concern for world governments
(e.g. EU revised 8th Directive, UK Combined Code).

Audit services have undergone extensive change. Ethics standards have been re-
conceptualized. What was once considered legitimate services for audit clients are now
forbidden. The International Auditing and Assurance Standards Board (IAASB) have
revised their International Standards on Auditing (ISAs) extensively, re-categorizing and
renumbering standards on review, prospective financial information, compilations and
agreed-upon services. The newly revised standards focus on the concept of risk.

There are whole new sets of international standards: International Standards on
Quality Control (ISQCs), International Standards on Review Engagements (ISREs),
International Standards on Assurance Engagements (ISAEs), and International Standards
on Related Services (ISRSs). Auditors are using other standards for their assurance
services such as sustainability reporting under Global Reporting Initiative (GRI).

Even before we co-authors began to write the first edition of this book over 10 years
ago, we all agreed that our only concern was to produce a high quality audit text for
the international student. This meant that it had to be fully up to date, use outstanding
material, have a sound balance of audit theory and real practice, and be based on inter-
national auditing standards. We were determined that this would be written from a truly
global, cross cultural perspective.

In addition to being fully in line with International Standards on Auditing, this text
offers many unique features. To make the whole audit process clear, the audit is explained
step-by-step using a real-world multinational company group audit. This text explains
the widespread use of Computer Aided Audit Techniques (CAAT) (such as generalized
audit software (GAS) and embedded audit software) and the extensive use of analytical
procedures in today’s audits. This text approaches statistical sampling geared specifically
to the audit standards on sampling. There is a focus on the audit market and the theory,
regulation and liability concerns of auditors. As befits a profession where accepting the
right client is the key to avoiding audit failure, the text looks at client acceptance from all
sides. There is a chapter on Corporate Governance and appendices on the Combined
Code and bank auditing and regulation.
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Xviii

To spotlight the key auditing concepts, we present original thought-provoking audit
cases that address the audit problems of Enron, WorldCom, Arthur Andersen, Parmalat,
Ahold, Adelphia, Tyco, Vivendi, Resona Bank, HIH Insurance, Hollinger, Waste
Management, Xerox, Health South, Citibank, Kmart, and many others throughout.

All the co-authors are professors and as such we have a special place in our hearts for
our students. Learning is an almost magical process. People who are highly motivated
will learn no matter how the material is presented, but to open their mind, to give
them insight, takes a special combination of the practical and philosophical. We have
endeavored to mix these elements in the right proportion to produce that magic.

We are also grateful to fellow-teachers and other professionals who provided us with
useful comments to improve the book and its accompanying guidance. (An Instructor’s
Manual and PowerPoint slides that can be downloaded and used as OHT's are available at
www.booksites.net/hayes)

Rick Hayes, Roger Dassen,
Arnold Schilder, and Philip Wallage
July 29, 2004
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N k, ,:m Learning Objectives

After studying this chapter, you should be able to:
1

2
3
4

Relate some of the early history of auditing.
Discuss some of the audit expectations of the general public.
Identify organizations that affect international accounting and auditing.

Name the standards set by International Auditing and Assurance Standards
Board.

Give an overview of the IFAC International Standards on Auditing (ISA).
Understand the basic definition of auditing in an international context.
Distinguish between audit risk and business risk

Differentiate the different types of audits.

Distinguish between the types of auditors and their training, licensing and
authority.

10 Name and categorize the key management assertions.

11 Give the components of the audit process model.

12 Describe how international accountancy firms are organized and the

responsibilities of auditors at the various levels of the organization.



CHAPTER 1 INTERNATIONAL AUDITING OVERVIEW
9.0 “«}‘ Auditing through World History

Auditing predates the Christian era. Anthropologists have found records of auditing
activity dating back to early Babylonian times (around 3000 BC). There was also auditing
activity in ancient China, Greece and Rome. The Latin meaning of the word “auditor”
was a “hearer or listener” because in Rome auditors heard taxpayers, such as farmers, give
their public statements regarding the results of their business and the tax duty due.

M Scribes of Ancient Times

Auditors existed in ancient China and Egypt. They were supervisors of the accounts of the
Chinese Emperor and the Egyptian Pharaoh. The government accounting system of the
Zhao dynasty in China included an elaborate budgetary process and audits of all govern-
ment departments. From the dawn of the dynastic era in Egypt (3000 BC) the scribes
(accountants) were among the most esteemed in society and the scribal occupation was
one of the most prestigious occupations.

Egyptian Pharaohs were very severe with their auditors. Each royal storehouse used
two auditors. One counted the goods when they came in the door and the second counted
the goods after they were stored. The supervisor looked at both accounts. If there was a
difference, the auditors were both killed.

Bookkeeping as a support mechanism for the determination of profit or wealth, or as a
decision support system for achieving profit maximization, was basically unknown in
ancient cultures like the Mesopotamian, Egyptian, Greek or Roman. Auditing in English-
speaking countries dates to 1130 AD. Then, although they had highly developed
economic systems, registration of economic facts or events was limited to the recording of
single transactions whose sole purpose was to support the short-term memory of the
trading partner.

Rational maximization of wealth or profit did not fit into the systems of these cultures.
Wealth was not a function of keen entrepreneurship or of smart cost—benefit trade-offs.
It was merely a reward for one’s loyalty to the government or for living in accordance with
religious and moral principles and rules.

M Profit Maximization and Double Entry

The attitude of profit maximization emerged at the end of the Middle Ages, with the
emergence of large merchant houses in Italy. Trading was no longer the domain of the
individual commercial traveler; it was now coordinated centrally at the luxurious desks of
the large merchant houses in Venice, Florence or Pisa. As a result, communication
became vital. Not unexpectedly, therefore, the system of double entry bookkeeping was
first described in Italy, in Luca Pacioli’s Summa de Arithmetica dated 20 November 1494.

The practice of modern auditing dates back to the beginning of the modern corpora-
tion at the dawn of the Industrial Revolution. In 1853, the Society of Accountants was
founded in Edinburgh. Several other institutes emerged in Great Britain, merging in 1880
into the Institute of Chartered Accountants in England and Wales. This nationwide insti-
tute was a predecessor to institutes that emerged all over the Western world at the end of
the nineteenth century, for example, in the USA (in 1886) or in the Netherlands (in 1895).
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Further developments of the separation between provision of capital and management
and in the complexity of companies, along with the occurrence of several financial scan-
dals (e.g. City of Glasgow Bank, 1883; Afrikaansche Handels-vereeniging, 1879) ' have led
to a steady growth of the audit profession and regulation. The British Companies Acts
(1845—62) were models for US auditing. The first US authoritative auditing pronounce-
ment was issued in 1917.

B Economic Conditions for Audit Reports

At the same time, companies across the world experienced growth in technology,
improvement in communications and transportation, and the exploitation of expanding
worldwide markets. As a result, the demands of owner-managed enterprises for capital
rapidly exceeded the combined resources of the owners’ savings and the wealth-creating
potential of the enterprises themselves. It became necessary for industry to tap the savings
of the community as a whole. The result has been the growth of sophisticated securities
markets and credit-granting institutions serving the financial needs of large national, and
increasingly international, corporations.

The flow of investor funds to the corporations and the whole process of allocation of
financial resources through the securities markets have become dependent to a very large
extent on financial reports made by company management. One of the most important
characteristics of these corporations is the fact that their ownership is almost totally
separated from their management. Management has control over the accounting systems.
They are not only responsible for the financial reports to investors, but they also have the
authority to determine the way in which the information is presented.

Investors and creditors may have different objectives than management (e.g., manage-
ment prefers higher salaries and benefits (expenses), whereas investors wish higher profits
and dividends). Investors and creditors must depend on fair reporting of the financial
statements. To give them confidence in the financial statements, an auditor? provides an
independent and expert opinion on the fairness of the reports, called an audit opinion.
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) The Auditor, Corporations and Financial Information

B The Importance of Auditing

It can be said that the function of auditing is to lend credibility to the financial statements.
The financial statements are the responsibility of management and the auditor’s responsi-
bility is to lend them credibility. By the audit process, the auditor enhances the usefulness
and the value of the financial statements, but he also increases the credibility of other
non-audited information released by management.’

B The Expectations of Auditors

The importance of the company as a potential generator of wealth is increasingly
understood, and so is the impact that a company’s activities have on society and the

3
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environment. This has led to the expectation by investors that more information than just
financial statements should be provided about a company. Public expectations go further
and include questions such as:

Is the company a going concern?

Is it free of fraud?

Is it managed properly?

Is there integrity in its database?

Do directors have proper and adequate information to make decisions?

Are there adequate controls?

What effect do the company’s products and by-products have on the environment?
Can an “unfortunate mistake” bring this company to its knees?

These are matters of corporate governance as well as reporting and are all concerns of the
auditor.

The auditors are very important to the directors of these corporations. As Sir Adrian
Cadbury commented:*

The external auditors are not part of the company team, but the chairmen (members of a
corporate board of directors) have a direct interest in assuring themselves of the effectiveness of
the audit approach within their companies. No chairman appreciates surprises, least of all in
financial matters. The relationship between auditors and managers should be one where the
auditors work with the appropriate people in the company, but do so on a strictly objective and
professional basis, never losing sight of the fact that they are there on the shareholders’ behalf.
Chairmen need auditors who will stand up to management when necessary and who will
unhesitatingly raise any doubts about the people or procedures with the audit committee. Weak
auditors expose chairmen to hazards.

M Auditing Expertise

Ordinarily, considerable expertise is needed to perform the auditing function. The
auditor must be as competent in financial accounting as the most competent of his
clients. He must be an expert in deciding what evidence is necessary to satisfy the
assertions of the financial statements.

With the explosion in the use of information technology the auditor needs sufficient
expertise, coupled with the knowledge of his client’s affairs, to enable him to obtain and
interpret all the evidence needed to provide reasonable assurance that the financial state-
ments are fairly presented. The new auditing environment will demand new skills of
auditors if they are to be reporters and assessors of governance and measurements. They
must have a questioning mind and be able to analyze and critically assess evidence.

Certification Exam Question 1.1°

An attitude that includes a questioning mind and a critical assessment of audit
evidence is referred to as:

(A) Due professional care.

(B) Professional skepticism.
(C) Reasonable assurance.
(D) Supervision.
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M Future of Auditing

In the future, as is the case today, the annual report, financial statements, notes and
auditors’ reports will be required. In addition to these, however, there will also be a
management report,® a director’s report on corporate governance’ (including effective-
ness of internal control systems,® going concern, and adherence to Codes of Best Practice),
and presumably an environmental management report.” These new reports come from
the widespread concern about corporate governance resulting from major accounting
scandals in the beginning of the twenty-first century. (See Chapters 2 and 14 for further
discussion.)

Professor P. Percy, a partner in Grant Thornton and professor at Aberdeen University,
outlined a perspective on the auditor’s future.'® He predicted that auditors will account
for information not only in financial but also non-financial terms. Furthermore, only
retrospective, but more and more prospective information will be in the annual report.
The public desire will be for external and internal assessors on the board of directors.
External assessors will appraise the integrity of information and business conduct, and
internal assessors will appraise the efficiency and effectiveness of systems and their
adequacy. Independent directors or assessors working on behalf of the shareholders
within the board will ensure proper governance is being observed. (See Chapter 4 for
further discussion of assurance services.)
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M International Financial Reporting Standards (IFRS)

({ ) Financial accounting standards are unique and separate from audit standards. By its

nature, auditing requires that the real-world evidence of financial transactions be com-
pared to financial standards. The standards to which an international auditor compares
A financial statements are generally standards in the reporting country (e.g. FAS in the USA,

or national standards in European Union (EU) Member States which are based on EU
WWW. Hesqbdqry Com Directives. In the future, companies and auditors in the EU and other countries will use
@HesabdaryCom International Financial Reporting Standards (IFRS), formerly called International
Accounting Standards (IAS), which are set by the International Accounting Standards

Board (IASB).
In March 2001, the TASC Foundation was formed as a not-for-profit corporation. The
IASC Foundation is the parent entity of the International Accounting Standards Board,
an independent accounting standard setter based in London, UK. In April 2001, the
International Accounting Standards Board (IASB) assumed accounting standard setting
responsibilities from its predecessor body, the International Accounting Standards
Committee.'" New standards issued by the IASB will be called International Financial
Reporting Standards (IFRS). The EU has agreed to apply most of the IFRS from 2005

onwards.

The EU, formed in 1970, has issued a series of accounting standards for Member States.
The European Commission (EC) achieves its law objectives through two instruments:
Directives which must be incorporated into the laws of Member States; and Regulations,
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which become law throughout the EU without the need to pass through national legisla-
tures.

Although all the EU Directives influence international accounting, the Eighth
Company Law Directive is especially applicable to auditing. The Eighth Directive sets the
minimum requirements for accounting training and experience for the community.

M Auditing Standards Become International

As international accounting standards acquired more authority, logic dictated a set of
international auditing standards collateral to them. Auditing standards were required by
multinational corporations that wanted consistent auditing throughout the world.

With a set of international standards adopted for the world, international investors can
be more confident in financial statements prepared in another country. The non-
domestic auditor’s opinion will lend as much credibility as a domestic auditor’s opinion.

In the Peoples’ Republic of China, Chinese Accounting Standards (CAS) are becoming
more and more in line with IFRS. While CAS are needed for specific Chinese circum-
stances, convergence with IRFS is seen as equally important to reach international
harmonization.

Developing Nations Adopt International Auditing Standards

International auditing standards encourage and assist developing nations to adopt
codified sets of national auditing standards. The evolution of domestic accounting
standards in developing nations can be expected to flow from the work of the IASB.
Many developing countries rely to a large extent on foreign investment. Foreign investors
are more likely to channel funds into a developing country if they have confidence in
the accounting and auditing standards in that country. Audit has played a very important
role in maintaining state financial and economic order, promoting the development
of China’s socialist economy and strengthening the construction of clean governments.
The promulgation of the 1994 Audit Law symbolizes that auditing in China has entered
a new phase of development.'? It is expected that many developing nations will adopt
IASs.

M IAASB Auditing Standards

The International Auditing and Assurance Standards Board (IAASB) is a standing com-
mittee of the Council of IFAC which sets the international standards on auditing. Their
objective is to improve the degree of uniformity of auditing practices and related services
throughout the world by issuing pronouncements on a variety of audit and attest func-
tions. The member bodies in the countries selected by the IFAC Council to serve on
TAASB nominate the members of IAASB.

TAASB issues several sets of standards to be applied to international auditing and
assurance services. IAASB Standards contain basic principles and essential procedures
together with related guidance in the form of explanatory and other material. TAASB
issues:

International Standards on Auditing (ISAs) as the standards to be applied by auditors
in reporting on historical financial information;
International Standards on Assurance Engagements (ISAEs) as the standards to be
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applied by practitioners in assurance engagements dealing with information other than
historical financial information;

International Standards on Quality Control (ISQCs) as the standards to be applied for
all services falling under the standards of the IAASB; and

International Standards on Related Services (ISRSs) as the standards to be applied on
related services, as it considers appropriate

International Standards on Review Engagements (ISREs) as the standards to be applied
to the review of historical financial information. Developed by the IAASB.

The International Auditing and Assurance Standards Board aims for voluntary inter-
national acceptance of its guidelines. Therefore, the International Standards on
Auditing (ISAs) are not intended to override national regulations or pronouncements
relating to audits of financial information. These ISAs are not yet authoritative in the
way that pronouncements of, say, the Public Company Accounting Oversight Board
(PCAOB) are to determine Generally Accepted Audit Standards (GAAS) in the USA. ISAs
will be mandatory in Europe in 2005, and other regions in the world including the
USA " may follow.

M International Standards on Auditing (ISA)

International Standards on Auditing (ISAs) are developed by the International
Federation of Accountants (IFAC) through its International Auditing and Assurance
Standards Board (IAASB). The efforts of IFAC, founded in 1977, are directed towards
developing international technical, ethical and educational guidelines for auditors, and
reciprocal recognition of practitioners’ qualifications. The membership of IFAC member
bodies represents several million accountants in public and private practice, education,
academe and government service.

There are several important groups within IFAC. The IFAC Council is responsible for
overall governance of IFAC. The IFAC Board oversees the management of the organiz-
ation, takes action to enhance the transparency of certain IFAC activities, and overseas
expansion of its size to include more member bodies. The standard-setting activities of
the IFAC are carried out by the International Auditing and Assurance Standards Board
(IAASB), the Ethics Committee, the Education Committee, and the Public Sector
Committee with an interest in governmental financial reporting.

New IFAC Reform Proposals®*

These provide for more transparent standard-setting processes; greater public and regu-
latory input into those processes; regulatory monitoring; and public interest oversight.
Key features of the reform proposals include provision for the establishment of the
following groups: the Public Interest Oversight Board (PIOB), Monitoring Group (MG),
and IFAC Leadership Group.

The Public Interest Oversight Board (PIOB) will oversee IFAC standard-setting
activities in the areas of audit performance standards, independence, other ethical
standards for auditors, audit quality control, and assurance standards. The PIOB will
decide other areas that might fall within the scope of its oversight after consulting with
the Monitoring Group (MG) and the IFAC Leadership Group (ILG) (see below). The
composition of the PIOB will be selected by the MG. It will be made up of members of
the organizations within the MG or their representatives.
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ILLUSTRATION 1.1

List of 2004 International Standards on Auditing

AUDITING AND ASSURANCE
CONTENTS

Structure of Pronouncements Issued by the International Auditing and Assurance Standards
Board

International Auditing and Assurance Standards Board—Interim Terms of Reference

Preface to the International Standards on Quality Control, Auditing, Assurance and Related
Services

Glossary of Terms

International Framework for Assurance Engagements

AUDITS AND REVIEWS OF HISTORICAL FINANCIAL INFORMATION

100-999 International Standards on Auditing (ISAs)

100-199 INTRODUCTORY MATTERS
120 Framework of International Standards on Auditing

200-299 GENERAL PRINCIPLES AND RESPONSIBILITIES

200 Objective and General Principles Governing an Audit of Financial Statements

210 Terms of Audit Engagements

220 Quality Control for Audit Work

230 Documentation

240 The Auditor's Responsibility to Consider Fraud and Error in an Audit of Financial Statements
250 Consideration of Laws and Regulations in an Audit of Financial Statements

260 Communications of Audit Matters with Those Charged With Governance

300-499 RISK ASSESSMENT AND RESPONSE TO ASSESSED RISKS

300 Planning

310 Knowledge of the Business

315 Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement

320 Audit Materiality

330 The Auditor’s Procedures in Response to Assessed Risks

400 Risk Assessments and Internal Control

401 Auditing in a Computer Information Systems Environment

402 Audit Considerations Relating to Entities Using Service Organizations

500-599 AUDIT EVIDENCE

500 Audit Evidence

501 Audit Evidence—Additional Considerations for Specific ltems
505 External Confirmations

510 Initial Engagements—Opening Balances

520 Analytical Procedures

530 Audit Sampling and Other Selective Testing Procedures
540 Audit of Accounting Estimates

545 Auditing Fair Value Measurements and Disclosures
550 Related Parties

560 Subsequent Events

570 Going Concerns

580 Management Representations
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lllustration 1.1 (continued)

600-699 USING THE WORK OF OTHERS

600 Using the Work of Another Auditor

610 Considering the Work of Internal Auditing
620 Using the Work of an Expert

700-799 AUDIT CONCLUSIONS AND REPORTING

700 The Auditor’s Report on Financial Statements

710 Comparatives

720 Other Information in Documents Containing Audited Financial Statements

800-899 SPECIALIZED AREAS
800 The Auditor's Report on Special Purpose Audit Engagements

1000-1100 International Auditing Practice Statements (IAPSs)

1000 Inter-Bank Confirmation Procedures

1001 IT Environments—Stand-alone Personal Computers

1002 IT Environments—On-line Computer Systems

1003 IT Environments—Database Systems

1004 The Relationship Between Bank Supervisors and Banks’ External Auditors

1005 The Special Considerations in the Audit of Small Entities

1006 Audits of the Financial Statements of Banks

1007 Communications With Management—Withdrawn June 2001

1008 Risk Assessments and Internal Control—CIS Characteristics and Considerations

1009 Computer-assisted Audit Techniques

1010 The Consideration of Environmental Matters in the Audit of Financial Statements

1011 Implications for Management and Auditors of the Year 2000 Issue—Withdrawn June
2001

1012 Auditing Derivative Financial Instruments

1013 Electronic Commerce—Effect on the Audit of Financial Statements

1014 Reporting by Auditors on Compliance With International Financial Reporting Standards

2000-2699 International Standards on Review Engagements (ISREs)
2400 Engagements to Review Financial Statements (Previously ISA 910)

ASSURANCE ENGAGEMENTS OTHER THAN AUDITS OR REVIEWS OF HISTORICAL
FINANCIAL INFORMATION

3000-3699 International Standards on Assurance Engagements (ISAEs)

3000-3399 APPLICABLE TO ALL ASSURANCE ENGAGEMENTS
3000 Assurance Engagements (Previously ISAE 100)
3000R Assurance Engagements Other Than Audits or Reviews of Historical Financial Information

3400-3699 SUBJECT SPECIFIC STANDARDS

3400 The Examination of Prospective Financial Information (Previously ISA 810)
RELATED SERVICES

4000-4699 International Standards on Related Services (ISRSs)

4400 Engagements to Perform Agreed-upon Procedures Regarding Financial Information
(Previously ISA 920)
4410 Engagements to Compile Financial Information (Previously ISA 930)
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The Monitoring Group (MG) will comprise international regulators and related orga-
nizations including representatives of the International Organization of Securities
Commissions, the Basel Committee on Banking Supervision, the European Commission,
the International Association of Insurance Supervisors and the World Bank. The MG will
update the PIOB regarding significant events in the regulatory environment, and among
other things, will be the vehicle for dialogue between regulators and the international
accountancy profession.

The TIFAC Leadership Group (ILG) includes the IFAC President, Deputy President,
Chief Executive, the Chairs of the IAASB, the Transnational Auditors Committee, the
Forum of Firms, and up to four other members designated by the IFAC Board. It will
work with the MG and address issues related to the regulation of the profession.

ISAs as Harmonization Standards

International Standards on Auditing (ISAs) are the standards that are of most interest to
auditors because they are the standards for the most frequent work of auditors, that is,
financial statement audits and special purpose engagements. Although not all countries
require ISAs, they will be used as the basic standards throughout this book because they
represent the highest and best international representation of generally accepted auditing
standards (GAAS).

ISAs are harmonization standards, the application of which promotes consistent
auditing across the world. The practice and theory of international auditing includes, in
addition to knowledge of ISAs, consideration of quality control standards, allocating
materiality, performing the audit, coordinating international reports and personnel, etc.

A listing of the International Standards on Auditing and International Auditing
Practice Statements is given in Illustration 1.1.

Certification Exam Question 1.2°

Which of the following elements underlies the application of generally accepted auditing
standards, particularly the standards of fieldwork and reporting?

(A) Internal control.

(B) Corroborating evidence.

(C) Quality control.

(D) Materiality and relative risk.

%0 '& An Audit Defined
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International auditing education starts with a thorough understanding of what we mean
by an audit. There is no definition of an audit, per se, in the International Standards on
Auditing. The definition given in ISA 200 states the objective of an audit'® of financial
statements is to enable the auditor to express an opinion whether the financial statements
are prepared, in all material respects, in accordance with an identified financial reporting
framework. The phrases used to express an auditor’s opinion are “give a true and fair
view” or “present fairly, in all material respects”, which are equivalent terms.
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Two problems with the ISA 200 definition are that it restricts an audit to examination
of the financial statements and some auditors believe that the terms “present fairly” and
“true and fair view” are not equivalent. Although the great majority of audit work today
is financial auditing, operational auditing and compliance auditing are becoming more and
more important. Some auditors say “present fairly,” means in accordance with laws
and regulations. “True and fair”, they say, includes the possibility of deviating from law
and regulation when that deviation provides a “true” view.

A better, more general, definition of auditing is: "/

An audit is a systematic process of objectively obtaining and evaluating evidence regarding
assertions about economic actions and events to ascertain the degree of correspondence between
these assertions and established criteria, and communicating the results to interested users.

B Components of the Audit Definition

An audit is a systematic approach. The audit follows a structured, documented plan
(audit plan). In the process of the audit, accounting records are analyzed by the auditors
using a variety of generally accepted techniques. The audit must be planned and struc-
tured in such a way that those carrying out the audit can fully examine and analyze all-
important evidence.

An audit is conducted objectively. An audit is an independent, objective and expert
examination and evaluation of evidence. Auditors are fair and do not allow prejudice or
bias to override their objectivity. They maintain an impartial attitude.

The auditor obtains and evaluates evidence. The auditor assesses the reliability and
sufficiency of the information contained in the underlying accounting records and other
source data by:

studying and evaluating accounting systems and internal controls on which he wishes
to rely and testing those internal controls to determine the nature, extent and timing of
other auditing procedures; and

carrying out such other tests, inquiries and other verification procedures of accounting
transactions and account balances, as he considers appropriate in the particular
circumstances.

The evidence obtained and evaluated by the auditor concerns assertions about
economic actions and events. The basis of evidence-gathering objectives, what the
evidence must prove, are the assertions of management. Assertions are representations
by management, explicit or otherwise, that are embodied in the financial statements.
One assertion of management about economic actions is that all the assets reported
on the balance sheet actually exist at the balance sheet date. The assets are real, not
fictitious. This is the existence assertion. Furthermore, management asserts that the
company owns all these assets. They do not belong to anyone else. This is the rights and
obligations assertion.

The auditor ascertains the degree of correspondence between assertions and estab-
lished criteria. The audit program tests most assertions by examining the physical
evidence of documents, confirmation, inquiry, and observation. The auditor examines
the evidence for the assertion presentation and disclosure to determine if the accounts are
described in accordance with the applicable financial reporting framework, such as IFRS,
local standards or regulations and laws.

11
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Certification Exam Question 1.3

In designing written audit programs, an auditor should establish specific audit
objectives that relate primarily to the:

A) Timing of audit procedures.

B) Cost—benefit of gathering evidence.
C) Selected audit techniques.

D) Financial statement assertions.

—~ o~ o~ —~

The goal, or objective, of the audit is communicating the results to interested users.
The audit is conducted with the aim of expressing an informed and credible opinion in
a written report. If the item audited is the financial statements, the auditors must state
that in their opinion the statements “give a true and fair view” or “present fairly, in all
material respects” the financial position of the company. The purpose of the independent
expert opinion is to lend credibility to the financial statements. The communication
of the auditor’s opinion is called attestation, or the attest function. In an audit this
attestation is called the “audit report” (see Chapter 12).

Certification Exam Question 1.4

Which of the following is a conceptual difference between the attestation standards
and International Standards on Auditing?

(A) The attestation standards provide a framework for the attest function beyond
historical financial statements.

(B) The requirement that the practitioner be independent in mental attitude is omitted
from the attestation standards.

(C) The attestation standards do not permit an attest engagement to be part of a
business acquisition study or a feasibility study.

(D) None of the standards of audit planning are included in the attestation standards.

B General Principles Governing an Audit of Financial Statements

Although a public auditor can also examine non-financial information, such as com-
pliance with company policies or environmental regulations, the majority of audit work
is concerned with the financial statements. The financial statements audited under inter-
national standards are the balance sheets, income statements and cash flow statements
and the notes thereto. The first International Standard on Auditing, ISA 1 (ISA 200)'*
discusses the principles governing an audit of financial statements.

General Principles Standard ISA 200

ISA 200 states that an auditor should comply with the Code of Ethics for Professional
Accountants issued by IFAC (see Chapter 3). The ethical principles governing the
auditor’s professional responsibilities are: independence, integrity, objectivity, profes-
sional competence and due care, confidentiality, professional behavior, and technical
standards.
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ISA 200 further states that the auditor should conduct an audit in accordance with
International Standards on Auditing. The auditor would plan and perform the audit with
an attitude of professional skepticism recognizing that circumstances may exist which
cause the financial statements to be materially misstated.

The term scope of an audit refers to the audit procedures deemed necessary in the
circumstances to achieve the objective of the audit. ISA 200" states:

The procedures required to conduct an audit in accordance with ISAs should be determined
by the auditor having regard to the requirements of ISAs, relevant professional bodies, legis-
lation, regulation and, where appropriate, the terms of the audit engagement and reporting
requirements.

An audit in accordance is designed to provide reasonable assurance that the financial
statements taken as a whole are free from material misstatement. Reasonable assurance
relates to the fairness of the financial statements.

Limitations of the Audit

There are certain inherent limitations in an audit that affect the auditor’s ability to detect
material misstatements. These limitations result from such factors as the use of testing,
the inherent limitations of any accounting and internal control system and the fact that
most audit evidence is persuasive rather than conclusive. Furthermore, the work per-
formed by an auditor to form an opinion is permeated by judgment. Judgment is
required to determine the nature and extent of audit evidence and the drawing of con-
clusions based on the audit evidence gathered. Because of these factors, an audit is no
guarantee that the financial statements are free of material misstatement.

Business Risk and Audit Risk

Companies face a variety of business risks. Management is responsible for identifying
such risks and responding to them. The auditor is concerned primarily with risks that
may affect the financial statements.

The risk that causes the greatest concern by the auditor is the risk that the auditor gives
a clean audit opinion when the financial statements are materially misstated (known as
audit risk). The newest revision of ISA 2002’ states, “The auditor should plan and perform
the audit to reduce audit risk to an acceptably low level that is consistent with the
objective of an audit.” The components of audit risk are inherent risk, control risk, and
detection risk which we will discuss in detail in Chapters 6, 7, and 8.

Risk in Financial Statements, Transactions, Account Balances and Disclosures

In order to design audit procedures to determine whether financial statements are
materially misstated, the auditor considers the risk at two levels. One level of risk is that
the overall financial statements may be misstated. The second risk is misstatement in
relation to classes of transactions, account balances, and disclosures.

The risk of material misstatement at the overall financial statement level often relate to
the entity’s control environment (although these risks may also relate to other factors, such as
declining economic conditions). This overall risk may be especially relevant to the auditor’s
consideration of fraud. The auditor also considers the risk of material misstatement at the
class of transactions, account balance, and disclosure level. These considerations directly
assist in determining the nature, timing, and extent of further audit procedures.

13
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While the auditor is responsible for forming and expressing an opinion on the finan-
cial statements, the responsibility for preparing and presenting the financial statements is
that of the management of the entity. However, the audit of the financial statements does
not relieve management of its responsibilities.

Certification Exam Question 1.5

Which of the following statements is correct concerning an auditor’s responsibilities
regarding financial statements?

(A) Making suggestions that are adopted about the form and content of an entity’s
financial statements impairs an auditor’s independence.

(B) An auditor may draft an entity’s financial statements based on information from
management’s accounting system.

(C) The fair presentation of audited financial statements in conformity with GAAP is an
implicit part of the auditor’s responsibilities.

(D) An auditor’s responsibilities for audited financial statements are not confined to the
expression of the auditor’s opinion.

o0 Types of Audits

Audits are typically classified into three types: audits of financial statements, operational
audits, and compliance audits.

M Audits of Financial Statements

Audits of financial statements examine financial statements to determine if they give a true
and fair view or fairly present the financial statements in conformity with specified
criteria. The criteria may be International Financial Reporting Standards (IFRS), gener-
ally accepted accounting principles (GAAP) as in the USA, national company laws as in
Northern Europe, or the tax code in South America. This book primarily discusses audits
of financial statements.

M Operational Audits

An operational audit is a study of a specific unit of an organization for the purpose of
measuring its performance. Operational audits review all or part of the organization’s
operating procedures to evaluate effectiveness and efficiency of the operation.
Effectiveness is a measure of whether an organization achieves its goals and objectives.
Efficiency shows how well an organization uses its resources to achieve its goals.
Operational reviews may not be limited to accounting. They may include the evaluation
of organizational structure, marketing, production methods, computer operations or
whatever area the organization feels evaluation is needed. Recommendations are
normally made to management for improving operations.
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The operations of the receiving department of a manufacturing company, for example,
may be evaluated in terms of its effectiveness. Performance is also judged in terms of
efficiency on how well it uses the resources available to the department. Because the
criteria for effectiveness and efficiency are not as clearly established as accepted account-
ing principles and laws, an operational audit tends to require more subjective judgment
than audits of financial statements or compliance audits.

M Compliance Audits

A compliance audit is a review of an organization’s procedures to determine whether the
organization is following specific procedures, rules or regulations set out by some higher
authority. A compliance audit measures the compliance of an entity with established
criteria. The performance of a compliance audit is dependent upon the existence of
verifiable data and of recognized criteria or standards, such as established laws and
regulations, or an organization’s policies and procedures. Accounting personnel, for
example, may be evaluated to determine if they are following the procedures prescribed
by the company controller. Other personnel may be evaluated to determine if they follow
policies and procedures established by management. Results of compliance audits are
generally reported to management within the organizational unit being audited.

Compliance audits are usually associated with government auditors — for example, the tax
authority, the government internal auditing arm, or audit of a bank by banking regulators. An
example of a compliance audit is an audit of a bank to determine if they comply with capital
reserve requirements. Another example would be an audit of taxpayers to see if they comply
with national tax law, for example, the audit of an income tax return by an auditor of the
government tax agency such as the Internal Revenue Service (IRS) in the USA.

Compliance audits are quite common in not-for-profit organizations funded at least in
part by government. Many government entities and non-profit organizations that receive
financial assistance from the federal government must arrange for compliance audits.
Such audits are designed to determine whether the financial assistance is spent in
accordance with applicable laws and regulations.

Ilustration 1.2 summarizes the three types of audit.

ILLUSTRATION 1.2

Types of Adult

Audits of financial

statements Operational audits Compliance audits
Examine financial statements, | A study of a specific A review of an organization’s
determine if they give a true unit of an organization | procedures and financial
and fair view or fairly present for the purpose of records performed to

the financial position, results, measuring its determine whether the

and cash flows. performance. organization is following

specific procedures, rules or
regulations set out by some
higher authority.
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Each of these types of audit has a specialist auditor, namely the independent auditor,
internal auditor, and governmental auditor. The independent auditor is mainly con-
cerned with financial statement audits, the internal auditor concentrates on operational
audits, and the governmental auditor is most likely to determine compliance. However,
given information technology developments, the different processes are becoming more
and more integrated, and as a consequence the split between these categories may become
theoretical.

N ,“ w Types of Auditors

There are two basic types of auditors: independent external auditors and internal
auditors. Governmental auditors take both the functions of internal and external auditor.
The independent auditor and his qualifications will be discussed in the next section.

M Internal Auditors

Many large companies and organizations maintain an internal auditing staff. Internal
auditors are employed by individual companies to investigate and appraise the effective-
ness of company operations for management. Much of their attention is often given to the
appraisal of internal controls. A large part of their work consists of operational audits; in
addition, they may conduct compliance audits. In many countries internal auditors are
heavily involved in financial audits. In these circumstances the external auditor should
review the work performed by the internal auditor.

The internal audit department reports directly to the president or board of directors.
An internal auditor must be independent of the department heads and other executives
whose work he reviews. Internal auditors, however, can never be independent in the same
sense as the independent auditors because they are employees of the company they are
examining.

Internal auditors have two primary effects on a financial statement audit:

1 Their existence and work may affect the nature, timing, and extent of audit procedures.
2 External auditors may use internal auditors to provide direct assistance in performing
the audit. If this is the case the external auditor must assess internal auditor

competence (education, experience, professional certification, etc.) and objectivity
(organizational status within the company).

WorldCom Internal Auditor Discovers Misstatements

Concept The work of internal auditors in review of financial statements.

Story To illustrate the importance of internal auditors to companies we can look at what
happened at WorldCom (now called MCI). Everyone knows about Enron. It was the $9

16
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billion fraud that was perpetrated at WorldCom, at the time the Number 2 long-distance
telephone carrier in the USA, that formed the motivation to pass the first US accounting law
since 1934. At the time the fraud was disclosed, US President George W. Bush said, “I'm
deeply concerned ... There is a need for renewed corporate responsibility in America.”
(Wolffe 2002). One month later Bush signed the Sarbanes-Oxley Act.

The fraud that created the largest bankruptcy in US history and resulted in the payment
of the largest fine ever imposed by the Securities and Exchange Commission ($500 million
(Larson and Michaels 2003)) involved transferring on the corporate books some $9 billion
of telephone line leases and other expenses to capital investments, an asset. This allowed
the expenses to be spread over 40 years. The accounting effect was to increase four crucial
financial numbers: operating profit, cash flow from operations, total assets, and retained
earnings. This, in turn, increased WorldCom’s share price and made those who exercised
low cost stock options rich. Chief Executive Officer (CEO) Bernard Ebbers, made $35
million in June 1999, Chief Executive Officer Scott D. Sullivan made $18 million in August
2000, and chairman of the audit committee, Max Bobbitt, made $1.8 million in 1999
(Romeo and Norris 2002).

Cynthia Cooper, vice president for internal auditing, was the one who discovered the
fraud at WorldCom and reported it to the board of directors. She may be the only internal
auditor in history to be named Time magazine’s person of the year (2002).

The story begins when a worried executive in the wireless division told Cooper in March
2002 that corporate accounting had taken $400 million out of his reserve account and used
it to boost WorldCom’s income. Cooper went to Arthur Andersen, the CPA firm. They told
her it was not a problem. When she didn’t relent, CFO Sullivan told Cooper that everything
was fine and she should back off. Cooper, concerned that her job might be in jeopardy,
cleaned out personal items from her office. Cooper told Time magazine, “when someone is
hostile, my instinct is to find out why” (Ripley, 2002).

As the weeks went on, Cooper directed her team members to widen their net. Having
watched the Enron implosion and Andersen’s role in it, she was worried they could not
necessarily rely on the accounting firm’s audits. So they decided to do part of Andersen’s job
over again. She and her team began working late into the night, keeping their project secret.
And they had no allies. At one point, one of Cooper’s employees bought a CD burner and
started copying data, concerned that the information might be destroyed before they could
finish.

In late May, Cooper and her group discovered a gaping hole in the books. In public
reports the company had categorized billions of dollars as capital expenditures in 2001,
meaning the costs could be stretched out over a number of years into the future. But in fact
the expenditures were for regular fees WorldCom paid to local telephone companies to
complete calls and therefore were not capital outlays but operating costs, which should be
expensed in full each year. The trick allowed WorldCom to turn a $662 million loss into a
$2.4 billion profit in 2001.

On June 11, Sullivan called Cooper and gave her ten minutes to come to his office and
describe what her team was up to, says a source involved with the case. She did, and Sullivan
asked her to delay the audit. She told him that would not happen. The next day, Cooper told
the head of the audit committee about her findings. On June 25, after firing Sullivan, the
board revealed the fraud to the public.

Discussion What advantages does an internal auditor have over an external auditor in discovering fraud?
Questions And what disadvantages?
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M The Independent External Auditor: Training, Licensing and Authority

Independent auditors have primary responsibility to the performance of the audit func-
tion on published financial statements of publicly traded companies and non-public
companies. Some countries have several classes of auditors who have different functions.
Independent auditors are typically certified either by a professional organization or a
government agency.

ILLUSTRATION 1.3

Auditor Certification Designations Around the World

Certified Public Australia, Belize, El Salvador, Guatemala, Hong Kong, Israel, Japan,

Accountants Kenya (CPA (K)), Korea, Malaysia, Malawi, Myanmar, Philippines,
(CPA) Singapore, Taiwan, Western Samoa, and the USA.
Chartered Australia (ACA), Bahamas, Bermuda, Botswana, Canada, Cayman

Accountants (CA) | Islands, Channel Islands, Cyprus, Fiji, Guyana, Hungary, India,
Jamaica, Nigeria, Trinidad, New Zealand, Papua New Guinea, Saudi
Arabia, South Africa (CA-SA), Swaziland (CA (SD)), United Arab
Emirates, the UK and Zimbabwe.

Contador Publico | Argentina, Brazil (Contador), Chile, Columbia (CP Titulado), Costa
(CP) Rica (CP Autorizado -CPA), Dominican Republic (CPA), Ecuador
(CPA), Mexico, Panama (CPA) and Peru.

Expert Comptable | France (or Commissaire aux comptes), Luxembourg and Senegal.

Auditors Bahrain, Czech Republic, Qatar and Solomon Islands.

Other titles Registeraccountants (RA) and Accountants Administratie-
Consulenten (AC) in the Netherlands and Netherlands Antilles;
Wirtschaftsprufer in Austria and Germany; Statautoriseret Revisor in
Denmark and Norway; Dottore Commercialista in Italy; Revisor
Official de Contas (ROC) in Portugal; Auktoriserad Revisor (AR) in
Sweden; Wirtschaftsprufer and Expert Comptable in Switzerland;
Reviseur d’Entreprises in Belgium; KHT or CGR in Finland; Soma
Orkoton Logiston (SOL) in Greece; Licenciado en Contaduria Publico
in Venezuela; Akuntan Publik in Indonesia; Loggilturendurskodandi
in Iceland; Licensed Accountant (LA) in Iraq; Technician Superior in
Lebanon; and Sworn Financial Advisor (SFA) in Turkey.
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The source of authority for the attest function comes from national commercial
or company law in most countries, but in some cases (e.g. the USA and Canada) the
individual provinces or states exercise considerable control over who the auditor is and
how he becomes qualified. All CPAs in the USA are licensed by the individual states. Most
countries have strong professional accountant organizations which may also influence
who becomes an auditor.

Certified designations for auditors in different countries are listed in Illustration 1.3.

Licensing Requirements

The auditor is someone who is trained in an academic program and who meets certain
licensing requirements. Countries may have requirements for minimum age, citizenship,
university degree and completion of a qualifying examination. The Eighth European
Union (EU) Directive*' has a minimum experience requirement of three years, whereas
the USA only requires one or two years. It is common for people in the USA and Canada
to become professional accountants in their early twenties, but in Germany and Japan
many people do not attain their credentials until their mid-thirties.

The EU Eighth Company Law Directive** sets minimum qualifications for statutory
auditors. This directive specifies that an individual must attain at least entrance-level
qualifications at university level, engage in a program of theoretical instruction, receive at
least three years’ practical training and pass an examination of professional competence,
Furthermore, the Eighth Directive puts an obligation on Member States to ensure that
statutory audits are carried out with professional integrity and that there are appropriate
safeguards in national law to protect the independence of auditors.

e,

- 3

e ,, ,& Setting Audit Objectives Based on Management Assertions
Conceptually, where does the audit start? It starts with the financial statements prepared
by the client and the claims that the client makes about these numbers. These claims by
management are called “assertions”. For example, management claims (asserts) that sales
exist, i.e. sales are not fiction created by management. Management claims that the
expenses and liabilities are complete, i.e. they did not leave out any expenses to make
net income look better. Management claims that they have disclosed all that should be
disclosed. Inventory is properly valued and it belongs to the company, not some other
company who put it there on consignment. And so on.

The Auditor’s Process

Where it is management’s responsibility to prepare the financial statements, it is the
auditor’s job to verify whether the financial statements are true and fair. Put differently, it
is the auditor’s job to validate management’s assertions. In order to do so, the auditor will
identify audit objectives, which can be regarded as the auditor’s counterpart of manage-
ment assertions. The auditor will define audit objectives for existence of sales, complete-
ness of expenses, presentation and disclosure (based on IFRS) and valuation and rights and
obligations of inventory. The auditor will develop these specific audit objectives for which
they must test for evidence as proof.
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After the identification of accounts, classes of transactions and the related management
assertions and audit objectives, the auditor will determine the nature, amount and timing
of the audit procedures to be carried out. In order to do so, he will perform risk analysis
for each audit objective, i.e. he will determine the susceptibility of account balances and
transactions to misstatement.

Further, the auditor will have to determine the exactness with which he will perform
his audit. It is reasonable to suppose that the auditor will accept a greater tolerance in the
audit of a large, multinational enterprise than in the audit of a small, local company. This
raises the issue of materiality and of tolerable errors in the audit process.

In designing an audit program for a specific account, the auditor starts by developing
general objectives from the financial statement assertions of management. Then, specific
objectives are developed for each account under audit, and finally, audit procedures are
designed to accomplish each specific audit objective.

B Management Assertions and Audit Objectives

Audit procedures are designed to obtain evidence about the assertions of management
that are embodied in the financial statements. Management assertions are implied or
expressed representations by management about classes of transactions (e.g. sales trans-
actions) and related accounts (e.g. revenue, accounts receivable) in the financial state-
ments. When the auditors have gathered sufficient evidence to support each management
assertion, they have sufficient evidence to support the audit opinion.

An example of a management assertion is that “the company’s financial statements are
prepared based on international accounting standards”. This assertion is one of present-
ation and disclosure. The auditor must obtain sufficient evidence that this assertion is
materially true. He must gather evidence that accounts are classified correctly and the
proper disclosures have been made based on international standards.

Assertions Categorized

According to ISA 500, financial statement assertions are assertions by management,
explicit or otherwise, that are embodied in the financial statements. They can be
categorized as follows: >’

(1) Assertions about classes of transactions and events for the period under audit

Occurrence — transaction and events that have been recorded have occurred and
pertain to the entity. For example, management asserts that a recorded sales trans-
action was effective during the year under audit.

Completeness — all transactions and events that should have been recorded have been
recorded. For example, management asserts that all expense transactions are recorded,
none were excluded.

Accuracy — amounts and other data relating to recorded transactions and events have
been recorded appropriately. For example, management asserts that sales invoices were
properly extended and the total amounts that were thus calculated were input into the
system exactly.

Cutoff — transactions and events have been recorded in the correct accounting period.
For example, management asserts that expenses for the period are recorded in that
period and not in the next accounting period.
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Classification — transactions and events have been recorded in the proper accounts.
For example, management asserts that expenses are not recorded as assets.

(2) Assertions about account balances at the period end

Existence — assets, liabilities and equity interests exist. For example, management
asserts that inventory in the amount given exists, ready for sale, at the balance sheet
date.

Rights and obligations — an entity holds or controls the rights to assets, and liabilities
are the obligations of the entity. For example, management asserts that the company
has the legal rights to ownership of the equipment they use and that they have an oblig-
ation to pay the notes that finance the equipment.

Completeness — all assets, liabilities and equity interests that should have been recorded
have been recorded. For example, management asserts that all liabilities are recorded
and included in the financial statements, that no liabilities were “off the books”.
Valuation and allocation — assets, liabilities, and equity interests are included in the
financial statements at appropriate amounts and any resulting valuation or allocation
adjustments are appropriately recorded. For example, management asserts that their
accounts receivable are stated at face value, less an allowance for doubtful accounts.

(3) Assertions about presentation and disclosure

Occurrence and rights and obligations — disclosed events, transactions, and other
matters have occurred and pertain to the entity. For example, management asserts that
events that did not occur have not been included in the disclosures.

Completeness — all disclosures that should have been included in the financial state-
ments have been included. For example, management asserts that all disclosures that
are required by IFRS are made.

Classification and understandability — financial information is appropriately pre-
sented and described, and disclosures are clearly expressed. For example, management
asserts that all long-term liabilities listed on the balance sheet mature after one operat-
ing cycle or one year and that any special conditions pertaining to the liabilities are
clearly disclosed.

Accuracy and valuation — financial and other information are disclosed fairly and at
appropriate amounts. For example, management asserts that account balances are not
materially misstated.

Ilustration 1.4 gives some management assertions/audit objectives, their definitions and
an example of the type of audit procedures that may be required for that assertion based
on the audit of marketable securities.

Certification Exam Question 1.6

An auditor tests an entity’s control of obtaining credit approval before shipping goods to
customers in support of management’s financial statement assertion of

A) Valuation or allocation.
B) Completeness.
C) Existence or occurrence.

(
(
(
(D) Rights and obligations.
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ILLUSTRATION 1.4

Financial Statement Assertions, Definitions and Procedures for
Auditing Receivables
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Assertion Definition Procedures
Existence Assets, liabilities and equity v Confirm customer account
interests exist. balances
v Inspect shipping documents
Rights and An entity holds or controls the v Inquire about factoring of
obligations rights to assets, and liabilities are receivables
the obligations of the entity. v Inspect cash receipts
Occurrence Transaction and events that have v Inspect notes receivable
been recorded have occurred and v Inspect sales invoices
pertain to the entity.
Completeness | All transactions, events, assets, v Perform analytical procedures
liabilities and equity interests that v Inspect inter-company sales

should have been recorded have
been recorded.

invoices

Valuation and

Assets, liabilities, and equity

v/ Reconcile subsidiary ledger to

allocation interests are included in the general ledger
financial statements at appropriate | «+ Age receivables to test
amounts and any resulting adequacy of allowance for
valuation or allocation adjustments doubtful accounts
are appropriately recorded.

Accuracy Amounts and other data relating Recalculate sales invoices

to recorded transactions and
events have been recorded
appropriately.

AN

Reperform sales transactions

Classification

Transactions and events have
been recorded in the proper
accounts.

v Inquire about revenue
recognition policies

Cutoff

Transactions and events have
been recorded in the correct
accounting period.

v Inspect next period bank
statements for cash receipts

v Inspect credit memos for
sales returns

Presentation
and disclosure

An item is disclosed, classified,
and described in accordance with
acceptable accounting reporting
framework.

v/ Review disclosures for
compliance with IFRS and
applicable regulation

v Inspect loan documents for
pledging or discounting of
accounts receivable
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In the international environment today, the professional auditor audits financial
statements, internal control, compliance with policies, compliance with laws and regu-
lations, and codes of best practice. However, no matter what subject matter the audit is
designed to evaluate, the audit process is a well-defined methodology to help the auditor
accumulate sufficient competent evidence.

B Empirical Scientific Cycle and the Audit

The audit process may be compared to the empirical scientific cycle.?* The empirical
scientific cycle is a systematic process of experimenting that starts with a research
question, then a plan for an empirical test of the question is made, the test is done, feed-
back is analyzed, and the scientist makes a judgment. The scientist’s opinion is that the
experimental hypothesis is false or not false, or perhaps that the test is inconclusive.

Although the numerous judgments made during a financial audit (about audit
approach, sampling, audit risk, etc.) make it more of an art than a science, the audit
process follows a systematic process. The audit process begins with a client’s request for
an audit of financial statements, which is followed by a plan of the audit and tests of
evidence, culminating in a judgment or opinion. The auditor’s judgment is whether the
financial statements are unqualified as to their fairness, qualified or disclaimed.

A scientist poses a question; this is similar to the client asking an auditor to audit a
set of financial statements. A plan is drawn up for the experiment (an audit plan). The
scientist tests his theory and evaluates the evidence and an auditor tests the assertions
made in the financial statements. The scientist writes up a report on the experiment and
an auditor writes a report on the representational quality of the financial statements based
on the underlying accounting evidence.

Assessing risk is the core of the audit. The rest of the audit is designed to provide a
response to these identified risks. In 2002 and 2003, the ITAASB published an exposure
draft® and new standards.?® In this book, we will provide this new “business risk”
oriented approach. Business risks result from significant conditions, events, circum-
stances, actions, or inactions that could adversely affect a company’s ability to execute its
strategies, for example, changes in customer demand, government regulations, etc. Most
business risks will eventually have financial consequences and, therefore, an effect on the
financial statements. As such, the auditors are required to discuss business risks as part of
the planning process.

Standard Audit Process Model in Four Phases

In this book, a four-phase standard audit process model is used, based on the scientific
empirical cycle. The phases of the audit are:

1 client acceptance (pre-planning)

2 planning and design of an audit approach

3 tests for evidence

4 completion of the audit and issuance of an audit report.
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Mlustration 1.5 shows the four-phase audit process model and its major sub-components.

ILLUSTRATION 1.5

Audit Process Model

Phase I: Client Acceptance

Objective:  Determine both acceptance of a client and acceptance by a client. Decide on
acquiring a new client or continuation of relationship with an existing one and
the type and amount of staff required.

Procedures: (1) Evaluate the client’s background and reasons for the audit
(2) Determine whether the auditor is able to meet the ethical requirements
regarding the client
(3) Determine need for other professionals
(4) Communicate with predecessor auditor
(5) Prepare client proposal
(6) Select staff to perform the audit
(7) Obtain an engagement letter

Phase IlI: Planning

Objective:  Determine the amount and type of evidence and review required to give the auditor
assurance that there is no material misstatement of the financial statements.

Procedures: (1) Perform audit procedures to understand the entity and its environment,
including the entity’s internal controls
(2) Assess the risks of material misstatements of the financial statements
(3) Determine materiality; and
(4) Prepare the planning memorandum and audit program, containing the
auditor’s response to the identified risks

Phase llI: Testing and Evidence

Objective:  Test for evidence supporting internal controls and the fairness of the financial
statements.

Procedures: (1) Tests of controls
(2) Substantive tests of transactions
(3) Analytical procedures
(4) Tests of details of balances
(5) Search for unrecorded liabilities

Phase IV: Evaluation and Reporting
Objective:  Complete the audit procedures and issue an opinion.

Procedures: (1) Evaluate governance evidence

(2) Perform procedures to identify subsequent events

(3) Review financial statements and other report material
(4) Perform wrap-up procedures

(5) Prepare Matters for Attention of Partners

(6) Report to the board of directors

(7) Prepare Audit report
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M Phase I: Client Acceptance

An audit firm carries out audits for both existing clients and new clients. For existing
clients, there is not much activity involved in accepting the client for another year’s audit.
The audit firm is familiar with the company and has a great deal of information for
making an acceptable decision. However, in the case that it is concluded that the auditor’s
business risk is unacceptably high (client is a fraudster or acts illegally) the auditor recon-
siders continuation of the agreement. Accountancy firms have strict procedures for
reconsidering high-risk engagements.

When prospective clients approach the audit firm with a request to bid on their finan-
cial audits, audit firms must investigate the business background, financial statements,
and industry of the client. The firm must also convince the client to accept them. The
process of client acceptance involves evaluation of the client’s background, selecting
personnel for the audit, and evaluating the need and requirements for using the work of
other professionals.

The client acceptance phase of the auditing methodology is discussed in detail in
Chapter 5 Client Acceptance.

B Phase Il: Planning

The audit firm must plan its work to enable it to conduct an effective audit in an efficient
and timely manner. Plans should be based on knowledge of the client’s business. Plans
are developed after obtaining a basic understanding of the business background, control
environment, control procedures, the client’s accounting system, and after performing
analytical procedures. The second part of the planning process is to determine the riski-
ness of the engagement and set materiality levels. Finally, the auditor prepares an audit
program which outlines the nature, timing and extent of audit procedures required to
gather evidence.

One of the most widely accepted concepts on auditing is the importance of the client’s
internal control structure to reliable financial information. If the client has adequate
internal control for proving reliable data and safeguarding assets and records, the amount
of audit evidence required, and planned for, is significantly less than where internal
controls are inadequate. Therefore, assessing internal controls is a very important part of
the planning process.

An entity’s internal control structure includes five basic categories of policies and
procedures. Management designs and implements this in order to provide reasonable
assurance that its control objectives will be met. These components of internal control
are:”’

the control environment

risk assessment

control procedures

information and communication
monitoring.

Ul B W N
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ﬂf Certification Exam Question 1.7

Which of the following is not a component of an entity’s internal control?

(A) Control risk.

(B) Control activities.
(C) Monitoring.

(D) Control environment.

Planning concepts are discussed in Chapter 6 Planning, Chapter 7 Internal Control and
Risk, Chapter 8 Responses to risk and Chapter 9 Analytical Procedures. Illustration 1.6
shows a diagrammatic view of the result of planning — devising the audit program from
an understanding of the company, internal control analysis, and analysis of assertions.

ILLUSTRATION 1.6

Developing an Audit Program

Understand company, internal controls
analytical procedures, risk analysis

\

Financial statement assertions

\

Audit objectives

l

Audit procedures

l

Audit program

M Phase llI: Testing and Evidence

The audit should be performed and the report prepared with due professional care by
persons who have adequate training, experience, and competence in auditing. The
auditor should also be independent of the audit and keep the results of the audit con-
fidential, as required by international ethics. “Due professional care” means that the
auditor is a professional responsible for fulfilling his duties diligently and carefully. Due
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care includes the completeness of the working papers, the sufficiency of the audit
evidence and the appropriateness of the audit report.

The testing and evidence-gathering phase of the audit requires first testing any controls
that the auditor expects to rely upon. Once the controls are tested, the auditor must
decide on additional, substantive, tests. The understanding of controls is needed to deter-
mine what kind of tests (the nature), when they should be done (timing), and what the
number (extent) of the tests should be.

Gathering Evidence

The auditor should obtain sufficient appropriate audit evidence through the performance
of control and substantive procedures to enable him to draw reasonable conclusions on
which to base his audit opinion. Tests of controls are tests designed to obtain reasonable
assurance that financial information system controls are in place and effective.
Substantive procedures are designed to obtain evidence as to the completeness, accuracy,
and validity of the data produced by the accounting system. They are of three types: tests
of details of transactions, account balances, and analysis of significant ratios and trends.
Audit evidence is discussed in Chapter 10 Substantive Testing and Evidence.

M Phase IV: Evaluation and Reporting

The auditor should review and assess the conclusions drawn from audit evidence on
which he will base his opinion on the financial information. This review and assessment
involves forming an overall conclusion as to whether:

the financial information has been prepared using acceptable accounting policies,
consistently applied;

the financial information complies with relevant regulations and statutory requirements;
the view presented by the financial information as a whole is consistent with the
auditor’s knowledge of the business of the entity; and

there is adequate disclosure of all material matters relevant to the proper presentation
of the financial information.

The auditor must perform final audit procedures before the audit report can be written.
The auditor must:

obtain legal letters,

identify subsequent events,

carry out an overall review,

review all material that goes into the annual report, report to the board of directors,
obtain a management representations letter,

carry out final analytical and other procedures, and

prepare matters for attention of partners.

The Audit Opinion

The audit report should contain a clear written expression of opinion on the financial
information. An unqualified opinion indicates the auditor’s satisfaction in all material
respects with the matters. When a qualified opinion, adverse opinion or disclaimer of
opinion is given, the audit report should state the reasons in a clear and informative
manner.
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Completing the audit is discussed in Chapter 11 Completing the Audit. Audit reports
are discussed in detail in Chapter 12.

_ S 2 . . q
Wl i) International Public Accountancy Firms
S

The four largest accountancy firms in the world (known as “the Big Four”) influence
international auditing because of their day-to-day operations in many countries and their
membership in most of the world’s professional accounting organizations. All of these
firms have revenues of billions of dollars. The Big Four are: Deloitte, Ernst & Young,
KPMG, and PricewaterhouseCoopers.

In the earliest days of multinational accountancy firms, the organizational form of
audit firms was a partnership or professional corporation. This legal form still predomi-
nates, but legal forms vary around the world between countries as well as between firms.
Recently the limited liability forms of organization, such as Limited Liability Partnership
(LLP), have come into widespread use.

M Professional Staff

The partners hire professional staff to assist them in their work. The organizational
hierarchy in a typical international auditing firm (shown in Illustration 1.7) includes

ILLUSTRATION 1.7

The Organizational Hierarchy of a Typical International Auditing Firm

Director
or
Partner
Owners of the firm

Manager
Supervises the audits
conducted by the seniors

Senior Accountants
(or Supervisor)
In charge of audit fieldwork and typically
have two or more years of experience
in public auditing

Staff Accountants
(or Junior Assistant then Senior)
Typically the first position of someone entering the
public accountant profession
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partners, managers, supervisors, seniors or in-charge auditors, and staff accountants.
A new employee usually starts as a staff accountant and spends several years at each
classification before eventually achieving partner status.

In the remainder of this section the allocation of personnel to an audit is discussed.
However, it must be remembered that human resource models will vary between auditing
firms. The following describes the common threads of work.

Staff Accountants (or Junior Assistants then Senior)

The first position when someone enters the public accounting profession is that of staff
accountant (also called assistant or junior accountant). The staff accountant often
performs the more detailed routine audit tasks.

Senior Accountants (or Supervisor)

The senior (“in-charge”) auditor or “supervisor” is in charge of audit fieldwork and
typically has two or more years’ experience in public auditing. The senior takes a major
part in planning the audit and is primarily responsible for conducting the audit engage-
ment at the client’s place of business. Planning and supervision of more complex audits
may involve the partner or director in planning and the manager in supervising the
engagement.

The senior supervises the work of the audit staff, reviews working papers and time
budgets, and assists in drafting the audit report. The senior maintains a continuous
record of staff hours in each phase of the audit examination and maintains professional
standards of fieldwork. This work is subject to review and approval by the manager and
partner.

Managers

The manager supervises the audits conducted by the seniors. The manager helps the
seniors plan their audit programs, reviews working papers periodically, and provides
other guidance. The manager is responsible for determining the audit procedures appli-
cable to specific audits and for maintaining uniform standards of fieldwork. Often
managers have the responsibility of compiling and collecting the firm’s billings to the
audit client. The manager, who typically has at least five years’ experience, needs a broad
and current knowledge of tax laws, accounting standards and government regulations. A
manager is likely to specialize in accounting requirements of a specific industry.

Partners/Directors

Partners are the owners of the auditing firm. The change in legal structure means that in
some countries those formerly known as partners are directors. They are heavily involved
in the planning of the audit, evaluation of the results and determination of the audit
opinion. The degree to which they are involved in the audit will vary between firms and
assignments because firms have to ensure that partners allocate their time in an appro-
priate way. Partners will delegate as much of the work as possible to experienced
managers and seniors. Moreover, the larger the accountancy firm the more variation
there is likely to be in practice depending on the nature of the engagement.

Other partner or director duties include maintaining contacts with clients, resolving
controversies that may arise, and attendance at the client’s stockholders’ meetings to
answer any questions regarding the financial statements or the auditor’s report. They may
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Concept and a Compa

also recruit new staff members, review audit working papers, supervise staff and sign the
audit reports, depending on the complexity of the engagements. Partners may specialize
in a particular area such as tax laws or a specific industry. The partner is the person who
must make the final decisions involving complex judgments.

History of Deloitte

Concept

Founding fathers and international mergers of Big Four audit firms.

Story

In 1990 Deloitte Touche Tohmatsu was created following a number of earlier mergers. In
2003 the names of Touche and Tohmatsu were dropped, leaving Deloitte as the firm’s full
name. Deloitte was established by three founders: William Welch Deloitte, George Touche
and Admiral Nobuzo Tohmatsu.

In 1845, at the age of 25, W.W. Deloitte opened his own office opposite the Bankruptcy
Court in Basinghall Street, London. At that time three Companies Acts created joint-stock
companies, laying the foundation for modern company structures. Deloitte made his name
with the industry of the day — the railways — and in 1849 the Great Western Railway
appointed Deloitte the first independent auditor in that industry. He discovered frauds on
the Great North Railway, invented a system for railway accounts that protected investors
from mismanagement of funds, and was to become the grand old man of the profession. As
president of the newly created Institute of Chartered Accountants, Deloitte found a site for
its headquarters in 1888. In 1893 he opened offices in the USA.

Financial disasters in the new and booming investment trust business in the England gave
George Touche his business opportunity. His reputation for flair, integrity, and expertise
brought him a huge amount of work setting these trusts on the straight and narrow. A
similar flair for saving doomed businesses from disaster and restructuring them led to the
formation of George A. Touche & Co. in 1899. In 1900, along with John Niven, the son of
his original Edinburgh accounting mentor, Touche set up the firm of Touche, Niven & Co.
in New York. Offices spread across the USA and Canada and were soon attracting clients
like R.H. Macy, a large US nationwide department store. In the UK, General Electric
Company was an important client and still is. Meanwhile Touche himself took his repu-
tation for probity and ran for public election in England and became MP for North
Islington, England in 1910, and was knighted in 1917. He died in 1935.

After Tohmatsu qualified as a certified public accountant at the age of 57 in 1952, he
became a partner in a foreign-affiliated accounting firm and a director of a private corpora-
tion. In 1967, he became president of the Japanese Institute of Certified Public Accountants.
In the 1960s, the Japanese government wanted to see national audit corporations estab-
lished, and Tohmatsu asked Iwao Tomita, a former student and a graduate of the Wharton
School in Chicago, to respond to that challenge. In May of 1968, Tohmatsu & Co. (formerly
Tohmatsu Awoki & Co.) was incorporated.

Discussion
Question

What events and circumstances contributed to the growth and international scope of
Deloitte’s operations?

References www.Deloitte.com
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Concept and a Company 1.3 !_

A History of Ernst & Young

Concept Founding fathers and international mergers of Big Four audit firms.

Story The founders of Ernst & Young were Arthur Young who had an interest in investments and
banking which led to the foundation in 1906 of Arthur Young & Co. in Chicago, USA and
A.C. Ernst, who was a bookkeeper while still in high school, joined his brother and started
Ernst & Ernst in 1903.

Ernst pioneered the idea that accounting information could be used to make business
decisions — the forerunner of management consulting. He also was the first to advertise
professional services. Young was profoundly interested in the development of young
professionals. In the 1920s he originated a staff school; in the 1930s, his firm was the first to
recruit from university campuses.

Both firms were quick to enter the global marketplace. As early as 1924, they allied with
prominent British firms — Young with Broads Paterson & Co. and Ernst with Whinney
Smith & Whinney. In 1979, Ernst’s original agreement led to the formation of Ernst &
Whinney. These alliances were the first of many for both firms throughout the world — and
they are the roots of the global firm today.

Young and Ernst, never having met, both died in 1948 within only a few days of each
other. In 1989, the firms they started combined to create Ernst & Young.

Discussion What is the impact today of Ernst’s innovation of advertising professional services?
Questions What do you think Young’s staff school taught to professional accountants in 19207
What do you think Ernst & Young teach today in their staff school?

References www.Ernst&Young.com

Concept and a Company 1.4 e

History of KPMG
Concept Founding fathers and international mergers of Big Four audit firms.
Story KPMG was formed in 1987 with the merger of Peat Marwick International (PMI) and

Klynveld Main Goerdeler (KMG) and their individual member firms. Spanning three
centuries, the organization’s history can be traced through the names of its principal
founding members — whose initials form the name “KPMG.”

K stands for Klynveld. Piet Klijnveld founded the accounting firm Klynveld Kraayenhof &
Co. in Amsterdam in 1917.

P is for Peat. William Barclay Peat founded the accounting firm William Barclay Peat &
Co. in London in 1870.

M stands for Marwick. James Marwick founded the accounting firm Marwick, Mitchell &
Co. with Roger Mitchell in New York City in 1897.
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History of KPMG (continued)

G is for Goerdeler. Dr. Reinhardt Goerdeler was for many years chairman of Deutsche
Treuhand-Gesellschaft and later chairman of KPMG. He is credited with laying much of
the groundwork for the KMG merger.

In 1911, William Barclay Peat & Co. and Marwick Mitchell & Co. joined forces to form what
would later be known as Peat Marwick International (PMI), a worldwide network of
accounting and consulting firms. William Barclay Peat & Co. was founded in 1870 in
London, Marwick Mitchell & Co. was founded in 1897 in New York City.

Klynveld Kraayenhof & Co. was founded in Amsterdam in 1917. In 1979, Klynveld
Kraayenhof & Co. joined forces with Deutsche Treuhand-Gesellschaft and the international
professional services firm McLintock Main Lafrentz & Co. to form Klynveld Main
Goerdeler (KMG). Goerdeler was Dr. Reinhard Goerdeler, the chairman of Deutsche
Treuhand-Gesellschaft.

In 1987, PMI and KMG and their member firms joined forces. Today, all member firms
throughout the world carry the KPMG name exclusively or include it in their national firm

names.
Discussion What types of problems could result from combining four firms from different nations with
Question different cultures into a working environment?

References www.KPMG.nl

Concept and a Compa
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History of PricewaterhouseCoopers

Concept Founding fathers and international mergers of Big Four Audit firms.

Story A merger in 1998 of Coopers & Lybrand and Price Waterhouse created Pricewaterhouse-
Coopers. These two firms have historical roots going back some 150 years. Pricewater-
houseCoopers employs about 125,000 people in more than 142 countries throughout the
world.

In 1850, Samuel Lowell Price started an accounting business in London. In 1865, William
H. Holyland and Edwin Waterhouse joined him in partnership, and by 1874 the company
name changes to Price, Waterhouse & Co. (or PW for short). In 1873, the firm conducted
their first US project. The growing US practice lead to the establishment of permanent PW
presence in the Western hemisphere, which began with the opening of the office in New
York City in 1890. By the turn of the century, it had a roster of clients that covered a wide
range of industrial and commercial fields in most sections of the USA. Branch offices began
to open throughout the USA and then in other parts of the world. In 1982 Price Waterhouse
World Firm was formed.

In 1854, William Cooper established his own practice in London, which seven years later
became Cooper Brothers. The firm’s history in the USA began in 1898, when Robert
H. Montgomery, William M. Lybrand, Adam A. Ross Jr., and his brother T. Edward
Ross formed Lybrand Ross Brothers and Montgomery in Philadelphia. During the early
twentieth century their offices spread around the country and then in Europe.
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From 1953, the firm experienced a major transformation from a medium-size company,
focused on auditing and primarily national in scope, into a multinational player with a
growing mix of consulting services. The boldest step was a 1957 merger between Cooper
Brothers & Co. (UK), McDonald, Currie and Co. (Canada), and Lybrand, Ross Bros, &
Montgomery (US), forming Coopers & Lybrand, which had 79 offices in 19 countries. In
1990, Coopers & Lybrand merged with Deloitte Haskins & Sells in a number of countries
around the world. Finally, in 1998 Price Waterhouse and Coopers & Lybrand merged
worldwide to become PricewaterhouseCoopers.

Discussion Why did the Western hemisphere operations of Price and Coopers grow rapidly in the
Question twentieth century?
References www.columbia.edu/cu/libraries/indiv/rare/guides/PWC/main

www.pwcglobal.com

Anthropologists have found records of auditing activity dating back to early Babylonian
times (around 3000 BC). There was also auditing activity in ancient China, Greece and
Rome. Auditors existed in ancient China and Egypt. They were supervisors of the
accounts of the Chinese Emperor and the Egyptian Pharaoh. From the dawn of the
dynastic era in Egypt (3000 BC) the scribes (accountants) were among the most esteemed
in society and the scribal occupation was one of the most prestigious occupations. The
practice of modern auditing dates back to the beginning of the modern corporation at the
dawn of the Industrial Revolution. In 1853, the Society of Accountants was founded in
Edinburgh. Several other institutes emerged in Great Britain, merging in 1880 into the
Institute of Chartered Accountants in England and Wales.

Auditors today are responsible for adding credibility to international corporate finan-
cial statements and annual reports. In addition to financial information, an auditor may
be required to attest to the representational quality of non-financial information such as
footnote disclosures, management’s report, the directors’ report, codes of best practice
and internal controls. By the audit process, the auditor enhances the usefulness and the
value of the financial statements, but he also increases the credibility of other non-audited
information released by management.

Organizations that affect international auditing today are primarily the International
Accounting Standards Board (IASB) and the International Federation of Accountants
(IFAC) who set the International Standards on Auditing (ISAs). Increasingly, oversight
bodies such as the Public Company Accounting Oversight Board (PCAOB) and the
Public Interest Oversight Board (PIOB), and national regulators emerge.

The International Auditing and Assurances Standards Board (IAASB) of the
International Federation of Accountants (IFAC) issues international auditing standards
(International Standards on Auditing (ISAs)). TAASB issues several sets of standards to be
applied to international auditing and assurance services. IAASB issues:

1 International Standards on Auditing (ISAs) as the standards to be applied by auditors
in reporting on historical financial information.
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2 International Standards on Assurance Engagements (ISAEs) as the standards to be
applied by practitioners in assurance engagements dealing with information other than
historical financial information.

3 International Standards on Quality Control (ISQCs) as the standards to be applied for
all services falling under the Standards of the IAASB.

4 International Standards on Related Services (ISRSs) as the standards to be applied on
related services, as it considers appropriate

An audit may be defined as a systematic process of objectively obtaining and evaluating
evidence regarding assertions about economic actions and events to ascertain the degree
of correspondence between these assertions and established criteria and communicating
the results to interested users.

Although an auditor may examine more than financial information such as company
policies and the environment, the majority of audit work concerns financial statements.
The financial statements audited under international standards are the income statement,
balance sheet and statement of cash flows. The first International Standard on Auditing,
ISA 200, discusses the principles governing an audit of financial statements.

Audits are classified into three types: audits of financial statements, operational audits
and compliance audits. There are two basic types of auditors: independent external audi-
tors and internal auditors.

Management makes representations and assertions about the financial statements.
Their assertions are about classes of transactions and related accounts in the financial
statements and are used to set objectives for obtaining audit evidence. The assertions
about financial statements fall into three categories:

1 assertions about classes of transactions and events for the period under audit;
2 assertions about account balances at the period end;
3 assertions about presentation and disclosure.

The individual assertions are occurrence, completeness, accuracy, cutoff, classification,
existence, rights and obligations, valuation and allocation, and understandability. The
auditor must systematically check these “management assertions” because they form the
basis of the audit process.

The audit process is a well-defined methodology to help the auditor accumulate suffi-
cient competent evidence. In this book a four phase standard audit process model is: (1)
client acceptance (pre-planning); (2) planning and design of an audit approach; (3) tests
for evidence; and (4) completion of the audit and issuance of an audit report.

The four largest accountancy firms in the world (known as “the Big Four”) influence
international auditing because of their day-to-day operations in many countries and their
membership in most of the world’s professional accounting organizations. Each of these
firms has revenues of billions of dollars. The Big Four are: Deloitte, Ernst & Young,
KPMG, and PricewaterhouseCoopers.

The organizational hierarchy in a typical international auditing firm includes partners,
managers, supervisors, seniors or in-charge auditors, and staff accountants. A new
employee usually starts as a staff accountant and spends several years at each classification
before eventually achieving partner status.
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% ,‘L’?Pﬂ Answers to Certification Exam Questions /}«
| A
1.1 (B) The requirement is to determine which concept requires an attitude that includes a
questioning mind and a critical assessment of audit evidence. Answer (B) is correct because ISA
100 (paragraph 42) states professional skepticism is an attitude that includes a questioning mind

and a critical assessment of evidence.

1.2 (B) The requirement is to identify a reason why audits cannot reasonably be expected to bring
all illegal acts to the auditor’s attention. Answer (B) is correct because illegal acts relating to the
operating aspects of an entity are often highly specialized and complex and often are far removed
from the events and transactions reflected in financial statements.

1.3 (D) Financial statement assertions. Answer (D) is correct because in obtaining evidential
matter in support of financial statement assertions, the auditor develops specific audit objectives
in the light of those assertions.

1.4 (A) The requirement is to express the differences between ISA and attestation standards.
Answer (A) is correct because attestation standards cover all engagements that exhibit five
characteristics: (1) a three-party relationship involving a practitioner (a responsible party) and the
intended users; (2) a subject matter; (3) suitable criteria; (4) evidence; and (5) an assurance
report. An attestation includes examination of historical financial statements

1.5 (B) The requirement is to identify the correct statement concerning an auditor’s responsi-
bilities regarding financial statements. Answer (B) is correct because an auditor may draft an
entity’s financial statements based on information from management’s accounting system.

1.6 (A) The requirement is to identify the assertion used to develop audit objectives regarding an
entity’s control of obtaining credit approval before shipping goods. Answer (A) is correct because
the auditor wishes to determine if accounts receivable are properly valued. If credit is not checked,
the collectability of accounts receivable is brought into question.

1.7 (A) The requirement is to identify the reply that is not component of an entity’s internal
control. Answer (A) is correct because while auditors assess control risk as a part of their con-
sideration of internal control, it is not a component of an entity’s internal control.

0
% otes
So

1 The Afrikaansche Handels-vereeniging was a company controlled by a very reputable citizen of
Rotterdam, the Netherlands. He managed to conceal important losses of his company to bankers,
creditors and stockholders by providing false balance sheets.

2 As important audit terms are first introduced in a chapter they are set in colored type. If you see a
word in color, the definition will be given in the glossary.

3 Such non-financial information might include footnote disclosures, the management’s report, the
report of the directors, or even the whole annual report.

4 Adrian Cadbury, 1995, The Company Chairman, 2nd ed. Prentice Hall, Hemel Hempstead, England,
p. 116.

5 Adapted and reprinted with permission from AICPA. Copyright © 2000 & 1985 by American
Institute of Certified Public Accountants.

6 A management report is required for publicly traded companies in the USA.
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Required of companies listed on the London Stock Exchange. Recommended in 1992 by the
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NOTES

‘( Kaw ) 5) 26 An extended version of ISA 200, “Objective and General Principles Governing an Audit of Financial
Statements,” The New ISA 315 “Understanding the Entity and Its Environment and Assessing the
Risks of Material Misstatement” replaces ISA 310, “Knowledge of the Business;” ISA 400, “Risk
J A Assessments and Internal Control;” and ISA 401, “Auditing in a Computer Information Systems
Environment.” The new ISA 330, “The Auditor’s Procedures in Response to Assessed Risks,” also

replaces ISA 400 and ISA 401. A new ISA 500, “Audit Evidence,” replaces the old ISA 500.
www.Hesabdary.Gom 27 Committee of Sponsoring Organizations of the Treadway Commission (COSO), 1992, Internal

@Hesa bdary Com Control Integrated Framework: Framework, Chapter 1 Definition, American Institute of Certified
Public Accountants. Jersey City, New Jersey, 1992.
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'd:% Questions, Exercises and Cases

1.2

1.3

1.4

1.5

1.6

1.7

1.8

1.9

1.10

QUESTIONS

Auditing through World History
1.1 Identify and briefly discuss factors that have created the demand for international auditing.

1.2 What characteristics of the Industrial Revolution were essential for the enhanced
development of the audit profession?

The Auditor, Corporations and Financial Information
1.3 Evaluate this quote: “Every international business, large or small, should have an annual

audit by an independent auditor.” Why should an auditor review the financial statements of
a company each year?

International Accounting and Auditing Standards

1.4 How do International Financial Reporting Standards (IFRS) differ from International
Standards on Auditing (ISA)?

1.5 What are the ISA standards that are used by an auditor to guide him through the first
phase of an audit?

An Audit Defined

1.6 What is the objective of an audit?

1.7 What is the general definition of an audit? Briefly discuss the key component parts of the
definition.

1.8 Name two types of risk in the audit process? Briefly discuss each.

Types of Audits

1.9 How many types of audits are there? Name each and briefly define them?
1.10 What are the differences and similarities in audits of financial statements, compliance
audits, and operational audits?

Types of Auditors
1.11 What are the three types of auditors? Briefly define them.

Setting Audit Objectives Based on Management Assertions

1.12 What are the financial statement assertions made by management according to ISA 500?
1.13 What is the existence assertion? The rights and obligation assertion? The completeness
assetion?

The Audit Process Model

1.14 How can one compare the empirical scientific cycle to the financial audit process?

1.15 What are the four phases of an audit process model? Briefly describe each.

1.16 Based on the Evaluation and Judgment Phase (IV) of the audit process model the overall
conclusions are formed on what judgments?

International Public Accountancy Firms

1.17 List the four basic positions within the organizational structure of an audit firm and
describe the duties of each position.
1.18 Name the Big Four international audit firms and give a brief history of each.
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1.4

1.5

1.6

QUESTIONS, EXERCISES AND CASES
PROBLEMS AND EXERCISES

Auditing through World History

1.19 History of Auditing. In this chapter, the history of auditing has been briefly described, from
an international perspective.

Required:
Identify the major differences with the developments specific for your country and try to
explain these based on differences in the economic system or development.

The Auditor, Corporations and Financial Information

1.20 Expectations Gap. The general public thinks that an auditor guarantees the accuracy of
financial statements. Is this true? Why? What other things does the public believe about
audited financial statements?

International Accounting and Auditing Standards

1.21 International Auditing Standards. The London, Tokyo and New York Stock Exchanges,
among others, require an annual audit of the financial statements of companies whose
securities are listed on it. What are the possible reasons for this?

1.22 Describe the Public Interest Oversight Board. Discuss what you think their impact will be
on worldwide auditing

An Audit Defined

1.23 Objectives of an Audit. Tracy Keulen, the sole owner of a small bakery, has been told that
the business should have financial statements reported on by an independent
Registeraccountant (RA). Keulen, having some bookkeeping experience, has personally
prepared the company’s financial statements and does not understand why such
statements should be examined by a RA. Keulen discussed the matter with Petra Dassen
(a RA), and asked Dassen to explain why an audit is considered important.

Required:
A. Describe the objectives of the independent audit.
B. Identify five ways in which an independent audit may be beneficial to Keulen.

1.24 Based on ISA 200 what are the general principles governing an audit of financial
statements. Discuss ethics, professional skepticism, audit scope, business risk and audit
risk.

Types of Audits

1.25 Operational Audits. List four examples of specific operational audits that could be
conducted by an internal audit in a manufacturing company. Describe how you would
conduct each

1.26 Auditing Tasks. Each of the following represents tasks that auditors frequently perform:
1 Compilation of quarterly financial statements for a small business that does not have
any accounting personnel capable of preparing financial statements.
2 Review of tax return of corporate president to determine whether she has included all
taxable income.
3 Review of the activities of the receiving department of a large manufacturing company,
with special attention to the efficiency of the materials inspection.
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4 Evaluation of a company’s computer system to determine whether the computer is
being used effectively.
5 Examination on a surprise basis of Topanga Bank. Emphasis placed on verification of
cash and loans receivable and observation of the California banking code.
6 Examination of vacation records to determine whether employees followed company
policy of two weeks’ paid vacation annually.
7 Audit of a small college to determine that the college had followed requirements of a
bond indenture agreement.
8 Examination of financial statements for use by stockholders when there is an internal
audit staff.
9 Audit of a German government agency to determine if the agency has followed policies
of the German government.
10 Audit of annual financial statements to be filed with the SEC.
11 Examination of a French government grant to a private company to determine whether
it would have been feasible to accomplish the same objective at less cost elsewhere.
12 Audit of a statement of cash receipts and disbursements to be used by a creditor.

Required:
For each of the above, identify the most likely type of auditor (independent, government, or
internal) and the most likely type of audit (financial, compliance, or operational).

1.7 Types of Auditors
1.27 Independent External Auditor. Give reasons why the following organizations should have

annual audits by an independent external auditor:

(@) The US Federal Reserve Board

(b) A retail company traded on the London Stock Exchange
(c) Walt Disney Company

(d) Amnesty International

(e) A small grocery store in Ponta Grossa, Brazil

(f) A local Baptist church in Lubbock, Texas.

1.8 Setting Audit Objectives Based on Management Assertions
1.28 Management Assertions and Audit Objectives. The following are management assertions

(1 through 9) and audit objectives applied to the audit of accounts payable ((a) through
(h)).

Management Assertion:
Existence

Rights and obligations
Occurrence
Completeness
Valuation and allocation
Accuracy

Cutoff

Classification
Understandibility

O©o0o~NOOOLh,WN PP

Specific Audit Objective:

(a) Existing accounts payable are included in the accounts payable balance on the balance
sheet date.

(b) Accounts payable are recorded in the proper account.
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(c) Acquisition transactions in the acquisition and payment cycle are recorded in the proper
period.

(d) Accounts payable representing the accounts payable balance on the balance sheet date
agree with related subsidiary ledger amounts, and the total is correctly added and
agrees with the general ledger.

(e) Accounts in the acquisition and payment cycle are properly disclosed according to IASs.

(f) Accounts payable representing the accounts payable balance on the balance sheet date
are valued at the correct amount.

(8) Accounts payable exist.

(h) Any allowances for accounts payable discounts is taken.

Required:

A. Explain the differences among management assertions and specific audit objectives
and their relationships to each other.

B. For each specific audit objective, identify the appropriate management assertion.

1.9 The Audit Process Model

1.29 Audit Process Model. What are the four Phases of an Audit? Discuss each. Determine
which is the most important of the four and explain why.

1.30 Audit Process Model. Based on the standard Audit Process Model, trace the procedures
an auditor would use to audit a retail clothing business (continuing client) from the initial
client contact to the audit opinion.

1.10 International Public Accountancy Firms

1.31 Auditor Responsibility. Four friends who are auditing students have a discussion. Jon says
that the primary responsibility for the adequacy of disclosure in the financial statements
and footnotes rests with the auditor in charge of the audit field work. Mai-ling says that the
partner in charge of the engagement has the primary responsibility. Abdul says the staff
person who drafts the statements and footnotes has the primary responsibility. Yalanda
contends that it is the client’s responsibility.

Required:
Which student is correct and why?
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CASES

1.32

1.33

1.34

1.35

Audit Objectives and Financial Statement Accounts. Look at the financial statements of
a major public company. Pick three accounts and discuss the financial statement
assertions that might be associated with those accounts. For example, the financial
statement assertions that might be associated with “Accrued Product Liability” are
valuation, existence, completeness, and understandability. Valuation relates to product
liability because a judgment (estimate) must be made regarding the expected cost of
defective products.

International Standards on Auditing (ISA). Download the latest version of Handbook Of
International Auditing, Assurance, And Ethics Pronouncements from the IFAC website
www.IFAC.org. Pick one ISA and discuss how that standard would influence the work of
an auditor.

Qualifications of Auditors. From the library get a copy of the EC Eighth Company Law
Directive which is about the qualifications and work of auditors.

Required:

Based on the Eighth Directive, answer the following questions.

A. How many years of work experience must an auditor have before he can receive an
auditing credential?

B. How many years of education must an auditor have before certification?

C. Name some of the requirements for the work of auditors.

Due Professional Care. Discuss lawsuits resulting from negligence of “Due professional
Care.”

Required:

A. Consult the library, a database like Lexis-Nexis or the internet for lawsuits resulting from
negligence of “Due Professional Care.” Discuss at least two.

B. Describe briefly the courts final conclusion and results from the court decision.

(Written by Thai Silver and Shirlene Xicotencatl)
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After studying this chapter, you should be able to:

1 Distinguish between different theories on the demand and supply of audit
services.

Understand drivers for audit regulation.

Understand the role of public oversight.

Distinguish between different audit firms.

Describe the elements of audit quality an audit fee.

Identify auditor’s liability issues.
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Know the auditor’s responsibilities with regard to the detection of fraud and
illegal acts.

8 Identify some current developments in the audit market.

9 Portray the series of codes of conduct and guidance at the London Stock
Exchange from the Cadbury Report to the Turnbull Report.

10 Be acquainted with the Sarbanes-Oxley Act of 2002.
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Introduction

The emergence of today’s auditors happened during the Industrial Revolution that
started in Great Britain around 1780. This revolution led to the emergence of large
industrial companies with complex bureaucratic structures and, gradually, the need to
look for external funds in order to finance further expansion: the separation between
capital provision and management. Both developments resulted in demand for the
services of specialists in bookkeeping and in auditing internal and external financial
representations. The institutionalization of the audit profession was then merely a matter
of time.

B Management Controls Operations and Communications

Management has control over the accounting systems of the enterprises that auditors
audit. Management is not only responsible for the financial reports to investors, but also
has the authority to determine the precise nature of the representations that go into those
reports. However, management can scarcely be expected to take an impartial view of this
process.

B Communications to Stakeholders — the Financial Statements

The financial reports measure the effectiveness of management’s performance of its
duties. They have an important influence on management’s salaries, on the value of
managers’ shareholdings in the enterprise and even on their continued employment with
the company. To increase the confidence of investors and creditors in these financial
statements, they are provided with an independent and expert opinion on the fairness of
the reports. An auditor provides this opinion.

Theories on the Demand and Supply of Audit Services

The demand for audit services may be explained by several different theories. Some
theories like the Theory of Inspired Confidence and Agency Theory have been well researched
and reported on. Other theories based on public perceptions such as the Policeman Theory
and the Lending Credibility Theory serve more as a point of reference than a researched
construct.

These four audit theories are shown in Illustration 2.1.

M The Policeman Theory

Is an auditor responsible for discovering fraud, like a policeman? Think of this idea as the
Policeman Theory. Up until the 1940s it was widely held that an auditor’s job was to focus
on arithmetical accuracy and on prevention and detection of fraud. However, from the
1940s until the turn of the century there was a shift of auditing to mean verification of
truth and fairness of the financial statements. Recent financial statement frauds such as
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ILLUSTRATION 2.1

An lllustration of Four Theories of Auditing

Policeman Theory

An auditor’s job is to focus on arithmetical accuracy and on the
prevention and detection of fraud.

Lending Credibility Theory

Audited financial statements are used by management to enhance the
stakeholders’ faith in management's stewardship.

Theory of Inspired Confidence

The demand for audit services is the direct consequence of the
participation of outside stakeholders (third parties) in the company.
These stakeholders demand accountability from the management, in
return for their contribution to the company. Since information provided
by management might be biased, because of a possible divergence
between the interests of management and outside stakeholders, an
audit of this information is required.

Agency Theory

A company is viewed as the result of more or less formal contracts, in
which several groups make some kind of contribution to the company,
given a certain price. A reputable auditor is appointed not only in the
interest of third parties, but also in the interest of management.

those at Ahold, Xerox, Enron, Tyco, etc. have resulted in careful reconsideration of this
theory. There now is an ongoing public debate on the auditor’s responsibility for detec-
tion and disclosure of fraud returning us to the basic public perceptions on which this
theory derives.

B The Lending Credibility Theory

Another public perception is that the primary function of auditing is the addition of
credibility to the financial statements. We may think of this as the Lending Credibility
Theory. Audited financial statements are used by management to enhance the stake-
holders’ faith in management’s stewardship. If stakeholders such as stockholders,
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government, or creditors have to make their judgments based on the information they
receive, they must have faith that this is a fair representation of the economic value of the
firm. In audit research terms this reduces the “information asymmetry”. However, there is
an efficient markets theory that holds that audited information does not form the primary
basis for investors’ investment decisions. '

M The Theory of Inspired Confidence

This theory was developed in the late 1920s by the Dutch professor Theodore Limperg.*
In contrast to the preceding theories, Limperg’s theory addresses both the demand and
the supply of audit services. According to Limperg, the demand for audit services is the
direct consequence of the participation of outside stakeholders (third parties) in the
company. These stakeholders demand accountability from the management, in return for
their contribution to the company. Since information provided by management might be
biased, because of a possible divergence between the interests of management and outside
stakeholders, an audit of this information is required. With regard to the level of audit
assurance that the auditor should provide (the supply side), Limperg adopts a normative
approach. The auditor should act in such a way that he does not disappoint the
expectations of a “rational outsider”, while, on the other hand, he should not arouse
greater expectations in his report than his examination justifies. So, given the possibilities
of audit technology, the auditor should do everything to meet reasonable public
expectations.

B Agency Theory

In the agency theory, originally proposed by Watts and Zimmerman,” a reputable auditor
—an auditor who is perceived to meet expectations — is appointed not only in the interest
of third parties, but also in the interest of management. A company is viewed as the result
of more or less formal “contracts”, in which several groups make some kind of contri-
bution to the company, given a certain “price”. Company management tries to get these
contributions under optimum conditions for management: low interest rates from
bankers, high share prices for stockholders, low wages for employees.

In these relationships, management is seen as the “agent,” trying to obtain contri-
butions from “principals” such as bankers, stockholders and employees. Costs of an
agency relationship are monitoring costs (the cost of monitoring the agents), bonding
costs (the costs, incurred by an agent, of insuring that agents will not take adverse actions
against the principals), and residual loss (effective loss that results despite the bonding
and monitoring costs incurred).

Management Knows More — Information Asymmetry

Several types of complexities arise in these agent—principal relationships, such as infor-
mation asymmetry. The agent (management) has a considerable advantage over the
principals regarding information about the company. Basically, management knows
more about the company’s ability to repay loans than the banker does, and it knows better
than the stockholders what the actual profit is, or whether it enjoys excessive perquisites.
Furthermore, management knows better than the employees whether the company’s
financial condition is such that everybody will still be employed next year. However,
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management needs the principals to look favorably on them, because they ultimately
depend on principals for the financial structuring of the business that management
supervises.

In order for the principals (who buy shares in the company, loan the company money,
or work for them) to have faith in the information given by management, it must be
reliable. This means that there is an incentive for both managers and outside investors to
engage reputable auditors.

Supply Side of Agency Theory

Agency theory can also be used to explain the supply side* of the audit market. The
contribution of an audit to third parties is basically determined by the probability that the
auditor will detect errors in the financial statements (or other irregularities, such as fraud
or illegal acts) and the auditor’s willingness to report these errors (e.g. by qualifying the
auditor’s report), even against the wish of the auditee (auditor independence). Costs as a
result of reputation damage have been demonstrated in several empirical studies, which
showed that audit firms, having suffered a public rebuke, were confronted with a decline
in their market share.

e,

N ,4‘_‘& Audit Regulation

In the previous section, the demand for audit has been described. In most countries, this
demand has long been on a voluntary basis, i.e. it was left to the companies to decide
whether they had their financial statements audited or not. As for the supply side, the
provision of audit services has been left open to the free market in some countries,
without any official legal requirements for auditors. Although regulation and legislation
differ, both the demand and the supply of audit services are currently regulated to some
degree in most countries. Recent accounting and finance research suggests that national
legal environments are among the key determinants of financial market development,
corporate ownership structures, corporate policies, and the properties of accounting
information around the world.”

In most countries, audits are now legally required for some types of companies. For
example, in the USA and the European Union, large, and in some cases medium-sized
enterprises, are required by law to provide audited financial statements. The European
Union audit rules apply to all companies that are required to be audited by the individual
Member States. The requirements may vary from state to state. For example, in the
Netherlands, companies with more than 50 employees, and/or assets greater than Euro
3.1 million, and/or net sales greater than Euro 6.2 million must be audited. The major
bourses (including NYSE, NASDAQ, London Stock Exchange, Tokyo NIKKEI, and
Frankfurt DAX) have listing rules that require all listed companies to have their annual
report audited.

The supply of audit services is currently also regulated in most countries. In the
European Union, statutory audits, i.e. audits required by law, can only be performed by
auditors who have met specific technical requirements with regard to education and
experience.
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M Public Oversight Board

There is a recent growth in accounting oversight boards — government or professional
committees to review the work of auditors and take an active part in setting and enforcing
standards. Three such boards are in the USA (the Public Company Accounting Oversight
Board), Australia (Financial Reporting Council), and the UK (The Review Board).

The Sarbanes-Oxley Act of 2002 required the US Securities and Exchange Commission
(SEC) to create a Public Company Accounting Oversight Board (PCAOB). The Board
oversees and investigates the audits and auditors of public companies, and sanctions both
firms and individuals for violations of laws, regulations, and rules. The Board, at this
point, has decided the generally accepted auditing standards (GAAS) set by the American
Institute of Certified Public Accountants (AICPA) will only be used temporarily.® The
PCAOB is empowered to regularly inspect registered accounting firms’ operations and
will investigate potential violations of securities laws, standards, consistency, and
conduct. Accounting firms headquartered outside the USA that “prepare and furnish” an
audit report involving US firms registered with the SEC are subject to the authority of the
PCAOB.

The Basic Theory

Concept

Auditor’s search for materiality.

Story

48

There was once a group of very famous accountants and auditors who joined together as a
mutual study group. They determined that they could find the basic truths of auditing. They
read all manner of philosophical, scientific, and religious works and discussed those theories
amongst themselves. They felt that knowledge of the pure truths of auditing would form a
basis for discovering the core truths of business and, indeed, life itself.

They studied the great works of accounting for many years, but felt that they were getting
nowhere. Finally, they decided to take leave of their day jobs and search the world to find the
answer. They sought the advice of great teachers the world over. They would ask each great
teacher to recommend one who was even wiser. Thus, they collected these recommenda-
tions until their search pointed to one man — a teacher of teachers.

The group journeyed to an isolated area in the great dessert wastes of Africa. There they
met the great man, and paying their respects, they told him of their heart-felt desire and long
suffering to find the pure truths of auditing. He said, “I cannot give you the answers. These
you must find yourself.” He instructed them to collect all the world’s accounting
knowledge, encompassing everything from the Sarbanes-Oxley Act 2002 back to cuneiform
tablets of 3400 BCE. Then they were to condense all that knowledge to ten volumes.

The group went away and gathered and summarized knowledge for all the ages. After
years of work, they again sat at the feet of the teacher of teachers and presented their ten
volumes. The sage picked up the volumes and thumbed through them. He handed the
volumes back to the group and then said, “Go and make this into one volume.”

After years of toil, the group, whose membership was now thinning appreciably, returned
with their one volume of the world’s audit truths. The teacher of teachers said, “Make this
into one sentence.”
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Taking on this almost impossible task, the remaining members of the group locked them-
selves into a cave and ate nothing but soup made of nettles to sustain them until they came
up with the one true answer. When they returned to the guru with this sentence, he smiled
and said to them, “You got it.” This was the sentence.

“There is no such thing as a free lunch.”

Discussion
Questions

Why can we expect that a fraud that works now may not work in the future?
Why can a company not continue to grow indefinitely at 15 percent per year?
Why can a management who make up fictitious sales not profit in the long run?
Why does every form of earnings manipulation have its cost?

Based on this one sentence, how would you justify the existence of ethics?

References The great audit works.

Sparked by the Enron and WorldCom debacles and other widely publicized corporate
and accounting scandals, the Sarbanes-Oxley Act of 2002 was passed almost unanimously
by Congress and signed into law by President George W. Bush on July 30, 2002. The Act,
described by the President as incorporating “the most far-reaching reforms of American
business practices since the time of Franklin Delano Roosevelt,” is intended to establish
investor confidence by improving the quality of corporate disclosure and financial
reporting, strengthen the independence of accounting firms, and increase the role and
responsibility of corporate officers and directors in financial statements and corporate
disclosures.

In Australia, the Corporate Law Economic Reform Program Act 1999 established a new
body, the Financial Reporting Council (FRC), with the responsibility for the broad over-
sight of the accounting standard-setting process for the private, public and not-for-profit
sectors. The FRC has an obligation to monitor the development of international account-
ing standards and accounting standards that apply in major international financial
centers. It sets the broad strategic direction for the Australian Accounting Standards
Board (AASB), approves and monitors its priorities and business plan, and oversees its
operations.

The Review Board in the UK is funded by the Accountancy Foundation Limited. The
Review Board’s task is to monitor the operation of the regulatory system to confirm that
it is fully meeting the public interest. In carrying out this function the Review Board’s
remit covers the work of the three associated bodies — the Ethics Standards Board, the
Auditing Practices Board and the Investigation and Discipline Board. It also has limited
scrutiny over the UK accounting professional bodies’ authority for investigation and dis-
cipline, monitoring, training, qualification, and registration of their members from the
accounting profession

Chapter 14 Corporate Governance and the Future of Auditing will discuss public over-
sight boards in some detail.
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Certification Exam Question 2.1

A group that was established in 2002 by the US Congress to oversee and investigate
the audits and auditors of public companies and sanction both firms and individuals for
violations of laws, regulations, and rules is:

(A) The Public Interest Oversight Board.

(B) The Review Board.

(C) The Public Company Accounting Oversight Board.
(D) The Financial Reporting Council.

N ,& Audit Firms

50

In previous sections we have extensively discussed the demand side of the audit market
and its ideas of what auditors should provide. But what about the supply side? How is it
structured? Usually, audit firms are classified into two distinct categories:

the Big Four firms;
the Non-Big Four firms.

M The Big Four Firms

These firms resulted partially from several major mergers in the late 1980s. This group is
made up of Deloitte, Ernst & Young, KPMG and PricewaterhouseCoopers. These audit
firms have a global network of affiliated firms. Actually, there were the Big Five firms after
a series of mergers, including Arthur Andersen. However, as a result of the Enron
accounting scandal, the market lost its confidence in Arthur Andersen and this firm had
to forfeit its business in 2002 after almost 90 years of having been a highly respected firm
(see Concept and a Company 2.2.). This case study demonstrates how important it is for
auditors to fully respond to the inspired confidence of their stakeholders. We discuss
these ethics issues in Chapter 3.

Although most of these firms are still structured as national partnerships with national
instead of international profit sharing, these national member firms participate in an
international head office, in which global technologies, procedures, and directives are
developed. In addition to sharing the methodology, the networks are also used for the co-
ordination of international audit engagements. The group auditor of a worldwide operat-
ing company uses the services of auditors of the member firms in the countries where the
client has subsidiaries. As a result of the developments in communications technology,
the effectiveness of these networks and the efficiency of the co-ordination of international
engagements have increased significantly.

For the Big Four firms, audit and accounting services represent approximately half of
the firms’ total fee income.
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M The Non-Big Four Firms

These firms can hardly be treated as a homogeneous group. At one extreme there is a very
large number of small local firms, with only a handful of professionals. At the other
extreme there is a small number of second tier firms, which also have an international
network, although not quite as extensive as the Big Four network. In between, there is a
large number of medium-sized national or regional audit firms, with several offices.

It has often been suggested that Big Four audit firms perform higher quality audits —
both in detection and independence — than non-Big Four firms, because they have a tech-
nological edge and because a given client will represent a smaller amount of their aggre-
gate fee income. In line with this argument, it is often suggested that audit firms are more
independent towards small than towards big clients. Losing a small client due to a tech-
nical discussion with client management is considered less harmful than losing a big one.
Further, it is assumed that clients in financial trouble are audited more thoroughly
(higher audit quality) than well-performing clients, because the risk of litigation due to an
audit error is perceived as higher in case of a company failure.

%02 ,& Audit Quality and Audit Fee Determination

How is the auditor evaluated in the market place? In line with other service providers,
auditors are evaluated based on technical and functional quality elements. Technical audit
quality is defined” as the degree to which an audit meets a consumer’s expectations with
regard to the detection and reporting of errors and irregularities regarding the audited
company and its financial statements. Hence, technical audit quality addresses the quality
of the outcome of the audit process: how good is the auditor at finding errors in the
financial statements, or at detecting fraud or going concern problems?

Functional audit quality is defined as the degree to which the process of carrying out the
audit and communicating its results meets a consumer’s expectations. This aspect of
audit quality represents not the outcome, but the process itself. Dassen found, in his study
of the Dutch audit market,® that clients do not just appreciate the detection ability of
auditors (technical quality), but also the auditor’s ability to identify points of interest to
management regarding corporate finance, internal control, or general business
management, as a by-product to giving their opinion on the accuracy of the financial
statements. Furthermore, they appreciate an auditor’s empathy (does the auditor
understand the client’s business and language, does he know his client’s needs?) and
communication skills.

Quality and Length of Tenure

An interesting engagement characteristic is the length of tenure. Mostly, first-year audit
engagements are perceived as less thorough, since it takes some time to identify all
potential audit risks for a new client. However, after a long period, the auditor might lose
his professional skepticism if the length of tenure exceeds 10 to 15 years. The above-
mentioned relationships have been subjected to many different research techniques with
mixed results.
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Fee Determination

As is very often the case, quality represents just one side of the coin. The other side is
fee level. Fee setting by auditors has often been studied in audit research. Important
determinants of audit fees are:

the size of the auditee and the geographical dispersion;

the size of the audit firm (Big Four firms seem to demand a fee premium);
the level of consulting services;

the quality of the auditee’s internal control system;

the type of fee contract (fixed fee versus variable fee).

Certification Exam Question 2.2

The nature and extent of a CPA firm’s quality control policies and procedures depend
on:

The nature of

The audit firm’s the audit Cost-benefit
size firm’s practice considerations
(A) Yes Yes Yes
(B) Yes Yes No
(®) Yes No No
(D) No Yes Yes

3 (A,& Legal Liability
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There are many stakeholders who rely on audited financial statements: the client (with
which there is a privity relationship), actual and potential stockholders, vendors, bankers
and other creditors, employees, customers, and the government. Legal liability of the
auditor to each stakeholder varies from country to country, district to district. This liabil-
ity can generally be classified as based on one or more of the following: common law, civil
liability under statutory law, criminal liability under statutory law, and liability as
members of professional accounting organizations.

M Liability Under Common Law

Liability for auditors under common law generally falls in two categories: liabilities to
clients and third party liability.

Liability to Clients

A typical civil lawsuit filed by a client involves a claim that the auditor did not discover
financial statement fraud or employee fraud (defalcation) because the auditors showed
negligence in the conduct of an audit. The legal action can be for breach of contract, or
more likely, a tort action for negligence. Tort actions are the most common, for generally
they generate larger monetary judgments than breach of contract.
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Liabilities to Third Parties

Third parties include all stakeholders in an audit other than the audit client. An audit firm
may be liable to third parties such as banks who have incurred a loss due to reliance on
misleading financial statements.

Ultramares

The most famous US audit case in third party liabilities happened in the 1931
Ultramares—Touche case (Ultramares Corporation v Touche et al.).” In this case, the court
held that although the accountants were negligent in not finding that a material amount
of accounts receivable had been falsified when careful investigation would have shown the
amount to be fraudulent, they were not liable to a third party bank because the creditors
were not a primary beneficiary, or known party, with whom the auditor was informed
before conducting the audit. This precedent is called the Ultramares doctrine, that ordi-
nary negligence is not sufficient for a liability to a third party because of lack of privity of
contract between the third party and the auditor.

Caparo

In the famous 1990 Caparo case (Caparo Industries, PLC v Dickman and Others)," the
British House of Lords reached a verdict that the key determinant for the duty of care
criterion was the purpose for which the auditor’s service was performed. In the case of
annual accounts, this purpose was to give the shareholders the information necessary to
enable them to question the past management of the company, to exercise their voting
rights and to influence future policy and management.

German Liability

In Germany, auditors have an unlimited liability to the client if there is an intentional
violation of duties, but the liability is capped by law at Euro 1,000,000 to 4,000,000,
depending on circumstances, for negligent violation of duties. Liability to third parties as
described by the Tort Law (§$ 823—826 BGB) is restricted to certain prerequisites such as
intent and violation of morality. There is also liability to third parties under Contract
Law, which has less restrictive prerequisites than Tort Law.

@ Civil Liability Under Statutory Law

Most countries have laws that affect the civil liabilities of auditors. Securities laws, for
example, may impose strict standards on professional accountants. In the USA, the
Securities Act of 1933 not only created the Securities and Exchange Commission (SEC), it
established the first statutory civil recovery rules for third parties against auditors.
Original purchasers of securities of a firm newly registered to make a public offering
have recourse against the auditor for up to the original purchase price if the financial
statements are false or misleading.

Anyone who purchased securities described in the registration statement (S1) may sue
the auditor for material misrepresentations or omissions in financial statements
published in the S1. The auditor has the burden of demonstrating that reasonable investi-
gation was conducted or all that the loss of the purchaser of securities (plaintiff) was
caused by factors other than the misleading financial statements. If the auditor cannot
prove this, the plaintiff wins the case.

53



CHAPTER 2 THE AUDIT MARKET

@ Criminal Liability Under Statutory Law

A professional accountant may be held criminally liable under the laws of a country or
district that make it a criminal offense to defraud another person through knowingly
being involved with false financial statements.

US Securities and Exchange Act of 1934

The Securities an Exchange Act of 1934 in the USA requires every company with
securities traded on national and over-the-counter exchanges to submit audited financial
statements annually (10-K) as well as other reports for quarterly financials (10-Q),
unusual events (8-K) and other events. The Act also sets out (Rule 10b-5) criminal
liability conditions if the auditor employs any device, scheme or artifice to defraud or
make any untrue statement of a material fact or omits to state a material fact, i.e. the
auditor intentionally or recklessly misrepresents information for third party use. The SEC
also has authority to sanction or suspend an auditor from doing audits for SEC-registered
companies. !

Several court cases have been subjected to an application of the Act’s criminal liability
section. In United States v Natelli (1975) two auditors were convicted of criminal liability
for certifying financial statements of National Student Marketing Corporation that con-
tained inadequate disclosures pertaining to accounts receivable. In United States v Weiner
(1975) three auditors were convicted of securities fraud in connection with their audit of
Equity Funding Corporation of America. The fraud the company perpetrated was so
massive and the audit work so sub-standard that the court concluded that the auditors

must have been aware of the fraud. Management revealed to the audit partner that the
prior years’ financials were misstated and the partner agreed to say nothing in ESM
Government Securities v Alexander Grant ¢ Co. (1986). The partner was convicted of
criminal charges for his role in sustaining the fraud and was sentenced to a 12-year prison
term.

Concept and a Company 2.2 I

Arthur Andersen and Obstruction of Justice

Concept

Auditor statutory legal liability — illegal acts.

Story
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Arthur Andersen, LLP, one of the former Big Five audit firms with 2,311 public company
clients and 28,000 US employees, was found guilty of “obstruction of justice.” The obstruc-
tion of justice statute, 18 USC. § 1512(b), makes it a crime for anyone to “corruptly persuade”
“another person” to destroy documents “with intent to impair” the use of the documents “in
an official proceeding.” The US District Court for the Southern District of Texas sentenced
Andersen to pay a $500,000 fine and serve five years of probation. (WSJ 2002)

The charge resulted from Andersen’s destruction of thousands of documents and e-mail
messages relating to work performed for Enron. The court found that Andersen illegally
destroyed the documents with the intent of thwarting an investigation by the US Securities
and Exchange Commission. On June 15, 2002, the tenth day of deliberations, the jury met
for only 30 minutes, and then delivered its fatal verdict. This was the first time a major
accounting firm had ever been convicted of a criminal charge. (Manor 2002)
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Andersen contended that the document destruction was done in the standard course of
business and was not illegal. The prosecution introduced evidence that Andersen billed
Enron about $720,000 for consultation services relating to “SEC Inquiry” at the same time
the firm was destroying documents relating to the Enron audit. The Department of Justice
said that the Andersen billing records presented strong evidence that the firm knew about
the SEC investigation at the same time they were shredding documents that might have
been subpoenaed in that investigation. This establishes that many people at Andersen
who were involved in the document destruction had direct, personal knowledge of the
investigation. (Fowler 2002)

The document destruction was precipitated by a memo from Nancy Temple in
Andersen’s legal department which stated that, under the Andersen document retention
policy, superseded drafts of memos should be discarded. David Duncan, the Andersen lead
audit partner on the Enron account, ordered employees to adhere to the firm’s guidelines
on “document retention” and destroy irrelevant documents. In the trial, prosecution
produced a binder of handwritten notes from Temple, taken from numerous conference
calls with Andersen executives, to show that the attorney realized that the SEC would
probably open an investigation into Enron. (Beltran et al. 2002)

Andersen appealed the judgment on several grounds. Andersen complained that the
judge allowed the government to tell jurors about SEC actions against Andersen for faulty
audits of Waste Management and Sunbeam, thereby prejudicing the jury. They also said
that the judge gave improper instructions to the jury. The jury gave a message to the judge
asking for guidance on making their decision. The question they asked was: “If each of us
believes that one Andersen agent acted knowingly and with a corrupt intent, is it for all of us
to believe it was the same agent? Can one believe it was agent A, another believe it was agent
B, and another believe it agent C?” (Houston Chronicle 2003)

Over strenuous objections from the prosecution, Judge Harmon returned a message to
the jury, telling them they could find Andersen guilty of obstructing justice even if they
could not agree on which employee committed the crime. (McNulty 2002)

Discussion Should the whole audit firm be charged with an offense by a few of its auditors?
Questions In what ways can auditor workpapers (correspondence, plans and audit notes) be beneficial
to an investigation of company fraudulent practices?

References Beltran, L.J. Rogers, and P. Viles, 2002, “U.S. Closes in Andersen Trial,” CNNMoney, June 5.
Fowler, Tom, 2002, “Soul searching led to plea, Duncan says,” Houston Chronicle, May 16.
Manor, R., 2002, “Andersen Finally Admits Demise,” Chicago Tribune, June 17.
McNulty, S., 2002, “Andersen guilty in Enron obstruction case,” Financial Times, June 16.
WSJ, 2002, “Andersen Sentenced To 5 Years Probation,” Wall Street Journal, October 17.

Concept and a Comp gp— V

US SEC Response to WorldCom lllegal Acts

Concept Liability under statutory law — involving auditors in the disciplinary process.
Story WorldCom’s illegal activities, which included providing falsified financial information to
the public, led to the company’s downfall in 2002. >
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US SEC Response to WorldCom lllegal Acts (continued)

WorldCom misled investors from at least as early as 1999 through the first quarter of
2002, and during that period, as a result of undisclosed and improper accounting,
WorldCom materially overstated the income it reported on its financial statements by
approximately $9 billion. (SEC Litigation Release 2002)

WorldCom was ordered to hire a qualified consultant, acceptable to the SEC, to review
the effectiveness of its material internal accounting control structure and policies, including
those related to line costs, reserves, and capital expenditures, as well as the effectiveness and
propriety of WorldCom’s processes, practices and policies to ensure that the company’s
financial data was accurately reported in its public financial statements. The company
hired KPMG to launch a comprehensive audit of its financial statements for 2001 and 2002.
(Ulick 2002)

WorldCom was also ordered to provide reasonable training and education to certain offi-
cers and employees to minimize the possibility of future violations of federal securities laws.

The SEC proposed a settlement in its civil action against WorldCom Inc. in a federal
district court. The proposed settlement was for WorldCom to pay a civil penalty of $1.5
billion. As a result of the company’s pending bankruptcy case, the proposed settlement
provides for satisfaction of the Commission’s judgment by WorldCom’s payment, after
review and approval of the terms of the settlement by the bankruptcy court, of $500 million.
(SEC Litigation Release 2003)

Discussion What security procedures should WorldCom have had taken overall in order to prevent these
Questions illegal acts from happening?
What steps should innocent middle management have taken in order to stop or prevent top
executives who performed the illegal acts?
Should they have reported to officials at the first sign of improper accounting? Or should they
have just quit the company immediately.
References SEC, 2002, Litigation Release 17866, “In SEC v WorldCom, Court Imposes Full Injunctive Relief,
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Orders Extensive Reviews of Corporate Governance Systems and Internal Accounting Controls,”
US Securities and Exchange Commission, November, 2002.

SEC, 2003, Litigation Release 18147, “In WorldCom Case, SEC Files Proposed Settlement of Claim for
Civil Penalty,” US Securities and Exchange Commission, May 2003.

Ulick, Jake, 2002, “WorldCom’s Financial Bomb,” CNN/Morney, June 26.

M Liabilities as Members of Professional Accounting Organizations

Nearly all national audit professions have some sort of disciplinary court. In most coun-
tries, anyone can lodge a complaint against an auditor, regardless of one’s involvement
with the auditor. The disciplinary court typically consists of representatives of the audit
and legal professions, and sometimes representatives of the general public. Having heard
the arguments of the plaintiff and the defendant, the court makes its judgment and deter-
mines the sanction — if any — against the auditor. The sanction may vary. It may be:

a fine;

a reprimand (either oral or written);

a suspension for a limited period of time (e.g. six months); or
a lifetime ban from the profession.
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In some countries, the trials of these disciplinary courts are public. In most countries, the
verdicts are made public, in particular if the verdict is either a suspension or a lifetime
ban. Appeal against the verdict of the disciplinary court is usually possible. Suppose the
auditor is condemned by the disciplinary court for an audit failure. Is that enough for a
civil suit against an auditor? No. In order to hold the auditor legally liable successfully in
a civil suit, the following conditions have to be met:

An audit failure/neglect has to be proven (negligence issue). A verdict by the discipli-
nary court is often the basis for meeting this condition.

The auditor should owe a duty of care to the plaintiff (due professional care issue).
The plaintiff has to prove a causal relationship between his losses and the alleged audit
failure (causation issue).

The plaintiff must quantify his losses (quantum issue).

M Suggested Solutions to Auditor Liability

In the 1980s and 1990s, several auditor litigation cases have resulted in multimillion
dollar claims to be paid by auditors. For example, some Big Four audit firms made settle-
ments with the US government for more than US $500 million, because of audit failures
regarding several US savings and loans banks. Insurance against litigation is now
common for audit firms. Even though the premium rates for these insurance policies
have risen dramatically over the last decade, these policies only cover damage to a certain
amount. Claims paid above this “cap” are not covered and have to be paid by the audit
firm itself.

It is widely acknowledged that the financial risks resulting from litigation for audit
firms and partners might be a threat to the viability of the audit profession. In order to
reduce these risks several measures are considered:

In some countries, a system of proportionate liability is under study. In such a system, an
audit firm is not liable for the entire loss incurred by plaintiffs (as is the case under joint
and several liability), but only to the extent to which the loss is attributable to the
auditor. The US has a system of proportionate liability, but only under the federal acts.
Some countries (e.g. Germany) have put a legally determined cap on the liability of
auditors (to the client in the case of Germany).

In order to protect the personal wealth of audit partners, some audit firms are
structured as a limited liability partnership (e.g. in the UK).

g; ,& Some Developments in the Audit Market

In our discussion of audit theories, the policeman theory was mentioned and its inability
to explain the historic shift (from around 1940 to 2002) from prevention and detection of
fraud to verification of truth and fairness of the financial statements. The development of
the auditor’s duties, linked to changes in the audit market, is still an object of public
debate, often referred to as the audit expectation gap debate. This gap results from the fact
that users of audit services have expectations regarding the duties of auditors that exceed
the current practice in the profession.
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Auditors Duties and the Expectations of Audit Services Users

The users of audit services can broadly be classified as auditees (the board of directors of
the company) and third parties (shareholders, bankers, creditors, employees, customers,
and other groups). Each of these groups has its own set of expectations with regard to an
auditor’s duties. Expectations were found with regard to the following duties of auditors:

giving an opinion on the fairness of financial statements;

giving an opinion on the company’s ability to continue as a going concern;
giving an opinion on the company’s internal control system;

giving an opinion on the occurrence of fraud;

giving an opinion on the occurrence of illegal acts.

Current developments in each of these duties will be described in the remainder of this
section.

M Opinion on The Fairness of Financial Statements

Giving an opinion on the fairness of the financial statements is generally regarded as the
auditor’s core business. Most of the national and international auditing guidelines are
concerned with this particular duty. Expectation gap studies demonstrate that public
expectations are high. Basically, it seems that a large part of the financial community
(users of audit services) expects that financial statements with an unqualified audit opinion
are completely free from error. Companies like Enron, Parmalat, and WorldCom who
reported fraudulent financial statements had financial statements that did not fairly
reflect the underlying financial condition of those companies. The inherent limitations of
auditing, expressed in materiality and audit risk (see Chapter 6 Understanding the Entity,
Risk Assessment and Materiality) are not entirely accepted and/or understood by all
groups of users.
ISA 700'2 discusses the consideration of fairness in reporting:

The financial reporting framework is determined by International Financial Reporting
Standards, rules issued by recognized standard setting bodies, and the development of general
practice within a country, with an appropriate consideration of fairness and with due regard to
local legislation.

M Opinion on the Company’s Ability to Continue as a Going Concern

Perhaps the most disturbing events for the public’s trust in the audit profession are
cases where an unqualified audit report has been issued shortly before a company’s
bankruptcy. Under ISA 570" and most national regulations, auditors need to determine
whether the audited entity is able to continue as a going concern. If there are serious
doubts about this ability, both the financial statements and the auditor’s opinion need to
express these doubts. However, it is generally felt that auditors face a dilemma in this
regard. Although warning the users of financial statements of any threatening financial
distress is appropriate, the disclosure of the indications of a possible future bankruptcy —
especially when the future course of events is hard to predict — may prove to be a self-
fulfilling prophecy which deprives management of its remaining means to save the
company.
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US Airline Bankruptcies

The US airline industry in the first few years of the twenty-first century experienced great
operating difficulties caused by reduced travel brought on by the bursting of the tech and
telecom bubbles, the terrorist attacks on the USA of September 11, 2001, volatility in
world oil prices, the worldwide business recession, and the war in Iraq. The industry lost
control of costs in the 1990s with overcapacity (too many airplanes) and high labor costs
(about 40 percent of total operating costs). All of these factors resulted in bankruptcies for
US Air in August 2002 and United Air Lines, Inc. in December 2002 (which was the
largest bankruptcy in US airline industry history). In both cases, the auditors did not issue
a going concern opinion until after the companies’ bankruptcy filings.

The expectations of some groups within the financial community clearly exceed the
auditor’s current duties under the prevailing international and national audit guidelines.
If there is a possibility of bankruptcy, auditors issue an unqualified report (because, even
though financial statements show problems, the financial statements fairly represent the
underlying finances) with modification paragraphs.

Certification Exam Question 2.3

An auditor concludes that there is substantial doubt about an entity’s ability to continue
as a going concern for a reasonable period of time. If the entity’s financial statements
adequately disclose its financial difficulties, the auditor’s report is required to include
an explanatory paragraph that specifically uses the phrase(s)

“Reasonable period

of time, not to exceed “Going
one year” concern”
(A) Yes Yes
(B) Yes No
(C) No Yes
(D) No No

M Opinion on the Company’s Internal Control System

The issue of testing and reporting on the quality of a company’s internal control system
has been recognized as one of the focal issues in auditing. Currently, ISA 400" requires
the auditor to obtain an understanding of a company’s accounting and internal control
systems, sufficient to plan the audit and develop an effective audit approach. However,
testing the adequacy of the internal controls is not required. If the audit objectives can be
met more efficiently by substantive testing, it is acceptable not to examine the internal
control structure. Nonetheless, reliance on the firm’s internal controls in performing an
audit became a major pillar in auditing during the1980s, whereas the reporting on the
effectiveness of (part of the) internal controls has become a predominant item in
management letters.

Expectation gap surveys show high expectations of the auditor’s role in testing whether
a satisfactory system of internal control is being operated. These expectations clearly
exceed the auditor’s current duties.
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Barings Bank Example

Barings Bank is an example of a company whose breakdown in internal controls, speci-
fically segregation of duties, led to the ultimate destruction of the company. In 1995
Nicholas Leeson, manager of the Singapore Branch of Barings, not only made invest-
ments in the Nikkei exchange index derivatives, but also was able to authorize and
account for his investment. This ultimately led to the multi-billion dollar collapse of
Barings and a jail sentence for Leeson.

Reporting on Effectiveness of Internal Control

There has been much discussion in Europe, Canada and the USA about reporting on the
effectiveness and functioning of internal controls. The Sarbanes-Oxley Act requires
auditors to report on internal control'® and the AICPA Auditing Standards Board (ASB)
released an exposure draft on Internal Control Reporting.'” Support for reporting lies in
the belief that users of financial information have a legitimate interest in the condition of
the controls over the accounting system and management’s response to the suggestions of
the auditors for correction of weaknesses. Those who argue against reporting on controls
say that such reporting would increase the cost of audits, increase auditor (and director)
liability and is not relevant information.

Section 404 of the Sarbanes-Oxley Act and PCAB Audit Standard #2 requires each
annual report of a company to contain an “internal control report” which should:

1 state the responsibility of management for establishing and maintaining an adequate
internal control structure and procedures for financial reporting

2 contain an assessment, as of the end of the fiscal year, of the effectiveness of the internal
control structure and procedures for financial reporting

3 contain an ‘attestation’ to management’s assessment by the company’s independent,
outside auditors.

The Combined Code of the Committee on Corporate Governance,'® which represents the
Code of Best Practice of the London Stock Exchange, states in Principle D.2 that: “The
board should maintain a sound system of internal control to safeguard shareholders’ invest-
ment and the company’s assets.” Provision D.2.1 states that: “The directors should, at least
annually, conduct a review of the effectiveness of the group’s system of internal control and
should report to shareholders that they have done so. The review should cover all controls,
including financial, operational and compliance controls and risk management.”

M Opinion on The Occurrence of Fraud

The audit expectation gap is frequently associated with the fraud issue. Both governments
and the financial community expect the auditor to find existing fraud cases and report
them. The fact that this part of the expectation gap has attracted so much attention is
partly attributable to the evolution of auditing. As stated in our brief description of the
history of auditing, the detection of fraud has been one of the profession’s cornerstones
during the first decades of its existence.

Famous Frauds

There are many examples of fraud from before the Enron collapse in 2001 up until today.
Other major companies who issued fraudulent financial statements after Enron included:
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US companies WorldCom, Xerox, Tyco, Health South, Bristol Myers, Citibank, KMart
and NextCard; European firms Ahold, Parmalat and Comroad; Japanese bank Resona;
and Australian insurance company HIH. Famous frauds before Enron include: Lincoln
Savings and Loan, Penn Square, Sunbeam, Regina, ZZZZ Best, Crazy Eddy, Waste
Management, Cendant, Livent, and Mattel. These cases are discussed in “Concept and a
Company” cases throughout this book.

Object of an Audit One Hundred Years Ago

In their review of the historical development of the audit profession’s views regarding the
issue of fraud, Humphrey et al. (1991)" cite from Dicksee’s 1900 edition of Auditing —
A Practical Manual for Auditors, which states:

The object of an audit may be said to be threefold:

1 The detection of fraud.

2 The detection of technical errors.

3 The detection of errors of principle.

The detection of fraud is a most important portion of the auditor’s duties. Auditors, therefore,
should assiduously cultivate this branch of their activities.

Fraud — A Responsibility Not Assumed

Gradually, the auditor’s responsibilities began to change, with fraud no longer being a key
priority. Some researchers have demonstrated this by the changing priority of the fraud
issue in Montgomery’s Auditing. In its first three editions, fraud was labeled as a chief
audit objective but its priority was gradually eroded until, in the 1957 Eighth Edition, it
was described as “a responsibility not assumed.”

What was the reason of this development “away from fraud?” Several reasons have
been given for this phenomenon, but the most important reasons are:

the acceptance that the audit of the financial statements on behalf of the third parties is
an art of its own and justifies the existence of auditors; and

the acceptance that an investigation aimed at finding any kind of fraud is extremely
laborios, expensive and not practical, considering the increases in size and complexity
of the companies, as well as their improved self or internal controls.

Fraud Back in the Spotlight

However, this “total” rejection of responsibility for fraud, which is evident from this
historical outline, gave way to renewed discussion in the 1980s. Under public pressure to
investigate the reasonableness of the auditors’ position regarding fraud, the profession
was forced to reconsider its total rejection stance that culminated in the installation of
several committees such as the Cohen Commission (1978), the Treadway Commission
(1987) and the Dingell Committee (1988) in the USA, and the Davison and Benson
Committees (1985) in the UK.

The current position of the audit profession is described in ISA 240.?° According to ISA
240, the responsibility for the prevention and detection of fraud and error rests with both
those charged with the governance and the management of an entity. Fraud may involve
sophisticated and carefully organized schemes designed to conceal it, such as forgery,
deliberate failure to record transactions, or intentional misrepresentations being made to
the auditor.
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Concept and a Company 2.4 -

Trading Fraud Early on at Enron

Concept Investigation of fraudulent acts.
Story The first sign of fraud at Enron goes back to a trading division called Enron Oil in January
1987.

David Woyek, the head of Enron’s internal audit department, received a call from Apple
Bank in New York. He was told that wire transfers amounting to about $5 million had been
flowing in from a bank in the Channel Islands, and over $2 million went into an account of
Tom Masteroeni, treasurer of Enron Oil. The Apple Bank account could not be found any-
where on Enron’s books. Masteroeni admitted that he had diverted funds to his account,
but insisted that it was a profit-sharing tactic and that he always intended to repay the
money. After a preliminary investigation, Woyek’s deputy, John Beard wrote on his
working papers “misstatement of records, deliberate manipulation of records, impact on
financials for the year ending 12/31/86.” (McLean and Elkin 2003)

Louis Borget, CEO of Enron Oil, explained that the Apple account was used to move
profits from one quarter to another for Enron management. From 1985, the oil trader had
been doing deals with companies Isla, Southwest, Petropol and other entities that allowed
Enron Oil to generate the loss on one contract then have the loss cancelled out by a second
contract to generate a gain of the same amount. Borget described Enron Oil as “the swing
entry to meet objectives each month.” Woyek wrote in a memo the process was a creation
of “fictitious losses.” (McLean and Elkin 2003). The management of Enron Oil were not
even reprimanded. Instead, Borget received a thank you note saying, “keep making millions
for us.”

The internal auditors continued their investigation. They consulted directories of trading
organizations, but could not find Isla, Southwest, or Petropol. They discovered other
irregularities in the Apple account amounting to hundreds of thousands of dollars. Before
they completed their fieldwork, management told them to stop and let the work be done by
Enron’s outside auditor, Arthur Andersen.

Andersen presented their findings to the Enron audit committee of the board of directors
some months later. They told the board that they “were unable to verify ownership or any
other details” regarding Enron Oil’s supposed trading partners. They also found that Enron
Oil was supposed to have strict controls on trading — their open position was never
supposed to exceed 8 million barrels, and when the losses reached $4 million, the traders
were required to liquidate their position. Andersen could not test the controls because
Borget and Masteroeni destroyed daily position reports.

But even so, Andersen would not give an opinion on these unusual transactions or
whether the profit shifting had a material impact on the financial statements. Andersen
claimed that it was beyond their professional competence and that they would rely on Enron
itself to make that determination. Andersen got a letter from Rich Kidder, Enron CEO, and
another Enron lawyer saying, “the unusual transactions would not have a material effect on
the financial statements. and that no disclosure of these transactions is necessary.”

In October 1997, it was discovered that the management at Enron Oil had been losing on
their trades and they were $1.5 billion short. Enron fired Borget and Masteroeni and
brought in traders who were able to reduce the position to a $85 million charge which
Enron announced for the third quarter of 1987. (Bryce 2002)
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Discussion
Questions

SOME DEVELOPMENTS IN THE AUDIT MARKET

Was Andersen fulfilling its responsibility to consider fraud and risk?
Whose responsibility is it to determine the materiality of fraud on the financial statements:
Enron management or Andersen?

References Bryce, Robert, 2002, Pipe Dreams: greed, ego and the death of Enron, Public Affairs, New York.

McLean, Bethany and Peter Elkind, 2003, The Swmartest Guys in The Room: the amazing rise and
scandalous fall of Enron, Portfolio, New York.

Fraud in Planning, Evaluating and Reporting

ISA 210A states that when planning and performing audit procedures and in evaluating
and reporting the results, auditors should consider the risk of misstatements in financial
statements resulting in fraud. In planning the audit, the auditor must assess the risk
that material fraud or error has occurred. The auditor plans and performs an audit with
an attitude of professional skepticism, recognizing that conditions or events may
be found that indicate that fraud or error may exist in accordance with ISA 200,
“Objective and General Principles Governing an Audit of Financial Statements”
(paragraph 6).

In performing substantive tests, the audit procedures may indicate the possible exist-
ence of fraud or error. If the auditor believes the indicated fraud or error could have a
material effect on the financial statements he should perform appropriate modified or
additional procedures. When suspicion of fraud or error is not dispelled by the results
of these procedures, the auditor must discuss the matter with management. The auditor
should consider the possible impact on the auditor’s report and the implications of
fraud and significant error in relation to other aspects of the audit. In some countries
(such as France and the Netherlands) laws exist that require the auditor to inform
government authorities of material fraud under specific circumstances. ISA 240 suggests
that the auditor should communicate his fraud findings to management on a timely
basis if:

it is believed fraud may exist even if the potential effect on the financial information
may be immaterial; or
fraud or significant error has been found.

US Fraud Standard

The AICPA in 2002 released Statement on Auditing Standards No. 99 (SAS 99).* The
standard requires that as part of the planning process the audit team must consider how
and where the entity’s financial statements might be susceptible to fraud. It requires that

auditors gather information necessary to identify risks of material misstatement due to
fraud, by:

inquiring of management and others within the entity about the risks of fraud; and
considering fraud risk factors.

Auditors use the information found about risk to determine if proper controls are in place
and the nature, timing and extent of certain fraud-focussed procedures.
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Certification Exam Question 2.422

Which of the following statements best describes an auditor’s responsibility to detect
errors and fraud?

(A) An auditor should design an audit to provide reasonable assurance of detecting
errors and fraud that are material to the financial statements.

(B) An auditor is responsible to detect material errors, but has no responsibility to
detect fraud that is concealed through employee collusion or management override
of internal control.

(C) An auditor has no responsibility to detect errors and fraud unless analytical
procedures or tests of transactions identify conditions causing a reasonably
prudent auditor to suspect that the financial statements were materially misstated.

(D) An auditor has no responsibility to detect errors and fraud because an auditor is
not an insurer and an audit does not constitute a guarantee.

M Opinion on The Occurrence of lllegal Acts

Closely related to the subject of fraud is the auditor’s reaction to the occurrence of illegal
acts in a company. Both ISA 250%° and most national regulators state that the auditor’s
responsibility in this area is restricted to designing and executing the audit in such a way
that there is a reasonable expectation of detecting material illegal acts which have a direct
impact on the form and content of the financial statements. In reporting illegal acts
most national regulators require the auditor to assess the potential impact on the finan-
cial statements and determine the consequences of the uncertainty or error in the
financial statements for the nature of the opinion.

Apart from reporting the acts through the report, the professional regulations in some
countries require the auditor to inform members of the audit committee or board of
directors. Informing third parties is not allowed, except for some very special, narrowly
defined circumstances.

Most expectation gap studies reveal that respondents expect the auditor to detect and
report illegal acts that have a significant impact on the financial statements. With regard
to the auditor’s responsibility for detecting and reporting other types of illegal acts, the
answers found in expectation gap studies were inconclusive.

9 'd\fh Examples of Landmark Studies and Legislation that

B

Influenced the International Audit Market

Partly as a response to some of the expectation gap issues, there have been two landmark
studies (the COSO Report and the Cadbury Report which lead to the Combined Code
and the Turnbull Report) and most recently responses have been legislated into the US
accounting profession by the Sarbanes-Oxley Act of 2002.



EXAMPLES OF LANDMARK STUDIES AND LEGISLATION THAT INFLUENCED THE INTERNATIONAL AUDIT MARKET

ILLUSTRATION 2.2

Objectives of the COSO Report
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M The COSO Report

The COSO report was published by the Committee of Sponsoring Organizations of the
Treadway Commission. The COSO report envisaged (see Illustration 2.2):

harmonizing the definitions regarding internal control and its components;

helping management in assessing the quality of internal control;

creating internal control benchmarks, enabling management to compare the internal
control in their own company to the state-of-the-art; and

creating a basis for the external reporting on the adequacy of the internal controls.

Although all of these objectives might have an influence on the audit service, the
latter subject is particularly relevant, because it might lead to certification by the auditor of
management’s assertions regarding the quality of a company’s internal control system. The
COSO report is discussed extensively in Chapter 7 on internal control components.
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M The Cadbury Report, Combined Code, and Turnbull Report

Cadbury Report

The Cadbury Report** was published in the UK by the Committee on the Financial
Aspects of Corporate Governance. Cadbury deals with the responsibilities and duties of
the executive and non-executive members of the board of directors. The report suggests
that companies listed on the London Stock Exchange should adhere to a Code of Best
Practice, in which these responsibilities and duties are listed. In June 1998 the London
Stock Exchange published a new Listing Rule together with related Principles of Good
Governance and Code of Best Practice (called “the Combined Code”). The Combined
Code® combines the recommendations of the so-called Cadbury, Greenbury, and
Hampel committees on corporate governance.

In the published financial statements, the board should declare the adherence to this
code and should explicitly assume responsibility for the financial statements. In addition,
the Cadbury Report suggested that the board should report that it tested the adequacy of
the company’s internal control as well as the company’s ability to continue as a going
concern. Amongst the changes in Combined Code versus the Cadbury Best Practices,
perhaps the greatest is the extension of the requirement to report on the review of internal
controls beyond financial controls. The Cadbury Report originally suggested reporting on
all controls, but had subsequently modified its stance to include only financial controls.

Turnbull Report/Combined Code

Internal Control: Guidance for Directors on the Combined Code, called the “Turnbull
Report”?® after Nigel Turnbull, Chairman of the Committee which wrote the Report,
provides guidance to assist London Stock Exchange listed companies to implement the
requirements in the Combined Code relating to internal control. The Report states that
the board of directors should set appropriate policies on internal control and seek regular
assurance that the internal control system is functioning effectively in managing risks in
the manner that the board has approved.

M The Sarbanes-Oxley Act of 2002

The accounting scandals begun by the Enron collapse and extending to such giant
companies as WorldCom, Xerox, and Tyco, caused a backlash in the USA, resulting in
legislation being signed into law by the US President in July 2002. The Sarbanes-Oxley
Act? is the first accounting law passed by the US since the Securities and Exchange Act of
1934.

New Requirements for Audit Firms and Audit Committees

The Act has new requirements for audit firms and audit committees. Auditors must report
to the audit committee,?® not management. The lead audit partner and audit review
partner must be rotated every five years. A second partner must review and approve audit
reports. It is a felony with penalties of up to ten years in jail to willfully fail to maintain “all
audit or review work papers” for at least five years. Destruction of documents carries
penalties of up to 20 years in jail. The Act lists eight types of services that are “unlawful” if
provided to a publicly held company by its auditor: bookkeeping, information systems
design and implementation, appraisals or valuation services, actuarial services, internal



SUMMARY

audits, management and human resources services, broker/dealer and investment
banking, and legal or expert services related to audit service. The Public Company
Accounting Oversight Board (PCAOB), created by the Act, may also determine by
regulation other services it wishes to prohibit. Non-audit services not banned by the Act
must be pre-approved by the audit committee. Management must assess and make
representations about the effectiveness of the internal control structure and their auditor
will be required to attest to the assessment and describe the tests used.

‘e

. .

N 31} Summary
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The Industrial Revolution, which started in Great Britain around 1780, resulted in demand
for the services of specialists in bookkeeping and in auditing internal and external financial
representations. The institutionalization of the audit profession followed shortly thereafter.

The demand for audit services may be explained by several different theories. Some
theories like the Theory of Inspired Confidence and Agency Theory have been well
researched and reported on. Other theories based on public perceptions such as the
Policeman Theory and the Lending Credibility Theory serve more as a point of reference
than a researched construct.

Although regulation and legislation differ, both the demand and the supply of audit
services are currently regulated to some degree in most countries. Recent accounting and
finance research suggests that national legal environments are among the key determinants
of financial market development, corporate ownership structures, corporate policies, and
the properties of accounting information around the world. There is a recent growth in
accounting oversight boards — government or professional committees to review the work
of auditors and take an active part in setting and enforcing standards. Three such boards
are in the US (the Public Company Accounting Oversight Board), Australia (Financial
Reporting Council) and the UK (The Review Board Limited).

Audit firms are classified into two distinct categories: Big Four firms and non-Big Four
firms. Big Four firms participate in an international head office, in which global tech-
nologies, procedures and directives are developed. The non-Big Four firms include a
range of firms from small local firms, with only a handful of professionals, to second tier
firms that also have an international network.

The auditor is evaluated by the market place based on technical and functional quality
elements. Technical audit quality is defined as the degree to which an audit meets a
consumer’s expectations with regard to the detection and reporting of errors and irre-
gularities regarding the audited company. Functional audit quality is defined as the
degree to which the process of carrying out the audit and communicating its results meets
a consumer’s expectations. The functional aspect of audit quality represents not the
outcome, but the process itself.

There are many stakeholders who rely on audited financial statements: the client (with
which there is a privity relationship), actual and potential stockholders, vendors, bankers
and other creditors, employees, customers and the government. Legal liability of the
auditor to each stakeholder varies from country to country, district to district. This
liability can generally be classified as based on one or more of the following: common law,
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civil liability under statutory law, criminal liability under statutory law, and liability for
members of professional accounting organizations.

The users of audit services can broadly be classified as auditees (the board of directors
of the company) and third parties (shareholders, bankers, creditors, employees, cus-
tomers and other groups). Each of these groups has its own set of expectations with
regard to an auditor’s duties. Expectations were found with regard to the following duties
of auditors:

the fairness of financial statements,

the company’s ability to continue as a going concern,
the company’s internal control system,

the occurrence of fraud,

the occurrence of illegal acts.

In response to the controversies there have been in two landmark studies (the COSO
Report and the Cadbury Report which lead to the Combined Code and the Turnbull
Report) and most recently have been legislated into the US accounting profession by the
Sarbanes-Oxley Act of 2002.

,‘:m Answers to Certification Exam Questions ﬂr

2.1 (C) The requirement is to identify the organization established in 2002 by the US congress.
Answer (C) is correct because the organization set up by the Sarbanes-Oxley Act of 2002 was the
Public Company Accounting Oversight Board. The Public Interest Oversight Board (A) was set up by
IFAC and several international organizations. The Review Board (B) is the oversight board in the
UK. The Financial Reporting Council (D) is an Australian entity.

2.2 (A) The requirement is to determine the dependency of quality control standards on two audit
firm criteria — size and nature of business — and cost of the control versus its benefit. Answer (A)
is correct, because the nature and extent of quality controls depend on all these factors.

2.3 (C) The requirement is to determine the wording in the explanatory paragraph if there is
substantial doubt about the entity’s ability to continue as a going concern. Answer (C) is correct
because if the auditor concludes that there is substantial doubt, the auditor should include an
explanatory paragraph following the opinion paragraph and should include the phrase, “substantial
doubt about its ability to continue as a going concern.” The time period is not mentioned in the
audit report.

2.4 (A) The requirement is about the auditor’s responsibility to detect errors and fraud. Answer (A)
is correct because the auditor should design the audit to provide reasonable assurance of
detecting errors and fraud. Choice (B) is incorrect. The auditor is not “responsible for” detecting all
material errors, but is responsible for designing an audit to provide reasonable assurance of
detecting material misstatements. Due to the fact that fraudulent activity is frequently concealed,
even a properly planned and performed audit may not detect a material misstatement resulting
from fraud. Choice (C) is incorrect. The auditor should specifically assess the risk of material mis-
statement of the financial statements due to fraud and consider that assessment in designing the
audit, regardless of whether analytical procedures or tests of transactions identify specific con-
ditions. Choice (D) is incorrect. The auditor does have some responsibility for detecting errors and
fraud.
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2.7
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2.9

2.2

QUESTIONS, EXERCISES AND CASES

]

q‘tc. Questions, Exercises and Cases

QUESTIONS

Theories on the Demand and Supply of Audit Services

2.1 What are the most important theories on the demand of audit services?
2.2 Give a brief description of the agency theory as applied to both the demand and the supply
of audit services.

Audit Regulation

2.3 Name the three public oversight boards discussed in the chapter. Discuss their similarities
and dissimilarities.

Audit Firms

2.4 What is the theoretical basis for the assumption that Big Four firms provide higher
technical audit quality than non-Big Four firms?
2.5 What is meant by second tier firms?

Audit Quality and Audit Fee Determination

2.6 Identify and define the two components of audit quality.
2.7 Briefly discuss the determinants of the audit fee level.

Legal Liability
2.8 What are four major sources of auditors legal liability? Briefly discuss them.
2.9 Discuss the conditions that have to be met in order to hold an auditor successfully liable.

Some Developments in the Audit Market

2.10 Describe the historical shift in the audit profession’s attitude towards the auditor’s
responsibilities regarding fraud.

2.11 Discuss the following statement: “Auditors perform extensive tests on a company’s internal
control system, in order to determine whether they can rely on that system in the course
of their audit. Therefore, auditors can express an opinion on the adequacy of the audited
company’s internal control system.”

Examples of Landmark Studies and Legislation that Influenced the International Audit
Market

2.12 Discuss the potential impact of the Cadbury and COSO report on the audit profession.
2.13 Discuss the following statement: “Auditors should not be allowed to combine an audit for
one client with advisory services to that client.”

PROBLEMS AND EXERCISES

Theories on the Demand and Supply of Audit Services

2.14 Agency Theory. Identify principals and agents in the cases mentioned below. Describe the
contributions and “prices” associated with these relationships, identify potential risks for
the principal and give suggestions for limiting these risks.

A. The Pasadena Bank lends money to the Alhambra Construction Company.
B. Employee Mario Auditorio considers leaving his current job and starting a new career
with Isitituto Milanese.
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C. Manager Yu-Chang receives an annual bonus, based on last year’s profit of company
Shang-Zu.

D. Supplier “Vite et Juste” delivers goods to company “Merci.” Payment is due 60 days
after the date of the invoice.

2.3 Audit Regulation
2.15 Audit Regulation. Comment on the following statements:

A. In most countries audits are legally required for every type of company.

B. The PCAOB sanctions firms but not individuals for violations of laws, regulations, and
rules.

C. The PCAOB inspects all US audit firms.

D. The FRC has broad oversight for setting accounting standards in the public and private
sectors.

E. The Review Board is responsible for training the members of UK accounting professional
bodies.

2.4 Audit Firms
2.16 How do the markets for the Big Four differ from second tier firms? Describe a typical audit

client for each group including average revenue, global nature, number of employees,
government regulation, and governance mechanism.

2.5 Audit Quality and Audit Fee Determination
2.17 Audit Quality and Audit Fee Determination. Company Hochbau, a construction company,

has decided to change auditors, as a result of continuous communication problems with the
existing auditors. As the chief financial officer, you have made a schedule for the audit tender.

Required:
Give a brief outline of how you would organize the tender. Make a list of 15 criteria on which
you would rate the tendering audit firms.

2.6 Legal Liability
2.18 Legal Liability to Third Parties. Suppose you are a judge in the following civil case.

Plaintiff Sue Bank, a banker, accuses auditor Big Zero of having performed a negligent
audit in the financial statements of company “Trouble.” Five months after the financial
statements (with an unqualified opinion) were published, “Trouble” filed for bankruptcy,
leaving the bank with unrecovered loans amounting to $20 million.

Required:
Describe the relevant issues to be addressed in this case.

2.7 Some Developments in the Audit Market
2.19 Auditor’s Opinion on the Occurrence of Fraud. Sundback, CGR, is the auditor for Upseerin

Manufacturing, a privately owned company in Espoo, Finland, which has a June 30 fiscal
year. Upseerin arranged for a substantial bank loan which was dependent upon the bank
receiving, by September 30, audited financial statements which showed a current ratio of at
least 2 to 1. On September 25, just before the audit report was to be issued, Sundback
received an anonymous letter on Upseerin’s stationery indicating that a five-year lease by
Upseerin, as lessee, of a factory building which was accounted for in the financial
statements as an operating lease was in fact a capital lease. The letter stated that there was
a secret written agreement with the lessor modifying the lease and creating a capital lease.
Sundback confronted the president of Upseerin who admitted that a secret agreement
existed but said it was necessary to treat the lease as an operating lease to meet the
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current ratio requirement of the pending loan and that nobody would ever discover the
secret agreement with the lessor. The president said that if Sundback did not issue its
report by September 30, Upseerin would sue Sundback for substantial damages which
would result from not getting the loan. Under this pressure and because the work papers
contained a copy of the five-year lease agreement which supported the operating lease
treatment, Sundback issued its report with an unqualified opinion on September 29.

In spite of the fact the loan was received, Upseerin went bankrupt within two years. The
bank is suing Sundback to recover its losses on the loan and the lessor is suing Sundback
to recover uncollected rents.

Required:

Answer the following, setting forth reasons for any conclusions stated.
A. Is Sundback liable to the bank?

B. Is Sundback liable to the lessor?

2.20 Opinion on the Occurrence of lllegal Acts. Ostling, Auktoriserad Revisor, accepted an
engagement to audit the financial statements of Sandnes Company of Goteborg, Sweden.
Ostling’s discussions with Sandnes’s new management and the predecessor auditor
indicated the possibility that Sandnes’s financial statements may be misstated due to the
possible occurrence of errors, irregularities, and illegal acts.

Required:

A. Identify and describe Ostling’s responsibilities to detect Sandnes’s errors and irregularities.
Do not identify specific audit procedures.

B. Identify and describe Ostling’s responsibilities to report Sandnes’s errors and irregularities.

C. Describe Ostling’s responsibilities to detect Sandnes’s material illegal acts. Do not
identify specific audit procedures.

[Adapted and reprinted with permission from AICPA. Copyright © 2000 & 1985 by American

Institute of Certified Accountants]

2.8 Examples of Landmark Studies and Legislation that Influenced the International Audit
Market

2.21 Compare the Combined Code and the Sarbanes-Oxley Act on what each says about the
following:
A. Corporate governance
B. Audit firms
C. Internal controls.

CASES

2.22 Legal Responsibilities of Auditors. Pick five countries. Assume that you are the head of
an international commission to determine legal responsibilities of accountants in various
countries. Use your university library and the internet to research accounting in these five
countries.

Required:

A. List the country, concept of independence and functions generally not allowed.

B. List the ethical standards, enforcement, legal liabilities and responsibility for the
detection of fraud.

C. Using the library, Lexis-Nexis, or internet, find one recent legal case in each country that
impacts auditor independence or resulted from fraud. Summarize each case.

D. Wirite a brief comparing the recent legal case and auditor ethical standards in each
country.
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fg.; : m Learning Objectives

After studying this chapter, you should be able to:

1
2
3

Explain what ethics means to an accountant.
State the purpose for a professional code of ethics.

Explain purpose and content of the IFAC Code of Ethics for Professional
Accountants.

Identify and discuss the fundamental principles of ethics as described by
the IFAC Guideline.

Explain the concept of independence and identify the principles-based
approach for resolving the attendant issues.

Describe non-audit services prohibited by the Code of Ethics.

Discuss the responsibilities of an accountant in public practice, other than
independence, that apply to his clients and colleagues.

State the topics of guidance that are particularly relevant to professional
accountants working in industry, commerce, the public sector or education.

Summarize the possible disciplinary actions for violation of the Code of
Ethics.



WHAT ARE ETHICS?

g; “_ =7, What Are Ethics?

Ethics represent a set of moral principles, rules of conduct, or values. Ethics apply when
an individual has to make a decision from various alternatives regarding moral principles.
All individuals and societies possess a sense of ethics in that they have some sort of
agreement as to what right and wrong are.

lustration 3.1 incorporates the characteristics most people associate with ethical
behavior.'

ILLUSTRATION 3.1
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Ethical behavior is necessary for society to function in an orderly manner. The need for
ethics in society is sufficiently important that many commonly held ethical values are
incorporated into laws. However, a considerable portion of the ethical values of a society
such as integrity, loyalty, and pursuit of excellence cannot be incorporated into law.
By establishing a code of ethics, a profession assumes self-discipline beyond the
requirements of the law.

M Ethics in the Accounting Profession

The attitude and behavior of professional accountants in providing auditing and assur-
ance services have an impact on the economic well-being of their community and
country. Accountants can remain in this advantageous position only by continuing to
provide the public with these unique services at a level that demonstrates that the public
confidence is well founded.

The distinguishing mark of the profession is acceptance of its responsibility to the
public. Therefore the standards of the accountancy profession are heavily determined by
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the public interest. One could say in accountancy “the public and the auditee are our
clients and our main product is credibility.”

M Objectives of Accountancy

It is in this context that the International Federation of Accountants (IFAC) Code of Ethics
for Professional Accountants® states:

Objectives of the accountancy profession are to work to the highest standards of professionalism,
to attain the highest levels of performance and generally to meet the public interest.’

To achieve these objectives, the Code of Ethics suggests several fundamental principles for
professional accountants and for those who are undertaking reporting assignments,
which is discussed in the balance of this chapter. Due to the importance of the Code, it
will be quoted extensively in this chapter. When a direct quote is taken from the Code,
that quote will be given in bold.

g; ,& The IFAC Code of Ethics for Professional Accountants

The ethical guidance set out by the International Federation of Accountants (IFAC) is
developed by the IFAC Ethics Committee who report their recommendations to the IFAC
Board after a research and appropriate exposure of draft guidance. The guidance is incor-
porated into the Code of Ethics for Professional Accountants (the Code). The Code is
intended to serve as a model on which to base national ethical guidance. It sets standards
of conduct for professional accountants and states the fundamental principles that should
be observed by professional accountants in order to achieve common objectives.

The Code is divided into three parts: Illustration 3.2 gives the overall contents by section.

Part A applies to all professional accountants unless otherwise specified.

Part B applies only to those professional accountants in public practice.

Part C applies to employed professional accountants, and may also apply, in appropriate
circumstances, to accountants employed in public practice.

g; ,& Ethics Guidelines Applicable to All Accountants (Part A)
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The process of establishing ethical principles is complicated. In France and Japan, the
ethical code is a matter of law. In the USA, Singapore, Mexico, and the UK, the standards
are developed and regulated by professional bodies. The IFAC Code of Ethics for
Professional Accountants offers fundamental principles that are of a general nature and not
intended to be used to solve a professional accountant’s ethical problems in a specific
case. However, it provides detailed guidance as to the application in practice of the
objectives and the fundamental principles with regard to a number of typical situations
occurring in the accounting profession.
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ETHICS GUIDELINES APPLICABLE TO ALL ACCOUNTANTS (PART A)

Three-Part Framework of IFAC Ethics Code

PART A — Applicable To All
Professional Accountants

PART B — Applicable To
Professional Accountants
In The Public Practice

PART C - Applicable To
Employed Professional
Accountants

Integrity and Objectivity

Independence for Assurance
Engagements

Conflict of Loyalties

Resolution of Ethical
Conflicts

Professional Competence and
Responsibilities Regarding the
Use of Non-Accountants

Support for Professional
Colleagues

Professional Competence
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Professional Competence

Confidentiality
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Practice of Public Accountancy

Presentation of
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Tax Practice

Clients’ Monies

Cross-Border Activities

Relations with Other
Professional Accountants in
Public Practice

Publicity

Advertising and Solicitation

There are six fundamental principles of ethics applicable to ALL accountants. They are

integrity,
objectivity,

professional competence and due care,

confidentiality,
professional behavior,
technical standards.

The Proposed Revised Code includes a paragraph regarding the professional accountant’s
obligation to evaluate any threat to complying with the fundamental principles when the
accountant “knows or could reasonably be expected to know of the circumstances that
might compromise compliance.”

The TFAC guideline offers further discussion on these principles. Each concept is the
topic of subsequent Sections (1-7) in the Code.

M Integrity and Objectivity (Sec. 1)

A professional accountant should be straightforward and honest in performing pro-
fessional services. A professional service is any service requiring accountancy or related
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skills performed by a professional accountant including accounting, auditing, taxation,
management consulting and financial management services.

No Conflicts of Interest

The principle of objectivity imposes the obligation on all professional accountants to be fair,
intellectually honest, and free of conflicts of interest. Professional accountants will be
exposed to many situations where they are under pressure from employers, colleagues or
clients. Situations and relationships should be avoided in which bias or influences of others
might override auditor objectivity. Professionals involved in assurance services should
neither accept nor offer gifts or entertainment that might appear to have a significant
improper influence on their professional judgment.

M Resolution of Ethical Conflicts (Sec. 2)

From time to time accountants encounter situations when the responsibilities of the
accountant may conflict with internal or external demands. There may be pressure from
an overbearing supervisor, manager, director or partner, or family member. For example,
the accountant may be asked to act contrary to technical or professional standards, there
may be divided loyalty between the accountant’s superior and accepted professional
standards, or misleading information may be published.

Steps to Resolving a Conflict

The IFAC Code of Ethics for Professional Accountants* includes the following process in
case the policies of the accountant’s employing organization do not resolve the ethical
conflict:

1 Review the conflict problem with the immediate superior. If there is no resolution, he should
go to the next higher managerial level. If that higher level of management is involved in
the conflict problem, the accountant should raise the issue with the next higher level of
management, etc.

2 Seek counseling and advice on a confidential basis with an independent adviser or the
applicable accountancy body to obtain an understanding of possible courses of action.

3 If the ethical conflict still exists after fully exhausting all levels of internal review, the
accountant, as a last resort, may have to resign from the employing organization and submit
an information memorandum to an appropriate representative of that organization.

Certification Exam Question 3.1

The auditor with final responsibility for an engagement and one of the assistants has a
difference of opinion about the client’s application of an accounting method. If the
assistant believes it is necessary to be disassociated with the matter’s resolution, the
audit firm’s procedures should enable the assistant to

(A) Refer the disagreement to IFAC’s Quality Review Committee.

(B) Review the conflict with a senior partner in the audit firm.

(C) Discuss the disagreement with the entity’s management or its audit committee.
(D) Report the disagreement to an impartial peer review monitoring team.
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M Professional Competence and Due Care (Sec. 3)

A professional accountant, in agreeing to provide professional services, implies that he is
competent to perform the services.

Professional competence requires a high standard of general education followed by
specific education, training, examination in relevant subjects, and work experience.
Competence also requires continuing awareness by the professional accountants of
developments in the accountancy profession and adoption of a quality control program.

Accountants should refrain from agreeing to perform professional services which they
are not competent to carry out unless competent advice and assistance are obtained. The
accountant should perform all services with due care, competence and diligence and has
a continuing duty to maintain professional knowledge and skill. That knowledge and skill
should be sufficient to ensure that work performed is based on up-to-date developments
in practice, legislation and techniques.

B Confidentiality (Sec. 4)

Professional accountants have an obligation to respect the confidentiality of information
about a client’s (or employer’s) affairs acquired in the course of professional services.

Accountants should respect the confidentiality of information acquired during the
course of performing professional services. They should not use or disclose any such
information without proper and specific authority. There exists a responsibility to keep
the information discovered in the course of an assurance service confidential and thus
continues even after the accountant—client or the accountant—employer relationship ends.

Accountants must also ensure that in addition to themselves, staff and outside advisers
under their control understand and follow the principle of confidentiality. Information
acquired during the engagement should not be used by those involved in the service for
personal advantage or for the advantage of a third party.

Permitted Disclosure of Confidential Information

Confidential information may be disclosed when disclosure is authorized by the client,
required by law, or where there is a professional duty or right to disclose (such as in a peer
review quality control program). When disclosure is authorized by the employer or client,
the accountants should consider the interests of all the parties, including third parties,
who might be affected.

Concept and a Company 3.1  « I z

Confidentiality — Deloitte, Reliance, and KKR

Concept Professional accountants have an obligation to respect the confidentiality of information
about a client’s (or employer’s) affairs acquired in the course of professional services.
Story According to a court filing by the US State of Pennsylvania Insurance Department, within

days of Deloitte signing off on an audit of Reliance Insurance Co. indicating sufficient cash
reserves in February 2000, the firm told another client, the Kohlberg Kravis & Roberts
(KKR) investment partnership, that Reliance was suffering a “seriously deficient” $350
million shortfall in its reserves. (WSJ 2003)
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Confidentiality — Deloitte, Reliance, and KKR (continued)

Deloitte told the investment company about the shortfall “in exchange for millions of
dollars” in accounting fees, according to the state. Deloitte “exploited the competing
interests of [the investment company] and Reliance and benefited financially by receiving
payments from clients on opposite sides” of the proposed deal, according to the state. KKR
also got another opinion from Am-Re Consultants, of Princeton, an affiliate of American
Reinsurance Co. Am-Re estimated Reliance’s reserve shortfall at $500 million, the state
reported. (DiStefano 2003)

In 2001 Reliance Insurance Company, an auto and workman’s compensation insurer,
defaulted on its stock, bonds and loans, and left policyholders and industry bailout funds
with more than $2 billion in unpaid losses. The Pennsylvania Insurance Department was
charged with liquidating the assets of the company.

Deloitte issued a short written statement accusing the state of “serious distortion of the
facts.” According to Deloitte, Pennsylvania Insurance Commissioner E. Diane Koken was
trying to “improperly” fault Reliance’s ex-auditors “for a business and regulatory failure
that largely rests with [Koken] herself.” (DiStefano 2003)

Discussion Does an auditor violate the confidentially of their client by revealing the client’s financial
Questions condition to another client?
Why would an auditor report sufficient cash reserves in their audit report and then tell another
client that the audited company had a shortfall cash position?
References DiStefano, J.N. 2003, “Insurance regulators say the accounting firm called the company healthy
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shortly before its $2 billion collapse, while revealing a bleak picture to a potential investor,”
Philadelphia Inquirer, October 12.

WSJ, 2003, “Pennsylvania Charges Deloitte Contributed to Insurer’s Failure,” Wall Street Journal,
October 20.

Examples of Disclosure

One example of when disclosure to client information is required by law is when the
accountant produces documents or gives evidence in legal proceedings. Another example
is disclosure of infringements of the law to appropriate public authorities. In the USA,
accountants may be required to give evidence in court and in the Netherlands and UK
auditors may be required to disclose fraud to government-appointed authorities.
Confidentiality of information is part of statute or common law and therefore require-
ments of confidentiality will depend on the law of the home country of each accountant.

M Professional Behavior

An accountant should act in a manner consistent with the good reputation of the profes-
sion and should refrain from any conduct that might bring discredit to the profession
regarding responsibilities to clients, third parties, other members of the accountancy
profession, staff, employers and the general public.

Specific guidance to the professional accountant regarding professional behavior is
provided in three areas: tax practice (Section 5 of the Code), cross-border activities
(Section 6), and publicity (Section 7).
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M Tax Practice (Sec. 5)

An accountant performing tax services may put forward the best position in favor of a
client or employer, provided the service is done with professional competence, does not
in any way impair integrity and objectivity, and is consistent with the law.

An accountant should not represent to a client or an employer that the tax return
prepared and the tax advice given is above challenge. He should make sure that the client
or employer is aware of the limitations involved in interpretation of tax law and tax
reporting. The accountant’s client or employer should be advised that they, not the
accountant, have the responsibility for the content of the tax return.

Misleading Tax Returns

The accountant should not be associated with any tax return if he has reason to believe
that it contains a false or misleading statement or omits important information. When
estimates are used in the tax return, they should not be presented in a manner that implies
greater accuracy than exists. The tax preparer usually relies on information furnished by
the client but should consider whether supporting data needs to be provided. If the
accountant discovers a material error or omission in a tax return of a prior year, he should
advise his client.

M Cross-Border Activities (Sec. 6)

An accountant may perform services in a country other than his home country. If differ-
ences exist between ethical requirements of the two countries the following provisions
should be applied:

1 When the ethical requirements of the country in which the services are being performed
are less strict than the IFAC Code of Ethics, then the ethical guidance of IFAC should be
applied.

2 When the ethical requirements of the country in which the services are being performed are
stricter than the IFAC ethical guidance then the ethical requirements of the country where
the services are being performed should be applied.

3 When the ethical requirements of the home country are mandatory for services performed
outside that country and are stricter than set out in (1) and (2) above, then the ethical
requirements of the home country should be applied.

M Publicity (Sec. 7)

Publicity is the communication to the public of facts about a professional accountant
which are not designated for the deliberate promotion of that professional accountant.
When accountants market themselves and their work, they should:

Not use means which brings the profession into disrepute;

Not make exaggerated claims for the services they are able to offer, the qualifications they
possess, or the experience they have gained; and

Not denigrate the work of other accountants.

For more discussion see “Advertising and Solicitation” later in this chapter.
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M Technical Standards

Professional services should always be carried out in accordance with the relevant tech-
nical and professional standards. These services should follow the technical standards
such as International Standards on Auditing; International Financial Reporting
Standards, rules of the accountant’s professional body, and relevant legislation.

({(A ,& Ethics Applicable to Professional Accountants in Public

Concept and a Compa

Practice (Part B)

Whereas the ethics guidance discussed above is applicable to all professional accountants.
Part B of IFAC’s Code of Ethics is only applicable to accountants in public practice.
A professional accountant in public practice refers to each partner or person occupying a
position similar to that of a partner, and each employee in a practice providing pro-
fessional services to a client irrespective of their functional classification (e.g. audit, tax or
consulting), and professional accountants in a practice having managerial responsibility.

Ethical guidance for accountants in public practice is offered in the areas of: inde-
pendence; responsibilities to clients such as fees, commissions, and clients’ monies; and
responsibilities to colleagues such as relations to other professionals, advertising and
activities incompatible with practice.

e y z
-

Lincoln Savings and Loan - 'Employment of a Former Auditor

Concept

Independence in Fact and Appearance

Story
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Upon completion of the 1987 Arthur Young (later Ernst & Young) audit of Lincoln Savings
& Loan Association (Lincoln) which resulted in an unqualified opinion, the engagement
audit partner, Jack Atchison, resigned from Arthur Young and was hired by Lincoln’s
parent American Continental Corporation (ACC) for approximately $930,000 annual
salary. His prior annual earnings as a partner at Arthur Young was approximately $225,000
(Knapp 2001)

Charles Keating, Jr. siphoned money out of Lincoln Savings and Loan for his own benefit
from the day he acquired Lincoln in 1984 until the Federal Home Loan Bank Board
(FHLBB) seized control on April 14, 1989. At the time of the seizure nearly two-thirds of
Lincoln’s asset portfolio was invested in high-risk land ventures and Keating had used
fraudulent accounting methods to create net income. In the end, Lincoln’s demise involved
investors’ losses of $200 million and its closure cost US taxpayers $3.4 billion in guaranteed
deposit insurance and legal, making it the most costly savings and loan failure in US history.
For their part in the Lincoln failure, Ernst & Young paid the California State Board of
Accountancy (the state agency which registers California CPAs) $1.5 million in 1991 to
settle negligence complaints and in 1992 paid the US Government $400 million to settle
four lawsuits. (Knapp 2001)
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In the court case of Lincoln S&L v Wall, it was suggested that Atchison might have known
about the financial statement problems during his audit of Lincoln. ACC was in dire need of
obtaining $10 million because of an agreement with the Bank Board to infuse an additional
$10 million into Lincoln. Thus, Lincoln was actually the source of its own $10 million cash
infusion. Ernst & Young LLC learned of these facts from Jack Atchison after Atchison had
become a top official at Lincoln. (USDC — DC 1990)

At the time Atchison made his move, the practice of “changing sides” was not against the
AICPA’s ethics standards; however, the Securities and Exchange Commission (SEC) stated
that Atchison’s should certainly be examined by the accounting profession’s standard
setting authorities as to the impact such a practice has on an accountant’s independence.
Furthermore, they stated that it would seem that a “cooling-off period” of one to two years
would not be unreasonable before the client can employ a senior official on an audit. (SEC
1990)

Ultimately, the Sarbanes-Oxley Act of 2002 required a cooling-off period of one year after
a company’s last audit before clients can hire as an officer any member of the audit team.

Discussion What impact does employment of former independent auditors by an audit client have on
Questions that auditor’s independence during the audit?
Were Atchison’s actions ethical?

References Knapp, M., 2001, “Lincoln Savings and Loan Association,” Contemporary Auditing Real Issues & Cases,
South Western College Publishing, Cincinnati, Ohio, pp. 57-70.
SEC, 1990, Final rule release 33-7919, Final Rule: Revision of the Commission’s Auditor Independence
Requirements, Securities and Exchange Commission, February, 5.
USDC - DG, 1990, Lincoln Savings & Loan Association v Wall, “Consolidated Civil Action Nos. 89-
1318, 89-1323,” 743 F. Supp. 901; 1990 US Dist. LEXIS 11178, United States District Court for the
District of Columbia, August 22, 1990; Decided, August 22, 1990, Filed.

& "'95'(' 6 ' Independence Requirements

The independence of the auditor from the firm that he is auditing is one of the basic
requirements to keep public confidence in the reliability of the audit report.
Independence adds credibility to the audit report on which investors, creditors,
employees, government and other stakeholders depend to make decisions about a
company. The benefits of safeguarding an auditors’ independence extend so far as to the
overall efficiency of the capital markets.

Across the world, national rules on auditors’ independence differ in several respects
such as: the scope of persons to whom independence rules should apply; the kind of
financial, business or other relationships that an auditor may have with an audit client;
the type of non-audit services that can and cannot be provided to an audit client; and the
safeguards which should be used. The European Commission has issued independence
standards to be applied throughout the European Union (EU). The USA enacted the
Sarbanes-Oxley Act of 2002, which describes independence requirements of US auditors.

The European Commission Council Directive 84/253/EEC (EU Eighth Company Law
Directive), gives discretionary power to Member States to determine the conditions of
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independence for a statutory auditor. Article 24 says that Member States shall prescribe
that auditors shall not carry out statutory audits® if they are not independent in
accordance with the law of the Member State which requires the audit.

To provide each EU country with a common understanding of this independence
requirement, the European Union Committee on Auditing developed a set of funda-
mental principles set out in a Commission Recommendation called Statutory Auditors’
Independence in the EU: A Set of Fundamental Principles.” The principles based approach
was considered “preferable to one based on detailed rules because it creates a robust
structure within which statutory auditors have to justify their actions.”®

The EU framework, which parallels the threat and safeguard approach of IFAC, is
based on the requirement that an auditor must be independent from his audit client both
in mind and appearance. The auditor should not audit a client if there are any financial,
business, employment or other relationships between them that a “reasonable and
informed third party” would conclude compromised independence.

US based firms and firms that audit US publicly traded firms must adhere to the
regulations of the Sarbanes-Oxley Act,’ Title II, Auditor Independence, as interpreted
by the Public Company Accounting Oversight Board (PCAOB).' The Independence
sections and the prohibited services are listed in Illustration 3.3.

ILLUSTRATION 3.3

Independence in the Sarbanes-Oxley Act of 2002

TITLE Il — AUDITOR INDEPENDENCE

Sec. 201. Services outside the scope of practice of auditors.

Sec. 202. Pre-approval requirements.

Sec. 203. Audit partner rotation.

Sec. 204. Auditor reports to audit committees.

Sec. 205. Conforming amendments.

Sec. 206. Conflicts of interest.

Sec. 207. Study of mandatory rotation of registered public accounting firms.
Sec. 208. Commission authority.

Sec. 209. Considerations by appropriate State regulatory authorities.

Prohibited non-audit service contemporaneously with the audit include:

(1) bookkeeping or other services related to the accounting records or financial statements
of the audit client;

(2) financial information systems design and implementation;

(3) appraisal or valuation services, fairness opinions, or contribution-in-kind reports;

(4) actuarial services;

(5) internal audit outsourcing services;

(6) management functions or human resources;

(7) broker or dealer, investment adviser, or investment banking services;

(8) legal services and expert services unrelated to the audit; and

(9) any other service that the Board determines, by regulation, is impermissible.

Under PCAOB rules all non-audit services to clients, which are not specifically pro-
hibited, must be pre-approved by the Audit Committee and disclosed to the shareholders.
Audit partners must be rotated every five years. Clients cannot hire as an officer any
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member of the audit team within one year after their last audit. Determination of inde-
pendence of auditors who audit non-publicly traded firms is left up to the regulatory
authorities of the 50 states of the USA.

M Independence as Defined in the Code (Sec. 8)
Independence is described as:

having a position to take an unbiased viewpoint in the performance of audit tests,
analysis of results, and attestation in the audit report;

independent in fact: accountant’s ability to maintain an unbiased attitude throughout
the audit, so being objective and impartial;

independent in appearance: the result of others’ interpretations of this independence.

The Code of Ethics for Professional Accountants, Section 8 discusses independence in assur-
ance services in terms of a principles-based approach that takes into account threats to
independence, accepted safeguards and the public interest.

Principles Based (Conceptual) Approach

IFAC Ethics Committee strongly believes that a high-quality principles based approach to
independence will best serve the public interest by eliciting thoughtful auditor assessment
of the particular circumstances of each engagement.'' However, the Code gives related
guidance and explanatory material as well. The section on independence discusses the
application of the conceptual approach to specific situations such as financial interest,
loans, fees and others listed in Illustration 3.4.

The Code states: It is in the public interest and, therefore, required by this Code of
Ethics, that members of assurance teams, firms and, when applicable, network firms be
independent of assurance clients.

Independence in auditing means having a position to take an unbiased viewpoint in the
performance of audit tests, analysis of results, and attestation in the audit report. Since the
main product of attestation is the credibility added to financial information by the audit
report, it is essential that the auditor be independent and is perceived as such by the users
of audited financial statements.

Independence in Fact and Appearance

Accountants must not only maintain an independent attitude in fulfilling their responsi-

bilities, but the users of financial statements must have confidence in that independence.

These two objectives are frequently identified as “independence in fact” and “indepen-

dence in appearance.” Independence in fact exists when the accountant is able to main-

tain an unbiased attitude throughout the audit, so being objective and impartial, whereas

independence in appearance is the result of others’ interpretations of this independence.
The IFAC ethics guideline states that independence requires: '

(a) Independence of mind: The state of mind that permits the provision of an opinion
without being affected by influences that compromise professional judgment, allowing an
individual to act with integrity, and exercise objectivity and professional skepticism.

(b) Independence in appearance: The avoidance of facts and circumstances that are so signi-
ficant that a reasonable and informed third party, having knowledge of all relevant informa-
tion, including safeguards applied, would reasonably conclude a firm’s, or a member of the
assurance team’s, integrity, objectivity or professional skepticism had been compromised.
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ILLUSTRATION 3.4

Application of Ethics to Specific Situations (Topic and Applicable
Paragraph in the Code of Ethics for Professional Accountants)*?

Topic Paragraph
Financial Interests 8.102
Provisions Applicable to all Assurance Clients 8.104
Provisions Applicable to Audit Clients 8.111
Provisions Applicable to Non-Audit Assurance Client 8.120
Loans and Guarantees 8.124
Close Business Relationships with Assurance Clients 8.130
Family and Personal Relationships 8.133
Employment with Assurance Clients 8.140
Recent Service with Assurance Clients 8.143
Serving as an Officer or Director on the Board of Assurance Clients 8.146
Long Association of Senior Personnel with Assurance Clients
General Provisions 8.150
Audit Clients that are Listed Entities 8.151
Provision of Non-Assurance Services to Assurance Clients 8.155
Preparing Accounting Records and Financial Statements 8.163
General Provisions 8.166
Audit Clients that are not Listed Entities 8.167
Audit Clients that are Listed Entities 8.168
Emergency Situations 8.170
Valuation Services 8.171
Provision of Taxation Services to Audit Clients 8.177
Provision of Internal Audit Services to Audit Clients 8.178
Provision of IT Systems Services to Audit Clients 8.184
Temporary Staff Assignments to Audit Clients 8.189
Provision of Litigation Support Services to Audit Clients 8.190
Provision of Legal Services to Audit Clients 8.193
Recruiting Senior Management 8.200
Corporate Finance and Similar Activities 8.201
Fees and Pricing
Fees — Relative Size 8.203
Fees — Overdue 8.205
Pricing 8.206
Contingent Fees 8.207
Gifts and Hospitality 8.210
Actual or Threatened Litigation 8.211

Identify Threats, Evaluate, and Apply Safeguards

Section 8 of the Code of Ethics, the Independence section, provides a principles based
framework for identifying, evaluating and responding to threats to independence. The
framework establishes principles to identify threats to independence, determine the sig-
nificance of those threats, and, if they are significant, identify and apply safeguards to
reduce or eliminate the threats.

The independence section of the Code outlines the threats to independence (paragraphs
8.28 through 8.33), safeguards for reducing threats to an acceptable level (paragraphs 8.34
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through 8.47), and concludes with some examples of how this conceptual approach is to be
applied (paragraphs 8.100 onwards).
M Threats to Independence

Independence is potentially affected by self-interest, self-review, advocacy, familiarity and
intimidation threats. The independence recommendations of the European Commission
discuss the same types of threats.'* (See Illustration 3.5.)

ILLUSTRATION 3.5

Identification of Potential Threats to Auditors Independence

Advocacy
Threat
\
Self-review ——
Threat e Threats to L~ amiliarity
Independence
Intimidation Self-interest
Threat Threat

Self-Interest Threats

“Self-Interest Threat” occurs when an auditor could benefit from a financial interest in,
or other self-interest conflict with, an assurance client. Examples are as follows.

(a) A direct financial interest or material indirect financial interest in an assurance client

Direct financial interest in a client might include ownership of client equities or finan-
cial instruments; financial interest in a joint venture with a client or employee(s) of a
client; and financial interest in a non-client as an investor or investee.

Indirect material financial interest results from being an administrator of any trust or
estate with a financial interest in the client company.

{ Certification Exam Question 3.2
Which of the following statements is correct about independence?

(A) Independence is potentially affected by self-interest, self-review, advocacy,
familiarity and intimidation threats.

(B) Independence is not an element that is considered in the audit process.

(C) Independence is immaterial to the financial statements.

(D) Independence is not a requirement of IFAC’s Code of Ethics.
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ﬂ' Certification Exam Question 3.3

An auditor strives to achieve independence in appearance to

(A) Appear to an independent third party not to have compromised their integrity.
(B) Become independent in fact.

(C) Comply with the international auditing standards of fieldwork.

(D) Evaluation of all matters of continuing accounting significance.

(b) Ability to influence client

The IFAC Code of Ethics prohibits individuals with the ability to influence the audit
engagement to have ownership interest in the client company. For example a secretary of
KPMG could own common shares in a client company if the secretary does not partici-
pate in the audit process. However, if the secretary becomes a partner of the engagement
while obtaining ownership, all the information regarding his ownership status would
have to be disclosed. Otherwise his action could be perceived as a threat to independence
in fact and in appearance with respect to that client.

(c) Aloan or guarantee to or from an assurance client or any of its directors or officers

If members of the assurance team receive a loan from, or a loan guarantee by, an assur-
ance client whose business is making such loans (e.g. a bank) and the loan is made under
normal lending procedures, terms and requirements, independence is not jeopardized.
Loans that would ordinarily not affect independence include home mortgages, bank
overdrafts, car loans and credit card balances.

(d) Undue dependence on total fees from an assurance client

The compromise or appearance of compromise of independence may arise if fees from an
assurance client are a large proportion of the revenue of an individual partner.
Furthermore, if fees due from a client for professional services remain unpaid for an
extended period of time, especially if a substantial part is not paid before the issue of the
audit report or attestation, a threat to independence may occur.

(e) Concern about the possibility of losing the engagement
(f) Having a close business relationship with an assurance client
(g) Potential employment with an assurance client

(h) Contingent fees relating to assurance engagements.

Contingent fees are fees calculated on a predetermined basis relating to the outcome or
result of a transaction or the result of the work performed. That is, a contingent fee is an
arrangement whereby no fee will be charged unless a specified finding or result is
obtained or when the fee is otherwise contingent upon the findings or results of services.
Fees charged on a percentage or similar basis may also be considered contingent fees. Fees
are not contingent fees if fixed by a court or other public authority.

Self-Review Threat

“Self-Review Threat” occurs when (1) results of a previous engagement needs to be re-
evaluated in reaching conclusions on the present assurance engagement or (2) when a
member of the assurance team previously was an employee of the client (especially a
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director or officer) in a position to exert significant influence over the subject matter of
the assurance engagement. For example, assisting an audit client in matters such as
preparing accounting records or financial statements may create a self-review threat when
the firm subsequently audits the financial statements.

Advocacy Threat

“Advocacy Threat” occurs when a member of the assurance team promotes, or seems to
promote, an assurance client’s position or opinion. That is, the auditor subordinates his
judgment to that of the client. Examples of circumstances that may create this threat
include:

selling, underwriting or otherwise dealing in financial securities or shares of an
assurance client;
acting as the client’s advocate in a legal proceeding.

Familiarity Threat

“Familiarity Threat” occurs when an auditor becomes too sympathetic to the client’s
interests because he has a close relationship with an assurance client, its directors, officers
or employees. Examples of circumstances that may create this threat include:

a member of the assurance team having an immediate family member or close family
member who is a director or officer of the assurance client;

a member of the assurance team having a close family member who is an employee of
the assurance client and in a position to significantly influence the subject matter of the
assurance engagement;

In some countries, the range of relationship may be wider that a spouse or dependant (e.g.
the child, or its spouse, the parent or grandparent, parent-in-law, brother, sister, or
brother-in-law or sister-in-law of the client). For example, a CPA firm that prepares a tax
return for a client who is an immediate family member, for example, a spouse or a sister,
and gives a tax deduction in which adequate evidence for the deduction is not provided,
could be in violation of independency law. Violations of independence include;

a former partner of the firm being a director, officer of the assurance client or an
employee in a position of significant influence;

long association of a senior member of the assurance team with the assurance client;
and

acceptance of gifts or hospitality, unless the value is clearly insignificant, from the
assurance client, its directors, officers or employees.

Independence of Audit and Consulting — PeopleSoft and E&Y

Concept Auditor independence — auditors should be aware of significant threats to independence that
may arise and the appropriate safeguards to apply in an attempt to eliminate those threats.
Story In 2002, the Securities and Exchange Commission (SEC) announced proceedings against

Big Four audit firm Ernst & Young (E&Y). The case involved alleged independence
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Independence of Audit and Consulting — PeopleSoft and E&Y (continued)

violations due to product sales and consulting fees related to PeopleSoft software, while
PeopleSoft was an E&Y audit client. SEC suggested a sanction be imposed against Ernst &
Young, which would not allow the firm to provide audit services to publicly traded
companies for a period of six months. (SEC 2002a)

The SEC alleged that E&Y and PeopleSoft co-developed and co-marketed a software
product called “EY/GEMS for PeopleSoft.” These allegations focus on E&Y’s use of com-
ponents of PeopleSoft’s proprietary source code in software previously developed and
marketed by the accounting firm’s tax department. In return for the code, SEC says E&Y
agreed to pay royalties ranging from 15 percent to 30 percent from each sale of the resulting
product.

Additionally, the SEC finds fault with hundreds of millions of dollars in consulting
revenues from implementing PeopleSoft software for clients. The SEC says the revenues
were derived from close coordination and co-marketing. As evidence, it cites reciprocal
endorsements, links to each other’s websites, holding themselves out as “business partners”
of one another, and sharing customer information, customer leads, and “target accounts.”
(SEC 2002b)

In response to SEC’s announcement, Ernst & Young released this statement (Schlank
2002):

“Our conduct was entirely appropriate and permissible under the profession’s rules. It did not
affect our client, its shareholders, or the investing public, nor is the SEC claiming any error in
our audits or our client’s financial statements as a result of them. Moreover, the issues the SEC
has raised are purely technical and relate to judgments we made and actions we took in good
faith years ago.

“The SEC’s main focus is on the activities of our former consultants in implementing
PeopleSoft software for third parties. These occurred between 1994 and 1999 and have no
bearing on our current business. In fact, we sold our consulting business to Cap Gemini in May
2000. The SEC’s other focus is on a software license agreement between Ernst & Young and
PeopleSoft entered into when the parties were making an EY software product compatible with
PeopleSoft. This issue is also purely historical. The license agreement terminated years ago and
the PeopleSoft-compatible version of the product is no longer sold.

“For the record, we did carefully consider the potential independence implications of our
consultants’ actions before they undertook them. We correctly concluded at the time that the
actions were permissible under the profession’s rules and that they were commonplace.”

Discussion
Questions

Why would selling and servicing the product of an audit client for significant revenue be
considered a threat to independence?

What safeguards could E&Y have put in place to compensate for this threat?

Would the relationship between E&Y and PeopleSoft be viewed differently if it happened after
the Sarbanes-Oxley Act was passed?

References Schlank, R., 2002, “SEC Reaches Way Back for EY Independence Case,” Accountingweb.com, May 21.
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Intimidation Threat

“Intimidation Threat” occurs when a member of the assurance team may be deterred from
acting objectively and exercising professional skepticism by threats, actual or perceived,
from the directors, officers or employees of an assurance client. Two examples of intimi-
dation threats are when an auditor is told he will be replaced based on a disagreement
over application of an accounting principle and pressure to reduce the scope of the audit
in order to reduce fees.

B Safeguards

When threats are identified, other than those that are clearly insignificant, appropriate
safeguards should be identified and applied to eliminate the threats or reduce them to an
acceptable level. The safeguards chosen should be documented. When deciding the
nature of the safeguards to be applied consideration should be given to what would be
unacceptable to an informed third party having knowledge of all relevant information,
including safeguards applied.

Safeguards fall into three broad categories:

1 safeguards created by the profession, legislation or regulation;
2 safeguards within the assurance client; and
3 safeguards within the audit firm’s own systems and procedures.

Safeguards Created by the Profession, Legislation or Regulation: Examples

Safeguards created by the profession, legislation or regulation, may include: educational,
training and experience requirements to become a certified member of the profession;
continuing education requirements; professional accounting, auditing and ethics
standards and monitoring and disciplinary processes; peer review of quality control; and
professional rules or legislation governing the independence requirements of the firm.

Safeguards Within The Assurance Client: Examples

Safeguards within the assurance client include: ratification by an audit committee of the
assurance client’s management appointment of the audit firm; the assurance client has
competent employees; the assurance client is committed to fair financial reporting; the
client has internal procedures that ensure objective choices in commissioning non-
assurance engagements; and the client has a corporate governance structure, such as an
audit committee, that provides appropriate oversight of an assurance firm’s services.

Safeguards Within The Audit Firm: Examples

Safeguards within the audit firm’s own systems and procedures may include firm-wide
safeguards such as the following (see Illustration 3.6):

leadership stressing the importance of independence;

designation of a member of senior management to oversee the adequate functioning of
the safeguarding system;

policies and procedures to assure quality control of assurance engagements;

written independence policies;

internal policies to monitor compliance with independence ethics;
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ILLUSTRATION 3.6

Examples of Safeguards Within Audit Firms®

1 Leadership stressing the importance of independence and the expectation
that members of assurance teams will act in the public interest.

2 Designation of a member of senior management to oversee the
adequate functioning of the safeguarding system.

3 Policies and procedures to assure quality control of assurance
engagements.

4 Written independence policies on how to identify threats to
independence, how to evaluate the significance of these threats and how
to identify safeguards to eliminate or reduce the threats.

5 Internal policies to monitor compliance with independence ethics.

6 Policies and procedures that will identify relationships between the firm
or members of the assurance team and assurance clients.

7 Policies and procedures to manage the reliance on revenue received from
a single assurance client.

policies and procedures that will identify relationships between the firm or members of
the assurance team and assurance clients; "

policies and procedures to manage the reliance on revenue received from a single
assurance client.

Safeguards within the firm’s own systems and procedures may also include engagement
specific safeguards such as:

using an additional professional accountant not on the assurance team to review the
work done;

consulting an outside third party (e.g. a committee of independent directors or a
professional regulatory body);
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rotation of senior personnel;

communicating to the audit committee the nature of services provided and fees
charged;

involving another audit firm to perform or re-perform part of the assurance engage-
ment; and

removing an individual from the assurance team, when his relationships or interests
indicate a threat to independence.

M Non-Audit Services to Audit Clients in IFAC Ethics Code (Sec. 8)

For audit clients, the IFAC code generally prohibits bookkeeping services, valuation
services, managerial decision-making functions (such as expert services), broker-dealer
or investment advisor services, and litigation support to audit clients. Financial infor-
mation systems design and implementation as well as internal audit outsourcing is
permitted where specified safeguards are in place.

Services Audit Firms Cannot Offer Audit Clients
The IFAC Code prohibits the following non-audit services for audit clients:

Bookkeeping services, including payroll services and the preparation of financial state-
ments or financial information, which forms the basis of the financial statements on
which the audit report is provided for audit clients;

Valuation services for audit clients that involve the valuation of matters material to
the financial statements and where the valuation involves a significant degree of
subjectivity (paragraph 8.173);

Management decision-making functions (paragraph 8.156) including the following
examples: (a) Authorizing, executing or consummating a transaction, or exercising
authority on behalf of the assurance client (b) Determining which recommendation of
the firm should be implemented; and (c) Reporting, in a management role, to those
charged with governance;

Corporate finance and similar activities including the following examples: (a)
Promoting, dealing in, or underwriting of a client’s shares; (b) Committing the client
to the terms of a transaction; and (c) Consummating a transaction on behalf of the
client (paragraph 8.201).

Litigation support role. Conflicts of interest will arise if the auditor is engaged in
both auditing and litigation services because the litigation function requires the auditor
to be an advocate for the client, whereas the auditing function requires the auditor to
practice with professional skepticism.

Information Technology System and Internal Audit Advice OK with Safeguards

Financial information systems design and implementation as well as internal audit out-
sourcing is permitted where specified safeguards are in place.

The IFAC Code currently permits the provision of information technology systems
services to audit clients where certain safeguards are in place. These safeguards should
ensure that the audit client accepts all responsibility for: establishing and monitoring
internal controls; all management decisions with respect to the design and imple-
mentation; operating the system; and the data used or generated by the system.
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Where the auditor is undertaking the outsourcing of internal audit function, the Code
provides that any self-review threat created may be reduced to an acceptable level by
ensuring that there is a clear separation between control of the internal audit by audit
client management and the internal audit activities themselves. Where the auditor is
performing a significant portion of the internal audit activities, the auditor should
consider the threats and proceed with caution. Appropriate safeguards should be put
in place. (Paragraphs 8.178—8.183)

'd.m Other Topics Applicable To Professional Accountants in

Public Practice

Other sections in the Code that apply specifically to professional accountants in public
practice include: professional competence and use of non-accountants (Section 9), fees
and commissions (Section 10), incompatible activities (Section 11), clients’ monies
(Section 12), relations with others in public accountancy (Section 13), and advertising
and solicitation (Section 14).

M Professional Competence and Responsibilities Regarding the
Use of Non-Accountants (Sec. 9)

If an auditor does not have the competence to perform a specific part of the professional
service, technical help may be had from experts such as other accountants, lawyers,
actuaries, engineers, geologists, and evaluators. However, since the auditors have ultimate
responsibility for the service, it is their responsibility to see that the requirements of ethical
behavior are followed. For example, Section 8 of the Code requires all professionals
participating in the assurance engagement to be independent of the assurance client.

Responsibility for non-accountants might be undertaken by asking non-accountants
involved in the assurance service to read the appropriate ethical codes. The auditor might
also require written confirmation that the non-accountant has an understanding of the
ethical requirements. The auditor should be ready to provide advice and judgment if
conflicts arise.

M Fees and Commissions (Sec. 10)

Section 10 of the Ethics Code discusses the responsibilities to clients in pricing auditing
services via fees and commissions.

Professional fees should be a fair reflection of the value of the professional service
performed for the client, taking into account the skill and knowledge required, the level
of training and experience of the persons performing the services, the time necessary for
the services and the degree of responsibility that performing those services entails.

Sections 10.3 through 10.7 of the Code discuss appropriate fees. Generally, professional
fees should reflect rates per hour or per day for the time of each person involved in the
services. It is okay for an auditor to charge a client a lower fee than has previously been
charged for similar services, as long as the fee was calculated based on Sections 10.3-10.7.
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The Code warns that a self-interest threat may be created if fees due from an assurance
client for professional services remain unpaid for a long time, especially if a significant
part is not paid before the issue of the assurance report for the following year. Generally
the payment of such fees should be required before the report is issued. The firm should
also consider whether the overdue fees might be regarded as being equivalent to aloan to
the client and whether, because of the significance of the overdue fees, it is appropriate
for the firm to be re-appointed.

Fees are distinct from reimbursement of expenses. Out-of-pocket expenses, in par-
ticular traveling expenses, attributable directly to the professional services performed
for a particular client would normally be charged in addition to the professional fees.

Contingent Fees and Commissions

An assurance engagement should not be performed for a fee that is contingent on the
result of the assurance work or on items that are the subject matter of the assurance
engagement. The accountant should not pay a commission to obtain a client nor should
a commission be accepted for referral of a client or products or services of others to a
third party. In those countries where payment and receipt of commissions are permitted,
the accountant should disclose the commission arrangements to the client. '®

Illustration 3.7 gives some illustrations of fee responsibility.

ILLUSTRATION 3.7

Considerations of Fees Charged to Clients

Professional fees should be a fair reflection of the value of the professional service
performed for the client.

Professional fees should be computed on the basis of appropriate rates per hour or per
day for the time of each person involved in the services.

It is not improper for an auditor to charge a client a lower fee than has previously been
charged for similar services.

Out-of-pocket expenses, in particular traveling expenses, attributable directly to the
professional services performed for a particular client would normally be charged in
addition to the professional fees.

The basis on which the fees are computed and any billing arrangements should be clearly
defined, preferably in writing, to the client before the commencement of the engagement
to avoid misunderstandings.

The accountant should not pay a commission to obtain a client nor should a commission
be accepted for referral of a client or products or services of others to a third party.

M Activities Incompatible with Practice (Sec. 11)

Section 11" of the Code details some activities incompatible with practice. A professional
accountant in public practice should not concurrently engage in any business, occu-
pation or activity that impairs or might impair integrity, objectivity or independence, or
the good reputation of the profession. The simultaneous engagement in another activity
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unrelated to assurance or accounting services, which reduces the accountant’s ability to
conduct his accounting practice according to ethical principles, is inconsistent with
public practice. Illustration 3.8 shows some professional accountants’ acts inconsistent
with practice.

ILLUSTRATION 3.8

Considerations Concerning Incompatible Activities and Advertising

Activities incompatible with practice for a professional accountant in public practice are:
any business, occupation or activity that impairs or might impair integrity, objectivity or
independence, or the good reputation of the profession;
the simultaneous engagement in another business, occupation or activity unrelated to
professional services that has the effect of preventing the accountant from conducting a
public practice in accordance with ethical principles.

Advertising activities that are not permitted to accountants are those which:

create false, deceptive or unjustified expectations of favorable results;

imply the ability to influence any court, tribunal or regulatory agency;

consist of self-laudatory statements that are not based on verifiable facts;

make comparisons with other professional accountants in public practice;

certain testimonials or endorsements;

contain any other representations that would be likely to cause a reasonable person to
misunderstand or be deceived;

make unjustified claims to be an expert or specialist in a particular field of accountancy.

M Clients’ Monies (Sec. 12)

Section 12%° of the Ethics Code discusses clients’ monies. Clients’ monies are any monies,
including documents of title to money, for example, bills of exchange, promissory notes
and documents of title which can be converted into money. One example is bearer bonds
received by a professional accountant in public practice to be held or paid out on the
instruction of the person from whom or on whose behalf they are received.

In some countries, the law or professional organization does not permit an accountant
in public practice to hold clients’ monies. In other countries, there may be legal duties
imposed on accountants who hold client monies. In any case, the accountant in public
practice should not hold clients’ monies if there is reason to believe that the funds were
obtained from or used for illegal activities.

Ilustration 3.9 illustrates requirements given in paragraphs 12.2 to 12.10 of the Code.

M Relations with Other Professional Accountants (Sec. 13)

Section 13 of the Code of Ethics for Professional Accountants describes relations with other
professional accountants in public practice.*

Existing Accountant Requests Assistance from Another Accountant

Sometimes the extension of operations of a company results in creation or purchase of
branches or subsidiary companies at locations, or in areas of expertise, where the
company’s existing accountant does not practice. In these instances the client or the
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ILLUSTRATION 3.9

Considerations for Handling Clients’ Monies

The auditor should not hold clients’ monies if there is reason to believe that they were
obtained from, or are to be used for, illegal activities.

Monies belonging to others should be kept separate from firm or personal monies, used
only for the purpose intended, and accounted for to any person entitled to know.

One or more bank accounts should be maintained for clients’ monies. Such bank
accounts may include a general client account?® into which the monies of a number of
clients may be paid.

Clients’ monies received should be deposited without delay to the credit of a client
account, or — if in the form of documents of title to money and documents of title which
can be converted into money — be safeguarded against unauthorized use.

Monies may only be drawn from the client account on the instructions of the client.

Fees due from a client may be drawn from client’s monies provided the client, after being
notified of the amount of such fees, has agreed to such withdrawal.

Payments from a client account shall not exceed the balance standing to the credit of the
client.

When it seems likely that the client’s monies remain on client account for a significant
period of time, the professional accountant in public practice should, with the
concurrence of the client, place such monies in an interest bearing account within a
reasonable time.

All interest earned on clients’ monies should be credited to the client account.

Books of account should be kept in a way that will enable the accountant, at any time, to
establish clearly their dealings with clients’ monies in general and the monies of each
individual client in particular. A statement of account should be provided to the client at
least once a year.

existing accountant may request a receiving accountant practicing at those locations to
perform services necessary to complete the assignment. Auditors should only undertake
services that they can expect to complete with professional competence.

An existing accountant without a specific skill, fearing that he might lose his existing
business, may be reluctant to refer a client to another accountant who has that skill, but
he must always consider the interest of the client. The relationship between the receiving
accountant and the existing auditor is discussed in greater detail in Chapter 5
Client Acceptance. Illustration 3.10 shows the key points that auditors must consider
concerning relations with other accountants.

Existing Auditor is Superseded by Another

In cases when the appointment will result in another professional accountant in public
practice being superseded, the Code advises the following:*

1 A proposed accountant who is asked to replace another accountant must determine
if there are any professional reasons why the appointment would not be accepted.
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ILLUSTRATION 3.10

Considerations Concerning Relations with Other Professional
Accountants

Procedures to be observed in cases where there is an existing accountant who will con-
tinue to provide professional services:

1 The receiving accountant should limit the services provided to the specific assighment
received, take reasonable steps to support the existing accountant’s current relationship
with the client, and should generally not express criticism of the services of the existing
accountant.

2 Before accepting to undertake an assignment of a type which is clearly distinct from that
being carried out by the existing accountant, the receiving accountant should advise the
client and communicate with the existing accountant, preferably in writing, advising of the
general nature of the request.

3 The receiving accountant should ensure that the existing accountant is kept informed of
the general nature of the services performed.

4 When the opinion of a professional accountant, other than the existing accountant, is
sought on the application of accounting, auditing, reporting or other standards or principles
to specific circumstances or transactions, it is required that there be communication with
the existing accountant. With the permission of the client, the receiving accountant should
also provide a copy of the final report to the existing accountant.

This cannot effectively be done without direct communication with the existing
accountant. Communication between the parties serves to protect the accountant from
accepting an appointment in circumstances where pertinent facts are not known. It
also protects the interests of the existing accountant when the proposed change is an
attempt to interfere with the exercise of the existing accountant’s independence.

The extent to which an existing accountant can discuss the affairs of the client with the
proposed accountant will depend on receipt of the client’s permission and/or the legal
or ethical requirements relating to this disclosure.

It can be questioned, however, whether it is sufficiently effective that engagement
acceptance information exchange with the previous accountant only takes place with
the client’s permission. A preferred standard procedure might be to inform the client
about the exchange of information, but not to seek his permission.

The proposed accountant in public practice should treat in the strictest confidence
and give due weight to any information provided by the existing accountant.

Before accepting an appointment involving services that were carried out by another
accountant, the proposed accountant should determine if the existing accountant has
been notified by the client and given permission to discuss the client’s affairs fully and
freely. The proposed accountant should then request permission from the client to
communicate with the existing accountant. If such permission is refused, the auditor
may decline the engagement.

On receipt of permission, the accountant should ask the existing accountant to
provide information on anything about the client that should be known before
deciding whether or not to accept the appointment.



99

OTHER TOPICS APPLICABLE TO PROFESSIONAL ACCOUNTANTS IN PUBLIC PRACTICE

5 When the existing accountant receives the communication referred to above, he
should reply, preferably in writing, advising of any reasons why the proposed
accountant should not accept the appointment. If there are such reasons, the existing
accountant should ensure that the client has given permission to disclose details. If no
permission is given, this should be reported to the proposed accountant.

6 If the proposed accountant does not receive a reply from the existing accountant
within a reasonable period of time, further communication should be attempted. If
unable to obtain a satisfactory outcome, the proposed accountant should send a letter

ILLUSTRATION 3.11

Procedures to Change Auditors

Proposed accountant
requests permission from
client to communicate
with existing accountant

1

Permission

. Decline engagement
given? gag

From existing accountant request information on client
that should be known in order to accept engagement

Proposed accountant sends letter
to existing accountant stating
that there is an assumption of no
professional reason why
engagement cannot be accepted
and there is an intention to do so

Existing
accountant
reply?

Existing accountant:
1. Gives reasons why proposed accountant should not accept engagement.
2. Transfers all books and papers of the client to proposed accountant.
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to the existing accountant stating that there is an assumption that there is no
professional reason why the appointment should not be accepted and that there is an
intention to do so.

7 The existing accountant should promptly transfer to the new accountant all books and
papers of the client which are or may be held after the change in appointment.

8 Certain organizations request competitive bids for employment of assurance services.
In reply to a request for a proposal, the accountant should, if the appointment may
result in the replacement of an existing accountant, state in the submission that before
acceptance the opportunity to contact the existing accountant in public practice is
required.

lustration 3.11 shows a diagram of the procedures auditors follow when one auditor is
superseded by another auditor.

Certification Exam Question 3.4

Before accepting an audit engagement a proposed (successor) auditor should make
specific inquiries of the existing (predecessor) auditor regarding the existing auditor’s:

(A) Opinion of any subsequent events occurring since the existing auditor’s audit report
was issued.

(B) Understanding as to the reasons for the change of auditors.

(C) Awareness of the consistency in the application of accounting principles between
periods.

(D) Evaluation of all matters of continuing accounting significance.

M Advertising and Solicitation (Sec. 14)

Section 14* of the Ethics Code gives information about advertising and solicitation.
Whether advertising and solicitation by individual accountants in public practice is
permitted or not is up to the professional accounting organizations in each country.
Advertising is the communication to the public of information as to the services or skills
provided by professional accountants in public practice with a view to procuring pro-
fessional business. Solicitation is an approach to a potential client for the purpose offering
professional services. When permitted, advertising and solicitation should be aimed at
informing the public in an objective manner and should be decent, honest, truthful and
in good taste.*
Advertising activities that DO NOT meet this criteria are those which:*

create false, deceptive or unjustified expectations of favorable results;

imply the ability to influence any court, tribunal or regulatory agency;

consist of self-laudatory statements that are not based on verifiable facts;

make comparisons with other professional accountants in public practice;

contain testimonials or endorsements;

contain any other representations that would be likely to cause a reasonable person to
misunderstand or be deceived;

make unjustified claims to be an expert or specialist in a particular field of
accountancy.
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Accountants in a country where advertising is permitted should not seek to obtain an
advantage by advertising in newspapers or magazines published or distributed in a
country where advertising is prohibited, or vice versa.*®

When advertising is not permitted, publicity is acceptable, provided it:

is not misleading or deceptive,

is in good taste,

is professionally dignified,

avoids giving undue prominence to the name of the accountant.

Publicity is acceptable? for:

announcement of appointments and rewards,

staff recruitment,

non-promotional directories,

booklets containing technical information,

publicity on behalf of clients,

stationery and name-plates,

in newspaper announcements of a new practice, changes in a partnership public
practice, change of address,

a document issued by a client.

It is possible for professional accountants to author books or articles on professional
subjects, or participate in a lecture, interview or a radio or television program on a
professional subject. What professional accountants write or say, however, should not be
promotional of themselves or their firm.

[lustration 3.8, earlier in this chapter, shows the major prohibitions for advertising
and promotion.

e,

f‘g. ",m Applicable to Employed Professional Accountants (Part C)

N

The last part, Part C, of the Code contains guidance that is particularly relevant to profes-
sional accountants working in industry, commerce, the public sector or education.
The topics in Part C:

conflict of loyalties (Section 15),

support for professional colleagues (Section 16),
professional competence (Section 17),
presentation of information (Section 18).

Concept Ethics and the employed accountant — caving in to pressure from your bosses

Story On October 10, 2002 the US attorney’s office announced that Betty Vinson, former Director
of Management Reporting at WorldCom, had pleaded guilty to two criminal counts of
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conspiracy and securities fraud, charges that carry a maximum sentence of 15 years in
prison. One year later, October 10, 2003, she was charged with breaking Oklahoma
securities laws by entering false information on company documents a charge that
potentially carries a ten-year prison sentence. (English 2003)

Over the course of six quarters Vinson made illegal entries to bolster WorldCom’s profits
at the request of her superiors. Each time she worried. Each time she hoped it was the last
time. At the end of 18 months she had helped falsify at least $3.7 billion in profits. (Lacter
2003)

In 1996, Ms. Vinson got a job in the international accounting division at WorldCom making
$50,000 a year. Ms. Vinson developed a reputation for being hardworking and diligent. Within
two years Ms. Vinson was promoted to be a senior manager in WorldCom’s corporate
accounting division where she helped compile quarterly results and analyzed the company’s
operating expenses and loss reserves. Ten employees reported to her. (Pulliam 2003)

Work began to change in mid-2000. WorldCom had a looming problem: its huge line
costs — fees paid to lease portions of other companies’ telephone networks — were rising as a
percentage of the company’s revenue. Chief Executive Bernard Ebbers and Chief Financial
Officer Scott Sullivan informed Wall Street in July that the company’s results for the second
half of the year would fall below expectations.

A scramble ensued to try to reduce expenses on the company’s financial statements
enough to meet Wall Street’s expectations for the quarter. But the accounting department
was able to scrape together only $50 million, far from the hundreds of millions it would take
to hit the company’s profit target. In October, her boss told Vinson to dip into a reserve
account set aside to cover line costs and other items for WorldCom’s telecommunications
unit and use $828 million to reduce expenses, thereby increasing profits. (Pulliam 2003)

Ms. Vinson was shocked by her bosses’ proposal and the huge sum involved. She worried
that the adjustment wasn’t proper. She agreed to go along. But afterward Ms. Vinson
suffered pangs of guilt. On October, 26, the same day the company publicly reported its
third-quarter results, she told her colleagues who were also involved that she was planning
to resign. A few suggested that they, too, would quit.

CFO Sullivan heard of the mutiny in accounting and called Vinson and other employees
into his office. He explained that he was trying to fix the company’s financial problems.
Think of it as an aircraft carrier, he said, We have planes in the air. Let’s get the planes
landed. Once they are landed, if you still want to leave, then leave. But not while the planes
are in the air. Mr. Sullivan assured them that nothing they had done was illegal and that he
would assume all responsibility. He noted that the accounting switch wouldn’t be repeated.
(Pulliam 2003)

That night, she told her husband about the meeting and her worries over the accounting.
Mr. Vinson urged her to quit. But in the end, she decided not to quit. She was the family’s chief
support, earning more than her husband. She, her husband and daughter depended on her
health insurance. She was anxious about entering the job market as a middle-aged worker.

By the end of the first quarter of 2001, it was clear Ms. Vinson could find no large pools
of reserves to transfer to solve the profit shortfall. Sullivan suggested that rather than count
line costs as part of operating expenses in the quarterly report, they would shift $771 million
in line costs to capital-expenditure accounts which would result in decreased expenses and
increased assets and retained earnings. Accounting rules make it clear that line costs are to
be counted as operating leases, not capital assets.



APPLICABLE TO EMPLOYED PROFESSIONAL ACCOUNTANTS (PART C)

Accountant Falsifies Accounts for Bosses at WorldCom (continued)

Ms. Vinson felt trapped. That night she reviewed her options with her husband and
decided to put together a resume and begin looking for a job. Nevertheless, she made the
entries transferring the $771 million, backdating the entries to February by changing the
dates in the computer for the quarter. She faced the same dilemma in the second, third and
fourth quarters of 2001. Each subsequent quarter she made more fraudulent entries.
(Pulliam 2003)

Ms. Vinson began waking up in the middle of the night, unable to go back to sleep
because of her anxiety. Her family and friends began to notice she was losing weight and her
face took on a slightly gaunt look. At work she withdrew from co-workers, afraid she might
let something slip. In early 2002, she received a promotion, from senior manager to director,
along with a raise that brought her annual salary to about $80,000. (Pulliam 2003)

In March 2002 the SEC made requests for information from WorldCom and Cynthia
Cooper, head of internal auditing (see Chapter 1) started asking questions. Ms. Vinson and
two other accountants hired an attorney and told their story to federal officials from the FBI,
SEC and US attorney, hoping to get immunity from prosecution for their testimony.

On August 1, 2002, Ms. Vinson received a call from her attorney telling her that the
prosecutors in New York would probably indict her. In the end, they viewed the informa-
tion Ms. Vinson had supplied at the meeting with federal officials as more of a confession
than a tip-off to wrongdoing. Within hours, WorldCom fired her because of the expected
indictment. The only thing she was allowed to take with her was a plant from her desk.
(Pulliam 2003)

Two of her colleagues pleaded guilty to securities fraud. Unable to afford the legal bill that
would result from a lengthy trial, Betty Vinson decided to negotiate a guilty plea as well.

Discussion Was Betty Vinson justified in her actions because there were at the request of her superiors?
Questions Why?

If you were in Ms. Vinson'’s situation, what would you have done?
References English, S., 2003, “City — WorldCom boss on fraud charges,” The Daily Telegraph, September 4.

Lacter, M., 2003, “Looking the other way (Comment) (Editorial),” Los Angeles Business Journal, June
30.

Pulliam, S., 2003, “Over the Line: A Staffer Ordered To Commit Fraud Balked, Then Caved — Pushed
by WorldCom Bosses, Accountant Betty Vinson Helped Cook the Books — A Confession at the
Marriott,” The Wall Street Journal, June 23, p. 1.

M Conflict of Loyalties (Sec. 15)

Accountants who are employed by non-audit firms owe loyalty to their employer as well
as to their profession, but there may be times when the two are in conflict. An employee’s
normal priority should be to support his or her organization. However, an employee
cannot legitimately be required to break the law, breach the ethics, rules, and standards of
the accounting profession, lie to their employer’s auditors, or be associated with a state-
ment that materially misrepresents the facts.

Differences in view about the correct judgment on accounting or ethical matters
should normally be raised and resolved within the employee’s organization, initially with
the employee’s immediate superior and possibly with higher levels of management or
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non-executive directors. If employed accountants cannot resolve any material issue
involving a conflict between their employers and their professional requirements they
may have no other recourse but to resign. Employees should state their reasons for
resigning to their employer but their duty of confidentiality normally precludes them
from communicating the issue to others (unless legally or professionally required to
do so).

B Support For Professional Colleagues (Sec. 16)

An accountant, particularly one in a management position, should develop and hold his
own judgment in accounting matters, but should deal with differences of opinion
between him and his colleagues in a professional way.

M Professional Competence (Sec. 17)

An accountant employed in industry, commerce, the public sector or education may be
asked to undertake important tasks for which he has not had sufficient specific training or
experience. When undertaking these tasks, an accountant should not mislead his
employer as to his degree of expertise. Where it is appropriate, expert advice and assis-
tance should be requested from the employer.

M Presentation Of Information (Sec. 18)

A professional accountant is expected to present financial information fully, honestly
and professionally and so that it will be understood in its context. Financial and non-
financial information should be kept describing clearly the true nature of business trans-
actions, assets or liabilities and whether transactions are recorded in a timely and proper
manner.

Enforcement of Ethical Requirements

The effectiveness of enforcing ethical standards varies from country to country. In many
countries an auditor who violates the ethical standard may be disciplined by law or by the
professional organization. The penalties range from a reprimand to expulsion or fine. In
the USA expulsion from a state society or the American Institute of Certified Public
Accountants (AICPA) does not mean that the expelled member cannot practice public
accounting because only the state boards of public accountancy have the authority to
revoke a license. As illustrated in the case of Arthur Andersen,* if a company is convicted
of a felony, the US Security and Exchange Commission (SEC) prohibits them from
auditing publicly traded companies. In other countries such as Japan, France and
Germany government often takes a formal role in the enforcement of the standards.

IFAC has no authority to require disciplinary action for violation of the Code of Ethics.
IFAC relies on legislation or the constitution of professional bodies in each country.
However, Attachment B to the Code offers guidance.



FUTURE DEVELOPMENTS

Attachment B to the IFAC Ethics Code — Guidance on Disciplinary
Action

Attachment B to the Code® discusses the causes of disciplinary action and common
sanctions.

Disciplinary action ordinarily arises from such issues as: failure to observe the required
standard of professional care, skills or competence; non-compliance with rules of
ethics and discreditable or dishonorable conduct.

Sanctions commonly imposed by disciplinary bodies include: reprimand, fine,
payment of costs, withdrawal of practicing rights, suspension, and expulsion from
membership. Other sanctions can include a warning, the refund of the fee charged to
the client, additional education, and the work to be completed by another member at
the disciplined member’s expense.

Attachment B advises that the disciplinary committee or similar tribunal will ordinarily
carry out disciplinary proceedings. The proceedings should be held in a manner that is
consistent with the legal requirements of the country concerned. This will ordinarily
involve legal representation, taking evidence and keeping records of the proceedings. A
lawyer, a representative of the investigation committee, or the secretariat of the member
body may present the case against the defendant. Ordinarily there is a right to appeal by
both sides within fixed time limits. Such a right of appeal may be to a body not connected
with the member body.

| 0“‘ Future Developments

First, a new Companies Bill is being developed in the UK. The focus of this bill will be to
shed more light on directors’ responsibilities. This new bill will hold directors’ account-
able if they abuse their position. Large companies will be required to undergo a complete
review of their operating and financial section, which will increase investors’ confidence
in the financial statements.

Secondly, International Financial Reporting Standards and International Standards on
Auditing will be adopted throughout the EU by 2005. The European Commission goal is
to bring about uniformity in the accounting and auditing standards employed through-
out capital markets in the EU. This will also help professional accountants who are
engaged in cross-border activities.

France is also setting forth new legislation that will prevent audit firms from providing
non-assurance services to audit clients. Small business owners who are being driven off
the market because of big audit firms favor this legislation. The French are developing this
legislation in response to the concerns regarding auditor independence after the Enron
and WorldCom scandals. By preventing audit firms from undertaking work in corporate
finance, insolvency, legal and tax services, and consulting services, the French hope to
reinstall investors’ confidence in the financial statements.
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Summary

The attitude and behavior of professional accountants in providing auditing and assur-
ance services have an impact on the economic well-being of their community and
country. Accountants can remain in this advantageous position only by continuing to
provide the public with these unique services at a level that demonstrates that the public
confidence is well-founded. The standards of the accountancy profession are heavily
determined by the public interest. Therefore, the objectives of the accountancy profession
are to work to the highest standards of professionalism, to attain the highest levels of
performance and generally to meet the public interest.

The IFAC Ethics Committee who report recommendations to the IFAC Board after
research and appropriate exposure of draft guidance develops the ethical guidance incor-
porated into the Code of Ethics for Professional Accountants (the Code). The Code sets
standards of conduct for professional accountants and states the fundamental principles
that should be observed by professional accountants. The Code is divided into three parts:

Part A applies to all professional accountants unless otherwise specified;
Part B applies only to those professional accountants in public practice; and
Part C applies to employed professional accountants.

The fundamental principles of ethics are described in Part A of the Code. They are:
integrity, objectivity, professional competence and due care, confidentiality, professional
behavior, and technical standards. Part A of the Code offers further discussion on
integrity and objectivity, resolution of ethical conflicts, professional competence, confi-
dentiality, and professional behavior (tax, cross-border activities, and publicity). Each
concept is the topic of subsequent Sections (1-7) in the Code.

Part B of IFAC’s Code of Ethics is only applicable to accountants in public practice. A
professional accountant in public practice refers to each partner or person occupying a
position similar to that of a partner, and each employee in a practice providing pro-
fessional services to a client irrespective of their functional classification (e.g. audit, tax, or
consulting) and professional accountants in a practice having managerial responsibility.
Ethical guidance for accountants in public practice is offered in the areas of: inde-
pendence; responsibilities to clients such as fees, commissions, and clients’ monies; and
responsibilities to colleagues such as relations to other professionals, advertising and
activities incompatible with practice.

Across the world, national rules on auditors’ independence differ in several respects
such as: the scope of persons to whom independence rules should apply; the kind of
financial, business or other relationships that an auditor may have with an audit client;
the type of non-audit services that can and cannot be provided to an audit client; and the
safeguards which should be used. The European Commission has issued independence
standards to be applied throughout the EU. The USA enacted the Sarbanes-Oxley Act of
2002 that describes independence requirements of US auditors.

Accountants must not only maintain an independent attitude in fulfilling their respon-
sibilities, but the users of financial statements must have confidence in that inde-
pendence. These two objectives are frequently identified as “independence in fact” and
“independence in appearance.” Independence in fact exists when the accountant is able to
maintain an unbiased attitude throughout the audit, so being objective and impartial,



ANSWERS TO CERTIFICATION EXAM QUESTIONS

whereas independence in appearance is the result of others’ interpretations of this
independence.

Section 8 of the Code discusses independence in assurance services in terms of a
principles-based approach that takes into account threats to independence, accepted safe-
guards and the public interest. The Section states principles that members of assurance
teams should use to identify threats to independence (self-interest, self-review, advocacy,
familiarity and intimidation threats), evaluate the significance of those threats, and, if the
threats are other than clearly insignificant, identify and apply safeguards created by the
profession, legislation or regulation, safeguards within the assurance client, and safe-
guards within the firm’s own systems and procedures to eliminate the threats or reduce
them to an acceptable level.

Concerning non-assurance services for audit clients, the IFAC code generally prohibits
bookkeeping services, valuation services, managerial decision-making functions (such as
expert services), broker-dealer or investment advisor services, and litigation support to
audit clients. Financial information systems design and implementation as well as
internal audit outsourcing is permitted where specified safeguards are in place.

Other sections in the Code that apply specifically to professional accountants in public
practice include: professional competence and use of non-accountants (Section 9), fees
and commissions (Section 10), incompatible activities (Section 11), clients’ monies
(Section 12), relations with others in public accountancy (Section 13), and advertising
and solicitation (Section 14).

The last part, Part C, of the Code contains guidance that is particularly relevant to
professional accountants working in industry, commerce, the public sector, or education.
The topics in Part C concern conflict of loyalties (Section 15), support for professional
colleagues (Section 16), professional competence (Section 17), and presentation of
information (Section 18).

IFAC has no authority to require disciplinary action for violation of the Code of Ethics.
IFAC relies on legislation or the constitution of professional bodies in each country.
However, Attachment B to the Code offers guidance regarding the causes of disciplinary
action and common sanctions.

"& Answers to Certification Exam Questions ﬂf

3.1 (B) the requirement is to determine the proper method for handling a difference of opinion
between auditors over a technical matter. Answer (B) is correct because Section 2 of the IFAC
Code of Ethics for Professional Accountants suggests a three-step approach to resolving ethical
conflicts, the first of which is to contact an immediate superior (which presumably the assistant
has done). If there is no resolution, the assistant is to go to the next higher level of management
in the firm. The senior partner is a higher level of management. Answer (A) is incorrect because
there is no IFAC’s Quality Review Committee. Answer (C) is incorrect because an assistant auditor
should never approach client management or audit committee. Answer (D) is incorrect because
going to an independent committee should only be done after senior management in the firm is
contacted.

3.2 (A) The requirement is to identify one of the four statements that is true about independence.
Answer (A) is the only true statement. Independence is affected by all the threats mentioned.
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3.3 (A) The requirement is to list a reason why an auditor will try to achieve independence in
appearance. Answer (A) is correct because independence in appearance is defined in the Code as
the avoidance of facts and circumstances so that a third party would conclude an auditor’s
integrity, objectivity or professional skepticism had been compromised.

3.4 (B) The requirement is to identify the correct statement regarding a proposed auditor’s
inquiries of the existing auditor. Answer (B) is correct because the proposed auditor is required to
ask reasons for the change in auditors and any information that may have a bearing on the audit.
Answers (A), (C) and (D) related to matters not required to be discussed prior to accepting an audit
engagement.
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Developed by the Josephson Institute for the Advancement of Ethics, a US not-for-profit foundation
to encourage ethical conduct of professionals in the fields of government, law, medicine, business,
accounting and journalism.

IFAC, 2003, Introduction — Objectives, para. 14, Code of Ethics for Professional Accountants,
International Federation of Accountants, New York.

Please note, the Code of Ethics for Professional Accountants is so clear that this chapter will use several
direct quotes from the Code. To distinguish the direct quotes from the authors’ discussion, the direct
quotes will be in bold font.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Resolutions
of Ethical Conflicts, Section 2, International Federation of Accountants, New York.

Council of European Communities, Eighth Council Directive of 10 April 1994, Article 24, Official
Journal of the European Communities, No. L 126, 12.5.1984, pp. 20-26.

Statutory audits are audits established by law.

European Union Committee on Auditing, 2002, Commission Recommendation, Statutory Auditors’
Independence in the EU: A Set of Fundamental Principles, 2002/590/EC, Official Journal of the
European Communities, 19.7.2002, pp. L 191/22—-L 191/97.
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3.2

3.4

3.6

L7

3.8

3.9

3.2

‘@, ,, 'ﬁ.@i Questions, Exercises and Cases

QUESTIONS

What Are Ethics?

3.1 What are ethics?
3.2 What ethical principles incorporate characteristics used by society as good moral behavior?

Ethics Guidelines Applicable to All Accountants (Part A)

3.3 What are the Fundamental Principles an accountant must observe to achieve the
objectives of the accounting profession according the to IFAC ethics guidelines? Briefly
discuss them.

3.4 Confidential client information may generally be disclosed only with the permission of the
client. What are the exceptions to this rule?

3.5 Can an accountant claim that the returns he prepares are always acceptable to the taxing
authorities? Why?

Independence Requirements

3.6 Discuss the differences between the European Commission Council Directive on
independence and the Sarbanes-Oxley Act’s view of auditor independence.

3.7 What is the difference between independence in fact and independence in appearance?
State two activities that may not affect independence in fact but are likely to affect
independence in appearance.

3.8 Define the five types of threats listed in the Code of Ethics for Professional Accountants.
Give one example and one safeguard for each type of threat.

3.9 Name some forms of financial involvement with a client that may affect independence.

Other Topics Applicable To Professional Accountants in Public Practice

3.10 What are contingent fees? Give two examples and explain why accountants in public
practice should or should not take them.

3.11 Give an example of a professional accountant in public practice engaging in activities
incompatible with practice.

3.12 What steps must an exiting auditor take if he is going to audit a company now audited by
another firm?

Applicable To Employed Professional Accountants (Part C)

3.13 What should employed accountants do if they feel they are being asked to so something
that is contradictory to accounting standards?

Enforcement of Ethical Requirements

3.14 Can IFAC discipline an accountant for violation of the Code of Ethics? What common
sanctions does IFAC suggest?

PROBLEMS AND EXERCISES

What Are Ethics?

3.15 Ethics Guidelines. Why is there a need for an ethics guideline for professional accountants?
Explain. In what ways should the ethics code for accountants be different from that of
other groups such as physicians or attorneys?



QUESTIONS, EXERCISES AND CASES

3.4 Ethics Guidelines Applicable to All Accountants (Part A)

3.16

Violations of Code of Ethics. For each of the following situations involving relations

between auditors and the companies they audit indicate whether it violates IFAC’s Code of

Ethics for Professional Accountants and the rationale for the applicable guideline.

A. Yaping Lei, CPA, discloses confidential information in a peer review of the firm’s quality
control procedures.

B. Frank Smith, CPA, prepares and submits a tax return to the Internal Revenue Service
which he believes omits income his client receives from trading goods on eBay.com.

C. El-Hussein EI-Masery, CA, is auditing a company in Nigeria that has offered to send him
and his wife on a holiday in Hawaii for two weeks.

D. Tabula Gonzales, CP, says in an interview in the local paper that Emilio Rios, CP,
misleads his clients about the quality of his audit work.

3.6 Independence Requirements

3.17

3.18

Independence in Fact and Appearance. Auditors must not only appear to be
independent; they must also be independent in fact.
Required:

A. Explain the concept of auditor’s independence as it applies to third-party reliance upon
financial statements.

B. (1) What determines whether or not an auditor is independent in fact?
(2) What determines whether or not an auditor appears to be independent?

C. Explain how an auditor may be independent in fact but not appear to be independent.

D. Would an accountant in public practice be considered independent for a review of the
financial statement of a: (1) a church in which the accountant is serving as treasurer
without compensation?; (2) a club for which the accountant’s spouse is serving as a
treasurer-bookkeeper if the accountant is not to receive a fee for the review.

Independence and Gifts. Samantha Seekineau, Soma Orkoton Logiston (SOL), is in
charge of the audit of Olympic Fashions. Five young assistant accountants are working with
Seekineau on the engagement, and several are avid wind-surfers. Olympic Fashions owns
two villas on Mikonos, which it uses to entertain clients. The comptroller of Olympic
Fashions has told Seekineau that she and her audit staff are welcome to use the villas at
no charge any time they are not already in use. How should Seekineau respond to this
offer? Explain.

3.7 Other Topics Applicable To Professional Accountants in Public Practice

3.19

Professional Accountants in Public Practice. Galati and Brambila formed a corporation
called Financial Fitness Systems, each woman taking 50 percent of the authorized
common stock. Galati is a Dottore Commercialista (CONSOB), a public accountant, and
Brambila is an insurance underwriter. The corporation provides auditing and tax services
under Galati’s direction and insurance services under Branbila’s direction. The opening of
the corporation’s office was announced by a 15 cm, two-column announcement in the
local newspaper.

One of the corporation’s first audit clients was the Galore Company. Galore had total
assets of €923,820 and total liabilities of €415,719. In the course of her examination,
Galati found that Galore’s building with a book value of €369,528 was pledged as security
for a ten-year term note in the amount of €307,940. Galore’s statements did not mention
that the building was pledged as security for the ten-year term note. However, as the
failure to disclose the lien did not affect either the value of the assets or the amount of the
liabilities and her examination was satisfactory in all other respects, Galati rendered an
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unqualified opinion on Galore’s financial statements. About two months after the date of
her opinion, Galati learned that an insurance company was planning to loan Galore
€230,955 in the form of a first mortgage note on the building. Galati had Brambila notify
the insurance company of the fact that Galore’s building was pledged as security for the
term note.

Shortly after the events described above, Galati was charged with a violation of
professional ethics.

Required:
Identify and discuss the ethical implications of those acts by Galati that were in violation of
IFAC’s Code of Ethics for Professional Accountants.

CASES

3.20 Ethical Issues. The following situation involves Kevin Smith, staff accountant with the local

CPA firm of Hobb, Mary, and Khang (HM&K). The bookkeeper of Mirage Manufacturing
Company resigned three months ago and has not yet been replaced. As a result, Mirage’s
transactions have not been recorded and the books are not up to date. Mirage must
prepare interim financial statements to comply with terms of a loan agreement, but cannot
do so until the books are posted. To help them with this matter, Mirage turns to HM&K,
their independent auditors. Mirage wants Kevin Smith to update their books because Kevin
had audited them last year.

Required:

A. Identify the ethical issues that are involved.

B. Discuss whether there has or has not been any violation of ethical conduct.
(Written by Khang Tran, Mary Horton, and Hob Chen)
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After studying this chapter, you should be able to:

1 Understand the general definition of assurance services.

2 |dentify the assurance and non-assurance services normally performed by
auditors.

3 Explain what an assurance engagement entails.
4 Describe the five elements exhibited by all assurance engagements.

5 Know the various subject matters that can be covered in an assurance
engagement.

6 Distinguish between the different suitable criteria applicable to an
assurance service.

7 Understand what distinguishes a review from a compilation.
8 Give the distinguishing characteristics of the six special purpose reports.
9 Describe the key uses of reports on prospective financial information.

10 Explain the requirements of the Sarbanes-Oxley internal control reporting
standards.

11 State the components of a triple bottom-line report based on the Global
Reporting Initiative.

12 Discuss agreed-upon procedures and accounting compilation.
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Auditor services are work that an audit firm performs for their clients. Except for
consulting services, the work that auditors do is under the guidance of engagement
standards set by the International Auditing and Assurance Standards Board (IAASB).
Consulting services engagements will not be discussed in this chapter.'

M IAASB’S Technical Pronouncements

Ilustration 4.1 shows the general structure of IAASB’s technical pronouncements.

Code of Ethics and ISQC

All auditor services standards have as their basis the IFAC Code of Ethics® (discussed in
Chapter 3 Ethics for Professional Accountants) and International Standards on Quality
Control® (ISQC) (see Chapter 1 International Auditing Overview). The Code has been
employed by IFAC from the early days, but has been recently revised. Quality control
standards are currently being created by the TAASB.

Two Audit Services Frameworks — “Assurance” and “Related Services”

Some engagement standards are based on “International Framework for Assurance
Engagements” (assurance engagements), and others result from the “Related Services
Framework” (related services engagements). Three sets of standards (ISAs, ISREs and
ISAEs) share the assurance engagement framework and one standard set (ISRS) is based
on the related services framework. ISAs, ISREs, ISAEs and ISRSs are collectively referred
to as the IAASB’s Engagement Standards.

IAASB’s Engagement Standards
The IAASB engagement standards encompass the following:*

International Standards on Auditing (ISAs) are to be applied, as appropriate, in the
audit of historical financial information.

International Standards on Review Engagements (ISREs) are to be applied in the review
of historical financial information.

International Standards on Assurance Engagements (ISAEs) are to be applied in
assurance engagements dealing with subject matters other than historical financial
information.

International Standards on Related Services (ISRSs) are to be applied to compilation
engagements, engagements to apply agreed upon procedures to information, and other
related services engagements as specified by the IAASB.

Assurance Engagements for Audits and Reviews for Historical Financial Information
(ISAs and ISREs)

International Standards on Auditing (ISA) 100° “Audits and Reviews of Historical
Financial Information” describes the main concepts applicable to audit, review or
special purpose engagements. Audit standards are described in ISA 200-799.° Special
Purpose Engagement and other examinations of historical financial information is ISA
800-899.” Review standards are ISREs 2000-2699.
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ILLUSTRATION 4.1

Assurance Engagements and Related Services?
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Assurance Engagements on Subject Matters Other than Historical Financial
Information (ISAEs)

International Standards on Assurance Engagements (ISAE) 3000R’ “Assurance Engage-
ments on Subject Matters Other than Historical Financial Information” describes
concepts applicable to assurance services whose subject matter are not related to historical
financial information. The ISAE standards are divided into two parts:

1 ISAEs 3000—3399 which are topics that apply to all assurance engagements.
2 ISAEs 3400—3699 which are subject specific standards, for example standards relating
to examination of prospective financial information. 10

The subject matter of ISAEs 3400—3699 now includes only examination of prospective
financial information. However, in future it might include non-financial information
(e.g. corporate governance, statistical, environmental), systems and processes (e.g. internal
control (such as that required under the Sarbanes-Oxley Act), corporate governance,
environmental management systems), and behavior (corporate governance, compliance,
and human resources practices). Right now, as IAASB does not set standards, reports of
social, environmental and economic assurance engagements are commonly based on a
whole variety of established criteria, for example, the Global Reporting Initiative (GRI)."!

Other Engagements Performed by Auditors

Not all engagements performed by auditors are assurance engagements. Other engagements
frequently performed by auditors that do not meet the definition of an assurance engage-
ment and which are therefore not covered by the framework for assurance engagements
include:

engagements covered by International Standards for Related Services (ISRSs);

the preparation of tax returns where no conclusion conveying assurance is expressed;
consulting engagements such as tax consulting, or engagements in which a practitioner
is engaged to testify as an expert witness in accounting, auditing, taxation or other
matters, given stipulated facts.

Related Services Framework (ISRSs)

Engagements covered by International Standards on Related Services ISRS are based on the
“Related Services Framework” — a framework that is still in the development stage at the
IAASB. Standards under this framework (ISRSs) are applied currently to two audit services:
agreed-upon procedures (ISRS 4400'%) and compilations (ISRS 4410"). Compilations
offer no assurance whatsoever. Agreed-upon procedures are assurance based on audit
procedures in a very limited “agreed upon” area with a proscribed set of users.

Guidance and Practical Assistance Provided by Practice Statements (IAPS, IAEPs,
IRSPSs)

The TAASB’s Standards contain basic principles and essential procedures together with
related guidance in the form of explanatory and other material, including appendices.
International Auditing Practice Statements (IAPSs) are issued to provide interpretive
guidance and practical assistance to auditors in implementing ISAs for audit, review, and
special purpose engagements. International Assurance Engagement Practice Statements
(IAEPSs) provide interpretive guidance for ISAEs, and International Related Services
Practice Statements (IRSPSs) will provide assistance for auditors implementing ISRSs.
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/J, Certification Exam Question 4.1

Which of the following is a conceptual difference between the International Standards
for Assurance Engagements (ISAE) and International Auditing Standards (ISA)?

(A) ISAEs provide a framework for the attest function beyond historical financial
statements.

(B) The requirement that the practitioner be independent in mental attitude is omitted
from the ISAEs.

(C) The ISAEs do not permit an attest engagement to be part of a business acquisition
study or a feasibility study.

(D) Internal control is important in ISAs but not ISAEs.

. 8 i |

f"«‘( ,, ,& Elements of an Assurance Engagement
Assurance engagements are performed by a professional accountant and are intended to
enhance the credibility of information about the subject matter. The subject matter of an
assurance engagement is the topic about which the assurance engagement is conducted.
Subject matter could be financial statements, statistical information, non-financial
performance indicators, capacity of a facility, etc. The subject matter could also be
systems and processes (e.g. internal controls, environment, IT systems) or behavior (e.g.
corporate governance, compliance with regulation, human resource practices). The
assurance engagement evaluates whether the subject matter conforms to suitable criteria
that will meet the needs of an intended user. (See Illustration 4.1 “International
Framework for Assurance Engagements.”)

B Assurance Engagement Defined

Assurance engagement means an engagement in which a practitioner (professional
accountant or auditor) expresses a conclusion (in report form) that is designed to
enhance the degree of confidence users have about the evaluation of the subject matter
against identified criteria.

Common examples of assurance engagements include: financial statement audits and
reviews, independent assurance on sustainability reports (such as “triple bottom line”
reports based on GRI Guidelines), and opinions on the effectiveness of internal controls.

Assurance engagements may be distinguished from other engagements performed by
auditors, such as consulting engagements. When performing consulting for an audit
client, the auditor may compromise auditor independence.

M Five Elements Exhibited by all Assurance Engagements

The International Framework for Assurance Engagements describes five elements'* that
all assurance engagements exhibit:

1 athree party relationship involving a practitioner, a responsible party, and the intended
users;
2 asubject matter;
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3 suitable criteria;
4 evidence; and
5 an assurance report.

[lustration 4.2 is a context data flow diagram of the engagement process. Illustration 4.3
shows a more in depth (zero level) data flow diagram of the relations between the five
elements during an engagement process.

ILLUSTRATION 4.2

Context Data Flow Diagram of Assurance Engagement Elements

Responsible
party
L Engagement Suitable
Pracitioner process criteria
Intended
user

M Three Party Relationship — Practitioner, Responsible Party
and User

Assurance engagements always involve three separate parties: a practitioner, a responsible
party, and the intended users. The practitioner (e.g. auditor, accountant, expert) gathers
evidence to provide a conclusion to the intended users about whether a subject matter
(e.g. financial statements) conforms, in all material respects, to identified criteria. The
responsible party (usually management or the board of directors) is the one who
is responsible for the subject matter, choosing the criteria and typically engaging the prac-
titioner. The responsible party should not be the intended user. In some circumstances
the intended users are identified by the responsible party or by law. Often the intended
users are the addressees of the assurance report.

The responsible party is responsible for maintaining the accounting, computer and
operation systems and determining accounting and internal control methods. As you can
see from Illustration 4.3, the responsible party selects criteria (e.g. the tax code), deter-
mines the subject matter (financial statements) and engages the practitioner (public
accountant). The subject matter and criteria taken together generates the subject matter
information. For example, the tax code criteria and financial statements subject
matter combine to make the company income tax returns. In an audit, the criteria could
be IFRS, the subject matter is financial performance and position of the company, and
subject matter information would be the income statement and balance sheet. In prepar-
ing internal control assurances, the criteria could be the COSO criteria, subject matter
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ILLUSTRATION 4.3

Data Flow Diagram Assurance Engagement Elements and
Engagement Sub-Processes

_ Determine
Su_ltalgle criteria
criteria 1.0 Generate
subject matter
information
Determine 3.0
Responsible subject matter
party 2.0 Issue
assurance
report
Engage 6.0
practitioner
Practitioner 4.0
Intended
user

Collect evidence
about fairness of subject
matter information
5.0

internal controls, and the subject matter information could be a measure of effectiveness
of internal control.

The practitioner determines if the criteria is suitable, collects evidence about the
subject matter information and issues an assurance report. For example, the auditor
determines if the proper income tax codes are being used, evaluates the income tax
information provided by the company by seeking evidence that the information is
complete and all transactions from which the data were derived exist. Put another way —
a responsible party measures, the auditor re-measures.

M Subject Matter

The subject matter of an assurance engagement can take many forms, such as:

information or data about historical or prospective financial performance or physical
characteristics (e.g. statistical information, non-financial performance indicators,
capacity of a facility).

systems and processes (e.g. internal controls, IT systems).

Behavior (e.g. corporate governance, compliance with regulation, human resource
practices).

The auditor should accept an assurance engagement only if the subject matter is the
responsibility of a party other than the intended users or the auditor. That generally
means that the intended user is not management or the auditor. The subject matter must
be identifiable and capable of consistent evaluation or measurement against identified,
suitable criteria (such as International Financial Reporting Standards (IFRS)). It must
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also be in a form that can be subjected to procedures for gathering evidence to support
that evaluation or measurement.

M Suitable Criteria

Suitable criteria are the benchmarks (standards, objectives, or set of rules) used to evaluate
evidence or measure the subject matter of an assurance engagement. For example, in the
preparation of financial statements, the suitable criteria may be IFRS, US Generally
Accepted Accounting Principles (US GAAP), or national standards. When reporting on
social or environmental aspects of the company an auditor might use the Global Reporting
Initiative.

Several standards may guide the report, depending on the assurance service. When
using accounting criteria to report on internal control, the criteria may be an established
internal control framework, such as the COSO" report criteria, or individual control
objectives specifically designed for the engagement. When reporting on compliance, the
criteria may be the applicable law, regulation or contract, or an agreed level of per-
formance (for instance, the number of times a company’s board of directors is expected
to meet in a year). Without the frame of reference provided by suitable criteria, any
conclusion is open to individual interpretation and misunderstanding.

The Characteristics for Assessing Suitable Criteria

An auditor cannot evaluate or measure a subject matter on the basis of his own expect-
ations, judgments and individual experience. That would not constitute suitable criteria.
The characteristics for assessing whether criteria are suitable are as follows: '®

Relevance: relevant criteria contribute to conclusions that meet the objectives of the
engagement, and assist decision making by the intended users.

Completeness: criteria are sufficiently complete when relevant factors that could affect
the conclusions in the context of the engagement objectives are not omitted. Complete
criteria include, where relevant, benchmarks for presentation and disclosure of the
subject matter.

Reliability: reliable criteria result in reasonably consistent evaluation or measurement
including, where relevant, presentation and disclosure of the subject matter, when used
in similar circumstances by similarly qualified practitioners.

Neutrality: neutral criteria are free from bias.

Understandability: understandable criteria are clear and comprehensive and are not
subject to significantly different interpretation.

Criteria Established or Specifically Developed

Criteria can be either established or specifically developed. Established criteria are those
embodied in laws or regulations, or issued by recognized bodies of experts that follow due
process. Examples of established criteria are GAAP, IFRS, the national tax code, etc.
Specifically developed criteria are those identified for the purpose of the engagement and
which are consistent with the engagement objective. Examples of specifically developed
criteria are criteria generally understood by the intended users (e.g. the criterion for
measuring time in hours and minutes is generally understood); or criteria available only
to specific intended users (e.g. the terms of a contract, or criteria issued by an industry
association that are available only to those in the industry).
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Concept and a Company 4.1 .

A “Clean Audit” for HealthSouth

Concept What is an assurance service? What is an audit-related service?

Story Ernst & Young (E&Y) were the independent auditors of HealthSouth between 2000 and
2002. They also conducted janitorial inspections of the company’s facilities. These inspec-
tions were called “pristine audits.” E&Y advised HealthSouth to classify the payments for
“pristine audits” as “audit-related fees.”

HealthSouth, headquartered in Birmingham, Alabama, USA, is the largest provider of
outpatient surgery, diagnostic and rehabilitative healthcare services in the USA with
approximately 1,800 worldwide facilities in the USA, Australia, Puerto Rico, and the UK. Its
former CEO, Richard M. Scrushy, is under an 85-count federal indictment, accused of
conspiracy, securities fraud, mail and wire fraud, and money laundering. (SEC 2003)

A US government indictment charged that between 1996 and 2002 HealthSouth
managers, at the insistence of Scrushy, inflated profits by $2.74 billion. Scrushy certified the
HealthSouth financial statements when he knew that they were materially false and mis-
leading. On November 4, 2003, he became the first CEO of a major company to be indicted
for violating the Sarbanes-Oxley Act, which holds executives personally accountable for
their companies’ financial reporting. (Business Week 2003).

Six months elapsed from the start of the SEC’s investigation to the filing of its fraud suit
against Scrushy in March 2003. It took just seven weeks, from March 19 to May 5, for the US
Justice Department to accumulate 11 guilty pleas from Scrushy aides. All five CFOs in the
company’s history have admitted to cooking the books. (Helyar 2003)

Pristine Audits

Scrushy devised a facilities inspection program called “Pristine Audits” and hired E&Y to do
the work. The primary purpose of the inspections was to check the cleanliness and physical
appearance of HealthSouth’s surgical and rehabilitation facilities. Under the program, E&Y
made unannounced visits to each facility once a year, using dozens of junior-level
accountants who were trained for the inspections at HealthSouth’s headquarters. For the
most part E&Y used audit personnel who were not members of the HealthSouth audit-
engagement team to conduct the pristine audits.

The accountants carried out the reviews using as criteria a 50-point checklist designed by
Mr. Scrushy. The checklist included procedures such as seeing if magazines in waiting
rooms were orderly, the toilets and ceilings were free of stains, and the trash receptacles all
had liners. Other items on the checklist included: check the walls, furniture, floors and
whirlpool areas for stains; check that the heating and cooling vents “are free of dust
accumulation;” that the “floors are free of trash;” and that the “overall appearance is
sanitary.” A small portion of the checklist pertained to money matters, though none of it
pertained to accounting. Assignments included checking if petty-cash drawers were secure
and company equipment was properly tagged. The checklists did not cover insurance-
billing procedures or the quality of the medical treatment. (Weil 2003a)

In 2002 E&Y ended their relationship with HealthSouth, and HealthSouth discontinued
the pristine audits.
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Describing the pristine audits, Mr. Scrushy told an investor group: “We believe one of the
reasons that we have done so well has to do with the fact that we do audit all of our facilities,
100 percent, annually. And we use an outside audit firm, our auditors, Ernst & Young. They
visit all our facilities, 100 percent.” On its website, HealthSouth said the pristine audit,
“administered independently by Ernst & Young LLP ... ensures that all of our patients enjoy
a truly pristine experience during their time at HealthSouth. The average score was 98
percent, with more than half of our facilities scoring a perfect 100 percent.”

E&Y Fees Charged HealthSouth

HealthSouth’s April 2001 proxy (form DEF14A), filed with the SEC, said the company paid
E&Y $1.03 million to audit its 2000 financial statements and $2.65 million of “all other fees.”
The proxy said the other fees included $2.58 million of “audit-related fees,” and $66,107 of
“non-audit-related fees.” In its April 2002 proxy, HealthSouth said it paid E&Y $1.16
million for its 2001 audit and $2.51 million for “all other fees.” The proxy said the other fees
included $2.39 million for “audit-related fees” and $121,580 for “non-audit-related fees.”

Neither proxy described in any detail the audit-related or non-audit-related services for
which E&Y was paid. Andrew Brimmer, a HealthSouth spokesman, was quoted as saying
the “audit-related-fee” figures for each year included about $1.3 million for the pristine
audits. Mr. Brimmer said HealthSouth paid E&Y $5.4 million for 2002, including
$1.1 million for financial-statement audit services and $1.4 million for the pristine audits.
(Weil 2003a)

Pristine Audits as “Audit-Related Fees”

A March 2002 E&Y report to HealthSouth’s Board of Directors included an attachment
that summarized E&Y’s fees and provided a suggested “Proxy Disclosure Format.” The
attachment classified the pristine audits as “audit-related services” and the fees for them as
“audit-related fees.” (Weil 2003a)

David Howarth, a spokesman for E&Y is quoted as saying: “The audit-related category is
not limited to services related to the financial statement audit per se. At the time of
HealthSouth’s disclosures, there were no SEC rules that defined audit-related services.
Describing operational audit procedures as audit-related services was reasonable.” Howarth
claimed that SEC ruled that audit-related fees would include assurance services traditionally
performed by the independent auditor, including “internal-control reviews.” He main-
tained the pristine audit was an internal control review. “Under the new SEC rules adopted
in response to the Sarbanes-Oxley Act, these (internal control review) fees are specifically
mentioned as ones that should be included in audit-related fees.” (Weil 2003b)

After the Weil 2003D article appeared, Scott A. Taub, the Deputy Chief Accountant of the
SEC wrote a letter to E&Y partner Ed Caulson. Taub wrote: “The Commission’s current
rules state that registrants are to “disclose, under the caption Audit-Related Fees, the aggre-
gate fees billed in each of the last two fiscal years for assurance and related services by the
principal accountant that are reasonably related to the performance of the audit or review of
the registrant’s financial statements.” (emphasis added) It is clear from a reading of the
release text and related rules that the Commission’s intent is that only fees for services that
are reasonably related to the performance of an audit or review of the financial statements
and that traditionally have been performed by the independent accountant should be
classified as audit-related.”(Taub 2003)
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A “Clean Audit” for HealthSouth (continued)

Discussion
Questions

What criteria would the pristine audits have to meet to be considered an audit engagement?
What criteria would the pristine audits have to meet to be considered “audit-related”?

Can the pristine audits be considered an assurance service? How does the pristine audit
meet the five criteria required to qualify an engagement as an assurance service?

References Business Week, 2003, “Sarbanes-Oxley’s First,” p. 52, November 17.

Helyar, J., 2003, “The Insatiable King Richard; He started as a nobody. He became a hotshot CEO. He
tried to be a country star. Then it all came crashing down. The bizarre rise and fall of HealthSouth’s
Richard Scrushy,” Fortune, p. 76. July 7.

SEC, 2003, Litigation Release 18044, “SEC charges HealthSouth Corp., CEO Richard Scrushy with $1.4
Billion Accounting Fraud,” US Security and Exchange Commission, March 20.

Taub, S., 2003, Letter to Ed Coulson, Partner Ernst & Young, Office of Chief Accountant, US Security
and Exchange Commission, July 8.

Weil, J., 2003a, “What Ernst Did for HealthSouth — Proxy Document Says Company Performed
Janitorial Inspections Misclassified as Audit-Related,” Wall Street Journal, June 11.

Weil, J., 2003b, “HealthSouth and Ernst Renew Flap Over Fee Disclosures,” Wall Street Journal, July 1.

M Evidence

In general, the same evidence gathering procedures, quality control and planning process
apply to assurance services as applies to audits. The quantity or quality of evidence
available will be affected by:

The characteristics of the subject matter. For example, when the subject matter is
future oriented, less objective evidence might be expected to exist than when the
subject matter is historical.

Other non-subject matter characteristics. When evidence that could reasonably be
expected to exist is not available to the practitioner. Such reasons might be the timing
of the practitioner’s appointment, an entity’s document retention policy or some
restriction imposed by the responsible party.

Evidence is discussed in Chapter 10 Substantive Procedures and Evidence. Risk is
discussed in Chapters 6, 7 and 8.

M Assurance Report

The auditor provides a written report containing a conclusion that conveys the assurance
obtained as to whether the subject matter conforms, in all material respects, to the
identified criteria. For instance, an audit of financial statements provides an opinion on
conformity with IFRS.

The assurance report may be in “short-form” or “long-form.” “Short-form” reports
ordinarily include only the basic elements identified in appropriate ISAs and International
Standards on Assurance Engagements (ISAEs). “Long-form” not only gives the auditor’s
conclusion on compliance ISAs and ISAEs, but also reports in detail the terms of the
engagement, the criteria being used, findings relating to particular aspects of the engage-
ment and related recommendations.

» «
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Reasonable Assurance

In most assurance services the audit conclusion is expressed in the positive form, for
example, “in our opinion [subject matter] conforms, in all material respects, with
[criteria].” This form of expression conveys “reasonable assurance,” which indicates that,
given the evidence gathering procedures and the characteristics of the subject matter, the
auditor has obtained sufficient appropriate evidence. (See Chapter 12 Audit Reporting and
Communications.) The opinion on an audit of financial statements and a report on
internal controls for the Sarbanes-Oxley Act are both examples of opinions with positive
assurance.

Limited Assurance

There are some exceptions to using the positive form of assurance. In a review of
historical financial statements, the conclusion is expressed in the negative form, for
example, “nothing has come to our attention that causes us to believe that [subject
matter] does not conform, in all material respects, with [criteria].” This form of expres-
sion conveys “limited assurance,” which indicates that the auditor has obtained sufficient
appropriate evidence to reduce assurance engagement risk to a moderate level.
Prospective financial reports give a disclaimer that “actual results are likely to be different
from forecast (projection).”

%l ,:h General Considerations in An Assurance Engagement

B

The assurance engagement calls for planning, gathering evidence, and reporting. The
extent of planning, the sufficiency of evidence, acceptable engagement risk, and the level
of assurance of the opinion will depend on the type of assurance engagement. An
assurance engagement based on historical financial information requires more intensive
planning and evidence gathering than a related services engagement. The auditor should
reduce assurance engagement risk to an acceptably low level in the case of a historical
financial information engagement. It is also possible to conduct an assurance engagement
that provides a reasonable level of assurance on a subject matter other than historical
financial information (e.g. the subject matter of a sustainability report or internal control
report).

M Procedures in the Assurance Engagements

In the planning phase of the assurance engagement, the auditor should obtain an under-
standing of the subject matter and other engagement circumstances in order to assess
risks. He should document matters that are significant in providing evidence to support
the assurance report and to show that the engagement was performed in accordance with
ISAEs.

M Assurance Report Basic Elements

The assurance report should be in writing and should contain a clear expression of the
practitioner’s conclusion about the subject matter. International Standards on Assurance
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Engagements 3000R does not require a standardized format for reporting on all assurance
engagements, but rather identifies the basic elements required to be included in the
assurance report: '’

ILLUSTRATION 4.4

Assurance Report Basic Elements

— Title
Addressee ——

—— Description of the subject
matter

Identification of —— )
responsible party Statement 'that engagemen_t is
—— performed in accordance with
International Standards of

Summarization of work —— Assurance Engagements

undertaken
— Identification of criteria

|

— Conclusion

|

Report date ——

Practitioner and ——
Address

The standard elements of the report include the title, addressee, report date, and
practitioner’s name and specific location. The title indicates this is an independent
assurance report. The addressee is the party or parties to whom the report is directed.

Subject Matter

In the body of the report is a description of the subject matter, for example, identification
of the subject matter and explanation of the subject matter characteristics. The subject
matter description gives the name of the entity to which the subject matter relates and the
period of time covered. Are characteristics of the subject matter qualitative, quantitative,
objective, subjective, historical, or prospective? Are there inherent limitations such as the
imprecision of the measurement techniques being applied?

Assurance Engagement Criteria

Criteria by which the evidence is measured or evaluated can be either established or
specifically developed. To illustrate, International Financial Reporting Standards are
established criteria for the preparation and presentation of financial statements in the
private sector, but specific users may decide to specify some other comprehensive basis of
accounting (OCBOA) such as cash accounting, rules of a regulatory authority, or income
tax basis that meets their specific information. When users of the report have agreed to
criteria other than established criteria, then the assurance report states that it is only for
the use of identified users and for the purposes they have specified.
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The assurance report identifies the criteria so the intended users can understand
the basis for the auditor’s conclusion. Disclosure of the source of the criteria, measurement
methods used, and significant interpretations made are important for that understanding.

Practitioner’s Conclusion

The practitioner’s conclusion is expressed in positive form, negative form or as a reser-
vation or denial of conclusion.

In the case of an audit of financial statements or Sarbanes-Oxley internal control engage-
ment, the conclusion should be expressed in the positive form. The practitioner’s con-
clusion may, for example, be worded as follows: “in our opinion [subject matter] conforms,
in all material respects, with [criteria]” or “the responsible party’s assertion concerning
[subject matter’s] conformity, in all material respects, with [criteria] is fairly stated.”

In the case of a review of financial statements, the conclusion should be expressed in
the negative form. For example, “nothing has come to our attention that causes us to
believe that [subject matter] does not conform, in all material respects, with [criteria]” or
“nothing has come to our attention that causes us to believe the responsible party’s
assertion concerning [subject matter’s] conformity, in all material respects, with [criteria]
is not fairly stated.”

The conclusion should clearly express a reservation in circumstances where some or all
aspects of the subject matter do not conform, in all material respects, to the identified
criteria; or the auditor is unable to obtain sufficient appropriate evidence.

Communications with the Audit Committee

The auditor communicates relevant matters arising from the assurance engagement with
those charged with governance (such as the audit committee). Relevant matters of
governance interest include only information that has come to the attention of the
auditor as a result of performing the assurance engagement. He is not required to design
procedures for the specific purpose of identifying matters of governance interest.

An auditor who, before the completion of an assurance engagement, is requested to
change the engagement to a non-assurance engagement or from an audit-level engage-
ment to a review-level engagement should consider if that is appropriate. He should not
agree to a change where there is no reasonable justification for the change. Examples of a
reasonable basis for requesting a change in the engagement are a change in circumstances
that affects the intended users’ requirements or a misunderstanding concerning the
nature of the engagement.

'g.(:" ,:h Audits and Reviews of Historical Financial Information
| P ey
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Audits, reviews and examination (special purpose engagements) of historical financial
information are assurance engagements that have as their subject matter historical
financial information.

B Engagements to Audit Financial Statements

The objective of an audit of financial statements is to enable the auditor to express an
opinion whether the financial statements are prepared, in all material respects, in
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accordance with an identified financial reporting framework. The expression of a conclu-
sion by an auditor is designed to enhance the degree of confidence intended users can
have about historical financial statements. Audit engagements standards include ISA 120
to ISA 300. The rest of this book is about audit engagements, so these will not be discussed
here.

B Engagements to Review Financial Statements (ISRE 2000-2699) 8

A review of financial statements is similar to an audit in the way it requires terms of an
engagement, planning, consideration of work performed by others, documentation, and
paying attention to subsequent events. These concerns are discussed throughout this
book, especially Chapter 5 on client acceptance, Chapter 6 on planning, Chapter 11 on
completing the audit, and Chapter 11 which considers the appendix on documentation.
Where reviews of financial statements differ most from a financial statement audit is that
in a review report only limited procedures are performed (primarily inquiry of manage-
ment and analytical procedures).

The objective of a review of financial statements is to enable an auditor to state whether
(based on procedures that are not as extensive as would be required in an audit) anything
has “come to the auditor’s attention that causes the auditor to believe that the financial
statements are not prepared, in all material respects, in accordance with an identified
financial reporting framework.” This way of expressing an opinion is called negative
assurance.

Limited Audit Procedures

Sufficient appropriate evidence for a financial statement review is limited to inquiry,
analytical procedures, limited inspection and, in certain cases only, additional evidence
gathering procedures. Inquiry (discussed in Chapter 10 on substantive procedures)
consists of seeking information of knowledgeable persons inside or outside the entity.
Analytical procedures (discussed in Chapter 9) consist of the analysis of significant ratios
and trends including the resulting investigation of fluctuations and relationships that are
inconsistent with other relevant information or deviate from predictable amounts.
Inspection (in Chapter 10), which consists of examining records, documents, or tangible
assets, is carried out on a limited basis.

A review of financial statement engagement, unlike an audit, usually does not involve
collecting evidence about the design and operation of internal control, or obtaining
evidence to back up the findings from inquiries or analytical procedures (i.e. corroborating
evidence). Review engagements do not employ the evidence gathering techniques used in a
financial statement audit such as observation, confirmation, recalculation, reperformance
or extensive inspection.

Review of Financial Statements Report

The report on a review of financial statements should contain the following basic ele-
ments, ordinarily in the following layout' (see Illustration 4.5 for a sample unqualified
review report):

(a) Title;
(b) Addressee;
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(c) Opening or introductory paragraph including:
(i) Identification of the financial statements on which the review has been performed;
and
(ii) A statement of the responsibility of the entity’s management and the responsibility
of the auditor;
(d) Scope paragraph, describing the nature of a review, including:
(i) A reference to the International Standard on Auditing applicable to review
engagements, or to relevant national standards or practices;
(ii) A statement that a review is limited primarily to inquiries and analytical
procedures; and
(iii) A statement that an audit has not been performed, that the procedures under-
taken provide less assurance than an audit, and that an audit opinion is not
expressed;
(e) Statement of negative assurance;
(f) Date of the report;
(g) Auditor’s address; and
(h) Auditor’s signature.

ILLUSTRATION 4.5

Form of Unqualified Review Report2°

REVIEW REPORT TO ...

We have reviewed the accompanying balance sheet of ABC Company at December 31, 20XX, and the
related statements of income and cash flows for the year then ended. These financial statements are the
responsibility of the Company’s management. Our responsibility is to issue a report on these financial
statements based on our review.

We conducted our review in accordance with the International Standard on Auditing (or refer to relevant
national standards or practices) applicable to review engagements. This Standard requires that we plan
and perform the review to obtain moderate assurance as to whether the financial statements are free of
material misstatement. A review is limited primarily to inquiries of company personnel and analytical
procedures applied to financial data and thus provides less assurance than an audit. We have not
performed an audit and, accordingly, we do not express an audit opinion.

Based on our review, nothing has come to our attention that causes us to believe that the accompanying
financial statements do not give a true and fair view (or “are not presented fairly, in all material respects”) in
accordance with International Accounting Standards [or indicate the relevant national accounting standards].

Date AUDITOR
Address
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Review Conclusion

The review conclusion will be either an unqualified, qualified or adverse opinion. The
unqualified opinion offers negative assurance, as we have discussed. If matters that impair
a true and fair view in accordance with the identified financial reporting framework have
come to the auditor’s attention, the auditor may express a qualification of the negative
assurance provided; or give an adverse opinion. When the effect of the matter is so
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material and pervasive to the financial statements that a qualification is not adequate an
adverse statement states that the financial statements do not give a true and fair view (or
“are not presented fairly, in all material respects”) in accordance with the identified
financial reporting framework.

Certification Exam Question 4.2

Financial statements of a non-public entity that have been reviewed by an accountant
should be accompanied by a report stating that a review:

(A) Provides only limited assurance that the financial statements are fairly presented.

(B) Includes examining, on a test basis, information that is the representation of
management.

(C) Consists principally of inquiries of company personnel and analytical procedures
applied to financial data.

(D) Does not contemplate obtaining corroborating evidential matter or applying certain
other procedures ordinarily performed during an audit.

The auditor should date the review report as of the date the review is completed, which
includes performing procedures relating to events occurring up to the date of the report.
However, the auditor should not date the review report earlier than the date on which the
financial statements were approved by management.

B Examination of Historical Financial Information such as Special
Purpose Engagements (ISA 8002

Standard audit reports are based on the financial statements “taken as a whole.” However,
sometimes the auditor may have a request for a financial statement based on historical
financial information, but which is not based on the financial statements as a whole or on
IERS or the requisite national standard. This is called examination of historical financial
information, the prime example being special purpose engagements.

Auditors may examine historical financial information for special purpose reports. An
auditor may be called upon to report on components of the financial statements, such as
when a bank requests an audit of accounts receivable in anticipation of financing.
Sometimes there are audits that give an opinion on compliance with legal agreements
required of a company. For instance, a subcontractor may ask for an audit to give comfort
to a main contractor. Management or the board of directors may request a summarized
financial statement. Small businesses are generally not required to comply with IFRS or a
national standard. Small businesses may want to have financial statements based on the
cash basis, an income tax basis, or a basis required by regulatory agencies.

List of Special Purpose Engagement Reports

The special purpose engagements reports* include:

1 Reports on Financial Statements Prepared in Accordance with a Comprehensive Basis
of Accounting other than International Accounting Standards or National Standards

such as:
(a) That used by an entity to prepare its income tax return.
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(b) The cash receipts and disbursements basis of accounting.

(c) The financial reporting provisions of a government regulatory agency.
2 Reports on a Component of Financial Statements.
3 Reports on Compliance with Contractual Agreements.
4 Reports on Summarized Financial Statements.

Ilustration 4.6 gives the relationships of these reports to financial statement information
and contractual or government standards.

ILLUSTRATION 4.6

Reports on Special Purpose Audit Engagements

Historical
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The auditor’s report on a special purpose audit engagement, except for a report on
summarized financial statements, should include the following basic elements.?® Like the
audit review engagement described above, the report would include a title; addressee;
opening or introductory paragraph; date of the report; auditor’s address; and auditor’s
signature. The scope paragraph (describing the nature of an audit) and the opinion para-
graph are different than that of a review. The scope paragraph describes the work the
auditor performed, but does not say it is limited to inquiries and analytical procedures.
The opinion paragraph contains a positive expression of opinion (not a negative
assurance as in the review of financial statements) on the financial information.

Reports on Financial Statements Prepared in Accordance with OCBA other than
International Accounting Standards or National Standards
Financial statements may be prepared for a special purpose in accordance with a compre-
hensive basis of accounting that is different to International Accounting Standards or
relevant national standards. This is called an “other comprehensive basis of accounting”
(OCBA). A comprehensive basis of accounting comprises a set of criteria used in pre-
paring financial statements which applies to all material items and which has substantial
support.

Other comprehensive financial reporting frameworks may include:

that used by an entity to prepare its income tax return;
the cash receipts and disbursements basis of accounting;
the financial reporting provisions of a government regulatory agency.

The auditor’s report on financial statements prepared in accordance with another com-
prehensive basis of accounting should include a statement that indicates the basis of
accounting used. The opinion paragraph of the report should state whether the financial
statements are prepared, in all material respects, in accordance with the identified basis of
accounting. Illustration 4.7-A gives a sample report for a statement of Cash Receipts and
Disbursements (cash basis accounting). Illustration 4.7-B gives a sample report for
financial reports prepared on the Income Tax Basis.

Reports on a Component of Financial Statements

The auditor may be requested to express an opinion on one or more components of
financial statements, for example, accounts receivable, inventory, an employee’s bonus
calculation, or a provision for income taxes. This type of engagement may be done as a
separate engagement or in conjunction with an audit of the entity’s financial statements.
However, this type of engagement does not result in a report on the financial statements
taken as a whole and, accordingly, the auditor would express an opinion only as to
whether that specific component audited is prepared in accordance with the accounting
standards.

The auditor’s report on a component of financial statements should include a state-
ment that indicates the basis of accounting in accordance with which the component is
presented or refers to an agreement that specifies the basis.

The opinion should state whether the component is prepared, in all material respects,
in accordance with the identified basis of accounting. Illustration 4.8 gives an example of
a report on the Account Receivable component.
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ILLUSTRATION 4.7

Form of Examples of Reports on Financial Statements Prepared in Accordance
with a Comprehensive Basis of Accounting Other than International Accounting
Standards or National Standards?*

(A) A Statement of Cash Receipts and Disbursements

AUDITOR’S REPORT TO ...

We have audited the accompanying statement of ABC Company’s cash receipts and disbursements for the
year ended December 31, 20X1. This statement is the responsibility of ABC Company’s management. Our
responsibility is to express an opinion on the accompanying statement based on our audit.

We conducted our audit in accordance with International Standards on Auditing (or refer to relevant
national standards or practices). Those Standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statement is free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statement. An audit also includes assessing the accounting principles used and significant estimates made
by management as well as evaluating the overall statement presentation. We believe that our audit provides
a reasonable basis for our opinion. The Company’s policy is to prepare the accompanying statement on the
cash receipts and disbursements basis. On this basis revenue is recognized when received rather than
when earned, and expenses are recognized when paid rather than when incurred.

In our opinion, the accompanying statement gives a true and fair view of (or “presents fairly, in all material
respects”) the revenue collected and expenses paid by the Company during the year ended December 31,
20X1 in accordance with the cash receipts and disbursements basis as described in Note X.

Date AUDITOR
Address

(B) Financial Statements Prepared on the Entity’s Income Tax Basis

AUDITOR'’S REPORT TO ...

We have audited the accompanying income tax basis financial statements of ABC Company for the year
ended December 31, 20X1. These statements are the responsibility of ABC Company’s management. Our
responsibility is to express an opinion on the financial statements based on our audit.

We conducted our audit in accordance with International Standards on Auditing (or refer to relevant
national standards or practices). Those Standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates
made by management, as well as evaluating the overall financial statement presentation. We believe that
our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements give a true and fair view of (or “present fairly, in all material
respects”) the financial position of the Company as of December 31, 20X1 and its revenues and expenses
for the year then ended, in accordance with the basis of accounting used for income tax purposes as
described in Note X.

Date AUDITOR
Address
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ﬂ‘ Certification Exam Question 4.3%°

An auditor’s report on financial statements prepared on the cash receipts and
disbursements basis of accounting should include all of the following except:

(A) A reference to the note to the financial statements that describes the cash receipts
and disbursements basis of accounting.

(B) A statement that the cash receipts and disbursements basis of accounting is not a
comprehensive basis of accounting.

(C) An opinion as to whether the financial statements are presented fairly in conformity
with the cash receipts and disbursements basis of accounting.

(D) A statement that the audit was conducted in accordance with ISAs.

{J’ Certification Exam Question 4.4

An auditor may express an opinion on an entity’s accounts receivable balance even if
the auditor has disclaimed an opinion on the financial statements taken as a whole
provided the:

(A) Report on the accounts receivable discloses the reason for the disclaimer of
opinion on the financial statements.

(B) Distribution of the report on the accounts receivable is restricted to internal use only.

(C) Auditor also reports on the current asset portion of the entity’s balance sheet.

(D) Report on the accounts receivable is presented separately from the disclaimer of
opinion on the financial statements.

ILLUSTRATION 4.8

Report on Components of Financial Statements — Schedule of Accounts
Receivable?®

AUDITOR’S REPORT TO ...

We have audited the accompanying schedule of accounts receivable of ABC Company for the year
ended December 31, 20X1. This schedule is the responsibility of ABC Company’s management.
Our responsibility is to express an opinion on the schedule based on our audit.

We conducted our audit in accordance with International Standards on Auditing (or refer to relevant
national standards or practices). Those Standards require that we plan and perform the audit to obtain
reasonable assurance about whether the schedule is free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the schedule. An audit
also includes assessing the accounting principles used and significant estimates made by management, as
well as evaluating the overall presentation of the schedule. We believe that our audit provides a reasonable
basis for our opinion.

In our opinion, the schedule of accounts receivable gives a true and fair view of (or “presents fairly, in all
material respects”) the accounts receivable of the Company as of December 31, 20X1 in accordance with ... .

Date AUDITOR
Address
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ILLUSTRATION 4.9

Report on Compliance?’

(a) Separate Report

AUDITOR’S REPORT TO ...

We have audited ABC Company’s compliance with the accounting and financial reporting matters of
sections XX to XX inclusive of the Indenture dated May 15, 20X1 with DEF Bank.

We conducted our audit in accordance with International Standards on Auditing applicable to compliance
auditing (or refer to relevant national standards or practices). Those Standards require that we plan and
perform the audit to obtain reasonable assurance about whether ABC Company has complied with the
relevant sections of the Indenture. An audit includes examining appropriate evidence on a test basis. We
believe that our audit provides a reasonable basis for our opinion.

In our opinion, the Company was, in all material respects, in compliance with the accounting and financial
reporting matters of the sections of the Indenture referred to in the preceding paragraphs as of December
31, 20X1.

Date AUDITOR
Address

(b) Report Accompanying Financial Statements

AUDITOR’S REPORT TO ...

We have audited the accompanying balance sheet of the ABC Company as of December 31, 20X1, and
the related statements of income, and cash flows for the year then ended (the reference can be by
page numbers). These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on our audit.

We have also audited ABC Company’s compliance with the accounting and financial reporting matters of
sections XX to XX inclusive of the Indenture dated May 15, 20X1 with DEF Bank. We conducted our audits
in accordance with International Standards on Auditing (or refer to relevant national standards or practices)
applicable to the audit of financial statements and to compliance auditing. Those Standards require that we
plan and perform the audits to obtain reasonable assurance about whether the financial statements are
free of material misstatement and about whether ABC Company has complied with the relevant sections

of the Indenture. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles used

and significant estimates made by management, as well as evaluating the overall financial statement
presentation.

We believe that our audits provide a reasonable basis for our opinion. In our opinion:

(a) the financial statements give a true and fair view of (or “present fairly, in all material respects”) the
financial position of the Company as of December 31, 20X1, and of the results of its operations and its
cash flows for the year then ended in accordance with ... (and comply with ...); and

(b) the Company was, in all material respects, in compliance with the accounting and financial reporting
matters of the sections of the Indenture referred to in the preceding paragraphs as of December 31, 20X1.

Date AUDITOR
Address
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When an adverse opinion or disclaimer of opinion on the entire financial statements
has been expressed, the auditor should report on components of the financial state-
ments only if those components are not so extensive as to constitute a major portion of
the financial statements. To do otherwise may overshadow the report on the entire
financial statements.

Reports on Compliance with Contractual Agreements

An auditor may undertake an engagement to report on a company’s compliance with
contractual agreements, such as bond indentures or loan agreements. Usually these agree-
ments require a company to comply with a variety of conditions (covenants) written into
the contracts. These covenants may involve restrictions of company actions such as
payments of interest, maintenance of predetermined financial ratios, restriction of
dividend payments and the use of the proceeds of sales of property.

The report should state whether, in the auditor’s opinion, the company has complied
with the particular provisions of the agreement. Illustration 4.9 gives examples of
auditor’s reports on compliance given in a separate report and in a report accompanying
financial statements.

Reports on Summarized Financial Statements

Some financial statement users may only be interested in the highlights of a company’s
financial position. Therefore, a company may only require statements summarizing its
annual audited financial statements. An auditor should only take an engagement to
report on summarized financial statements if he has expressed an audit opinion on the
financial statements from which the summary is made.

Summarized financial statements are much less detailed than annual audited financial
statements. Therefore, the summarized nature of the information reported needs to be
clearly indicated. The report must caution the reader that summarized financial state-
ments should be read in conjunction with the company’s most recent audited financial
statements.

What sets the summarized financial statements apart from the other reports in this
section is that they include the following basic elements:

an identification of the audited financial statements from which the summarized
financial statements were derived;

a reference to the date of the audit report on the unabridged financial statements and
the type of opinion given in that report;

an opinion as to whether the information in the summarized financial statements is
consistent with the audited financial statements from which it was derived;

a statement, or reference to the note within the summarized financial statements,
which indicates the summarized financial statements should be read in conjunction
with the unabridged financial statements and the accompanying audit report.

Ilustration 4.10 gives an example of an auditor’s reports on summarized financial state-
ments when an unqualified audit opinion has been expressed on the company’s annual
financial statements.
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ILLUSTRATION 4.10

Report on Summarized Financial Statements when an Unqualified Opinion was
Expressed on the Annual Audited Financial Statements?’

AUDITOR’S REPORT TO ...

We have audited the financial statements of ABC Company for the year ended December 31, 20X0, from
which the summarized financial statements were derived, in accordance with International Standards on
Auditing (or refer to relevant national standards or practices). In our report dated March 10, 20X1 we
expressed an unqualified opinion on the financial statements from which the summarized financial
statements were derived.

In our opinion, the accompanying summarized financial statements are consistent, in all material respects,
with the financial statements from which they were derived.

For a better understanding of the Company’s financial position and the results of its operations for the
period and of the scope of our audit, the summarized financial statements should be read in conjunction
with the financial statements from which the summarized financial statements were derived and our audit
report thereon.

Date AUDITOR
Address

® (' ,m Assurance Engagements Other than Historical Financial
S Information

The International Standard on Assurance Engagements (ISAE) 3000R establishes basic
principles and essential procedures for professional accountants in public practice for the
performance of assurance engagements on subject matters other than historical financial
information. Assurance engagements other than historical financial information have
two main components:

1 topics that apply to all assurance engagements (ISAEs 3000—-3399); and
2 subject specific standards (ISAEs 3400—-3699).

The only subject specific standard currently is for prospective financial statements.*’

Currently there are no standards other than the framework standard ISAE 3000 on
topics that apply to all subject matters (ISAEs 3000-3399). These will be added by the
TAASB as needed. (See Illustration 4.1 “ISAE 3000R ‘Assurance Engagements on Subject
Matters Other than Historical Financial Information.””)

M Subject Specific Standards

Subject specific standards for assurance services on other than historical financial
information may be thought of as falling into four subject matter groups:

1 subject matter related to prospective financial statements;
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2 subject mater related to non-financial information (e.g. corporate governance,
statistical, environmental);

3 subject matter related to systems and processes (e.g. corporate governance, environ-
mental management systems, and internal control such as that required under the
Sarbanes-Oxley Act);

4 subject matter about behavior (corporate governance, compliance, and human
resources practices).

The only subject matter currently covered by IAASB’s technical pronouncements is
prospective financial statements. There are currently no ISAEs related to the subject
matters of non-financial information, systems, and process and behavior.

Example Existing Standards Other Than IFAC Used in an Assurance Engagement

Examples of existing standards that may be considered in systems and processes,
non-financial information, or behavior assurance engagements are:

Sarbanes-Oxley Section 404 internal control audit standard,*°

Global Reporting Initiative (GRI) Sustainability Reporting Guidelines,”"

SA8000 standards for social accountability towards employees, *

International Labour Organization (ILO) conventions for social accountability towards
employees, >,

World Business Council for Sustainable Development (WBCSD) social and eco-
efficiency indicators, >

European Union Eco-management and Audit scheme (EMAS) standard for environ-
mental management systems,”” and

1SO14001 standard for environmental management systems. *°

In this section we will discuss prospective financial statement engagements. We will also
discuss the Sarbanes-Oxley internal control audit standard and the GRI Sustainability
Reporting Guidelines, as these are the most influential non-IFAC standards currently.

Considerations When Providing Assurance Services on Subject Matters Other than
Historical Financial

Several things must be considered when providing assurance services other than those
based on historical financial information. Some of the considerations are similar to those
of a financial statement audit including ethics, quality control, terms of engagement,
planning, materiality, using the work of an expert, subsequent events, and documenta-
tion. These topics are discussed throughout this book. The primary considerations of an
assurance report that differ from an audit of financial statements is client acceptance,
subject matter, and reporting.

B The Examination of Prospective Financial Information

“Prospective financial information” means financial information based on assumptions
about events that may occur in the future. Prospective financial information can be in the
form of a forecast, a projection or a combination of both. A “forecast” is prospective
financial information prepared on the basis of management’s assumptions as to future
events (best-estimate assumptions). A “projection” means prospective financial infor-
mation prepared on the basis of hypothetical assumptions about future events and
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management actions which may or may not take place, such as a possible merger of two
companies. A projection is a “what-if” scenario.

A report on an examination of prospective financial information may take several
forms. It may be a prospectus to provide potential investors with information about
future expectations. The report may take the form of an annual report to provide infor-
mation to shareholders, regulatory bodies, and other interested parties. It might be a
report to lenders of cash flow forecasts.

Prospective Financial Information Offers Moderate Level of Assurance

Reporting on prospective financial information is highly subjective. Prospective financial
information relates to events and actions that have not yet occurred and may not occur.
While evidence may be available to support the assumptions, the evidence is future
oriented and, therefore, speculative in nature. This means that this evidence does not
offer the same level of assurance as historical financial information. The auditor is, there-
fore, not in a position to express an opinion as to whether the results shown in the
prospective financial information will be achieved.

Given the types of evidence available, it may be difficult for the auditor to obtain a level
of satisfaction sufficient to provide a positive expression of opinion. The auditor can
generally only provide a moderate level of assurance.

Report on Examination of Prospective Financial Information

The report by an auditor on an examination of prospective financial information differs
from the reports on historical financial information in that it contains the following:*’

identification of the prospective financial information;

a statement that management is responsible for the prospective financial information
including the assumptions on which it is based;

when applicable, a reference to the purpose and/or restricted distribution of the
prospective financial information;

a statement of negative assurance as to whether the assumptions provide a reasonable
basis for the prospective financial information;

appropriate warnings to the reader concerning the achievability of the results indicated
by the prospective financial information.

The warnings in the report on prospective financial statements should be clear. They
would state that actual results are likely to be different from the prospective financial
information since anticipated events frequently do not occur as expected and the
variation could be material. In the case of a projection, the caveat would be that “the
prospective financial information has been prepared for [state purpose], using a set of
assumptions that include hypothetical assumptions about future events and manage-
ment’s actions that are not necessarily expected to occur.”

[lustration 4.11 shows examples of extracts from both an unmodified report on a
forecast and unmodified report on a projection.
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ILLUSTRATION 4.11

Prospective Financial Report Examples32

(a) Extract From An Unmodified Report On A Forecast

AUDITOR’S REPORT TO ...

We have examined the forecast 1 in accordance with International Standards on Auditing applicable to the
examination of prospective financial information. Management is responsible for the forecast including the
assumptions set out in Note X on which it is based.

Based on our examination of the evidence supporting the assumptions, nothing has come to our attention
that causes us to believe that these assumptions do not provide a reasonable basis for the forecast.
Further, in our opinion the forecast is properly prepared on the basis of the assumptions and is presented
in accordance with [name of standard].

Actual results are likely to be different from the forecast since anticipated events frequently do not occur as
expected and the variation may be material.

Date AUDITOR
Address

(b) Extract From An Unmodified Report On A Projection

AUDITOR’S REPORT TO ...

We have examined the projection in accordance with International Standards on Auditing applicable to the
examination of prospective financial information. Management is responsible for the projection including the
assumptions set out in Note X on which it is based.

This projection has been prepared for (describe purpose). As the entity is in a start-up phase the projection
has been prepared using a set of assumptions that include hypothetical assumptions about future events
and management’s actions that are not necessarily expected to occur. Consequently, readers are cautioned
that this projection may not be appropriate for purposes other than that described above.

Based on our examination of the evidence supporting the assumptions, nothing has come to our attention
that causes us to believe that these assumptions do not provide a reasonable basis for the projection,
assuming that (state or refer to the hypothetical assumptions). Further, in our opinion the projection is
properly prepared on the basis of the assumptions and is presented in accordance with [standards].

Even if the events anticipated under the hypothetical assumptions described above occur, actual results are
still likely to be different from the projection since other anticipated events frequently do not occur as
expected and the variation may be material.

Date AUDITOR
Address
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4

Certification Exam Question 4.53°
An examination of a financial forecast is a professional service that involves:

(A) Compiling or assembling a financial forecast that is based on management’s
assumptions.

(B) Limiting the distribution of the accountant’s report to management and the board
of directors.

(C) Assuming responsibility to update management on key events for one year after
the report’s date.

(D) Evaluating the preparation of a financial forecast and the support underlying
management’s assumptions.

M Internal Control Reporting and SOX 404 reporting

The Sarbanes-Oxley Act of 2002 (SOX) requires certification of internal control by the
Chief Executive Officer (CEO) and Chief Financial Officer (CFO) of all companies that
trade on the stock exchanges in the USA including companies headquartered outside the
USA. SOX also requires that the company’s auditor give an opinion on management’s
report on internal control.

The rules on internal control reporting published by the SEC*’ require a company’s
annual report to include an internal control report of management that contains:*'

a statement of management’s responsibility for establishing and maintaining adequate
internal control over financial reporting for the company;

a statement identifying the framework used by management to evaluate the effective-
ness of the company’s internal control over financial reporting;

Management’s assessment of the effectiveness of the company’s internal control over
financial reporting, including a statement as to whether or not the company’s internal
control over financial reporting is effective.** The assessment must include disclosure
of any “material weaknesses”® in the company’s internal control over financial
reporting identified by management.

A statement that the registered public accounting firm that audited the financial state-
ments included in the annual report has issued an attestation report on management’s
assessment of the registrant’s internal control over financial reporting.**

Standards for Preparation and Issuance of Audit Reports

The US Public Company Accounting Oversight Board (PCAOB) established an internal
control audit standard (Audit Standard #2)* required by US publicly traded companies.
The PCAOB rules require that public accounting firms describe in the audit report the
scope of its testing of the company’s internal control structure and procedures performed
in its internal control evaluation under SOX Section 404(b). In the audit report, the reg-
istered public accounting firm also must describe, at a minimum, material weaknesses in
company internal controls and any material noncompliance found. *°
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ILLUSTRATION 4.12

lllustrative Report Expressing An Unqualified Opinion on Management’s
Assessment of the Effectiveness of Internal Control Over Financial Reporting
(Separate Report)*’

Independent Auditor’s Report
[Introductory paragraph]

We have audited management’s assessment, included in the accompanying [title of management’s report],
that W Company maintained effective internal control over financial reporting as of December 31, 20X3,
based on [Identify criteria, for example, “criteria established in Internal Control — Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO)”]. W Company’s
management is responsible for its assessment about the effectiveness of internal control over financial
reporting. Our responsibility is to express an opinion on management’s assessment based on our audit.

[Definition paragraph]

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting principles. A company’s internal control over
financial reporting includes those policies and procedures that (1) pertain to the maintenance of records
that in reasonable detail accurately and fairly reflect the transactions and dispositions of the assets of the
company; (2) provide reasonable assurance that transactions are recorded as necessary to permit
preparation of financial statements in accordance with generally accepted accounting principles, and that
receipts and expenditures of the company are being made only in accordance with authorizations of
management and directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have a
material effect on the financial statements.

[Scope paragraph]

We conducted our audit in accordance with auditing and related professional practice standards established
by the Public Company Accounting Oversight Board. Those standards require that we plan and perform our
audit to obtain reasonable assurance about whether effective internal control over financial reporting was
maintained in all material respects. Our audit included obtaining an understanding of internal control over
financial reporting, testing and evaluating the design and operating effectiveness of internal control, and
performing such other procedures as we considered necessary in the circumstances. We believe that our
audit provides a reasonable basis for our opinion.

[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk
that controls may become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

[Opinion paragraph]

In our opinion, management’s assessment that W Company maintained effective internal control over
financial reporting as of December 31, 20X3, is fairly stated, in all material respects, based on [/dentify
criteria, for example, “criteria established in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO)”"].

[Signature]
[Date]
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Management’s Assertions on Internal Control over Financial Reporting

Management provides a written report of their assertions similar to this:

Management assessed the Company’s internal control over financial reporting as of December
31, 200X. Based on this assessment, management believes that, as of December 31, 200X, the
Company maintained effective internal control over financial reporting including main-
tenance of records that in reasonable detail accurately and fairly reflect the transactions and
dispositions of the assets of the Company, and policies and procedures that provide reasonable
assurance that (a) transactions are recorded as necessary to permit preparation of financial
statements in accordance with accounting principles generally accepted in the United States of
America and (b) receipts and expenditures of the Company are being made only in accordance
with authorizations of management and directors of the Company based on the criteria
for effective internal control over financial reporting established in Internal Control —
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission.

lllustrative Report on an Unqualified Opinion on the Effectiveness of

Internal Control

Auditors must report on management’s assertions. Illustration 4.12 gives a sample
auditor’s report on internal control. The introductory paragraph says the practitioner
audited management’s assertions that it maintained effective internal control over
financial reporting. It also gives the responsibilities of management and auditor. The
definition paragraph gives the company’s internal control policies and procedures. The
scope paragraph tells how the auditor followed PCAOB standards in its audit, which
serves as a reasonable basis for its opinion. The inherent limitations paragraph is a
disclaimer that internal controls may not detect or prevent misstatements.

M Sustainability Reporting

The verification of sustainability reports providing assertions regarding financial,
environmental and social issues is a fast-growing assurance service. An important driver
of this demand is the legal requirement to report on environmental issues in several
countries. In Denmark and the Netherlands special environmental reporting is legally
required, while in Norway and Sweden environmental issues have to be included in the
annual report. In Australia, Canada and the USA, specific environmental output and
related financial risks have to be reported.*®

Economic Sustainability

The economic dimension of sustainability concerns an organization’s impact on the
economic circumstances of its stakeholders and on economic systems at the local,
national and global levels. Economic indicators in the sustainability-reporting context
focus on the manner in which an organization affects the stakeholders with whom it has
direct and indirect economic interactions.

Environmental Sustainability

The environmental dimension of sustainability concerns an organization’s impact on
living and non-living natural systems, including ecosystems, land, air and water. The
reporting organization provides both normalized (e.g. resource use per unit of output)
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ILLUSTRATION 4.13

“Year at a Glance” from the Shell Report*®

The year at a glance

The year at a glance

Performance

Highlights and lowlights

Economic performance

® Earnings of $9.2 billion

® Return on average capital employed
(ROACE) of 14%

® $25 pillion of capital investment,
including $11 billion in key acquisitions

® Highest hydrocarbon production in
recent history of 4 million barrels of oil
equivalent per day

® Motorists rank Shell top brand for sixth
year running

Environmental performance

® 2002 greenhouse gas emissions
reduction target met

® Phase out of continuous gas venting
nearly completed

® Improved spills performance

Social performance

® Mixed performance on safety

® Highest overall reputation within the
energy sector

® |ncreasing involvement in international
public-private partnerships

® More staff feel respected by Shell

® Progress towards senior leadership
gender target

Global sustainable development
awards

Shell was ranked top of the energy sector
in the Dow Jones Sustainability Index.
The index tracks the financial perfor-
mance of companies that have made
sustainability a key driver of business
strategy.

The Malampaya Deepwater Gas-to-Power
project in the Philippines won a
Partnerships Award — sponsored by the
UN Environment Programme and the
International Chamber of Commerce — for
its approach to sustainable development.

World Summit on Sustainable
Development

The business community was a full
participant at the World Summit on
Sustainable Development (WSSD) in
South Africa. Shell was well represented
and helped to launch several new
public-private partnerships (page 43).

Building capacity

The Shell Foundation and World
Resources Institute established the WRI
Center for Transport and the
Environment (called EMBARQ) to
encourage sustainable solutions to urban
transport (page 29).

The Shell Center for Sustainability was
established at Houston’s Rice University
and Shell companies in Norway and the
UK established sustainable development
professorships at local universities

(page 9).

Resolving differences at Norco

A Joint Statement of Success was signed
by the Norco refinery and petrochemical
plant in Louisiana, USA and the local
community. It recognised the steps taken
to meet concerns about the plant’s
environmental and social performance
(page 37).

Loss of life

Fifty-three Shell employees and
contractors lost their lives at work during
2002. Eleven died when a helicopter
crashed in the North Sea (page 33).

Security

Shell companies in 13 countries
experienced significant security incidents,
including war, civil unrest or violent
crimes. In particular, security incidents at
operations in the Niger Delta remain a
concern (page 33). Significant efforts
continue to protect Shell people and
assets against potential threats, including
terrorism.

Dealing with legacies

Plans were progressed with local
authorities to clean up two sites
contaminated with pesticides from
previous operations — Paulinia and
Ipiranga in Brazil (page 29).

External criticism and protests

Shell was the subject of criticism and
received a “Greenwash award” from
pressure groups at the WSSD (page 43).

There were local community protests
about the environmental performance of
the SAPREF refinery in South Africa, a
Shell joint venture (Group interest 50%)
(page 27).
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and absolute figures. Organizations are encouraged to relate their individual performance
to the broader ecological systems within which they operate. For example, organizations
could seek to report their pollution output in terms of the ability of the environment
(local, regional, or global) to absorb the pollutants.

Social Sustainability

The social dimension of sustainability concerns an organization’s impact on the social
systems within which it operates. Social performance can be gauged through an analysis
of the organization’s impact on stakeholders at the local, national, and global levels. In
some cases, social indicators influence the organization’s intangible assets, such as its
human capital and reputation. GRI has selected indicators by identifying key per-
formance aspects surrounding labor practices, human rights, and broader issues affecting
consumers, community, and other stakeholders in society.

The assurance report by Shell is a very good example of this type of reporting.
lustration 4.13 is a “Year at a Glance” page from the Royal Dutch Shell 2002 environ-
mental, economic and social performance sustainability report, called “The Shell
Report”, available on the www.Shell.com website. Illustration 4.14, also from the Shell
Report, gives the auditor’s assurance on the report of Shell management.

GRI Sustainability Reporting Guidelines

There are no specific auditing or assurance standards for environmental, economic or
social reporting. However, most environmental and social reporting by large corpo-
rations follows the guidelines of the Global Reporting Initiative (GRI) Sustainability
Reporting Guidelines.” These Guidelines are for voluntary use by organizations for
reporting on the economic, environmental, and social dimensions of their activities,
products, and services.”!

Company Report Under GRI Guidelines

A report under the GRI Guidelines comprises of five sections:

1 Vision and Strategy — a description of the reporting organization’s strategy with regard
to sustainability, including a statement from the CEO.

2 Profile — an overview of the reporting organization’s structure and operations and of
the scope of the report.

3 Governance Structure and Management Systems — a description of organizational
structure, policies, and management systems, including stakeholder engagement
efforts.

4 GRI Content Index — a table supplied by the reporting organization identifying where
the information listed in Part C of the Guidelines is located within the organization’s
report.

5 Performance Indicators — measures of the impact or effect of the reporting organiz-
ation divided into integrated, economic, environmental, and social performance
indicators.
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ILLUSTRATION 4.14

Auditor’s assurance on the Shell’s Sustainability Report®2

Message from the Independent Auditors

Over the five years we have provided assurance over information
in the Shell Report, we have aligned our approach with emerging
standards. In 2002, building on our work to provide a high level
of assurance on certain information, we have developed an
approach to enable us to provide assurance over Shell’'s
reporting on “hot spots”. Next year, evolution of the overall
assurance approach will continue to further integrate the input of
external experts and panels.

Three symbols have been used to describe the scope of our work:

@ At Group, Business and Operating Company (OC) level we
obtained an understanding of the systems used to
generate, aggregate and report the data for these
parameters. We assessed the completeness and accuracy
of the data reported by visiting OCs to test systems and
data, performed a review of all data reported and assessed
data trends in discussion with management. We tested the
calculations made at Group level. We did not obtain
assurance over Safety and Environmental (SE) data

reported by OCs acquired during 2002, for the reasons set
out in the report. Our SE work was therefore only completed
for the Shell portfolio as at 31 December 2001. For the
economic parameters, we also checked that they are
properly derived from the audited Financial Statements of
the Royal Dutch/Shell Group of Companies.

O

We determined that the statements marked with this symbol
are supported by underlying evidence at Group and/or local
level. Our work included interviewing Shell people as well as
external panels where these have been established, review-
ing systems and documentation and confirming the accurate
use of information derived from external sources. We also
checked that panel comments, where presented, were
derived from and reflect full reported findings.

At Group level we tested the accuracy of the data
aggregation process for data received from a complete set
of responses from countries in which Shell operates. We did
not provide assurance over the reliability of the data
reported by those countries.

Assurance Report
To: Royal Dutch Petroleum Company and The “Shell” Transport
and Trading Company, p.l.c.

Introduction

We have been asked to provide assurance over selected data,
graphs and statements of the Royal Dutch/Shell Group of
Companies reported in this year’s Shell Report. We have marked
these statements with the symbols below. This Report is the
responsibility of management. Our responsibility is to express an
opinion on the data, graphs and statements indicated, based on
work referred to above in “Message from the Independent
Auditors”.

In our opinion:

@ The data and graphs (together with the notes), properly
reflect the performance of the reporting entities for each
parameter (SE — for portfolio as at 31 December 2001)
marked with this symbol.

@ The statements marked with this symbol are supported by
underlying evidence.

In addition the data for each parameter marked @ are properly
aggregated at Group level.

Basis of opinion

There are no generally accepted international environmental,
social and economic reporting standards. This engagement was
conducted in accordance with the International Standards for
Assurance Engagements. Therefore, we planned and carried out
our work to provide reasonable, rather than absolute, assurance
on the reliability of the data and statements marked with the

symbols & and © and on the accuracy of the Group level
aggregation process for data marked @ . We believe our work
provides a reasonable basis for our opinion.

Assurance work performed

In forming our opinion, we carried out the work summarised
above in “Message from the Independent Auditors.” We used a
multi-disciplinary team, comprising financial auditors and
environmental and social specialists. We also examined the
whole Report to confirm consistency of the information reported
with our findings.

Considerations and limitations

It is important to read the data and statements in the context of
the reporting policies and limitations and the notes to the
graphs. Environmental and social data are subject to many more
inherent limitations than financial data given both their nature
and the methods used for determining, calculating or estimating
such data.

We have not provided assurance over all contents of this report,
nor have we undertaken work to confirm that all relevant issues
are included.

We have not carried out any work on data reported in respect of
future projections and targets. Where we have not provided
assurance over previous years’ data it is clearly shown.

We have not carried out any work to provide assurance over the
completeness and accuracy of the underlying data for the
parameters aggregated at Group level, and marked with & .

It is also important that, in order to obtain a thorough
understanding of the financial results and financial position of
the Group, the reader should consult the Royal Dutch/Shell
Group of Companies Financial Statements for the year ended
31 December 2002.

5 March 2003

KPMG
PRICEWATERHOUSECOOPER
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,".‘M Related Services

Not all engagements performed by auditors are assurance engagements based on the
Assurance Framework.” Some audit services are based on the Related Services
Framework. International Standards on Related Services (ISRS) Engagements that use
ISRS are Agreed-upon Procedures (ISRS 4400)>* and Compilation of Financial or Other
Information (ISRS 4410).% (See Illustration 4.1 “Related Services Framework.”)

A report issued by a auditor in connection with an engagement that does not exhibit all
of the elements described in the Assurance Framework,>® such as a compilation or
engagement to perform agreed-upon procedures, should specifically state it does not
offer assurance nor does it make any claim about compliance with the Assurance
Framework, ISAs or ISAEs. Furthermore, it does not purport to enhance the degree of
confidence intended users can have.

A related service engagement is generally an examination of historical financial state-
ments to develop a conclusion based on the criteria, but no audit opinion. In some
instances, this kind of engagement could also be linked to information in other historical
financial statements.

B Engagements to Perform Agreed-Upon Procedures Regarding
Financial Information (ISRS 4400)°’

An agreed-upon procedures engagement is an engagement in which the party engaging
the professional accountant or the intended user determines the procedures to be per-
formed and the auditor provides a report of factual findings as a result of undertaking
those procedures.

Agreed-upon procedures are not considered an assurance engagement. While the
intended user of the report may derive some assurance from the report of factual findings,
the engagement is not intended to provide, nor does the auditor express, a conclusion
that provides a level of assurance. Rather, the intended user assesses the procedures
and findings and draws his own conclusions.”® (See Illustration 4.1 “Agreed-upon
Procedures.”)

Matters to Be Agreed

The auditor should ensure that all involved parties have a clear understanding regarding
the agreed procedures and the conditions of the engagement. Matters to be agreed
between auditor and management include the:*

nature of the engagement including the fact that no assurance will be expressed on the
procedures performed;

identification of the financial information to which the agreed-upon procedures will be
applied;

nature, timing, and extent of the specific procedures to be applied.

Procedures Performed

An engagement to perform agreed-upon procedures may involve the auditor in per-
forming certain procedures on subject matter information like financial data (e.g.
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accounts payable, accounts receivable, purchases from related parties, and sales and
profits of a segment of an entity), a financial statement (e.g. a balance sheet) or even a
complete set of financial statements.

The procedures applied in an engagement to perform agreed-upon procedures may
include: inquiry and analysis, recompilation, comparison and other clerical accuracy
checks, observation, inspection, and obtaining confirmations (these are discussed in
Chapter 10 Substantive Testing and Evidence).

Objective

The objective of an agreed-upon procedures engagement is for the auditor to carry out
procedures of an audit nature to which the auditor, the company, and some third
party have agreed and to report on factual findings. The report is restricted to those
parties that have agreed to the procedures since others, unaware of the reasons for the
procedures, may misinterpret the results.

Report

The report on an agreed-upon procedures engagement needs to describe the purpose and
the agreed-upon procedures of the engagement in sufficient detail to enable the reader to
understand the nature and the extent of the work performed. The report of factual
findings should contain,®” among other things, a description of the auditor’s factual
findings including sufficient details of errors and exceptions found and a statement
that the report is restricted to those parties that have agreed to the procedures to be
performed.

lustration 4.15 contains an example of a report of factual findings issued in con-
nection with an engagement to perform agreed-upon procedures regarding financial
information.

Independence Not Required

Independence is not a requirement for agreed-upon procedures engagements; however,
the terms or objectives of an engagement or national standards may require the auditor to
comply with the independence requirements of IFAC’s Code of Ethics. Where the auditor
is not independent, a statement to that effect would be made in the report of factual
findings.®'

Certification Exam Question 4.6°2

A certified accountant’s report on agreed-upon procedures related to management’s
assertion about an entity’s compliance with specified requirements should contain:

A) A statement of limitations on the use of the report.

B) An opinion about whether management'’s assertion is fairly stated.

C) Negative assurance that control risk has not been assessed.

D) An acknowledgement of responsibility for the sufficiency of the procedures.

(
(
(
(
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ILLUSTRATION 4.15

Example of a Report of Factual Findings in Connection with Accounts Payable®®

REPORT OF FACTUAL FINDINGS
To (those who engaged the auditor)

We have performed the procedures agreed with you and enumerated below with respect to the accounts
payable of ABC Company as at (date), set forth in the accompanying schedules (not shown in this
example). Our engagement was undertaken in accordance with the International Standard on Auditing (or
refer to relevant national standards or practices) applicable to agreed-upon procedures engagements. The
procedures were performed solely to assist you in evaluating the validity of the accounts payable and are
summarized as follows:

1. We obtained and checked the addition of the trial balance of accounts payable as at (date) prepared by
ABC Company, and we compared the total to the balance in the related general ledger account.

2 We compared the attached list (not shown in this example) of major suppliers and the amounts owing at
(date) to the related names and amounts in the trial balance.

3 We obtained suppliers’ statements or requested suppliers to confirm balances owing at (date).

4 We compared such statements or confirmations to the amounts referred to in 2. For amounts which did
not agree, we obtained reconciliations from ABC Company. For reconciliations obtained, we identified and

listed outstanding invoices, credit notes and outstanding checks, each of which was greater than €xxx. We
located and examined such invoices and credit notes subsequently received and checks subsequently paid
and we ascertained that they should in fact have been listed as outstanding on the reconciliations.

We report our findings below:

(a) With respect to item 1 we found the addition to be correct and the total amount to be in agreement.
(b) With respect to item 2 we found the amounts compared to be in agreement.

(c) With respect to item 3 we found there were suppliers’ statements for all such suppliers.

(d) With respect to item 4 we found the amounts agreed, or with respect to amounts which did not agree,
we found ABC Company had prepared reconciliations and that the credit notes, invoices and outstanding
checks over €xxx were appropriately listed as reconciling items with the following exceptions:

(Detail the exceptions)

Because the above procedures do not constitute either an audit or a review made in accordance with
International Standards on Auditing (or relevant national standards or practices), we do not express any
assurance on the accounts payable as of (date).

Had we performed additional procedures or had we performed an audit or review of the financial
statements in accordance with International Standards on Auditing (or relevant national standards or
practices), other matters might have come to our attention that would have been reported to you.

Our report is solely for the purpose set forth in the first paragraph of this report and for your information and
is not to be used for any other purpose or to be distributed to any other parties. This report relates only to
the accounts and items specified above and does not extend to any financial statements of ABC Company,
taken as a whole.

Date AUDITOR
Address
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B Engagements to Compile Financial Information (ISRS 4410)%*

The objective of a compilation engagement is for the accountant to use accounting
expertise, as opposed to auditing expertise, to collect, classify and summarize financial
information. This ordinarily entails reducing detailed data to a manageable and under-
standable form without a requirement to test the assertions underlying that information.
The procedures employed do not enable the accountant to express any assurance on the
financial information. (See Illustration 4.1 “Compilations.”)

Independence

Unlike assurance engagements, independence is not a requirement for a compilation
engagement. However, where the accountant is not independent, a statement to that
effect would be made in the accountant’s report.

Understanding Terms of the Engagement

The accountant should ensure that there is a clear understanding between the client and
the accountant regarding the terms of the engagement. Matters to be considered, among
other things, include:®°

the nature of the engagement including the fact that neither an audit nor a review will
be carried out and that accordingly no assurance will be expressed;

the basis of accounting on which the financial information is to be compiled and the
fact that it, and any known departures therefrom, will be disclosed;

the intended use and distribution of the information, once compiled.

Compilation Procedures

A compilation engagement would ordinarily include the preparation of financial state-
ments (which may or may not be a complete set of financial statements) but may also
include the collection, classification, and summarization of other financial information.

The accountant should read the compiled information and consider whether it appears
to be appropriate in form and free from obvious material misstatements. The accountant
is not ordinarily required to: assess internal controls; verify any matters or explanations;
or make any inquiries of management to assess the reliability and completeness of the
information provided.

Reporting on a Compilation Engagement

Reports on compilation engagements should contain, among other requirements: *®

identification of the financial information noting that it is based on information
provided by management;

a statement that neither an audit nor a review has been carried out and that accordingly
no assurance is expressed on the financial information;

a paragraph, when considered necessary, drawing attention to the disclosure of
material departures from the identified financial reporting framework.

Mlustration 4.16 contains examples of compilation reports.

The financial information compiled by the accountant should contain a reference such
as “Unaudited,” “Compiled without Audit or Review,” or “Refer to Compilation Report”
on each page of the financial information or on the front of the complete set of financial
statements.
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ILLUSTRATION 4.16

Examples of Compilation Reports®’

(a) Example of a Report on an Engagement to Compile Financial Statements

COMPILATION REPORT TO ...

On the basis of information provided by management we have compiled, in accordance with the
International Standards on Related Services (or refer to relevant national standards or practices) applicable
to compilation engagements, the balance sheet of ABC Company as of December 31, 19XX and
statements of income and cash flows for the year then ended. Management is responsible for these
financial statements. We have not audited or reviewed these financial statements and accordingly express
no assurance thereon.

Date ACCOUNTANT
Address

(b) Example of a Report on an Engagement to Compile Financial Statements with an Additional
Paragraph that Draws Attention to a Departure from the Identified Financial Reporting Framework

COMPILATION REPORT TO ...

On the basis of information provided by management we have compiled, in accordance with the
International Standards on Related Services (or refer to relevant national standards or practices) applicable
to compilation engagements, the balance sheet of XYZ Company as of December 31, 19XX and the related
statements of income and cash flows for the year then ended. Management is responsible for these
financial statements. We have not audited or reviewed these financial statements and accordingly express
no assurance thereon.

We draw attention to Note X to the financial statements because management has elected not to capitalize
the leases on plant and machinery which is a departure from the identified financial reporting framework.

Date ACCOUNTANT
Address

ﬂ’ Certification Exam Question 4.7

Financial statements of a non-public entity compiled without audit or review by an
accountant, which are expected to be used by a third party, should be accompanied by
a report stating that:

(A) The scope of the accountant’s procedures has not been restricted in testing the
financial information that is the representation of management.

(B) The accountant assessed the accounting principles used and significant estimates
made by management.

(C) The accountant does not express an opinion or any other form of assurance on the
financial statements.

(D) A compilation consists principally of inquiries of entity personnel and analytical
procedures applied to financial data.
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Auditor services are work that an audit firm performs for their clients. Except for con-
sulting services, the work that auditors do is under the guidance of engagement standards
set by the International Auditing and Assurance Standards Board (IAASB). All auditor
services standards have as their basis the IFAC Code of Ethics and International Standards
on Quality Control (ISQC).

Some engagement standards are based on “International Framework for Assurance
Engagements” (assurance engagements), and others result from the “Related Services
Framework” (related services engagements). Three sets of standards (ISAs, ISREs and
ISAEs) share the assurance engagement framework and one standard set (ISRS) is based
on the related services framework. ISAs, ISAEs, ISREs and ISRSs are collectively referred
to as the JAASB’s Engagement Standards.

The three sets of standard based on the assurance framework are ISA, ISRE and ISAE.
International Standards on Auditing (ISA) 100 “Audits and Reviews of Historical
Financial Information” describes the main concepts applicable to audit, review or special
purpose engagements. International Standards on Assurance Engagements (ISAE) 3000R
“Assurance Engagements on Subject Matter Other than Historical Financial
Information” describes concepts applicable to assurance services whose subject matter is
not related to historical financial information. The ISAE standards are divided into two
parts: (1) ISAEs 30003399 which are topics that apply to all assurance engagements (2)
ISAEs 3400—3699 which are subject specific standards, for example, standards relating to
examination of prospective financial information.

Engagements covered by International Standards on Related Services ISRS are based
on the “Related Services Framework” — a framework that is still in the development stage
at the TAASB. Standards under this framework (ISRSs) are applied currently to two
related services: agreed-upon procedures (ISRS 4400) and compilations (ISRS 4410).

Assurance engagements are performed by a professional accountant and are intended
to enhance the credibility of information about a subject matter. The subject matter of an
assurance is the topic about which the assurance is conducted. Assurance engagement
means an engagement in which a practitioner (professional accountant or auditor)
expresses a conclusion (in report form) that is designed to enhance the degree of
confidence of users.

The International Framework for Assurance Engagements describes five elements that
all assurance engagements exhibit: (1) a three party relationship involving a practitioner,
a responsible party, and the intended users; (2) a subject matter; (3) suitable criteria;
(4) evidence; and (5) an assurance report.

Assurance engagements always involve three separate parties: a practitioner, a respon-
sible party and the intended users. The subject matter of an assurance is the topic about
which the assurance is conducted. Subject matter could be financial statements, statistical
information, non-financial performance indicators, systems and processes (e.g. internal
controls, environment, IT systems) or behavior (e.g. corporate governance, compliance
with regulation, human resource practices). Suitable criteria, which can either be estab-
lished or specifically developed, are the benchmarks (standards, objectives, or set of rules)
used to evaluate evidence or measure the subject matter of an assurance engagement. In
general, the same evidence gathering procedures, quality control and planning process
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apply to assurance services as applies to audits. The auditor provides a written report
containing a conclusion that conveys the assurance obtained as to whether the subject
matter conforms, in all material respects, to the identified criteria.

Where reviews of financial statements differ most from audits is in the limited pro-
cedures performed (limited in inquiry of management and analytical procedures) and
the review report. The objective of a review of financial statements is to enable an auditor
to state whether anything has “come to the auditor’s attention that causes the auditor
to believe that the financial statements are not prepared, in all material respects, in
accordance with an identified financial reporting framework (negative assurance).”

Sometimes the auditor may have a request for a financial statement audit based on
historical financial information, but which is not based on the financial statements as a
whole or on IFRS or the requisite national standard. An auditor may be called upon to do
special purpose reports. Sometimes there are audits that give an opinion on compliance
with legal agreements required of a company. Management or the board of directors may
request a summarized financial statement. Small businesses, which generally are not
required to comply with IFRS or a national standard required of publicly traded com-
panies, may feel that an audit based on the cash basis, an income tax basis, or a basis
required by regulatory agencies is needed.

The special purpose reports include:

1 Reports on Financial Statements Prepared in Accordance with a Comprehensive Basis
of Accounting other than International Accounting Standards or National Standards
such as:

(a) That used by an entity to prepare its income tax return.
(b) The cash receipts and disbursements basis of accounting.
(c) The financial reporting provisions of a government regulatory agency.

2 Reports on a Component of Financial Statements.

Reports on Compliance with Contractual Agreements.

4 Reports on Summarized Financial Statements.

W

The International Standard on Assurance Engagements (ISAE) 3000R establishes basic
principles and essential procedures for professional accountants in public practice for the
performance of assurance engagements on subject matters other than historical financial
information. Assurance engagements other than historical financial information have
two main components: (1) topics that apply to all assurance engagements (ISAEs
3000-3399) and (2) subject specific standards (ISAEs 3400-3699). The only subject
specific standard currently is for prospective financial statements.

Subject specific standards for assurance services on other than historical financial
information may be thought of as falling into four subject matter groups:

1 subject matter related to prospective financial statements;

2 subject mater related to non-financial information (e.g. corporate governance, statistical,
environmental);

3 subject matter related to systems and processes (e.g. corporate governance, environ-
mental management systems, and internal control (such as that required under the
Sarbanes-Oxley Act));

4 subject matter about behavior (corporate governance, compliance, and human
resources practices).



ANSWERS TO CERTIFICATION EXAM QUESTIONS

Prospective financial information means financial information based on assumptions
about events that may occur in the future. Prospective financial information can be in the
form of a forecast, a projection, or a combination of both. A “forecast” is prospective
financial information prepared on the basis of management’s best-estimate assumptions
about future events. A “projection” means prospective financial information prepared on
the basis of hypothetical assumptions about future events and management actions which
may or may not take place, such as a possible merger of two companies.

Standards that apply in all these subject matter areas are just being developed. The most
influential standards in this specific subject matter area are the Global Reporting Initiative
and the Sarbanes-Oxley internal control reporting standards. The Sarbanes-Oxley Act of
2002 (SOX) and PCAOB Audit Standard #2 require certification of internal control by the
CEO and CFO of all companies that trade on the stock exchanges in the USA including
companies headquartered outside the USA. SOX also requires that the company’s auditor
give an opinion on management’s report on internal control. Most environmental and
social reporting by large corporations follows the guidelines of the Global Reporting
Initiative (GRI) Sustainability Reporting Guidelines. These Guidelines are for voluntary
use by organizations for reporting on the economic, environmental, and social dimen-
sions of their activities, products, and services.

An accounting-related service engagement is an examination of historical financial
statements to develop a conclusion based on the criteria, but no audit opinion. The
most common of the accounting-related services non-assurance report are agreed-upon
procedures (ISRS 4400) and accounting compilation (ISRS 4410). An agreed-upon pro-
cedures engagement is an engagement in which the party engaging the professional
accountant or the intended user determines the procedures to be performed and the
professional accountant provides a report of factual findings as a result of undertaking
those procedures. The objective of a compilation engagement is for the accountant to use
accounting expertise, as opposed to auditing expertise, to collect, classify, and summarize
financial information. This ordinarily entails reducing detailed data to a manageable
and understandable form without a requirement to test the assertions underlying that
information.

e & 2

e ,: 21 Answers to Certification Exam Questions ﬂ'

L PN /
4.1 (A) The requirement is to explain the conceptual difference between the International
Standards for Assurance Engagements (ISAE) and International Auditing Standards (ISA). Answer
(A) is correct because assurance standards provide a framework for the attest function beyond
historical financial information. Choice (B) is incorrect. The independence standard is almost the
same for both assurances and audits. Choice (C) is incorrect. An attest engagement may be part
of a larger engagement (such as a business acquisition study or a feasibility study) where “invest-
ment performance statistics” are prepared. Choice (D) is incorrect. Internal control standards
apply to all assurances.

4.2 (C) The requirement is to determine what is stated in a review report. Answer (C) is correct
because financial statements reviewed by an accountant should be accompanied by a report
stating that a review consists principally of inquiries of company personnel and analytical proce-
dures applied to financial data. Choice (A) is incorrect. While a review does provide only limited
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(negative) assurance, this statement is implicit in the accountant’s review report. Choice (B) is
incorrect. Examination of client information is part of an audit engagement, not a review engage-
ment. Choice (D) is incorrect. While this statement is true, this is not stated in the accountant’s
review report.

4.3 (B) The requirement is to review the answers and find what statement or opinion is NOT in a
special purpose engagement based on Cash Receipts and Disbursements (another compre-
hensive basis of accounting). Answer (B) is correct because the auditor’s report on financial
statements prepared in conformity with a comprehensive basis of accounting other than IFRS or a
national standard would include a statement that the basis is a comprehensive basis of accounting
other than IFRS or a national standard. It would not state that the cash receipts and disburse-
ments basis is not a comprehensive basis of accounting. Choice (A) is incorrect. The auditor’s
report should include a paragraph that states the basis and refers to the note to the financial
statements that describes the basis. Choice (C) is incorrect. The auditor’s report should include a
paragraph that expresses the auditor’s opinion on whether the financial statements are presented
fairly, in all material respects, in conformity with the basis described. Choice (D) is incorrect. The
auditor’s report should state that the audit was conducted in accordance with ISAs.

4.4 (D) The requirement is the provision that allows an auditor to express an opinion on accounts
receivable (Component of Financial Statement engagement) even though the auditor has dis-
claimed an opinion on the financial statements taken as a whole. Answer (D) is correct because
even though the auditor has disclaimed an opinion on the financial statements taken as a whole,
the auditor may express an opinion on an entity’s accounts receivable balance only if the special
report on the accounts receivable is presented separately from the disclaimer of opinion on the
financial statements. Choice (A) is incorrect. The report on the accounts receivable balance should
not refer to the disclaimer of opinion on the financial statements. Choice (B) is incorrect. A special
purpose engagement report expresses an opinion on the accounts receivable balance based on an
audit of this specified element of the balance sheet. The report need not be restricted to internal
use only. Choice (C) is incorrect. A special purpose engagement report expresses an opinion on
the accounts receivable balance based on an audit of this specified element. The auditor need not
also report on the current asset portion of the entity’s balance sheet.

4.5 (D) The requirement is to state what is involved in an examination of a financial forecast (an
examination of Prospective Financial Information). Answer (D) is correct because an examination
of a financial forecast is a professional service that involves: evaluating the preparation of the
prospective financial statements and the support underlying the assumptions. Choice (A) is incor-
rect. Compiling or assembling a financial forecast based on management’s assumptions is a
compilation rather than an examination. Choice (B) is incorrect. A financial forecast may be issued
for general use. Choice (C) is incorrect. Generally the engagement is a one-time service and the
accountant assumes no responsibility to update the report for events and circumstances occurring
after the date of the report.

4.6 (A) The requirement is to find among the answers a component of an agreed-upon proce-
dures engagement. Answer (A) is correct because the practitioner's report on agreed-upon
procedures related to management’s assertion about the entity’'s compliance with specified
requirements is intended solely for the use of specified parties. Thus, the report should include a
statement of limitations on the use of the report. Choice (B) is incorrect. The report is in the form
of procedures and findings. Since the work performed is less in scope than an examination, the
accountant disclaims any opinion. Choice (C) is incorrect. The auditor does not provide any
negative assurance relative to assessment of control risk or to compliance with the specified
requirements. Choice (D) is incorrect. The report contains a statement that the sufficiency of the
procedures is solely the responsibility of the parties specifying the procedures and a disclaimer of
responsibility on the part of the accountant.



NOTES

4.7 (C) The requirement is to give the verbiage of a compilation report. Answer (C) is correct
because financial statements compiled without audit or review by an accountant, which are
expected to be used by a third party, should be accompanied by a report stating that the financial
statements have not been audited or reviewed and, accordingly, the accountant does not express
an opinion or any other form of assurance on them. Choice (A) is incorrect. The appropriate
reference to the representation of management is that a compilation is “limited to presenting in
the form of financial statements information that is the representation of management.” Choice
(B) is incorrect. This statement is part of the standard audit report; it is not applicable to an
accountant’s compilation report. Choice (D) is incorrect. It is a review, not a compilation that
consists principally of inquiries of company personnel and analytical procedures applied to
financial data.

e, 'd.m Notes

0/ )

1 “Consulting engagements employ a professional accountant’s technical skills, education, observa-
tions, experiences, and knowledge of the consulting process. The consulting process is an analytical
process that typically involves some combination of activities relating to objective-setting, fact-

work performed is only for the use and benefit of the client. The nature and scope of work is deter-

finding, definition of problems or opportunities, evaluation of alternatives, development of
recommendations including actions, communication of results and sometimes implementation and
A follow-up. Where a report is issued, it is generally in a narrative (or “long-form”) style. Generally the

www.Hesabdarg.Com

@HesabdaryCom

mined by agreement between the professional accountant and the client. Any service that meets the
definition of an assurance engagement is not a consulting engagement but an assurance engage-
ment.” Footnote 7 TAASB, 2003, Proposed International Framework for Assurance Engagements,
International Auditing and Assurance Standards Board, International Federation of Accountants,
New York, June 30.

2 Based on International Auditing and Assurance Standards Board (IAASB), 2003, Interim Terms of
Reference and Preface to the International Standards on Quality Control, Auditing, Assurance and
Related Services, “Appendix”, International Federation of Accountants, New York.

3 TAASB, 2004, “Ethics” part of the 2004 IFAC Handbook of International Auditing, Assurance, and
Ethics Pronouncements, International Federation of Accountants, New York.

4 International Audit and Assurance Standards Board (IAASB), 2003, Proposed International Standard
On Quality Control #I, “Quality Control For Audit, Assurance And Related Services Practices
Contents,” International Federation of Accountants (IFAC), New York, May.

5 International Auditing and Assurance Standards Board (IAASB), 2003, Interim Terms of Reference
and Preface to the International Standards on Quality Control, Auditing, Assurance and Related
Services, International Federation of Accountants, New York, Approved July, Revised November.

6 The new ISA 100 is derived from two standards applicable in 2003: ISA 120 “Framework of
International Standards on Auditing” and ISA 200 “Objective and General Principles Governing an
Audit of Financial Statements,” from 2004 IFAC Handbook of International Auditing, Assurance, and
Ethics Pronouncements, International Federation of Accountants, New York.

7 In the 2003 edition of the Handbook of International Auditing, Assurance, and Ethics Pronouncements,
ISA 910 was the review standard.

8 In the 2003 edition of the Handbook of International Auditing, Assurance, and Ethics Pronouncements,
ISA 800 was the standard on special purpose audit engagements.

9 IAASB, 2004, International Standard On Assurance Engagements 3000R (ISAE 3000R), “Assurance
Engagements On Subject Matters Other Than Audits Of Reviews Of Historical Financial
Information,” part of the 2004 IFAC Handbook of International Auditing, Assurance, and Ethics
Pronouncements, International Auditing and Assurance Standards Board, International Federation
of Accountants, New York.
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In the 2003 edition of the Handbook of International Auditing, Assurance, and Ethics Pronouncements,
ISA 810 was the standard on examination of prospective financial information.

Global Reporting Initiative, 2002, Sustainability Reporting Guidelines, GRI Secretariat, www.global
reporting.org, Amsterdam, Netherlands.

In the 2003 IFAC Handbook of International Auditing, Assurance, and Ethics Pronouncements, agreed-
upon procedures standards were known as ISA 920.

In the 2003 IFAC Handbook of International Auditing, Assurance, and Ethics Pronouncements,
compilation standards were known as ISA 930.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Framework for Assurance Engagements, para. 11, International Auditing and Assurance
Standards Board, International Federation of Accountants, New York.

Committee of Sponsoring Organizations of the Treadway Commission (COSO), 1992, Internal Control
— Integrated Framework, American Institute of Certified Public Accountants, Jersey City, New Jersey.
IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Framework for Assurance Engagements, para. 27, International Auditing and Assurance
Standards Board, International Federation of Accountants, New York.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Standard On Assurance Engagements 3000R (ISAE 3000R), “Assurance Engagements On
Subject Matters Other Than Historical Financial Information,” para. 49, International Auditing and
Assurance Standards Board, International Federation of Accountants, New York, November.

In the 2003 edition of the Handbook of International Auditing, Assurance, and Ethics Pronouncements,
ISA 910 was the review standard.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Standards on Review Engagements 2400, “Engagements to Review Financial Statements,”
para. 26, International Federation of Accountants, New York.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Standards on Review Engagements 2400, “Engagements to Review Financial Statements,”
Appendix 1, International Federation of Accountants, New York.

In the 2003 edition of the Handbook of International Auditing, Assurance, and Ethics Pronouncements,
ISA 800 was the special purpose engagement standard.

Special purpose engagements are presently based on standards in the 2004 IFAC Handbook Of
International Auditing, Assurance, and Ethics Pronouncements, International Standards on Auditing
800, “The Auditor’s Report on Special Purpose Engagements,” para. 1, International Federation of
Accountants, New York.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements,
International Standards on Auditing 800, “The Auditor’s Report on Special Purpose Engagements,”
para. 5, International Federation of Accountants, New York.

lustrations 4.7 A and B are from 2004 IFAC, Handbook of International Auditing, Assurance, and
Ethics Pronouncements, International Standards on Auditing 800, “The Auditor’s Report on Special
Purpose Engagements,” Appendix 1, International Federation of Accountants, New York.

Adapted and reprinted with permission from AICPA. Copyright © 2000 & 1985 by American
Institute of Certified Public Accountants.

Mlustration 4.8 is from 2004 IFAC, Handbook of International Auditing, Assurance, and Ethics
Pronouncements, International Standards on Auditing 800, “The Auditor’s Report on Special
Purpose Engagements,” Appendix 2, International Federation of Accountants, New York.
Mlustration 4.9 is from 2004 IFAC, Handbook of International Auditing, Assurance, and Ethics
Pronouncements, International Standards on Auditing 800, “The Auditor’s Report on Special
Purpose Engagements,” Appendix 3, International Federation of Accountants, New York.
lustration 4.10 is from 2004 IFAC, Handbook of International Auditing, Assurance, and Ethics
Pronouncements, International Standards on Auditing 800, “The Auditor’s Report on Special
Purpose Engagements,” Appendix 4, International Federation of Accountants, New York.
Prospective financial information is presently based on standards in 2004 IFAC, Handbook of
International Auditing, Assurance, and Ethics Pronouncements, International Standards on Auditing
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NOTES

810, “Examination of Prospective Financial Information,” International Federation of Accountants,
New York.

Public Company Accounting Oversight Board (PCAOB), 2003, PCAOB Release No. 2003-017,
“Proposed Auditing Standard — An Audit Of Internal Control Over Financial Reporting Performed
In Conjunction With An Audit Of Financial Statements,” PCAOB, Washington, DC, October 7.
Global Reporting Initiative, 2002, Sustainability Reporting Guidelines, GRI Secretariat, www.global
reporting.org, Amsterdam, Netherlands.

Social Accountability 8000 has been developed under the auspices of the Council on Economic
Priorities Accreditation Agency (CEPAA) to promote socially responsible production. The CEPAA
developed SA 8000 in 1998 in accordance with 12 International Labor Organization conventions and
UN human rights treaties. CEPAA accredits independent audit firms to monitor conformity to the
SA 8000 Standard (www.cepaa.org).

International Labor Organization, C138, Minimum Age Convention, 1973, Art. 2 paragraph 4.
WBCSD is a coalition of some 140 international companies united by a shared commitment to
sustainable development, i.e. environmental protection, social equity and economic growth
(www.wbcsd.ch).

Eco-Management and Audit Scheme was adopted by the European Council on June 29, 1993 and
allows voluntary participation by companies in the industrial sector. The aim of the scheme is to
promote continuous environmental performance improvements of industrial activities by commit-
ting sites to evaluate and improve their own environmental performance (www.europe.eu.int/
comm/environment/emas/intro_en.htm.

ISO 14001, published in 1996, offers a common, harmonized approach for organizations to achieve
and demonstrate sound environmental performance. The main objective of ISO 14001 is to help
organizations manage the environmental aspects and impacts of their operations while working
toward continual improvement.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements,
International Standards on Assurance Engagements 3400 (ISAE 3400), “The Examination of
Prospective Financial Information,” para. 27, International Federation of Accountants, New York.
Mlustration 4.7 is from 2004 IFAC, Handbook of International Auditing, Assurance, and Ethics
Pronouncements, International Standards on Assurance Engagements 3400 (ISAE 3400), “The
Examination of Prospective Financial Information,” paras. 29 and 30, International Federation of
Accountants. New York.

Adapted and reprinted with permission from AICPA. Copyright © 2000 & 1985 by American
Institute of Certified Public Accountants.

US Securities and Exchange Commission (SEC), 2003, Rel. No. 33-8238, Section II. A (1), Final Rule:
Management’s Reports on Internal Control Over Financial Reporting and Certification of Disclosure in
Exchange Act Periodic Reports, SEC, June 5.

US Securities and Exchange Commission (SEC), 2003, Final Rule: Management’s Reports on Internal
Control Over Financial Reporting and Certification of Disclosure in Exchange Act Periodic Reports, Rel.
No. 33-8238, Section II. B (3), SEC, June 5.

Management must state whether or not the company’s internal control over financial reporting
is effective. A negative assurance statement indicating that nothing has come to management’s
attention to suggest that the company’s internal control over financial reporting is not effective will
not be acceptable.

For the purposes of these standards, a “material weakness” is defined the same as in US GAAS
Statement on Auditing Standards No. 60 (codified in Codification of Statements on Auditing
Standards AU §325) as a reportable condition in which the design or operation of one or more of the
internal control components does not reduce to a relatively low level the risk that misstatements
caused by errors or fraud in amounts that would be material in relation to the financial statements
being audited may occur and not be detected within a timely period by employees in the normal
course of performing their assigned functions.

Final rules also require a company to file, as part of the company’s annual report, the attestation
report of the registered public accounting firm that audited the company’s financial statements.
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Public Company Accounting Oversight Board (PCAOB), 2004, PCAOB Release No. 2004-001,
“Auditing Standard #2 — An Audit Of Internal Control Over Financial Reporting Performed In
Conjunction With An Audit Of Financial Statements,” PCAOB, Washington, DC, March 9.

See Sections 103(a)(2)(A)(iii)(I), (II) and (III) of the Sarbanes-Oxley Act.

PCAOB, 2003, PCAOB Release No. 2003-017, “Proposed Auditing Standard — An Audit of Internal
Control over Financial Reporting Performed in Conjunction with an Audit of Financial Statements”,
p- A-65 — standard, example A-1, PCAOB, Washington DC, October 7.

Kolk, A., 2000, “Verificatie van milieuverslagen (Verification of Environmental Reports)
Maandblad voor Accountancy en Bedrijfseconomie, pp. 363—375, September.

Extract from the Royal Dutch Shell Report, 2002, Environment, Economic and Social Performance
Report. Used with permission from Shell International BV and PricewaterhouseCoopers LLP.
Global Reporting Initiative, 2002, Sustainability Reporting Guidelines, GRI Secretariat, www.global
reporting.org, Amsterdam, Netherlands.

GRI uses the term “sustainability reporting” synonymously with citizenship reporting, social reporting,
triple-bottom line reporting and other terms that encompass the economic, environmental, and social
aspects of an organization’s performance.

Extract from the Royal Dutch Shell Report, 2002, Environment, Economic and Social Performance
Report. Used with permission from Shell International BV and PricewaterhouseCoopers LLP.
IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Framework for Assurance Engagements, International Auditing and Assurance Standards
Board, International Federation of Accountants, New York.

In the 2003 edition of the Handbook of International Auditing, Assurance, and Ethics Pronouncements
ISA 930 was the standard on compilations.

In the 2003 edition of the Handbook of International Auditing, Assurance, and Ethics Pronouncements
ISA 920 was the standard on agreed-upon procedures.

According to Paragraph 11 of the Assurance Framework: An assurance engagement performed by a
practitioner must exhibit all of the following elements, (1) A three party relationship involving: a
practitioner, a responsible party; and the intended users; (2) A subject matter; (3) Suitable criteria;
(4) Evidence; and (5) An assurance report.

Based on 2004 IFAC, Handbook of International Auditing, Assurance, and Ethics Pronouncements,
International Standards on Related Services 4400 (ISRS 4400), “Engagements To Perform Agreed-Upon
Procedures Regarding Financial Information”, International Federation of Accountants, New York.
However, if, in the judgment of the professional accountant, the procedures agreed to be performed
are appropriate to support the expression of a conclusion that provides a level of assurance on the
subject matter, then that engagement becomes an assurance engagement governed by the
International Standards on Assurance Engagements and the Assurance Framework.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Standards on Related Services 4400 (ISRS 4400), “Engagements To Perform Agreed-Upon
Procedures Regarding Financial Information”, para. 9, International Federation of Accountants,
New York.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Standards on Related Services 4400 (ISRS 4400), “Engagements To Perform Agreed-Upon
Procedures Regarding Financial Information”, para. 18, International Federation of Accountants,
New York.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Standards on Related Services 4400 (ISRS 4400), “Engagements To Perform Agreed-Upon
Procedures Regarding Financial Information”, para. 7, International Federation of Accountants,
New York.

Adapted and reprinted with permission from AICPA. Copyright © 2000 & 1985 by American
Institute of Certified Public Accountants.

IFAC, 2003, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Standards on Auditing 920, “Engagements To Perform Agreed-Upon Procedures”,
Appendix 2, International Federation of Accountants, New York.
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NOTES

Based on 2004 IFAC, Handbook of International Auditing, Assurance, and Ethics Pronouncements,
International Standards on Related Services 4410 (ISRS 4410), “Engagements To Compile Financial
Statements,” International Federation of Accountants, New York.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Standards on Related Services 4410 (ISRS 4410), “Engagements To Compile Financial
Statements,” para. 7, International Federation of Accountants, New York.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Standards on Related Services 4410 (ISRS 4410), “Engagements To Compile Financial
Statements”, para. 18, International Federation of Accountants, New York.

IFAC, 2003, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Inter-
national Standards on Auditing 930, “Engagements To Compile Financial Statements”, Appendix 2,
International Federation of Accountants, New York.

Adapted and reprinted with permission from AICPA. Copyright © 2000 & 1985 by American
Institute of Certified Public Accountants.
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4.2

4.3

4.4
4.5
4.6

4.7

4.2

Questions, Exercises and Cases

QUESTIONS

International Framework for Auditor Services

4.1 What are audit related services? List the major categories (except for consulting) of
auditor’s services.

4.2 Name IAASB’s two engagement frameworks and the audit and practice standards that
apply to these two frameworks.

Elements of an Assurance Engagement

4.3 Define subject matter. Give some examples of common subject matter in assurance and
related service engagements.

4.4 What is an assurance engagement? Name the five elements exhibited by all assurance
engagements.

General Considerations in An Assurance Engagement

4.5 What are the basic elements required to be included in the assurance report according to
International Standards on Assurance Engagements 20007?
4.6 Are the criteria given in the assurance report always based on established criteria? Explain.

Audits and Reviews of Historical Financial Information

4.7 What are the assurance engagements that have as their subject matter historical financial
information? Discuss the differences between these assurance engagements.
4.8 Discuss the three basic opinions an auditor can have on a review engagement.

Assurance Engagements Other than Historical Financial Information

4.9 Describe what is meant by “prospective financial information.” Give some examples of
when a prospective financial information report might be used.
4.10 What must auditors cover in their internal control report under the PCAOB standards?

Related Services

4.11 How does the related services framework differ from the assurance framework?
4.12 In an agreed-upon procedures engagement what matters generally have to be agreed
between auditor and management?

PROBLEMS AND EXERCISES

International Framework for Auditor Services

4.13 Summarize in your own words lllustration 4.1. The Structure of IAASB’s Technical
Pronouncements.

4.14 Halmtorvet, a Copenhagen, Denmark, company that manufactures security devices, has
contacted Christian Jespersen, Statautoriseret Revisor, to submit a proposal to do a
financial statement audit. Halmtorvet was a bit taken aback when they saw the cost of
the financial statement audit, even though the fees were about average for an audit of a
company Halmtorvet's size. Halmtorvet's board of directors determined that the company
could not afford to pay that price.



QUESTIONS, EXERCISES AND CASES

Required:
A. Discuss the alternatives to having a financial statement audit.
B. What should Halmtorvet consider when choosing the assurance service?

4.3 Elements of an Assurance Engagement

4.15 Kolitar Corporation offers a unique service to telecommunication companies in South
America. For a fee they will review the telecom’s telephone transactions for calls from
outside their country that might originate illegally from inside their country.

Required:
Use the five elements exhibited by all assurance engagements to prove that Kolitar's work is
an assurance engagement.

4.4 General Considerations in An Assurance Engagement

4.16 Discuss the differences between assurance conclusions expressed in the positive
(reasonable assurance) form, versus the negative (limited assurance) form. Give examples
of assurance engagements that generally use the positive form; and then examples that
use the negative form.

4.5 Audits and Reviews of Historical Financial Information
4.17 List the four special purpose engagements and give some examples of each.

4.18 Using lllustrations 4.7 through 4.10, compare Reports on Financial Statements Prepared in
Accordance with a Comprehensive Basis of Accounting other than International Accounting
Standards or National Standards, Reports on a Component of Financial Statements,
Reports on Compliance with Contractual Agreements, and Reports on Summarized Financial
Statements:

A. Using the first (introductory) paragraph as the basis of comparison.
B. Using the second (scope) paragraph as the basis of comparison.
C. Using the third (opinion) paragraph as the basis of comparison.

4.6 Assurance Engagements Other than Historical Financial Information

4.19 Haruspex is a new consulting company. They specialize in analysis of the market and
process of producing sellable products from industrial waste. They have asked Sophia
Coronis, SOL, to prepare an examination of prospective financial information report of the
prospective company financial statements for the first two years. This will be presented to
Apollo Bank as part of a loan request.

Required:
A.  What type of report would Coronis prepare — forecast or projection?
B. Draft the report for Apollo Bank.

4.20 Diamond Jousts, a UK Limited Company, is traded on the American Stock Exchange as
American Depository Receipts (ADRs). They hire Lancelot, Elaine, and Guinevere, Chartered
Accountants, to prepare an internal control report to meet Sarbanes-Oxley requirements.

Required:

A. What should the report of management contain?

B. Draft an unqualified opinion on management’s assessment of the effectiveness of
internal control for the CA firm.
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4.7 Related Services

4.21 Da Xing Fan, CPA, is engaged by the management of Ky-lin, a non-public company, to
review the company’s financial statements for the year ended February 28, 20XX.

Required:

A.
B.

Discuss the content of the report on a review of financial statements.
Summarize Fan’s responsibilities if she finds the financial statements contain a material
departure from IFRS.

4.22 The following list describes seven situations certified accountants may encounter, or conten-
tions they may have to deal with, in their association with and preparation of unaudited
financial statements. Briefly discuss the extent of the certified accountant’s responsibilities
and, if appropriate, the actions they should take to minimize any misunderstandings. Mark
your answers to correspond to the letters in the following list.

A.

Armando Almonza, CP, was engaged by telephone to perform accounting work including
the compilation of financial statements. The client believes that the Almonza has been
engaged to audit the financial statements and examine the records accordingly.
A group of investors who own a farm that is managed by an independent agent engage
An Nguyen, CPA to compile quarterly unaudited financial statements for them. Nguyen
prepares the financial statements from information given to her by the independent
agent. Subsequently, the investors find the statements were inaccurate because their
independent agent was embezzling funds. They refuse to pay the Nguyen’s fees and
blame her for allowing the situation to go undetected, contending that the CPAs should
not have relied on representations from the independent agent.
In comparing the trial balance with the general ledger, Thynie Pukprayura, CPA, finds an
account labeled Audit Fees in which the client has accumulated the his CPA firm’s
quarterly billings for accounting services including the compilation of quarterly unaudited
financial statements.
Unaudited financial statements for a public company were accompanied by the
following letter of transmittal from Franz Ravel, Expert Comptable:
We are enclosing your company’s balance sheet as of June 30, 20X1, and the related
statements of income and retained earnings and cash flows for the six months then
ended to which we have performed certain auditing procedures.
To determine appropriate account classification, Jose Torres, CP Titulado, examined a
number of the client’s invoices. He noted in his working papers that some invoices
were missing, but did nothing further because it was felt that the invoices did not affect
the unaudited financial statements he was compiling. When the client subsequently
discovered that invoices were missing, he contended that the Torres should not have
ignored the missing invoices when compiling the financial statements and had a
responsibility to at least inform him that they were missing.
Omar El Qasaria, CA compiled a draft of unaudited financial statements from the client’s
records. While reviewing this draft with their client, El Qasaria learned that the land and
building were recorded at appraisal value.
Tomoko Nakagawa, CPA, is engaged to compile the financial statements of a non-public
company. During the engagement, Nakagawa learns of several items for which IFRS
would require adjustments of the statements and note disclosure. The controller agrees
to make the recommended adjustments to the statements, but says that she is not
going to add the notes because the statements are unaudited.



CASE

QUESTIONS, EXERCISES AND CASES

4.23 British Airways, ENI, ING, Novartis, Norsk Hydro, Shell, Statoil, Volkswagen, Body Shop, and
Novo Nordisk are companies that produce annual sustainability verification statements.

Required:

A. Chose two of the companies listed above.

B. Download a copy of their sustainability verification statements from their websites.
C. Compare the two reports on the basis of GRI guidelines:

o WN PP

. Vision and Strategy

. Profile

. Governance Structure and Management Systems
. GRI Content Index

. Performance Indicators.
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Learning Objectives

After studying this chapter, you should be able to:

1
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Explain what is meant by client acceptance.

Describe the seven primary procedures involved in the client acceptance
process.

Understand the main reasons for obtaining an understanding of client’s
business and industry.

Know the sources of client information and the methods for gathering the
information.

Discuss the ethical and competency requirements of the audit team.
Know what is required in using the work of another auditor.
Understand the auditor’s responsibility in using the work of an expert.

Describe the procedures for communicating with an existing (predecessor)
auditor.

Know the contents of a client audit engagement proposal.

Express the differences between items covered in an audit engagement
proposal to existing clients and one for new clients.

Explain on what basis audit fees are negotiated.

Understand what an audit engagement letter includes and why its contents
are important.

Describe the differences between items covered in an audit engagement
proposal to existing clients and one for new clients.
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The client acceptance phase of the audit has two objectives:

1 examination of the proposed client to determine if there is any reason to reject the
engagement (acceptance of the client);
2 convincing the client to hire the auditor (acceptance by the client).

The procedures to acceptance of the client are: acquiring knowledge of the client’s
business; examination the audit firm’s ethical requirements and technical competence;
possible use of other professionals (including outside specialist) in the audit; communi-
cation with the predecessor auditor; preparation of client proposal; assignment of staff
and the submission of the terms of the engagement in the form of an audit engagement
letter. See Illustration 5.1.

ILLUSTRATION 5.1

Standard Audit Process Model — Phase | Client Acceptance

Objective Determine both acceptance of a client and acceptance by a client.
Decide on acquiring a new client or continuation of relationship with an
existing one and the type and amount of staff required.

Procedures 1 Evaluate the client’s background and reasons for the audit [sec. 5.3].

2 Determine whether the auditor is able to meet the ethical require-
ments regarding the client [sec. 5.4].

3 Determine need for other professionals [sec. 5.5].

4 Communicate with predecessor auditor [sec. 5.6].

5 Prepare client proposal [sec. 5.7].

6 Select staff to perform the audit.

7 Obtain an engagement letter [sec. 5.8].

An auditor must exercise care in deciding which clients are acceptable. An accounting
firm’s legal and professional responsibilities are such that clients who lack integrity can
cause serious and expensive problems. Some auditing firms refuse to accept clients in
certain high-risk industries. For example, in the USA and Northern Europe during the
1990s many large auditing firms were very careful when accepting audit engagements of
financial institutions after the legal judgments and fines resulting from audits of Lincoln
Savings, Standard Charter Bank, and International Bank of Credit and Commerce
(BCCI). At the beginning of the twenty-first century, there were great problems in the
energy business (Enron, Dynergy, Pacific Gas and Electric, the State of California), the
telecommunications industry (WorldCom, Global Crossing, Qwest), and health care
(Health South, ImClone), and even in old-line industries such as retailing (K-mart,
Ahold) and food products (Parmalat).
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B Audit Clients

The client — audit firm relationship is not a one-way street where the audit firm evaluates
the client and then, judging the client “acceptable”, sends out an engagement letter
closing the deal. The market for audit services is competitive and, just like in any other
business, there are highly desirable clients with whom any audit firm would like to have
an audit relationship. Although not always the case, audit firms prepare and submit
engagement proposals to many of their (potential) clients, especially the large ones.

Il Steps in the Client Acceptance Process

The next section in this chapter discusses the importance of obtaining a preliminary
understanding of the client, in order to both evaluate the client’s background and the
risks associated with accepting the engagement. There must also be an understanding of
the auditors’ relationship to the client to enable the auditor to consider if the ethical and
professional requirements (independence, competence, etc.) typical to the specific
engagement can be met. That is the second step in the client acceptance process.

The balance of the chapter concerns acceptance by the client (called responsible party
in assurance services terms). Here we discuss competition and audit market; cost
considerations; and quality of audit services. The audit firm must write and present to the
client an engagement proposal (some auditors consider this a beauty contest). The
chapter also discusses the components of a client engagement proposal for existing and
new clients; and briefly discusses the International Standard Organization (ISO) quality
control standard 9000 and how that applies to an auditing firm and its engagement
services.

% ,& Evaluate the Client’s Background

B

The auditor should obtain a knowledge of the client’s business that is sufficient to enable
him to identify and understand the events, transactions, and practices that may have a
significant effect on the financial statements or on the audit report.' Main reasons for
obtaining this understanding are (1) to evaluate the engagement risks associated with
accepting the specific engagement and (2) to help the auditor in determining whether all
professional and ethical requirements (including independence, competence, etc.)
regarding this client can be met.

Auditors do not just obtain knowledge of the client preliminary to the engagement,
during the client acceptance phase (Phase I of the audit process model). Once the engage-
ment has been accepted, auditors will do a more extensive search for knowledge of the
client, its business and industry in the planning phase (Phase II of the model — see
Chapter 6 Understanding the Entity, Risk Assessment and Materiality).

Auditors may do a preliminary examination of both new and existing clients by visiting
their premises, reviewing annual reports, having discussions with client’s management
and staff, and accessing public news and public information databases, usually via the
internet. If the client is an existing one, prior years’ working papers should be reviewed.
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If the client is new, the auditor should consult prior auditors and increase the preliminary
information search. (See Illustration 5.2.)

ILLUSTRATION 5.2

Sources of Information for Client Evaluation

Publicly Audit Information
available firm from
information experience client
' N N N\
Method: Method: Method:
Search (1) Media and Review (1) Review client
government databases documentation, documentation
(2) Client, Industry, discuss with client (2) Discussions with
and government lawyer, banker, prior staff and management
websites audit manager Ex .
amples:
Examples: Examples: Client press releases,
ABI inform, Prior workpapers, minutes important
Lexis/Nexis, sec.gov, client financials meetings, government
commerce.gov, NG / correspondence,
IBM.com, people associated
finance.yahoo.com, with entity, internal
Www.riaa.com, audit personnel,
aicpa.org employees,
. J management
N\ J

Certification Exam Question 5.12

Which of the following factors would be most likely to cause a professional auditor in
public practice to decline a new audit engagement?

(A) The prospective client has already completed its physical inventory count.

(B) The auditor lacks an understanding of the prospective client’s operations and
industry.

(C) The auditor is unable to review the predecessor auditor's working papers.

(D) The prospective client is unwilling to make all financial records available to the
auditor.

Auditors get their information about an audit client from three basic sources: their
experience with the client, publicly available information, and from the client themselves.
Methods used to assess the information varies from database search for public
information to discussions with staff and management at the client entity. (See
Illustration 5.2.)
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M Topics of Discussion

Discussions with client’s management and staff is important to evaluate governance,
internal controls and possible risks. These discussions might include such subjects as:

changes in management, organizational structure, and activities of the client;

current government regulations affecting the client;

current business developments affecting the client such as social, technical and
economic factors;

current or impending financial difficulties or accounting problems;

susceptibility of the entity’s financial statements to material misstatement due to error
or fraud;

existence of related parties;

new or closed premises and plant facilities;

recent or impending changes in technology, types of products or services and
production or distribution methods;

changes in the accounting system and the system of internal control.

M New Client Investigation

Before accepting a new client an audit firm will do a thorough investigation to determine
if the client is acceptable and if the auditor can meet the ethical requirements of
independence, specific competence, etc.

Other sources of information include interviews with local lawyers, other CPAs, banks
and other businesses, although many of them, depending on local circumstances, might
be bound by obligations of confidentiality. Sometimes the auditor may hire a professional
investigator or use its forensic accounting department to obtain information about the
reputation and background of the key members of management. If there has not been a
previous auditor, more extensive investigation may be undertaken.

M Continuing Clients

Many auditing firms evaluate existing clients every year. In addition to the research
discussed above, the auditor will consider any previous conflicts over scope of the audit,
type of opinion and fees, pending litigation between the audit firm and client, and
management integrity. (See Illustration 5.3.) These four factors strongly influence
whether the relationship will continue. For continuing engagements, the auditor would
update and re-evaluate information gathered from the prior years’ working papers. The
auditor should also perform procedures designed to identify significant changes that have
taken place since the last audit.

The auditor may also choose not to continue conducting audits for a client because he
feels excessive risk is involved. For example, there may be regulatory conflict between a
governmental agency and a client which could result in financial failure of the client and
perhaps ultimately lawsuits against the auditor. It may be that the auditor feels that the
industry (such as financial services) offers more risk than is acceptable to the specific
auditor.
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ILLUSTRATION 5.3

Three Major Influences on the Continuance of the Relationship

Previous conflicts over scope Whether there is any
of the audit, type of opinion pending litigation between
and fee client and auditor

\ /

Client —e=———> Auditor
relationship

Serious doubts about the integrity
of client’s management

Resona, the Auditor, and Japan’s Banking Industry

Concept An auditor must consider company and industry background before accepting an audit
client.
Story “Auditors shouldn’t be allowed to act like God,” said Hideyuki Aizawa, a senior member of

Japan’s major political party the LDP. “Resona should be the first and last time this
happens.” Mr. Aizawa’s comments came in reaction to the government’s decision to inject
Y2,000 billion ($17 billion, £10.4 billion) into Resona after auditors found that Japan’s fifth
largest bank was badly undercapitalized. (Pilling 2003)

The Resona filing was the first-ever test of emergency assistance under the Deposit
Insurance Law. Resona had already received around Y1,000bn ($8.5bn) from the
government in two previous rounds of fund injections. (Nikkei Weekly 2003)

Auditor Says No

Shin Nihon, one of Japan’s Big Four accounting firms, in effect forced Resona to seek
government help by refusing to accept the bank’s estimate of how much deferred tax assets
it should be allowed to include as capital. This was after co-auditor Asahi & Co refused
to sign off on the banks accounts. Shin Nihon’s move stunned the Japanese business
community, which had been accustomed to more lenient treatment from auditors.

Troubles at Resona

Resona Bank was created after the integration of Daiwa Bank and Asahi Bank, and began
operating March 3, 2003. Neither bank wanted to merge, but both were forced to do so by >
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Resona, the Auditor, and Japan’s Banking Industry (continued)

the combined efforts of the Ministry of Finance and the Financial Services Agency, which
were overseeing the consolidation of Japan’s banking industry from 13 large lenders to five
mega-lenders. (Ibison 2003)

Resona admitted that its capital-adequacy ratio (i.e. its capital divided by its assets,
weighted by risk) had fallen to around 2 percent, half the required minimum for domestic
banks that do not have international operations.

Resona’s Tier 1 capital comprised 70 percent deferred tax assets (DTAs) according to
Moody’s Investors Service, the credit rating company. This compares with about 40 percent
at Japan’s four other largest banks — Mizuho, SMFG, MTFG and UFJ — and is enormous
compared with US regulations, which limit banks to using DTAs of just 10 percent of their
capital. (Ibison 2003)

Deferred tax assets are generated through the losses from taxable bad-loan write-offs by
entities such as banks. The losses can be set off against future taxable income. Since the tax
burden on the bank is effectively reduced, the deferred amount is counted toward the
entity’s shareholders’ equity.

Combined with the dual pressures of a more strict calculation of its non-performing
loans and exposure to a declining stock market, the circumstances for Resona’s bailout were
created. Their solvency was also affected by participation in government development
schemes.

Japan’s Banking Industry in Early 2004

Resona is an example of the problems that are occurring in the Japanese banking industry.
Other major banks staved off a crisis in March 2003 by procuring more than 2 trillion yen
in capital from the government, but by year end 2003, they still needed to bolster their
capital bases.

At that time Japan’s seven biggest banks held around Y6,510 billion ($60.5 billion) as
deferred tax assets. Mizuho Holdings held over Y1,500 billion in net deferred tax assets —
accounting for over 41 percent of its tier 1 capital — even though it reduced them by 22
percent in March and December 2003. Bank of Mitsubishi-Tokyo Group and Sumitomo
Trust Bank have made similar-sized efforts to reduce their deferred tax assets, which at
the beginning of 2004 accounted for 30 percent and 26 percent of their tier 1 capital,
respectively. Mitsui-Sumitomo Banking Group, Mitsui Trust and UFJ Holdings made
virtually no effort to reduce their deferred tax asset levels, cutting them by just single-digit
percentage amounts. The most worrying in early 2004 was Mitsui Trust, with deferred tax
assets accounting for 77 percent of its capital. (Accountant 2003)

Discussion If Shin Nihon will not audit Resona in 2004, what concerns would a replacement auditor
Questions have?
What kind of industry risks would be encountered by audit firms wishing to audit a Japanese
bank in 2004?
References The Accountant, 2003, “Japan’s top seven banks slash deferred tax assets by 18 percent,” December 31.
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Based on the evaluation obtained regarding the background of the client, the auditor
should determine whether all ethical requirements, as discussed in Chapter 3, Ethics for
Professional Accountants can be met with regard to the specific engagement. Probably the
most important procedure in this step of the engagement acceptance process is verifica-
tion of the auditor’s independence. Given the facts and circumstances identified in the
client evaluation phase, a determination is made whether the auditor and the audit team
collectively possess the specific competence required to deal with the issues that the
auditor is likely to encounter in the audit.

This audit team evaluation is also important for step six in the client acceptance process
— selecting staff to perform the audit.

Concept and a Company 5.2 :‘

New Client Acceptance — Penn Square Bank

Concept Evaluation of a client and the audit firm for client acceptance.

Story In late November 1981, without prior warning, B.P “Beep” Jennings, CEO of Penn Square
Bank notified Harold Russell, managing partner of audit firm Arthur Young Oklahoma
City, that Peat Marwick would be the new auditor for the bank’s 1981 financial statements.
For the years ending December 31, 1976, through December 31, 1979, Penn received
unqualified (clean) opinions from Arthur Young (predecessor of Ernst & Young). In 1980,
Arthur Young issued a qualified opinion on Penn Square’s financial statements stating that
the auditors were unable to satisfy themselves “as to the adequacy of the reserve for possible
loan losses.”

Penn Square Bank — Loans to Wildcatters

Penn Square Bank, an Oklahoma City, USA, bank named for a shopping mall, served small
business and residents of the surrounding community until 1974 when the bank was
acquired by Jennings. From that date onward, the bank expanded its deposit base by
offering interest rate premiums on “jumbo” bank certificates of deposit that carried interest
rates 25 to 150 basis points above prevailing market rates.

The money deposited was loaned to the highest risk oil and gas speculators (“wild-
catters”). Because of the rapid growth in their loan portfolio that doubled the bank’s assets
every two years from 1976 to 1982, they joint-ventured the loans with major metropolitan
banks around the country. Penn Square performed all necessary administrative functions
for these loans, including obtaining appraisals and engineering estimates of oil reserves.

Oil and gas prices worldwide plummeted in 1980. Many of the Penn Square-backed
exploration ventures were aimed at recovering oil and gas from the deepest reservoirs,
which, because of large exploration costs, were not economically feasible when the price of
crude oil dropped.

Also in 1980, the bank’s large profits and rapidly increasing high-risk loan volume caused
an investigation by the US Office of the Comptroller of the Currency (OCC) federal bank
examiners. The investigation uncovered numerous violations of banking laws by Penn
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New Client Acceptance — Penn State Bank (continued)

Square, including insufficient liquidity, inadequate capital, and poor loan documentation.
In late 1980, the OCC forced the bank’s directors to sign an “administrative agreement” that
required them to take remedial measures to correct these problems. (Knapp 2001)

Qualified Opinion — Management Not Pleased

Russell reported (US Congress 1982) that there were loan considerations that led to the
qualification of the 1980 audit opinion. The bank’s loan documentation practices had
deteriorated between 1979 and 1980. Many loans did not have current engineering reports
documenting oil reserves. Other loans had engineering reports that did not include an
opinion of the engineer or did not list the assumptions used in estimating the reserves.
When Russell discussed these problems with client management they were “not pleased.”

Peat Marwick Steps In

Peat Marwick officials testified (US Congress 1982) that their firm made the standard
inquiries required of predecessor auditor Arthur Young. Arthur Young responded to these
inquiries by stating that its relationship with Penn Square Bank had been “free of significant
problems.” However, Arthur Young did bring to Peat Marwick’s attention the qualified
opinion that it had issued on Penn Square’s 1980 financial statements.

Jim Blanton, the managing partner of Peat Marwick’s Oklahoma City office, told the US
Congress committee (US Congress 1982) that several members of his firm were well-
acquainted with Penn Square’s top executives. Peat Marwick disclosed that several
Oklahoma City partners had previously obtained more than $2 million in loans and a $1
million line of credit from Penn Square. To resolve a possible independence problem an
agreement reached between the two parties required Penn Square to “fully participate out”
(sell) the loans and the line of credit to other banks.

The results of the Peat Marwick’s 1981 Penn Square audit were an unqualified (clean)
opinion. On July 5,1982, bank examiners from the Federal Deposit Insurance Corporation
(FDIC) locked the doors of the Penn Square Bank. The more than $2 billion in losses
suffered by Penn Square, its affiliated banks, uninsured depositors, and the FDIC insurance
fund made this bank failure the most costly in US history at the time.

Discussion When Penn Square Bank replaced Arthur Young in late 1980, what concerns should have
Questions been apparent to any proposed new auditor?
What independence issues were at stake for the new auditor Peat Marwick?

References Knapp, M., 2001, “Penn State Bank,” Contemporary Auditing Real Issues & Cases, South Western
College Publishing, Cincinnati, Ohio.
US Congress, 1982, House Committee on Banking, Finance and Urban Affairs, Penn Square Bank
Failure, Part 1, US Government Printing Office, Washington, DC.

M Independence

The auditor will ensure that the members of the auditor team as well as the entire audit
firm meet the relevant independence requirements (see Chapter 3 Ethics for Professional
Accountants). This will require procedures to check personal financial investments of
partners and employees and the business relationships with the potential audit client.
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He should review the non-audit services his audit firm are providing or have recently
been providing to this potential client.

IFAC’s Code of Ethics for Professional Accountants in a commentary on fees® suggests
independence is jeopardized if fees due from a client for professional services remain
unpaid for an extended period of time. There is a threat to independence if a substantial
part of what is owed is not paid before the issue of the report of the auditor for the
following year.

M Litigation and Independence

Another influence on the continuance of the relationship is whether there is any pending
litigation between client and auditor. If the client is involved in litigation with the auditor,
to continue to audit the client could jeopardize independence.* The commencement by a
client or other third party of proceedings against the auditor would compromise inde-
pendence. The commencement of litigation by the auditor alleging, for example, fraud or
deceit by the officers of a company, or substandard performance of the client’s audit by
the accountant, would also impair independence. On the other side of the legal fence,
acting as an advocate on behalf of an assurance client in litigation or in resolving disputes
with third parties is an “advocacy threat” to independence.’

M Specific Competencies

The issue of specific competence needs specific consideration in the light of client evalu-
ation in the previous step of the engagement process. On the basis of the specific circum-
stances of the client and its industry, the auditor should determine if the necessary
expertise regarding the industry, specific GAAP issues, or certain non-audit skills are
available to the audit team.

Audit team members must have a degree of technical training and proficiency required
in the circumstances. There should be sufficient direction, supervision and review of
work at all levels in order to provide reasonable assurance that the work performed meets
appropriate standards of quality. There is a preference for year-to-year continuity in
staffing.

Consideration of whether the firm has the competencies and resources to undertake a
new engagement includes reviewing existing partner and staff competencies, for:°

knowledge of relevant industries or subject matters;

experience with relevant regulatory or reporting requirements, or the ability to gain the
necessary skills and knowledge in an effective manner;

ability to complete the engagement within the reporting deadline;

understanding and practical experience of similar engagements;

appropriate technical knowledge, including relevant information technology knowledge;
ability to apply professional judgment.

M Partner Rotation

In some countries audit partners must be rotated every specified number of years. In the
European Union Guideline (see Chapter 3 Ethics for Professional Accountants) audit
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Concept and a Compa

partners should rotate once every seven years. The Sarbanes-Oxley Act of the USA
requires that audit partners rotate at least every five years.

M IAPS on Group Audit

An International Auditing Practice Statement (IAPS), “The Audit of Group Financial
Statements”” provides practical assistance to auditors in applying ISAs to the audit of
group financial statements.

Finally, on the basis of the competence analysis, the auditor might conclude that the
audit team should rely on the work of other auditors or other experts.

L,‘

SureBeam Not Sure of its AUditor

Concept

Client acceptance.

Story

SureBeam Corporation makes systems that irradiate food to remove harmful bacteria.
Using SureBeam’s system, a food company can scan a food product and break down the
DNA chains of bacteria that can cause illnesses such as E. coli, Listeria Monocytogenes,
Salmonella, and Campylobacter. (PR Newswire 2003)

In 2003, Big Four firm Deloitte & Touche was dismissed from its role as auditor for
SureBeam Corporation after expressing concern over SureBeam’s compliance with
generally accepted accounting principles. Before they hired Deloitte, the company dis-
charged Andersen and KPMG in the span of less than a year. As they were publicly traded,
SureBeam needed audited financial statements. (Wallmeyer 2003)

After Andersen was prohibited from auditing listed firms in 2002, SureBeam hired
KPMG to carry on its audit work, but in June 2003 KPMG was fired for charging too much
for the audit work. Deloitte was hired to replace KPMG. (Freeman 2004)

After a preliminary examination of SureBeam’s accounting records, Deloitte questioned
SureBeam’s accounting treatment of the sale of equipment to an international company in
2000. Millions of dollars of revenue were recognized on the sale, but the money was
ultimately not recovered. According to SureBeam’s chief executive officer, John C. Arme,
Deloitte “said they could not come to a conclusion as to whether accounting for that
contract was proper.” Deloitte also questioned the accounting treatment of a barter trans-
action where by SureBeam recognized revenue from the exchange of equipment for services
with Texas A&M University. (AcccountingWeb.com 2003)

Some of SureBeam’s accounting practices have been questioned by the Securities and
Exchange Commission, but no request for a change in the company’s accounting methods
has been issued to date. (Norris 2003)

Discussion
Question

SureBeam has approached your audit firm to do their current audit. What client acceptance
procedures should be carried out? What risks are involved in taking on this client?

References
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» Use of Other Professionals in the Audit

The auditor may discover in doing the search for background information that another
auditor will audit a portion of the client’s financial statements or that an outside specialist
such as IT, environmental or tax specialist, may be needed to properly audit the client.
International standards dictate certain procedures in these cases.

B Using the Work of Another Auditor

Part of the search for background information includes considering if another auditor
will be required to audit a component of the business such as a division in another
country. If another auditor is auditing part of the financial statements, the auditor should
consider the impact of using the work of another auditor on the combined financial
statements.

The purpose of ISA 600,° the standard about the work of another auditor, is to estab-
lish standards and provide guidance when an auditor, acting as a group auditor, decides to
use the work of a related auditor or other auditor in the audit of group financial statements.
A related auditor is an auditor from the group auditor’s firm, a network firm, or other
firm operating under common quality control policies and procedures. Any auditor who
is not the group auditor or a related auditor is an “other auditor.”

Group Auditor

The group auditor is responsible for expressing an audit opinion on whether the group
financial statements give a true and fair view (or are presented fairly, in all material
respects) in accordance with the applicable financial reporting framework. The group
auditor is responsible for determining the work to be performed on the components’
financial information and on the consolidation in order to obtain sufficient appropriate
audit evidence to be able to express an opinion on the group financial statements. If the
group auditor uses a related auditor or other auditor to work on the audit, the group
auditor determines the scope of work to be performed and communicates the plan to the
related auditor or other auditor.

Audit Responsibility

Unless national standards enable, and national law or regulation permits, the group
auditor to divide responsibility for the audit opinion on the group financial statements
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(referred to as “division of responsibility”) and the group auditor decides to do so, the
group auditor should take sole responsibility for the audit opinion on the group financial
statements. When the group auditor takes sole responsibility for the audit opinion on the
group financial statements, the group auditor should not refer to the other auditor in the
auditor’s report on the group financial statements.’

National standards differ as to whether division of responsibility is allowed. No divided
responsibility is allowed in Australia,'” Japan,'' and the UK.'? The Canadian standards
allow division of responsibility only when expressing an opinion with reservation. The
auditor may refer to his inability to rely on the work of the secondary auditor in his report
if such a disclosure explains the reason for his or her reservation.

When the group auditor decides to use the work of another auditor, he should consider
the professional qualifications, independence, professional competence, and resources of
the other auditor, and the quality control process of the other auditor’s firm in the
context of the work to be performed by the other auditor.

Documentation

The group auditor should document in the audit working papers the following: *

The group auditor’s conclusion with regard to the professional qualifications, inde-
pendence, professional competence and resources of the other auditor, and of the
quality control process of the other auditor’s firm.

The assessment of significant risks of material misstatement of the group financial
statements that may arise from components, individually or together, and the group
auditor’s response to such risks.

The scope of work performed on the components’ financial information.

The group auditor’s conclusion as to whether the group auditor has obtained sufficient
appropriate audit evidence that the work of the related auditor and other auditor is
adequate for the group auditor’s purposes, as well as any additional procedures
performed by the group auditor on the component’s financial information.

The group auditor’s conclusion with regard to the significant findings arising from the
work of the related auditor or other auditor.

Discussions of significant accounting, auditing and financial reporting matters with
group management, component management, related auditors or other auditors.

When the group auditor concludes that the work of the related auditor or other auditor
cannot be used and the group auditor has not been able to perform sufficient additional
procedures, the group auditor should express a qualified opinion because there is a
limitation in the scope of the audit. In some countries, like the Netherlands, the group
auditor may only refer to the use made of other auditors to motivate a qualified,
disclaimer of adverse audit opinion. This is to emphasize the undivided responsibility of
the group auditor. In other countries (e.g. the USA) it is possible to assume divided
responsibility, which is expressed by referring in the audit opinion to the fact that the
financial statements include numbers that have been audited by another auditor, without
affecting the unqualified nature of the opinion.
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Certification Exam Question 5.2

A group auditor decides not to refer to the audit of another auditor who audited a
subsidiary of the group auditor’s client. After making inquires about the other auditor’s
professional reputation and independence, the group auditor most likely would:

(A) Add an explanatory paragraph to the auditor’s report indicating that the subsidiary’s
financial statements are not material to the consolidated financial statements.

(B) Document in the engagement letter that the group auditor assumes no
responsibility for the other auditor’s work and opinion.

(C) Obtain written permission from the other auditor to omit the reference in the group
auditor’s report.

(D) Contact the other auditor and review the audit program and working papers
pertaining to the subsidiary.

B Using the Work of an Expert

The auditor’s education and experience enable him to be knowledgeable about business
matters in general, but he is not expected to have the expertise of a person trained
for another profession such as an actuary or engineer. If the auditor requires special
expertise, the auditor should consider hiring an expert to assist in gathering the necessary
evidence.' ISA 620'° defines an expert as a person or firm possessing special skill,
knowledge, and experience in a particular field other than accounting and auditing.

Situations where an auditor might use an expert are valuations of certain types of assets
(land and building, works of art, precious stones, etc.); determination of physical con-
dition of assets; actuarial valuation; value of contracts in progress; specific IT expertise
(e.g. in the audit of a telecommunications company); and legal opinions.

Expert’s Competence, Objectivity

If an expert’s work is to be used as audit evidence, the auditor should determine the
expert’s skills and competence by considering professional certifications, experience and
reputation. The expert’s objectivity should be evaluated. Objectivity is impaired when the
expert is employed by the client or related in some manner to the client (i.e. a related
entity or “related party”). The auditor should obtain sufficient appropriate audit evidence
that the scope of the expert’s work is adequate for the purposes of the audit.

Communications to Expert

The client should write instructions to the expert which cover:
scope of the expert’s work,
coverage of the expert’s report,

intended use by the auditor of the expert’s work,
access of the expert to files and records of the client.

When issuing an unqualified and unmodified auditor’s report, the auditor should not
refer to the work of the expert. Such a reference might be misunderstood to be a qualifi-
cation of the auditor’s opinion or division of responsibility, neither of which is intended.
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If, as a result of the work of an expert, the auditor decides to issue a modified auditor’s
report, in some circumstances when explaining the nature of the modification it may
be appropriate to refer to the expert by name and the extent of his involvement. This
disclosure requires the permission of the expert.

% ,& Communicating With the Predecessor (Existing) Auditor

If there is an existing auditor, the IFAC Code of Ethics for Professional Accountants
(discussed in Chapter 3 Ethics for Professional Accountants) requires the new auditor to
communicate directly with the predecessor auditor.'® In cases when a new auditor will
replace an existing auditor, the code of ethics advises the new, proposed auditor to com-
municate with the existing accountant. The extent to which an existing accountant can
discuss the affairs of the client with the proposed accountant will depend on receipt of the
client’s permission and the legal or ethical requirements relating to this disclosure. The
purpose of this communication is to determine whether there are technical or ethical
facts, or circumstances the new auditor should be aware of, prior to accepting the audit.
This requirement is an important measure to prevent “opinion shopping,” or to notify
the new auditor of the circumstances under which the predecessor auditor has ended the
relationship with the client.

As stated in the Code of Ethics for Professional Accountants (the Code), on receipt of an
inquiry from a proposed successor auditor, the existing auditor should advise whether
there are any professional reasons why the proposed successor auditor should not accept
the appointment. If the client denies the existing auditor permission to discuss its affairs
with the proposed successor auditor or limits what the existing auditor may say, that fact
should be disclosed to the proposed successor auditor.

B Request Permission of Client

Before accepting an appointment to audit a company that has been using another
accountant, the new auditor should determine if the existing accountant has been notified
by the client and given permission to discuss the client’s affairs fully and freely. The
proposed accountant should then request permission from the client to communicate
with the existing accountant.

When the predecessor (existing) auditor receives the communication of the newly
proposed auditor, he should reply, preferably in writing, advising of any professional
reasons why the proposed accountant should not accept the appointment. The proposed
accountant should receive a satisfactory reply from the existing accountant within a
reasonable period of time. If a reply is not received, the proposed accountant should send
a letter to the existing accountant stating that there is an assumption that there is no
professional reason why the appointment should not be accepted and that the new
auditor is going to proceed with the engagement, if accepted.

For first-time engagements, ISA 510 suggests: '’

The auditor should obtain sufficient appropriate audit evidence that: (a) the opening balances
do not contain misstatements that materially affect the current period’s financial statements;
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(b) the prior period’s closing balances have been correctly brought forward to the current period
or, when appropriate, have been restated; and (c) appropriate accounting policies are
consistently applied or changes in accounting policies have been properly accounted for and
adequately disclosed.

Of course, one of the best ways to be assured that the opening balances and accounting
policies are correct when the prior period financial statements were audited by another
auditor, is to review the predecessor auditor’s working papers. This should allow the new
auditor to obtain sufficient appropriate evidence. The new auditor should also consider
the professional competence and independence of the predecessor auditor. If the prior
period’s auditor’s report was not the standard unqualified opinion, the new auditor should
pay particular attention in the current period to the matter which resulted in the
modification.

ﬂ’ Certification Exam Question 5.38

Before accepting an audit engagement, a successor (proposed) auditor should make
specific inquiries of the predecessor (existing) auditor regarding:

(A) Disagreements the predecessor had with the client concerning auditing procedures
and accounting principles.

(B) The predecessor’s evaluation of matters of continuing accounting significance.

(C) Opinion of any subsequent events occurring since the predecessor’s audit report
was issued.

(D) The predecessor’s assessments of inherent risk and judgments about materiality.

. 8 2
e A ,:m Acceptance by the Client — The Engagement Proposal
The auditor has determined that the client is acceptable from a risk and ethics perspective,
and has concluded that the ethical requirements regarding the specific client engagement
can be met. Then, typically, significant effort will be devoted to gaining the auditee as a client,
given the competitive pressure that exists in the current audit environment (see Chapter 2
The Audit Environment). This requires a carefully prepared engagement proposal.

Aspects of the procedures for the engagement proposal may be found in ISA 210,
“Terms of Audit Engagement.” " The auditor and the client should have a mutual under-
standing of the nature of the audit services to be performed, the timing of those services,
the expected fees, audit team, audit approach, audit quality, use of client’s internal
auditors, and the transition needs.

References to the quality aspects of the client proposal may be found in ISO 9001,
which suggests that the auditing firm should define and document its policy and
objectives for, and commitment to, quality. The auditor should ensure that this policy is
understood, implemented, and maintained at all levels in the organization.

There are two basic types of audit engagement proposals: those to continuing clients
and those for new clients.
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M Continuing Client Audit Proposal

The continuing client proposal will differ between firms, but generally it discusses the
following:

areview of how the auditing firm can add value, both to the company in general and to
those directly responsible for the engagement of the auditor, for example the Audit
Comumittee;

plans for further improvement in value added including discussion of present regu-
latory trends, audit scope, and any recent changes in the company that may affect the
audit;

a description of the audit team and any changes in the audit team from the previous
year;

a detailed fee proposal.

A Review of How the Auditing Firm Can Add Value

The introductory part of the client proposal is a discussion of how the proposing firm can
benefit (add value to) the client firm. There is a discussion of the focus of the firm, its
management philosophy, and quality control policies. The relationship with the client’s
internal audit department and accounting department may be discussed.

This section on plans for further improvement in value added might identify the client’s
requirements and discuss how the audit firm meets these requirements. The audit scope
and materiality limits may also be discussed. Reliance on audit regulatory requirements —
local, national, and international — should also be discussed. The extent of reliance on the
client’s internal audit staff should be spelled out. Finally, it is important to review any
changes in client company management, new projects undertaken, and the general
regulatory environment. Especially important are those changes that affect the audit.

Audit Team

An important part of the proposal is a description of members of the audit team and
summary of their work experience. Special emphasis may be placed on the members of
the team returning from previous engagements. Selecting the audit team is Step 6 in the
client acceptance process (see Illustration 5.1).

Fee Proposal

The detailed description of the proposed fee is traditionally a separate part of the
proposal, presented as a separate document. The fee proposal may involve several levels
of detail or a few depending on type. The core audit requires the most time and detail.
It will show costs for operation audits including, perhaps, audits of subsidiaries and
quarterly audits. Less level of detail would be required for statutory audits and potential
future developments.

B New Client Audit Proposal

A proposal to audit a new client is very important to audit firms because new clients are
the primary growth engine for firms. Obtaining more prestigious clients is the desire of
most firms. A proposal to a large, solid client may be very complex, requiring many hours
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of staff time to prepare, especially if it is a competitive situation. A sample table of
contents for a new client proposal is shown in Illustration 5.4.

ILLUSTRATION 5.4

Sample Table of Contents of New Client Proposal

ABC Company Engagement Proposal

Executive summary

ABC Company business and audit expectations
Strengths of Big One, LLP

The audit team

The audit approach

ABC Company internal auditors

ABC Company transition needs and management
After service monitoring

Fee details

Appendix

Big One, LLP CPAs

The executive summary gives a brief summary of the proposal with special emphasis
on client expectation, audit approach, firm selling points and co-ordination of the audit
with staff internal auditors.

The general proposal may begin with a description of client business sectors, tech-
nology, financial strengths and divisions. The client’s objectives as the basis of the audit
strategy! could be outlined. It may point out audit requirements relating to securities
exchange, environmental, governmental and other regulations, including items in the
company’s policies that go beyond existing statutory requirements.

Strengths of the audit firm may explore client service attitudes, technical competency,
experience, desire to exceed expectations, and advice and assistance. This section
might also emphasize report quality, continuity of audit teams, worldwide service, cost
effectiveness of audits, and audit firm’s quality standards.

The audit team section includes a description of members of the team and a summary
of their work experience. This section might also detail how the team will communicate
with management, the role of the team and supervisors, and team meetings and com-
munications. Choosing the audit team is Step 6 in the client acceptance process and is
generally done well ahead of writing the client proposal.

The audit approach is an important section because it allows a discussion of how the
audit is tailored to this one, specific client. The section could explain audit emphasis or
concentration on specific audit risks, the use of information technology on the audit, the
involvement of other auditors or experts, and the number of locations or components
reviewed. The section could address terms of the engagement, any statutory responsi-
bilities, and internal control and client systems. The nature and timing of reports or
other communications (e.g., audit opinion, review, special procedures, governmental
reporting, oral and written reports to the audit committee) expected under the
engagement is also important.
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The client’s internal auditors’ work? must be relied upon to a certain extent in all
audits. This section may include reference to the internal auditors’ work and production,
supplier selection, and supplier failure. Other issues explored may include safeguarding of
assets, internal controls, management information systems, systems security, adherence
to corporate policy, due diligence reviews, and opportunities for improvement.

A discussion of the transition needs of the company in terms of accommodating the
new auditor may be very important in convincing a new client to switch auditors. This
section of the proposal might include a transition schedule detailing meetings with
management and former auditors. Other areas addressed might include permanent file
documentation, understanding of internal control, and benefits of the change.

After the audit is complete there are still opportunities for the auditor to offer service
to the client. These after-service monitoring activities may include monitoring the audit
performance, audit firm self-evaluation (usually at closing meetings), questionnaires for
management to evaluate the audit performance, and written summaries of what was done
in the audit (i.e. audit and satisfaction survey) can be given to the client.

An appendix might include further information about the audit team, an outline of the
audit plan and a list of representative publications. The outline of the audit plan usually
shows the degree of audit time required for fieldwork, confirmation of controls, valida-
tion of balances and transactions. In particular, the outline of the audit plan will provide
an overview of the audit risks, and the auditor’s suggested response to those risks, in the
form of detailed audit procedures.

M Establishing and Negotiating Audit Fees

According to the Code of Ethics,? professional fees should be a fair reflection of the value
of the professional services performed for the client, taking into account:

the skill and knowledge required for the type of professional services involved;

the level of training and experience of the persons necessarily engaged in performing
the professional services;

the time required by each person engaged in performing the professional services;

the degree of responsibility that performing those services entails.

These factors can be influenced by the legal, social, and economic conditions of each
country.

Sometimes an auditing firm charges a lower fee when a client is first signed up. This is
called “low balling”. The Code of Ethics states** that it is only proper for a professional
accountant to charge a client a lower fee than has previously been charged for similar
services, provided the fee has been calculated in accordance with certain factors referred
to in Chapter 3 Ethics for Professional Accountants (paragraphs 10.2 through 10.4,
Section 10 of the Code).

Contingency Fees

Professional services should not be offered or rendered to a client under a contingency
fee. A contingency fee is an arrangement whereby no fee will be charged unless a specified
finding or result is obtained, or when the fee is otherwise contingent on the findings or
results of these services. Furthermore, fees charged on a percentage or similar basis,
should be regarded as contingent fees. It is easy to see that a contingency fee can
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jeopardize the auditor’s independence. Imagine what impact it could have on an auditor’s
independence and objectivity if the audit fee were a percentage of the net profit.

There are two exceptions to the prohibition of contingency fees. First, fees are not
considered contingent if fixed by a court or other public authority. Secondly, in those
countries where charging contingent fees is permitted either by statute or by a pro-
fessional member body, such engagements are permitted, but should be limited to those
for which independence is not required (e.g. services other than assurance services).

Commissions

The auditor also should not take or pay commissions. The payment or receipt of a
commission by a professional accountant could impair objectivity and independence.
Nor should the auditor accept a commission for the referral of the products or services of
others.

% O ,“h The Audit Engagement Letter

B

It is in the interests of both client and auditor that the auditor sends an engagement
letter,* preferably before the commencement of the engagement, to help in avoiding mis-
understandings with respect to the engagement. An engagement letter is an agreement
between the accounting firm and the client for the conduct of the audit and related
services. An auditor’s engagement letter documents and confirms his acceptance of the
appointment, the objective and scope of the audit, the extent of auditor responsibilities to
the client, and the form of any reports.

The engagement letter may affect legal responsibilities to the client. In litigation, the
auditor may use an engagement letter as a contract stating its scope, responsibilities, and
limitations. The letter describes the auditor’s purpose, that the audit entails study of
internal control, the time schedule of the engagement, and fees.

B Contents of the Engagement Letter

The form and content of the audit engagement letter may vary for each client, but they
should generally include reference to:*°

the objective of the audit of financial information;

management’s responsibility for the financial information as described in ISA 200;
the applicable financial reporting framework;

the scope of the audit, including reference to applicable legislation such as related to
fraud (ISA 240) or money laundering, regulations or pronouncements of professional
bodies to which the auditor adheres;

the form of any reports or other communication of results of the engagement,
including with those charged with governance (ISA 260);

the fact that because of the test nature and other inherent limitations of an audit,
together with the inherent limitations of any system of internal control, there is an
unavoidable risk that even some material misstatement may remain undiscovered;
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unrestricted access to whatever records, documentation and other information
requested in connection with the audit.

The auditor may also wish to include in the letter:

arrangements regarding the planning of the audit;

an applicable code of ethics;

an expectation of receiving from management written confirmation concerning
representations made in connection with the audit (ISA 580);

a request for the client to confirm the terms of the engagement by acknowledging
receipt of the engagement letter;

a description of any other letters or reports the auditor expects to issue to the client;
the basis on which fees are computed and any billing arrangements.

When relevant, the following points could also be made:

arrangements concerning the involvement of other auditors and experts in some
aspects of the audit;

arrangements concerning the involvement of internal auditors and other client staff;
arrangements to be made with the predecessor auditor, if any, in the case of an initial
audit;

any restriction of the auditor’s liability;

a reference to any further agreements between the auditor and the client.

On recurring audits, the auditor may decide not to send a new engagement letter each

year. However, he should consider sending a letter in any of the following circumstances:

where there is an indication that the client misunderstands the objective and scope of
the audit;

where the terms of the engagement are revised;

where there has been a recent change in management;

where the size or nature of the business has changed;

where there are legal requirements that an engagement letter be written.

If the auditor reviews both the parent and a subsidiary, branch or division of the
company, he may consider sending a separate engagement letter to that component
business. The factors that the auditor should consider are who appoints the auditor of the
component, legal requirements, degree of ownership by parent and the extent of any
work performed by the auditors.

Ilustration 5.5 shows a sample engagement letter.

Certification Exam Question 5.4
Which of the following matters is generally included in an auditor’'s engagement letter?

A) Management’s liability for illegal acts.
B) The factors to be considered in setting judgments about audit risk.
C) Management’s responsibility for the entity’s financial statements.

(
(
(
(D) Management’s responsibility to investigate internal control deficiencies.
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ILLUSTRATION 5.5

Sample Audit Engagement Letter

The following is an example of an engagement letter for an audit of general purpose financial statements prepared in
accordance with International Financial Reporting Standards. This letter is to be used as a guide in conjunction with the
considerations outlined in this ISA and will need to be varied according to individual requirements and circumstances.

To the Board of Directors or the appropriate representative of senior management:

You have requested that we audit the financial statements of ..., which comprise the balance sheet as at ..., and the
related income statement, statement of changes in equity and cash flow statements for the year then ending, and
the related notes. We are pleased to confirm our acceptance and our understanding of this engagement by means of
this letter. Our audit will be conducted with the objective of our expressing an opinion on the financial statements.

We will conduct our audit in accordance with International Standards on Auditing. Those Standards require that we
plan and perform the audit to obtain reasonable, but not absolute, assurance about whether the financial statements
are free from material misstatements, whether due to fraud or error. An audit involves performing procedures to
obtain audit evidence about the amounts and disclosures in the financial statements. The audit procedures selected
depend on the auditor’s assessment of the risks of material misstatement of the financial statements. An audit also
includes evaluating the appropriateness of accounting policies used and the reasonableness of significant estimates
made by management, as well as evaluating the overall financial statement presentation and disclosures.

Because of the test nature and other inherent limitations of an audit, together with the inherent limitations of any
accounting and internal control system, there is an unavoidable risk that even some material misstatements may
remain undiscovered.

In making our risk assessments, we consider internal control relevant to the entity’s preparation of the financial
statements as a basis for designing audit procedures that are appropriate in the circumstances, but not for the
purpose of expressing an opinion on the effectiveness of the entity’s internal control. However, we expect to provide
you with a separate letter concerning any material weaknesses in the design or implementation of internal control
over financial reporting that come to our attention during the audit of the financial statements.*

We remind you that the responsibility for the preparation of financial statements that present fairly the financial
position, financial performance and cash flows of the company in accordance with International Financial Reporting
Standards is that of the management of the company. Our auditors’ report will explain that management’s
responsibility for the preparation of the financial statements also includes:

maintaining internal control relevant to the preparation of financial statements that are free from misstatement,
whether due to fraud or error;

selecting and applying appropriate accounting policies that are consistent with International Financial Reporting
Standards; and

making accounting estimates that are appropriate in the circumstances.

As part of our audit process, we will request from management written confirmation concerning representations made
to us in connection with the audit.

We look forward to full co-operation from your staff and we trust that they will make available to us whatever records,
documentation and other information are requested in connection with our audit.

[Insert additional information here regarding fee arrangements and billings, as appropriate.]

Please sign and return the attached copy of this letter to indicate that it is in accordance with your understanding of
the arrangements for our audit of the financial statements.

HDSW, Auditors

Acknowledged on behalf of Werwater Company by

(signed)

Name and Title

Date

*In some jurisdictions, the auditor may have responsibilities to report separately on the entity’s internal control. In such
circumstances, the auditor reports on that responsibility as required in that jurisdiction. The reference in the auditor’s report on the
financial statements to the fact that the auditor’s consideration of internal control is not for the purpose of expressing an opinion on
the effectiveness of the entity’s internal control may not be appropriate in such circumstances.
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M Financial Reporting Framework

ISA 200 describes the financial reporting frameworks that are acceptable for general
purpose financial statements. Legislative and regulatory requirements often identify the
applicable financial reporting framework for general purpose financial statements. In
most cases, the applicable financial reporting framework will be established by a national
standards setting organization that is recognized to promulgate standards in the juris-
diction in which the entity is registered or operates. The auditor should not accept an
engagement for an audit of financial statements when the auditor concludes that the
financial reporting framework identified by management is not acceptable.

Summary

The Client Acceptance phase of the audit has two objectives:

1 examination of the proposed client to determine if there is any reason to reject the
engagement (acceptance of the client and consideration whether the auditor is able to
meet the ethical requirements vis-a-vis the particular client engagement);

2 convincing the client to hire the auditor (acceptance by the client).

In the client acceptance phase of the audit, the auditor is primarily concerned with the
riskiness of his client and the complexities that can be expected when an audit is per-
formed. The audit firm is also interested in preparing a client proposal to convince the
acceptable client to develop a relationship.

Components of acceptance of the client are: acquiring knowledge of the client’s
business; examination of the audit firm’s ethical requirements and technical competence,
possible use of other professionals (including outside specialists) in the audit; communi-
cation with the predecessor auditor; preparation of client proposal; assignment of staff;
and the submission of the terms of the engagement in the form of an audit engagement
letter.

The auditor must develop a preliminary understanding of the client in order to both
evaluate the client’s background and the risks associated with accepting the engagement.
There must also be an understanding of the auditors’ relationship to the client to enable
the auditor to consider if the ethical and professional requirements (independence,
competence, etc.) typical to the specific engagement can be met.

Based on the evaluation obtained regarding the background of the client, the auditor
should determine whether all ethical requirements could be met with regard to the
specific engagement. Probably the most important procedure in this step of the engage-
ment acceptance process is verification of the auditor’s independence. Given the facts and
circumstances identified in the client evaluation phase, a determination is made whether
the auditor and the audit team collectively possess the specific competence required to
deal with the issues that the auditor is likely to encounter in the audit.

The auditor may discover in doing the search for background information that
another auditor will audit a portion of the client’s financial statements or that an outside
specialist such as IT, environmental or tax specialist, may be needed to properly audit the
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client. International standards dictate certain procedures in these cases. If the auditor uses
related auditors or other auditors, he becomes the “group auditor.” The group auditor is
responsible for expressing an audit opinion on whether the group financial statements
give a true and fair view (or are presented fairly, in all material respects) in accordance
with the applicable financial reporting framework.

If there is an existing auditor, the IFAC Code of Ethics for Professional Accountants
requires the new auditor to communicate directly with the predecessor auditor. In cases
when a new auditor will replace an existing auditor, the code of ethics advises the new,
proposed auditor to communicate with the existing accountant. The extent to which an
existing accountant can discuss the affairs of the client with the proposed accountant will
depend on receipt of the client’s permission and the legal or ethical requirements relating
to this disclosure. The purpose of this communication is to determine whether there are
technical or ethical facts or circumstances the new auditor should be aware of, prior to
accepting the audit.

There are two basic types of audit engagement proposals:

1 those to continuing clients;
2 those to new clients.

The continuing client proposal discusses how the auditing firm can add value, plans for
further improvement in the client relationship, and provides a description of the audit
team and a detailed fee proposal. The new client proposal discusses business and audit
expectations, audit firm strengths, audit team, audit approach, reliance on internal
auditors, transition needs and management, after-service monitoring, and fee details.

It is in the interests of both client and auditor that the auditor sends an engagement
letter, preferably before the commencement of the engagement, to help in avoiding
misunderstandings with respect to the engagement. An engagement letter is an agreement
between the accounting firm and the client for the conduct of the audit and related
services. An auditor’s engagement letter documents and confirms his acceptance of the
appointment, the objective and scope of the audit, the extent of auditor responsibilities
to the client, and the form of any reports. ISA 210 shows the principal contents of
an engagement letter, what to do in recurring audits, and when there is an audit of

components.
| P :
“. 4 2l Answers to Certification Exam Questions f 4
L L e !

5.1 (D) The requirement is to identify reasons why a professional accountant in public practice to
reject a new audit engagement. Answer (D) is correct because the auditor must have available
financial records to conduct an audit. If the prospective client refused to provide records, the
auditor might have serious doubts about his integrity. Answer (A) is incorrect because alternative
procedures may be performed to validate the inventory count. Answer (B) is incorrect because the
auditor can learn about the industry and operations and/or hire expert help. Answer (C) is incor-
rect because there are occasions when the predecessor auditor may refuse turning over working
papers.
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5.2 (D) The requirement is to what a group auditor would consider, apart from reputation and
independence, about another auditor who audited a subsidiary of the group auditor’'s client.
Answer (D) is correct because the group auditor should want to check the quality of the sub-
sidiary’s audit by discussing audit procedures with the other auditor and/or reviewing the audit
programs and working papers. Answer (A) is incorrect because the group auditor may not make
reference to the other auditor even though the part he audited is material. Answer (B) is wrong
because the engagement letter does not usually discuss the work of the other auditor. Answer (C)
is incorrect because permission is only needed when the group auditor refers to the other auditor
by name.

5.3 (A) The requirement is to determine the nature of the inquiries that a successor auditor
should make of the predecessor auditor prior to accepting an audit engagement. Answer (A) is
correct because the inquiries should include specific questions to management on: (1) disagree-
ments with management as to auditing procedures and accounting principles; (2) facts that might
bear on the integrity of management; and (3) the predecessor’s understanding as to the reasons
for the change of auditors. Answers (B), (C), and (D) are incorrect because they are not areas that
the predecessor auditor are required to divulge.

5.4 (C) The requirement is to identify what is generally included in an auditor’'s engagement letter.
Answer (C) is correct because ISA 210 “Terms of Engagements,” paragraph 6, suggests that
management responsibilities for the financial statements be made clear. None of answers (A), (B)
or (D) include material that would ordinarily appear in the engagement letter.

1 TFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements,
International Standards on Auditing 310 (ISA 310), “Knowledge of the Business,” para. 2,
International Federation of Accountants, New York.

2 Adapted and reprinted with permission from AICPA. Copyright © 2000 & 1985 by American
Institute of Certified Public Accountants.

3 IFAC Ethics Committee, Code of Ethics for Professional Accountants, Independence, Section 8, para.
8.205 commentary, International Federation of Accountants, New York, July 2003.

4 AICPA, 2002, Code of Professional Conduct, Section 101, “Independence,” para. 8, American
Institute of Certified Public Accountants, New York, states: “Independence may be impaired when-
ever the member and the member’s client company or its management are in threatened or actual
positions of material adverse interest by reason of threatened or actual litigation.”

5 IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Ethics, para.
8.31, International Federation of Accountants, New York.

6 IAASB, 2003, Exposure Draft Proposed International Standard On Quality Control 1 (ISQC 1),
“Quality Control for Audit, Assurance and Related Services Practices,” para. 30, 42, International
Federation of Accountants, New York, May.

7 TAASB, 2003, Proposed International Auditing Practice Statement, “The Audit of Group Financial
Statements,” International Federation of Accountants, New York, December.

8 TAASB, 2003, ISA 600 (Revised), “The Work of Related Auditors and Other Auditors in the Audit of
Group Financial Statements,” International Federation of Accountants, New York, December.

9 The group auditor will mention the related or other auditor if his work does not provide sufficient
appropriate audit evidence. See para. 31 of ISA 600.

10 AUS 602 (October 1995), Using the work of another auditor, “The auditor should not refer to
the work of another auditor in an audit report unless required by legislation or as part of a
qualification.”
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NOTES

The “Implementation Guidance” issued by the JICPA provides that while the principal auditor may
use the work of the other auditor, the principal auditor should express an opinion based on his own
judgment and does not make reference to the work of the other auditor in the auditor’s report.

SAS 510, which is the UK equivalent of ISA 600, states: “When the principal auditors are not satisfied
that the work of the other auditors is adequate for the purposes of their audit, no reference to
the other auditors is made in the principal auditors’ report. The principal auditors have sole
responsibility for their audit opinion and a reference to the other auditors in the principal auditors’
report may be misunderstood and interpreted as a qualification of their opinion or a division of
responsibility, neither of which is appropriate.”

TAASB, 2003, ISA 600 (Revised), “The Work of Related Auditors and Other Auditors in the Audit of
Group Financial Statements,” para. 34, International Federation of Accountants, New York,
December.

In the ISA context the expert is considered a specialist employed by the auditor, whereas in the USA
and other countries the expert is considered to be an assistant rather than a specialist.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, International
Standards on Auditing 620 (ISA 620), “Using the Work of an Expert,” para. 3, International
Federation of Accountants, New York, 2003.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Ethics, para.
13.21, International Federation of Accountants, New York.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, International
Standards on Auditing 510 (ISA 510), “Initial Engagements — Opening Balances,” para. 2,
International Federation of Accountants, New York.

Adapted and reprinted with permission from AICPA. Copyright © 2000 & 1985 by American
Institute of Certified Public Accountants.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, International
Standard on Auditing No. 2 (ISA 210), “Terms of Audit Engagements,” International Federation of
Accountants, New York.

American National Standard, 1987, ANSI/ASQC Q91-1987, “Quality Systems — Model for Quality
Assurance in Design/Development, Production, Installation and Servicing,” American Society for
Quality Control (ASQC), 19 June.

Audit strategy is the design of an optimized audit approach that seeks to achieve the necessary audit
assurance at the lowest cost within the constraints of the information available.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, International
Standards on Auditing 610 (ISA 610), “Considering the Work of Internal Auditing,” International
Federation of Accountants, New York.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, Ethics, para.
10.2, International Federation of Accountants, New York.

IFAC Ethics Committee, Code of Ethics for Professional Accountants, 2003, “Fees and Commissions,”
Section 10, para. 10.6, International Federation of Accountants, New York, July.

In the USA and other national contexts, an engagement letter is not required, although it is usually
recommended.

IFAC, 2004, Handbook of International Auditing, Assurance, and Ethics Pronouncements, International
Standards on Auditing 210 (ISA 210), “Terms of Audit Engagements,” paras. 6 to 8, International
Federation of Accountants, New York.
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9, O '5.12 stions, Exercises and Cases
»«(‘hiuQue tions, Exercise e

QUESTIONS

5.2 Client Acceptance: The First Step on the Journey to an Opinion
5.1 What is the difference between acceptance of the client and acceptance by the client?

5.3 Evaluate the Client’s Background

5.2 What are the major sources of client information auditors have available? Which source
would prove the best for new businesses? Why?

5.4 Ability to Meet Ethical and Specific Competence Requirements

5.3 If money is owed by a client to the auditor and it is overdue, what can an auditor do to
collect it and what risks are involved?

5.5 Use of Other Professionals in the Audit

5.4 What is a group auditor? What must he consider when the work of another auditor is
used?

5.5 How is an “expert” defined according to ISA 6207 When should an auditor bring in an
expert?

5.6 Communicating With the Predecessor (Existing) Auditor
5.6 To what extent can an existing auditor discuss the affairs of his client with a new auditor?

5.7 Acceptance by the Client — the Engagement Proposal

5.7 List four things an auditor must consider when establishing professional fees. What is
meant by “lowballing?”

5.8 Define a contingency fee. Why should a contingency fee not be used? What are the two
exceptions for using contingency fees?

5.9 Briefly list the four items found in a continuing client audit proposal. List and define the
items that may be found in an audit proposal for a new client.

5.8 The Audit Engagement Letter

5.10 What should be included in an engagement letter? What are some reasons a client might
change the terms of the engagement?

5.11 Under what circumstances will an auditor send a new engagement letter each year to an
continuing client?

5.12 List the ISAs used in this chapter and briefly define them.

PROBLEMS AND EXERCISES

5.3 Evaluate the Client’s Background

5.13 Client Evaluation. The audit firm of F.A. Bloch and Co. has been approached by the
following companies who wish to retain Bloch for audit work:
1 Interlewd, an internet company, whose website features explicit images of male nudes
and which operates male strip clubs on the west coast of Australia.
2 Dreamtime, a company that operates gambling casino boats off shore and video game
machines in major Australian cities.
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3 Bernadette, an entertainment company, whose chief executive officer has been investi-
gated by the Italian government for taking bribes, violating public securities laws,
conspiring to commit bodily harm, and issuing bad checks. The CEO has not been
convicted of any of these charges. The board of directors claim that this happened many
years ago, and he has since run several companies successfully.

Required:
A. What procedures should F.A. Bloch and Co. use to investigate these potential clients?
B. What would F.A. Bloch and Co. consider in determining whether to accept these clients?

5.4 Ability to Meet Ethical and Specific Competence Requirements

5.14 The audit firm of Guiseppe Mulciber, Dottore Commercialista, has been asked to bid on an
annual audit of the financial statements Mammon, a publicly traded gold jewelry
manufacturer. The Mulciber firm has been performing assurance services for Mammon
over the past three years. Almost everyone on the audit team has investments in stocks
and mutual funds. Mammon and the Mulciber had disputes in the past about the extent of
assurance services provided. One of the members of the proposed audit staff was an
employee of Mammon until 14 months ago. Only one person on the proposed audit team
has audited a jewelry manufacturer.

Required:
A. What procedures would Mulciber conduct to determine independence of the firm and
audit team?

B. Does the Mulciber audit team have the proper competencies? Explain.
C. What circumstances might disqualify Mulciber from serving as an auditor for Mannon?

5.5 Use of Other Professionals in the Audit

5.15 Use of Other Auditor. Rene Lodeve, Reviseur d’Entreprises, has been hired by BelleRei,
N.V., a Liege, Belgium, company. Lodeve will audit all accounts except those of a
subsidiary in Spain, which represents 15 percent of the total sales of BelleRei, which is
audited by an “other accountant,” Jeme Indigena.

Required:

A. What procedures would Lodeve perform to determine whether Indigena has sufficient
professional competence to perform the work?

B. If Lodeve concludes that he cannot depend on the work of Indigena, and he cannot
perform additional procedures, what sort of audit opinion should Lodeve give?

5.6 Communicating With the Predecessor (Existing) Auditor

5.16 Preparation and Planning. Roger Buckland was recently appointed auditor of Waterfield
Ltd., a public company. He had communicated with the company’s previous auditor before
accepting the audit. Buckland attended the company’s shareholders meeting at which he
was appointed but he has not yet visited the company’s offices.

Required:

List the matters that Buckland should attend to between the time of his appointment and
the commencement of his audit work in order to effectively plan the audit.

[CICA adapted]

5.7 Acceptance by the Client — The Engagement Proposal

5.17 Audit Proposal. Juao Castelo, Revisor Oficial de Contas (ROC), is required to write a client
audit proposal for two clients, one continuing (Jinne) and one new (Autodafe).

191



CHAPTER 5 CLIENT ACCEPTANCE

192

Required:

A. Based on the proposal for a continuing client and a new client discussed in this chapter,
list the contents of the proposal to Jinne and Autodafe.

B. What do the two proposals have in common? What is different?

C. Describe what is discussed in each section of the proposal to Autodafe.

5.18 Audit Fees. Ursula Chona, Contador Publico (CP Titulado), an auditor from Medellin,

Colombia, was referred a client by a local attorney and she has agreed to accept the client
for a financial statements audit. She must now determine what fee she will charge.

Required:

A. According to international ethics, the fee should be a fair reflection of effort, taking what
conditions into account?

B. On what basis should the fee be calculated? Should out-of-pocket expenses be
included or listed separately?

C. What are the circumstances under which Chona can ask for a contingency fee?

D. Can Chona pay a “finder’s fee” to the attorney who referred the client to her?

5.8 The Audit Engagement Letter
5.19 Engagement Letter. Stephen Hu, CPA, from Taipei, Taiwan, has just accepted a new

client, Kiwan Xou. The company will be audited under the ISA and IAS standards. The
client will be given an audit opinion and a management letter. The fees are based on
hourly fees, the audit will take 125 hours, and will involve one senior (TD3,500 per hour),
two staff auditors (TD2,800 per hour), and a partner (TD5,000 per hour). Out-of-pocket
expenses are estimated at TD65,000. The payments will be 33 percent at the beginning of
the audit with the balance at the end of the audit.

Required:
Based on the above information, write an engagement letter to Kiwan Xou from Steven Hu.

CASE

5.20 Description of the Business. Compu Group Corporation designs, develops, manufactures,

and markets a wide range of personal computing products, including desktop personal
computers, portable computers, network servers, and peripheral products that store and
manage data in network environments. The company markets its products primarily to
business, home, government, and education customers. The company operates in one
principal industry segment across geographically diverse markets.

The company is subject to legal proceedings and claims which arise in the ordinary
course of its business. Management does not believe that the outcome of any of those
matters will have a material adverse effect on the company’s consolidated financial
position or operating results.

Required:

A. Based on the information presented evaluate the company for acceptance. List criteria
that must be reviewed in order to determine acceptability.

B. Make a checklist for areas covered.

C. Outline your audit approach.

(Adopted from idea by Phoong Ngo, Qiang Hsing, and Chi-hui Lee)
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UNDERSTANDING THE ENTITY, RISK

ASSESSMENT AND MATERIALITY

f’% A ,m Learning Objectives

After studying this chapter, you should be able to:

1 State what is the general objective in planning an audit.

2
3
4

8
)

Give the standard planning procedures.
Understand the knowledge of a client’s business required to plan the audit.

Identify the differences between obtaining company knowledge and
industry knowledge.

Describe what is done during initial interviews, discussions and site visits
with the client.

Know how legal obligations of the client are investigated.

Describe when analytical procedures are used and why they are important
at the planning stage.

List the different types of risk that auditors must assess in planning.
Define each type of risk.

10 Give examples of a management objective, the related strategy, and the

resultant business risk.

11 Discuss four tasks followed to assess risk.

12 Understand inherent risk factors at the financial statement and the account

balance, and class of transaction levels.

13 Know the meaning of detection risk and its relationship to evidence.

14 Understand the conditions commonly resulting in greater levels of risk.

15 lllustrate the conditions that determine materiality.

16 Identify the areas involved in the development of the audit planning

memorandum.
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Planning — Phase Il of the Audit Process Model

International Standards on Auditing (ISA) 300, “Planning,” states,' “The auditor should
plan the audit work so that the audit will be performed in an effective manner. Planning
means developing a general strategy and a detailed approach for the expected nature,
timing and extent of the audit.”

M Planning Objective and Procedures

Hence, the objective of planning is to determine the amount and type of evidence and

review required to assure the auditor that there is no material misstatement of the

financial statements. This is Phase II in the Audit Process Model (see Illustration 6.1).
The planning procedures are:

1 Perform audit procedures to understand the entity and its environment, including the
entity’s internal control.

2 Assess the risks of material misstatements of the financial statements.

Determine materiality.

4 Prepare the planning memorandum and audit program containing the auditor’s response
to the identified risks.

W

This chapter will primarily deal with the first three steps of the planning procedures, with
the exception of the internal control considerations, which will be dealt with in Chapter 7
Internal Control and Control Risk. Chapter 8 Control Risk, Audit Planning and Test of
Controls will cover step 4 of the planning procedures.

Before an audit program can be written for the audit, the audit planning process should
include procedures to: acquire an understanding of the entity and its environment
by reviewing financial (e.g. going concern, analytical procedures) and non-financial
(e.g. industry, company, legal, related party, statutory) information; understand the
accounting and internal control systems; and assess risk and materiality. Other issues
such as the nature and timing of the engagement, involvement of other auditors, involve-
ment of experts, staffing requirements, and reports usually receive preliminary attention
at the client acceptance phase (Phase I in the model in Chapter 5 Client Acceptance), but
might require follow-up in the planning phase and subsequent phases. The auditor deter-
mines the nature, timing, and extent of audit procedures as well as the form of super-
vision and review, and incorporates that into an audit program (discussed in Chapter 8
Control Risk, Audit Planning and Test of Controls).

B New ISAs on Audit Risk

Assessing risk is the core of the audit. The rest of the audit is designed to provide a
response to these identified risks. Because of the importance to the audit of risk analysis
and the response, the IFAC International Auditing and Assurance Standards Board
(IAASB) conducted a joint audit risk project with the US Auditing Standards
Board (ASB) to reexamine existing audit standards in this area. In 2003, the IAASB
published ISAs 315% (Understanding the Entity and its Environment and Assessing the
Risks of Material Misstatement), 330° (The Auditor’s Procedures in Response to Assessed
Risks), and 500* (Audit Evidence).®



PLANNING — PHASE Il OF THE AUDIT PROCESS MODEL

ILLUSTRATION 6.1

Audit Process Model

Phase I: Client Acceptance

Objective Determine both acceptance of a client and acceptance by a client. Decide
on acquiring a new client or continuation of relationship with an existing
one and the type and amount of staff required.

Procedures | 1 Evaluate the client’s background and reasons for the audit

2 Determine whether the auditor is able to meet the ethical requirements
regarding the client

3 Determine need for other professionals

4 Communicate with predecessor auditor

5 Prepare client proposal

6 Select staff to perform the audit

7 Obtain an engagement letter

Phase II: Planning the Audit

Objective Determine the amount and type of evidence and review required to give the
auditor assurance that there is no material misstatement of the financial
statements.

Procedures | 1 Perform audit procedures to understand the entity and its environment,

including the entity’s internal control
2 Assess the risks of material misstatements of the financial statements
3 Determine materiality
4 Prepare the planning memorandum and audit program containing the
auditor’s response to the identified risks

Phase lll: Testing and Evidence

Objective Test for evidence supporting internal controls and the fairness of the
financial statements.
Procedures | 1 Tests of controls

2 Substantive tests of transactions
3 Analytical procedures

4 Tests of details of balances

5 Search for unrecorded liabilities

Phase IV: Evaluation and Reporting

Objective

Complete the audit procedures and issue an opinion.

Procedures

1 Evaluate governance evidence

2 Perform procedures to identify subsequent events

3 Review financial statements and other report material
4 Perform wrap-up procedures

5 Prepare Matters for Attention of Partners

6 Report to the board of directors

7 Prepare Audit report
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ILLUSTRATION 6.2

Overview of ISA 315 and ISA 330°

196

Perform risk assessment procedures
Perform audit procedures to understand the entity and
its environment:

e Industry, regulatory, and other external factors
including applicable financial reporting framework

o Nature of the entity
e Objectives and strategies and related business risks

e Measurement and review of the entity’s financial
performance

e Internal control

See paragraphs 7 to 99
of ISA 315
“Understanding the Entity
and Its Environment and
Assessing the Risks of
Material Misstatement”

Assess the risks of material misstatement
Assess the risks of material misstatement at the
financial statement level and the assertion level by:

e |dentifying risks through considering
- the entity and its environment, including its internal
control
- classes of transactions, account balances and
disclosures
e Relating the identified risks to what can go wrong at
the assertion level

o Considering the significance and likelihood of the risks

See paragraphs 100 to
114 of ISA 315
“Understanding the Entity
and Its Environment and
Assessing the Risks of
Material Misstatement”

Respond to assessed risks
Respond to the risks at the financial statement level
and assertion level by:

e Developing overall responses to the assessed risks at
the financial statement level; and

e Determining the nature, timing and extent of further
audit procedures at the assertion level

See paragraphs 5 to 21
of ISA 330 “The Auditor’s
Procedures in Response
to Assessed Risks”

Perform further audit procedures
Perform further audit procedures that are clearly linked
to risks at the assertion level by:

o Performing tests of the operating effectiveness of
controls

e Performing substantive procedures

See paragraphs 22 to 65
of ISA 330 “The Auditor’s
Procedures in Response
to Assessed Risks”

Evaluate audit evidence obtained

Evaluate whether sufficient and appropriate audit
evidence has been obtained.

See paragraphs 66 to 72
of ISA 330 “The Auditor’s
Procedures in Response
to Assessed Risks”




UNDERSTANDING THE ENTITY AND ITS ENVIRONMENT

The new standards specify and expand upon what the auditor must understand about
the entity whose financial statements are being audited. In particular, the standard intro-
duces the concept that the auditor is required to obtain an understanding of business risks
and significant risks to the extent that they are relevant to the financial statements. In
understanding the entity’s internal control, the auditor is required to evaluate the design
of controls and determine whether they have been implemented. The new standard
requires a level of understanding controls greater than that previously required.
Evaluation of the design and implementation of controls that address significant risks is
emphasized.

We will discuss these new standards throughout this chapter, Chapter 7 Internal
Control and Control Risk, and Chapter 8 Control Risk, Audit Planning and Test
of Controls. Illustration 6.2 gives an overview of these new ISAs. The standards
describe procedures for identifying, assessing, and responding to audit risk — activities
that encompass the client acceptance, planning and testing/evidence phase of the audit.

. 8 2
% ,: :<4 Understanding the Entity and its Environment

In the client acceptance phase (Phase I of the audit process model), the auditors review
material that is readily available about the entity and the entity’s environment (annual
reports, public news, and public information databases). However, in the planning phase
the auditor’s understanding of the entity and its environment should grow significantly.
As ISA 315 points out, this understanding is an essential aspect of carrying out an ISA
audit. It establishes a frame of reference within which the auditor plans the audit and
exercises professional judgment about assessing risks of material misstatement of the
financial statements and responding to those risks.

M Procedures to Obtain an Understanding

ISA 315 provides an overview of the procedures that the auditor should follow in order to
obtain an understanding sufficient to assess the risks and consider these risks in designing
the audit plans. The risk assessment procedures should, at a minimum, be a combination
of the following:

Inquiries of management and others within the entity. It is important to have discus-
sions with the client’s management about its objectives and expectations, and its plans
for achieving these goals. The discussions may encompass short-term management
objectives such as increasing profit, reducing investment in working capital, introduc-
ing new product lines, reducing taxes, or reducing selling and distribution expenses.
Expectations should be explored concerning the company’s external agents such as
customers, suppliers, shareholders, financial institutions, government, etc. However,
although management will typically be the most effective and efficient information
source, it might be worthwhile to obtain information from others, in order to reduce
the potential for bias.

Analytical procedures. These may help the auditor in identifying unusual transactions
or positions. Analytical procedures usually involve a comparison of company results to
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that of the industry. There are publications of major industry ratios and trends that
might be helpful to the auditor doing analytical procedures (see Chapter 7 Internal
Control and Control Risk).

Observation and inspection. These procedures may cover a broad area, ranging from
the observation of an entity’s core activities, the reading of management reports or
internal control manuals to the inspection of documents. A visit to, and tour of, the
company premises will help the auditor develop a better understanding of the client’s
business and operations. Viewing the facilities helps to identify some internal control
safeguards. Seeing the production process will help the auditor assess the inventory
movement and the use of fixed assets. Observations of the orderliness, cleanliness, and
physical layout of facilities and of the employees’ routine functions and work habits
can often tell the auditor more about the client than can be learned from studying the
accounting records. A knowledge of the physical facilities and plant layout may point
to the right questions to ask during the planning phase, or getting the right answers to
questions later in the audit. Knowing the layout will assist in planning how many audit
staff members will be needed to participate in observing the physical inventory. On the
site visit, the auditor may see signs of potential problems. Rust on equipment may indi-
cate that plant assets have been idle. Excessive dust on raw materials or finished goods
may indicate a problem of obsolescence. The auditors can see the physical extent of
segregation of duties within the client organization by observing the number of office
employees.

Other Information Sources

In addition to these procedures, the auditor might consider obtaining information from
others sources, for example, the entity’s external legal counsel, or externally available data
sources, including analysts’ reports, industry journals, government statistics, surveys,
texts, financial newspapers, etc. Professional organizations like the American Institute of
Certified Public Accountants (AICPA) distribute industry audit guides and most indus-
tries have trade magazines and books describing their business. Most large audit firms
also have industry groups following the developments in those industries and creating
newsletters on industry-specific items.

M Audit Team Discussion

Finally, ISA 315 requires a team-wide discussion of the susceptibility of the financial
statements to fraud or error. An important reason for this requirement is the consider-
ation that the team members collectively have a broader access to people within the
organization and their insights. As they say, the most interesting information may
typically be obtained in elevators and on the parking lot, and, again, there might be a
better balance in the team’s insights if the perspectives on the entity are not just confined
to those conveyed by top management.

M Continuing Client

If the client is a continuing one, prior year’s working papers are reviewed and reliance can
be placed on the observations from prior periods. The client’s permanent audit file
frequently contains information on company history, records of most important
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accounting policies in previous years and lists However, before relying on existing
working papers, the auditor needs to make sure that there have been no significant
changes in the relevant aspects of the client’s entity or environment.

M Understanding the Entity and its Environment

ISA 315 distinguishes the following relevant aspects in the understanding of the entity and
its environment:

industry, regulatory and other external factors, including the applicable financial
reporting framework;

nature of the entity, including the entity’s selection and application of accounting
policies;

objectives and strategies, and the related business risks that may result in a material
misstatement of the financial statements;

measurement and review of the entity’s financial performance;

internal control (discussed in Chapter 7 Internal Control and Control Risk).

In the remainder of this chapter, these aspects will be discussed in more detail.
[lustration 6.3 gives a global systems perspective of client business risk.

ILLUSTRATION 6.3

Global Systems Perspective on Client Business Risk.’

Direct competition Local labor markets

Lax regulatory Natural resources

Organization

environments Internal
environment
Configuration
Culture
Global , Compitjnc’fs Cultural
competition rocess Aavant age Advantages
Communication
O O
Environment
Competitor Customer/supplier
innovation relationship

M Industry, Regulatory And Other External Factors

It is important to understand the client’s industry because their industry has specific risks
created by the nature of the business, accounting conventions, and industry regulation.
Understanding inherent risks common to all companies in a certain industry helps the
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auditor identify the inherent risks of the individual company. For example, the telecom-
munications industry has certain risks because it is globally competitive, technological
changes may render certain assets obsolete at a quicker pace than anticipated, and
telecommunication laws control a client’s base and service fees. In other words, the
industry gives rise to risks that may result in material misstatement of the financial
statements of an individual company.

One of the relevant factors in this regard is the financial reporting framework (e.g.
International Financial Reporting Standards (IFRS)) that is applicable to the jurisdiction
in which the company operates. Other factors relevant to the industry understanding
could be the competition, supplier and customer relationships, technological develop-
ments, and energy costs. The regulatory environment issues relevant to understanding
the industry are: accounting principles (and their industry specific application), taxation,
environmental requirements, and the laws and government policies affecting the
industry. Industries are also affected by external factors such as general economic condi-
tions, interest rates, and availability of capital and debt. A list of matters that an auditor
might consider when obtaining an understanding of the industry, regulatory, and other
external factors affecting an entity is given in Illustration 6.4.

ILLUSTRATION 6.4

Industry, Regulatory and Other External Factors, Including the
Applicable Financial Reporting Framework Auditors Should Consider

Industry conditions

The market and competition, including demand, capacity, and price competition
Cyclical or seasonal activity

Product technology relating to the entity’s products

Energy supply and cost

Regulatory environment

Accounting principles and industry specific practices
Regulatory framework for a regulated industry

Legislation and regulation that significantly affect the entity’s operations
— Regulatory requirements
— Direct supervisory activities

Taxation (corporate and other)

Government policies currently affecting the conduct of the entity’s business
— Monetary, including foreign exchange controls

— Financial incentives (e.g. government aid programs)

— Tariffs, trade restrictions

Environmental requirements affecting the industry and the entity’s business

Other external factors currently affecting the entity’s business
General level of economic activity (e.g. recession, growth)
Interest rates and availability of financing
Inflation, currency revaluation
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Certification Exam Question 6.18

In obtaining an understanding of an entity’s internal controls that are relevant to audit
planning, an auditor is required to obtain knowledge about the:

(A) Design of relevant internal controls pertaining to financial reporting in each of the
five internal control components.

(B) Effectiveness of the internal controls that have been placed in operation.

(C) Consistency with which the internal controls are currently being applied.

(D) Controls related to each principal transaction class and account balance.

B Nature of the entity

This aspect of the understanding phase deals with the entity’s core, i.e. its operations,
types of investments, its financing/ownership, and how management applies and
discloses accounting policies.

Information acquired about business operations may include nature of revenue sources
(retailer, manufacturer, and professional services); products and services (e.g. pricing
policies, locations and quantities of inventory, profit margins, warranties, order book);
market (exports, contracts, terms of payment, market share, franchises, licenses,
patents, composition of customer group), location of company facilities (warehouses,
offices); employment (wage levels, supply, union contracts, pensions), key suppliers,
and customers.

Investments that have reduced in value have been the downfall of as diverse a group of
entities as Metallgesellschaft, a German manufacturer who lost a large amount on the
derivatives market,” and Orange County, California, which was forced into bankruptcy
by speculation on their municipal bonds.!” Important transactions for which infor-
mation should be gathered include: acquisitions, mergers and disposals of business
divisions; use of derivative financial instruments; type of major investments by the
company; capital investment activities (in plant and equipment, technology, etc.)
and investment in non-consolidated entities such as joint ventures, special purpose
entities,'" and partnerships.

A company’s capital structure and financing activities (sources and methods of
financing currently and historically) are very important when determining its ability to
continue as a going concern, a key consideration in determining the type of audit
opinion. Companies may use financing arrangements with subsidiaries, spin-offs,
transfer of sales contracts to SPEs, and other off-balance sheet financing. Off-balance
sheet deals caused Enron to overstate 1998 profits by $113 million; the 1999 profits
were too high by $250 million and the 2000 profits by $132 million. Enron used six
complex accounting maneuvers including non-economic hedges, tax transactions, and
SPEs to make its financial picture more attractive. Such techniques accounted for 96
percent of Enron’s reported $979 million net income for 2000.'* The auditor needs
information on debt structure (especially guarantees and off-balance sheet financing),
leases, beneficial owners, and related parties (discussed in more detail later in this
section).
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The entity’s choice and application of financial reporting policies is one of the core
considerations of the auditor, because this is the criteria on which the auditor gives his
assurance. The auditor should review company accounting policies including revenue
recognition, inventories, research and development, important expense categories,
judgmental accounting valuations, and financial statement presentation and disclosure.
Foreign currency assets, liabilities, and transactions require special attention.

A list of matters that an auditor might consider when obtaining an understanding of the
nature of the entity is given in Illustration 6.5.

There are models, such as in an Entity Level Business Model (see Illustration 6.6),
which allows an auditor to organize all information gathered about industry, company,
strategic audit, and related party transactions. The entity level business model may be pre-

ILLUSTRATION 6.5

Considerations When Obtaining an Understanding of the Nature of
the Entity®?

Business operations
Nature of revenue sources (e.g. manufacturer, wholesaler, banking, insurance or other financial
services, import/export trading, utility, transportation and technology products and services)

Products or services and markets (e.g. major customers and contracts, terms of payment, profit
margins, market share, competitors, exports, pricing policies, reputation of products, warranties,
order book, trends, marketing strategy and objectives, manufacturing processes)

Conduct of operations (e.g. stages and methods of production, business segments, delivery or
products and services, details of declining or expanding operations)

Alliances, joint ventures, and outsourcing activities

Involvement in e-commerce, including Internet sales and marketing activities
Geographic dispersion and industry segmentation

Location of production facilities, warehouses, and offices

Key customers

Important suppliers of goods and services (e.g. long-term contracts, stability of supply, terms of
payment, imports, methods of delivery such as “just-in-time”)

Employment (e.g. by location, supply, wage levels, union contracts, pension and other post
employment benefits, stock option or incentive bonus arrangements, and government regulation
related to employment matters)

Research and development activities and expenditures
Transactions with related parties

Investments

Acquisitions, mergers or disposals of business activities (planned or recently executed)
Investments and dispositions of securities and loans

Capital investment activities, including investments in plant and equipment and technology, and any
recent or planned changes

Investments in non-consolidated entities, including partnerships, joint ventures and special-purpose
entities
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lllustration 6.5 (continued)

Financing and capital structure
Group structure — major subsidiaries and associated entities, including consolidated and
non-consolidated structures

Debt structure, including covenants, restrictions, guarantees, and off-balance-sheet financing
arrangements

Leasing of property, plant or equipment for use in the business
Beneficial owners (local, foreign, business reputation, and experience)
Related parties

Use of derivative financial instruments

Financial reporting

Accounting principles and industry specific practices
Revenue recognition practices

Accounting for fair values

Inventories (e.g. locations, quantities)

Foreign currency assets, liabilities and transactions

Industry specific significant categories (e.g. loans and investments for banks, accounts receivable and
inventory for manufacturers, research and development for pharmaceuticals)

Accounting for unusual or complex transactions including those in controversial or emerging areas
(e.g. accounting for stock-based compensation)

Financial statement presentation and disclosure

ILLUSTRATION 6.6

Entity Level Business Model**

External business drivers

Strategic management process

Core business processes

Resource Management
Processes

Markets/formats Business processes Alliances /other Core services/ Customers
relationships products
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pared to provide a pictorial summary of the entity’s business to the entity’s management,
Audit Committee, Board of Directors, etc., or to facilitate communication within the
engagement team.

Legal Documents

Many of these aspects of the nature of the entity can be affected by legal considerations.
Therefore, it is important to, at an early stage, consider specific legal documents,
including corporate charter and bylaws, minutes of the board of directors and stock-
holders’ meetings, and contracts. Local standards may require disclosure of contracts in
the financial statements. Examples are listed in Illustration 6.7.

ILLUSTRATION 6.7

Examples of Legal Documents and Records to Consider in the
Context of Understanding the Entity’s Nature

Corporate charter — generally gives the name of the corporation, the date of incorporation,
the kinds and amounts of capital stock the corporation is authorized to issue, and the types
of business activities the corporation is authorized to conduct.

Bylaws — includes rules and procedures of the corporation including fiscal year, frequency of
stockholder meetings, method of voting for Board of Directors, and the duties and powers of
the corporate officer.

Corporate minutes — official record of the meetings of the board of directors and
stockholders. Include authorization of compensation of officers, new contracts, acquisition
of fixed assets, loans and dividends payments.

Contracts — include long-term notes and payables, stock options, pension plans, contracts
with vendors, government contracts, royalty agreements, union contracts, and leases.

Auditors are interested in all contracts. Contracts that are of particular interest to
auditors are long-term notes and bonds payable, stock options, pension plans, contracts
with vendors for future delivery of supplies, government contracts for completion and
delivery of manufactured products, royalty agreements, union contracts, and leases.
Contracts may affect the assessed inherent risk.

M The Entity’s Objectives, Strategies and Related Business Risks

The auditor will also consider the entity’s objectives and strategies, and the related business
risks that may affect the financial statements. The entity’s objectives are the overall plans for
the company as determined by those charged with governance'® and management.
Strategies are the operational approaches by which management intends to achieve its
objectives. Significant conditions, events, circumstances or actions that could adversely
affect the entity’s ability to achieve its objectives and execute its strategies create business
risks. The concept of business risks is broader than the concept of risks of material
misstatements in the financial statements. However, most business risks will typically have
a financial consequence, and hence will find their way into the financial statements.
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One could compare a business entity to a living system. The communications network
(formal and informal) is like a central nervous system where important direction is given
from the brain to the body to perform work. In an organization, management or those
responsible for governance (e.g. the board of directors) formulate a strategy which, in
turn, influences how employees perform work. Any living organism has a symbiotic
relationship with the environment. Events such as severe weather may engender survival
risks for an entity. Searching for food in the environment modifies the work an organism
does and shapes its survival strategy. Similarly, in business organizations there exists a
symbiotic alliance between the business processes of the organization and external
economic agents. Customers, suppliers, shareholders, and the general public are exter-
nal economic agents who impact on a company’s profitability and ultimate survival.
Financial statements are the communications that describe, on a monetary level, the
company’s dynamic interrelationship with external agents.

M Strategic Framework

An interesting interpretation of this part of the “understanding and risk assessment”
phase is taken in a strategy-oriented framework, '® which involves the following steps:

1 Understand the client’s strategic advantage. What are the entity’s plans? What market
niches do they control?

2 Understand the risks that threaten the client’s business objectives. What forces are
challenging the entity’s competitive advantages?

3 Understand the key processes and related competencies to realize strategic advantage.
What advantages and competencies are needed to increase market share in their
business area? What are the risks and safeguards?

4 Measure and benchmark process performance. What is the evidence that the expected
value is being created by the strategy?

5 Document the understanding of the client’s ability to create value and generate future
cash flows using a client business model, process analysis, key performance indicators,
and a business risk profile.

6 Use the comprehensive business knowledge decision frame to develop expectations
about key assertions embodied in the overall financial statements.

7 Compare reported financial results to expectations and design additional audit test
work to address any gaps between expectations.

This method uses the models given in Illustrations 6.3 and 6.6.
lustration 6.8 shows what an auditor might consider in determining objectives,
strategies and risks of the firm.

B Measurement and Review of the Entity’s Financial Performance

In order to assess the risk of material misstatements in the financial statements, an auditor
should examine internally generated information used by management and external
(third party) evaluations of the company. Internal measures provide management with
information about progress towards meeting the entity’s objectives. Internal information
may include key performance indicators, budgets, variance analysis, segment informa-
tion, and divisional, departmental or other level performance reports, and comparisons
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ILLUSTRATION 6.8

Considerations Concerning Entity Objectives, Strategies and
Related Business Risks

Existence of objectives (i.e., how the entity addresses industry, regulatory, and other external factors)
relating to, for example, the following:

Industry developments (potential related business risk — entity does not have the personnel or
expertise to deal with the changes in the industry)
New products and services (potential related business risk — increased product liability)

Expansion of the business (potential related business risk — demand has not been accurately
estimated)

New accounting requirements (potential related business risk — incomplete or improper
implementation, increased costs)

Regulatory requirements (potential related business risk — increased legal exposure)

Current and prospective financing requirements (potential related business risk — loss of financing
due to inability to meet requirements)

Use of IT (potential related business risk — systems and processes not compatible).

Effects of implementing a strategy, particularly any effects that will lead to new accounting requirements
(potential related business risk — incomplete or improper implementation).

of an entity’s performance with that of competitors. External information, such as
analysts’ reports and credit rating agency reports, may be useful to the auditor. Internal or
external performance measures may create pressures on management to misstate the
financial statements. A deviation in the performance measures may indicate a risk of
misstatement of related financial statement information. See Illustration 6.9.

ILLUSTRATION 6.9

Measurement and Review of the Entity’s Financial Performance

The following are matters that an auditor might consider before performing analytical procedures during
the planning phase:*°

Key ratios and operating statistics

Key performance indicators

Employee performance measures and incentive compensation policies

Use of forecasts, budgets and variance analysis

Analyst reports and credit rating reports

Competitor analysis

Period-on-period financial performance (revenue growth, profitability, leverage)

Trends.

Analytical procedures are so important to the audit and so universally employed, that
a separate chapter is needed to describe them (Chapter 9 Analytical Procedures).
Analytical procedures'” are performed at least twice in an audit. ISA 520 states,'® “The
auditor should apply analytical procedures at the planning and overall review stages of the
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audit.” In addition, most practicing accountants recommend analytical procedures also
be applied during Phase III (testing and evidence). However, in this section we will only
discuss the analytical procedures in the planning stage. [llustration 6.10 summarizes some
important characteristics of analytical procedures performed at the three stages of an
audit.

ILLUSTRATION 6.10

Important Characteristics of Analytical Procedures at Three

Audit Stages
Stage of
an Audit Required? | Purpose Comment
Planning Yes To assist in planning the Level of aggregation can vary
nature, timing and extent of | and will have impact on
other auditing procedures. effectiveness.
Substantive | No To obtain evidential matter Effectiveness depends upon:
testing about particular assertions nature of assertion,
related to account balances plausibility and
or classes of transactions. predictability of relations,
reliability of data,
precision of expectation.
Overall Yes To assist in assessing the Includes reading financial
review conclusions reached and in | statements to consider:
the evaluation of the overall accuracy of evidence
financial statement gathered for unusual or
presentation. unexpected balances
identified during planning
or during course of audit,
unusual or unexpected
balances or relationships
previously identified.

The auditor should apply analytical procedures at the planning stage to assist in under-
standing the business and in identifying areas of potential risk. Application of analytical
procedures may indicate aspects of the business of which the auditor was unaware.
Analytical procedures in planning the audit use information that is both financial and
non-financial (e.g. the relationship between sales and square footage of selling space or
volume of goods sold).

In order to better understand the client’s business and industry, the auditor will calcu-
late typical ratios and compare the company ratios to those of the industry. If the auditor
is concerned about possible misstatements the ratios like repair and maintenance
expenses can be compared to prior years and looked at for fluctuations. To learn about
liquidity or going concern, the auditor may compare the current or quick ratio to
previous years and to the industry.
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When analytical procedures identify significant fluctuations or relationships that are
inconsistent with other relevant information or that deviate from predicted amounts, the
auditor should increase procedures to obtain adequate explanations and appropriate
corroborative evidence.

M Internal Control

As addressed before, internal control — the final aspect to consider in understanding the
entity and its environment — will be dealt with separately in Chapter 7 Internal Control
and Control Risk, given the complexity and extent of this topic. However, it should be
borne in mind that the auditor needs to obtain a level of understanding of an entity’s
internal control that is sufficient for a proper understanding of the entity. A good under-
standing of internal control is required for an appropriate assessment of the risk of
material misstatement in the financial statements.

/ A,& Based on the Evidence, Assess Risk; Types of Risk

M The Risk Assessment Process

Before risk can be assessed, the auditor must perform procedures to obtain an under-
standing of accounting and internal control systems (see Chapter 7 Internal Control and
Control Risk). Audit procedures to obtain an understanding are referred to as “risk
assessment procedures”*’ because some of the results may be used by the auditor as audit
evidence to support the assessments of the risks of material misstatement of the financial
statements. The audit evidence obtained might also apply to transactions, account
balances, disclosures, and the operating effectiveness of controls.

The auditor examines the risks of material misstatement at the financial statement level
and at the financial statement assertion level for classes of transactions, account balances,
and disclosures. Risks that exist at the financial statement level are pervasive, i.e. they have
a potential impact on a large number of items in the financial statements. An example is
the risk that a company is unable to continue as a going concern. This risk would not just
have an impact on one item of the financial statements, but would be of importance on
the recognition and valuation of many items. Other risks are confined to one or only a few
assertions in the financial statements, e.g. the risk of theft from a specific warehouse A
could have an impact on the existence of the items recorded on account balance
“Inventory warehouse A”. “Inventory” is the financial statement element and the related
class of transaction would be “Goods in” or “Goods out.”

Assessment Tasks
To assess the misstatement risks, the auditor performs four tasks.
1 Identify risks by developing an understanding of the entity and its environment,

including relevant controls that relate to the risks. Analyze the strategic risks and the
significant classes of transactions.
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2 Relate the identified risks to what could go wrong in management’s assertions about
completeness, existence, valuation, occurrence, and measurement of transactions or
assertions about rights, obligations, presentation, and disclosure.

3 Determine whether the risks are of a magnitude that could result in a material
misstatement of the financial statements.

4 Consider the likelihood that the risks will result in a material misstatement of the
financial statements and their impact on classes of transactions, account balances and
disclosures.

Ilustration 6.11 gives some guidance on how these four tasks can be documented in
terms of strategic risk on significant classes of transactions.

ILLUSTRATION 6.11

Documentation Formats for Strategic Risk and Significant Classes of Transactions

Strategic risk(s)

W/P
ref

Description Significance Potential FS
effect (including
Magnitude of Likelihood of assertion)
impact occurrence

[Enter description here]

Significant classes of transactions

W/P
ref

Description FS assertion

[Enter description here]

M Business Risk, Audit Risk and its Components

As discussed before, business risks result from significant conditions, events, circumstances,
or actions that could adversely affect the entity’s ability to achieve its objectives and execute
its strategies. Even though such risks are likely to eventually have an impact on an entity’s
financial statements, not every business risk will translate directly in a risk of a material
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misstatement in the financial statements, which is often referred to as audit risk. For
example, the fact that an engineering company has difficulty finding sufficient engineers is
clearly a business risk, without there being an obvious direct link to an audit risk.

Audit Risk

Audit risk is the risk that the auditor gives an inappropriate audit opinion when the
financial statements are materially misstated. Audit risk is a measure of how reliable the
information used by the accounting system is, i.e. how much reliance can be put on it.
The higher the audit risk, the more evidence must be gathered in order for the auditor
to obtain sufficient assurance as a basis for expressing an opinion on the financial
statements.

Audit risk has three components: inherent risk, control risk and detection risk.?! Even
though the new ISAs make only scarce reference to these components, we believe that
they are illustrative in understanding how the risk assessment process works. The three
components are traditionally defined as follows:

1 Inherent risk is the susceptibility of an account balance or class of transactions to
misstatements that could be material, individually or when aggregated with mis-
statements in other balances or classes, assuming that there were no related internal
controls.

2 Control risk is the risk that a misstatement that could occur in an account balance or
class of transactions and that could be material — individually or when aggregated with
misstatements in other balances or classes — will not be prevented or detected and
corrected on a timely basis by accounting and internal control systems.

3 Detection risk is the risk that an auditor’s substantive procedures? will not detect a
misstatement that exists in an account balance or class of transactions that could be
material, individually or when aggregated with misstatements in other balances or
classes.

When inherent and control risks are high, acceptable detection risk needs to be low
to reduce audit risk to an acceptably low level. For example, if the internal control
structure is effective in preventing and/or detecting errors (i.e. control risk is low), the
auditor is able to perform less effective substantive tests (detection risk is high).
Alternatively, if the account balance is more susceptible to misstatement (inherent risk
is higher), the auditor must apply more effective substantive testing procedures (detec-
tion risk is lower). In short, the higher the assessment of inherent and control risk, the
more audit evidence the auditor should obtain from the performance of substantive
procedures.

Concept and a Company 6.1 o Z

Bristol-Myers Squibb 2001-03 - Business Risk and Significant Risk

Concept

What is business risk? What is significant risk?

Story
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During the period 2001 through 2003, Bristol-Myers Squibb, a large New York-based
pharmaceutical company, lost about 11 percent of its sales and saw its stock value decrease
by about 50 percent due to business and significant risks.
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Major events triggering Bristol’s problems included the following:

1 Sales losses for 2002 of about $2 billion (11 percent) to generic manufacturers resulting
from expiration of patents on three key drugs — cancer medicine Taxol, diabetes drug
Glucophage, and anti-anxiety medicine BuSpar. (Revell 2003)

2 Investment loss of about two-thirds of its stake in biotech company ImClone Systems
acquired in late 2001 for $1.2 billion, due to delays in FDA approval of ImClone’s
intended blockbuster cancer drug Erbitux, and compounded by well-publicized insider-
trading scandals (Anand 2002) centering around ImClone’s founder Samuel Waksal who
was sentenced to 87 months in prison for his role in the scandal.

3 Between 1999 and 2001, the company acknowledged it had overstated revenue by $2.5
billion by improperly recording sales to wholesales, generally towards the end of the
quarter, in order to meet quarterly sales projections established by senior management.
(Landers 2003) This practice (called “channel stuffing”) involved the company per-
suading its wholesale customers to buy about $2 billion more of drugs than they actually
needed so that Bristol could meet its earnings targets for that year. The SEC and the
Justice Department launched an investigation into inventory and accounting practices.

Discussion
Questions

Discuss of the events given — which were significant risks and which were business risks.
How could Bristol Myers have avoided these risks?

References Anand, G., 2002, “Focus of Furor, ImClone’s CEO Calls It Quits,” Wall Street Journal, May 23, p. B.I.

Landers, Peter, 2003, “Bristol-Myers Launches Review Into Sales, Marketing Practices,” The Wall
Street Journal, July 26.
Revell, J., 2003, “Bristol-Myers Cleans Up Its Mess,” Fortune, February 17, p. 136.

[lustration 6.12 shows a symbolic graphic used by AICPA to illustrate how audit risk
works. The potential pool of material errors is represented by the tap® at the top of the
illustration. The sieves** represent the means by which the client and the auditor attempt
to remove material errors from the financial statements. The auditor has no way of
knowing how many errors exist.

Components of Audit Risk lllustration

In Illustration 6.12, the first sieve represents the internal control system. The client may
install a system of internal accounting control to detect material errors and correct them.
Ideally, the control system should detect any material errors before they enter the financial
statements. However, there is some risk that errors will either pass undetected through the
control system (perhaps as a result of a breakdown or weakness) or will bypass the control
system altogether (e.g. where there are no controls in place such as an unusual exchange of
non-monetary assets). The liquid falling through the sieve represents the errors not
detected and the spillover represents those errors that bypass the control system. If the
internal control system does not detect and correct the errors, they will be included in the
financial statements. The auditor must design audit procedures that will provide reason-
able assurance that material errors will be detected and removed from the financial state-
ments. In Illustration 6.12, the second sieve represents the auditor’s procedures. Despite
internal controls and auditors’ procedures to detect misstatement, there will always be the
possibility that some misstatements will be undetected. This is audit risk.
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ILLUSTRATION 6.12

Components of Audit Risk?®

Inherent risk

in client’s financial

f Errors likely to occur
statements

Control risk

Errors not 06 Errors that bypass controls

detected by ¢ 06
controls K b

Detection risk Errors caught by auditor

)
Audit risk ) Errors undetected by auditor
6

[lustrations 6.13 and 6.14 show the relationship between inherent, control and
detection risks.

ILLUSTRATION 6.13

Interrelationship of the Components of Audit Risk

The following table shows how the acceptable level of detection risk may vary based on

assessments of inherent and control risks, based on the Appendix to International Standard
on Auditing 400.

Auditor’s assessment of control
High Medium Low
High Lowest Lower Medium
Au.dltor S ass'essment Medium Lower Medium Higher
of inherent risk
Low Medium Higher Highest

The darker shaded areas in this table relate to detection risk.

There is an inverse relationship between detection risk and the combined level of inherent
and control risks. For example, when inherent and control risks are high, acceptable levels
of detection risk need to be low to reduce audit risk to an acceptably low level. On the other
hand, when inherent and control risks are low, an auditor can accept a higher detection risk
and still reduce audit risk to an acceptably low level.
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ILLUSTRATION 6.14
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Relationship between Inherent, Control and Detection Risk

A
High

WWW. Hesabdarg Com
@HesabdaryCom

/4

control risks

Low

More evidence gathering

/must be planned

Required less evidence

Detection risk

Certification Exam Question 6.22°

> High

The risk that an auditor will conclude, based on substantive tests, that a material
misstatement does not exist in an account balance when, in fact, such misstatement

does exist is referred to as:

A) Sampling Risk.
B) Detection Risk.

— = = —~

D) Inherent Risk.

C) Nonsampling Risk.

Certification Exam Question 6.3

Relationship between control risk and detection risk is ordinarily:

(A) Parallel.
(B) Inverse.
(C) Direct.
(D) Equal.

B Significant Risks

Significant risks are audit risks that require special audit consideration. Significant risks
generally relate to judgmental matters and significant non-routine transactions.
Judgment is used, for example, in the development of significant accounting or fair value
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estimates. Non-routine transactions are transactions that are unusual, either due to size
or nature, and that therefore occur infrequently. Risks of material misstatement may be
greater for significant judgmental matters requiring accounting estimates or revenue
recognition, and for assumptions about the effects of future events (e.g. fair value) than
for ordinary transactions.

Significant non-routine transactions may arise from management intervention in
specifying the accounting treatment for a transaction, manual intervention for data
collection and processing, complex calculations or accounting principles, transactions for
which there is difficulty in implementing effective controls, and significant related party
transactions. These risks are less likely to be subjected to routine control systems and so a
more in-depth understanding helps the auditor develop an effective audit approach.

Special Audit Consideration

As part of risk assessment, the auditor may determine some of the risks identified are
significant risks that require special audit consideration. Classification of a risk as requiring
special consideration is important in the context of the auditor’s response to the risk (see
Chapter 8 Control Risk, Audit Planning and Test of Controls). In particular, it is even more
important for significant than for non-significant risks that the auditor evaluates the design
of the entity’s controls, including relevant control procedures, and obtains contemporane-
ous evidence as to whether or not they have been implemented. Further, it is required that
the auditor performs substantive procedures® that are specifically responsive to the risks.

Is the Risk Significant?

Significant risks arise on most audits, but their determination is a matter for the auditor’s
professional judgment. In determining what is a significant risk the auditor considers a
number of matters, including the following:**

Whether the risk is a risk of fraud.

The likelihood of the occurrence of the risk.

The likely magnitude of the potential misstatement and the possibility that the risk may
give rise to multiple misstatements.

Whether the risk is related to recent significant economic, accounting, or other
developments and, therefore, requires specific attention.

The complexity of transactions that may give rise to the risk.

Whether the risk involves significant transactions with related parties.

The degree of subjectivity in the measurement of financial information related to the risk.
Whether the risk involves significant transactions that are outside the normal course of
business for the entity, or that otherwise appear to be unusual given the auditor’s
understanding of the entity and its environment.

Certification Exam Question 6.42%°
The audit program usually cannot be finalized until the:

(A) Consideration of the entity’s internal control has been completed.

(B) Engagement letter has been signed by the auditor and the client.

(C) Audit findings have been communicated to the audit committee of the board of
directors.

(D) Search for unrecorded liabilities has been performed and documented.
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K <,, ,& Planning Materiality

Materiality is defined in IFAC’s Glossary Of Terms:™

“Information is material if its omission or misstatement could influence the economic decisions
of users taken on the basis of the financial statements. Materiality depends on the size of the
item or error judged in the particular circumstances of its omission or misstatement. Thus,
materiality provides a threshold or cutoff point rather than being a primary qualitative
characteristic which information must have if it is to be useful.”

The auditor’s responsibility is to express an opinion on whether the financial statements
are prepared, in all material respects, in accordance with financial accounting standards.
Materiality is the degree of inaccuracy or imprecision that is still considered acceptable
given the purpose of the financial statements.

M Materiality Level

Planning materiality is a concept that is used to design the audit such that the auditor can
obtain reasonable assurance that any error of a relevant (material) size or nature will be
identified. There are additional costs for an auditor to audit with a lower materiality. The
lower the materiality, the more costly is the audit. If any error of whatever small size needs
to be found in the audit, the auditor would spend significantly more time than when a
certain level of imprecision (higher materiality level) is considered acceptable.

What is material is often difficult to determine in practice. However, four factors are
generally considered: size of item; nature of item; the circumstances; and the cost and
benefit of auditing the item.

M Size of the ltem

The most common application of materiality concerns the size of the itemn considered.
A large dollar amount item omitted from the financial statements is generally material.
Size must be considered in relative terms, for example, as a percentage of the relevant base
(net income, total assets, sales, etc.) rather than an absolute amount. The view that size is
an essential determinant of materiality means that, for financial reporting purposes,
materiality can only be judged in relation to items or errors which are quantifiable in
monetary terms.

B Nature of the Item

The nature of an item is a qualitative characteristic. An auditor cannot quantify the
materiality decision in all cases; certain items may have significance even though the dollar
amount may not be quite as large as the auditor would typically consider material. For
example, a political bribe by a client, even though immaterial in size, may nevertheless be
of such a sensitive nature and have such an effect on the company financial statement that
users would need to be told. It has been suggested” that in making judgments about
materiality, the following aspects of the nature of a misstatement should be considered:

the events or transactions giving rise to the misstatement;
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the legality, sensitivity, normality, and potential circumstances of the event or transaction;
the identity of any other parties involved; and
the accounts and disclosure notes affected.

M Circumstances of Occurrence

The materiality of an error depends upon the circumstances of its occurrence. There are two
types of relevant circumstances:

1 the users of the accounting information’s economic decision-making process;
2 the context of the accounting information in which an item or error occurs.

Since materiality means the impact on the decisions of the user, the auditor must have
knowledge of the likely users of the financial statements and those users’ decisions
process. If a company is being audited prior to listing on a national stock exchange or
a large loan or merger, the users will be of one type. If statements of a closely held
partnership are being audited, users will be of a different type.

For example, if the primary users of the financial statements are creditors, the auditor
may assign a low materiality threshold to those items on financial statements that affect
liquidity®* such as current assets and current liabilities. On the other hand, if the primary
users are investors or potential investors, the auditor may assign a low materiality
threshold to income. Secondly, a misstatement may be in the context of comparative
figures and trends, financial statements of comparable entities, and management or
stakeholder expectations.

Certification Exam Question 6.533

Which of the following relatively small misstatements most likely could have a material
effect on an entity’s financial statements?

A) An illegal payment to a foreign official that was not recorded.

B) A piece of obsolete office equipment that was not retired.

C) A petty cash fund disbursement that was not properly authorized.
D) An uncollectible account receivable that was not written off.

—_ o~ —~ —~

M Reliability, Precision and Amount of Evidence

The auditor should consider materiality and its relationship with audit risk when
conducting an audit, according to ISA 320.>* What does this mean? In statistical
sampling, there is a fixed relationship between:

the reliability of an assertion based on the sampling (in auditing this is determined by
audit risk);

the precision of this statement (in auditing it is determined by materiality);

the amount of evidence that should be gathered in order to make this assertion.

Changes in one of these three items have implications for (one of) the other two.
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B Example: Three Assumptions in the Same Circumstance

A real-life example might illustrate this relationship between reliability, precision, and
amount of evidence. Suppose you are asked to make an assertion about the average
taxable income of randomly selected people, shopping at the Kurfurstendamm in Berlin.
Also suppose that gathering information regarding the taxable income of these people is
costly. Consider the following three situations:

1

You are asked to make, with a high degree of reliability (you were asked to bet quite
some money on the correctness of your assertion), the assertion that the average
annual taxable income of ten people will be between minus and plus €300,000,000.
Even though a high degree of reliability is requested (i.e. a lot is at stake for you), you
will probably do little or no investigative work because you were allowed to make a very
imprecise statement (i.e. a very high level of tolerance is allowed).

You are asked to make, with a low degree of reliability (you were asked to bet only a
symbolic €1 on the correctness of your assertion), the assertion that the average annual
taxable income of these random ten people will be between 0 and €70,000. Even though
this time a high degree of precision is requested, you will probably only do little or no
(costly) investigative work, since you were only asked to make your assertion with a
low degree of reliability (not a lot at stake for you).

You are asked to make, with a high degree of reliability (again, you were asked to bet
quite some money on the correctness of your assertion), the assertion that the average
annual taxable income of these ten people will be between 0 and €70,000. Because of
the high degree of reliability and precision requested (i.e. a lot is at stake for you
and only a relatively low degree of tolerance is accepted in your statement), you will
probably do extensive investigative work.

These examples might clarify how there is an inverse relationship between audit risk (as a
measure of reliability) and materiality (as a measure of precision). (See also Illustration 6.15).

ILLUSTRATION 6.15

Inverse Relationship Between Materiality and Audit Risk

High

Materiality

Low > High
Audit risk

What degree of imprecision or materiality is acceptable in auditing financial state-

ments? In order to decide this, the imprecision tolerated should be related to the size of
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the audited company’s business and its profitability. Try to determine how much error
or misstatement auditors would be willing to tolerate and still render an opinion that
the financial statements were not materially misleading in Case One and Case Two,
following.

B Materially Misstated or Not?

Case One

A few days before the end of 20X1, a $1,000 expenditure for the repair of equipment
was incorrectly charged to the equipment account in the balance sheet rather than to
operating expenses in the income statement. As a result (ignoring depreciation), total
assets should be stated at $1,589,000 instead of $1,590,000 and income before taxes
should be stated at $107,000 instead of $108,000. Are the financial statements still fairly
presented and not materially misleading?

Case Two

A few days before the end of 20X1, $50,000 expenditure for the repair of equipment was
incorrectly charged to the equipment account rather than to operating expenses. As a
result (ignoring depreciation), total assets should be stated at $1,490,000 rather than
$1,540,000 and income before taxes should be stated at $58,000 rather than $108,000? Are
the financial statements fairly presented and not materially misleading?

Analysis

In Case One the financial statements are fairly presented and not materially misstated
because the $1,000 difference in assets and net income will not make a difference to the
financial statement user, i.e. it is not material. Case Two is different. The financial state-
ments are materially misstated, primarily because net income, an important basis of
materiality, is overstated by 86 percent. This overstatement of net income is something
that could definitely change the decisions of a financial statement user, i.e. it is material.

M Where to Set Materiality?

Considering all these materiality factors, then, at what amount should materiality be set?
The international standards give no guidelines. In the USA only 10 percent of authori-
tative accounting pronouncements contain specific materiality percentages, and only
6 percent give judgment items. > In practice, however, every accounting firm has its own
set of guidelines or “rules of thumb” related to a financial statement base such as net
income, total revenues, etc. Rules of thumb commonly used in practice include:

5 to 10 percent of net income before taxes;
5 to 10 percent of current assets;

5 to 10 percent of current liabilities;

0.5 to 2 percent of total assets;

0.5 to 2 percent of total revenues;

1 to 5 percent of total equity.

The appropriate financial statement base for computing materiality will vary based on the
nature of the client’s business. For example, if a company is near break even, net income
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for the year will be much too small to use as the financial statement base. In that case the
auditors will often choose another financial statement base or use an average of net
income over a number of prior years.

Concept and a Comps 6. ‘ z

Arthur Andersen, Waste Management and Materiality

Concept What is material and how is materiality determined?

Story In 1993 and early 1994, Arthur Andersen audited Waste Management’s 1993 financial
statements. By February 1, 1994, the engagement team quantified current and prior period
misstatements totaling $128 million, which, if recorded, would have reduced net income
before special items by 12 percent.

The engagement team prepared Proposed Adjusting Journal Entries (PAJEs) in that
amount for Waste Management to record in 1993. A PAJE is an adjustment proposed by the
auditor to the company during the audit that, if accepted by the company, would correct a
misstatement in the books.

The engagement team also identified “accounting practices that gave rise to other known
and likely misstatements” involving understatements of operating expenses for which no
PAJEs were prepared. These misstatements included, among other things:

1 amounts for deferred costs of impaired projects that should have been written off;

2 land carrying values in excess of net realizable value;

3 improper purchase acquisition accruals in connection with the establishment of environ-
mental remediation reserves (liabilities);

4 reversals of the environmental remediation reserves (liabilities) to income; and

5 unsupported changes to the salvage values of waste vehicles and containers.

The engagement team also knew of the company’s capitalized interest methodology, which
Andersen knew did not conform to GAAP but which it had determined was “not materially
inaccurate.”

Waste Management refused to record the PAJEs or to correct the accounting practices
giving rise to the PAJEs and other misstatements and likely misstatements.

The engagement team informed Andersen’s risk management partner of the PAJEs and
questionable accounting practices. Andersen’s Audit Objectives and Procedures Manual
required that risk management partners consult with senior partners when cumulative
PAJEs exceeded 8 percent of net income from continuing operations. These partners
reviewed and discussed the unrecorded PAJEs as well as “continuing audit issues.” They
determined that Andersen would nonetheless issue an unqualified audit report on Waste
Management’s 1993 financial statements.

Applying an analytical procedure for evaluating the materiality of audit findings referred
to as the “roll-forward” method, these partners determined that, because the majority of
PAJEs concerned prior period misstatements, the impact of the PAJEs relating to current
period misstatements on Waste Management’s 1993 income statement was not material.
They would issue an unqualified audit report. But they also warned Waste Management that
Andersen expected the company to change its accounting practices and to reduce the
cumulative amount of the PAJEs in the future.
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Arthur Andersen, Waste Management and Materiality (continued)

Discussion
Questions

What analysis do you think the engagement team did to determine the amount of the PAJES?
By what reasoning did the audit team determine the accounting practices that gave rise to
other known and likely misstatements mentioned that did not need adjustment?

What items do you think the senior partners discussed when determining that Andersen
would issue an unqualified opinion?

References SEC, 2001, Release No. 44444, Accounting And Auditing Enforcement Release No. 1405, “In the Matter

of Arthur Andersen LLP Respondent,” Securities and Exchange Commission, June 19.
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The auditor should plan the audit work so that the audit will be performed in an effective
manner. Planning means developing a general strategy and a detailed approach for the
expected nature, timing, and extent of the audit. The objective of planning is to determine
the amount and type of evidence and review required to give the auditor assurance that
there is no material misstatement of the financial statements.

The planning procedures are:

perform audit procedures to understand the entity and its environment, including the
entity’s internal control;

assess the risks of material misstatements of the financial statements;

determine materiality;

prepare the planning memorandum and audit program, containing the auditor’s
response to the identified risks.

This chapter has covered the first three steps in the planning process, with the exception
of the internal control considerations, which are dealt with in Chapter 7 Internal Control
and Control Risk.

In performing an audit of financial statements, the auditor should have or obtain an
understanding of the entity and its environment sufficient to enable the auditor to
identify and understand the events, transactions, practices, and risks that, in the auditor’s
judgment, may have a significant effect on the financial statements or on the examination
or audit report. This business knowledge requires knowledge of the industry and
company (including finances, internal controls, legal issues, and related party infor-
mation). It is important to understand the client’s industry because its industry has
specific risks created by the nature of the business, accounting conventions, and industry
regulation. Understanding inherent risks common to all companies in a certain industry
helps the auditor identify the inherent risks of the individual company.

Crucial information about a company starts with management’s attitudes, organiz-
ation, and direction. Initial interviews with client’s management and other personnel are
key procedures. A visit to, and tour of, the company premises will help the auditor
develop a better understanding of the client’s business and operations. Certain docu-
ments and records should be collected and examined early in the engagement. Analytical
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procedures are performed at least twice in an audit: at the planning and overall review
stages of the audit.

ISA 315 distinguishes the following relevant aspects in the understanding of the entity
and its environment:

industry, regulatory and other external factors, including the applicable financial
reporting framework;

nature of the entity, including the entity’s selection and application of accounting
policies;

objectives and strategies and the related business risks that may result in a material
misstatement of the financial statements;

measurement and review of the entity’s financial performance;

internal control (discussed in Chapter 7 Internal Control and Control Risk).

There are primarily two categories of risk of concern to an auditor: business risk and audit
risk. Business risks result from significant conditions, events, circumstances or actions
that could adversely affect the entity’s ability to achieve its objectives and execute its
strategies. Even though such risks are likely eventually to have an impact on an entity’s
financial statements, not every business risk will translate directly in a risk of a material
misstatement in the financial statements, which is often referred to as audit risk.
Significant risks are audit risks that require specific audit consideration. Significant risks
generally relate to judgmental matters and significant non-routine transactions.
Classification of a risk as a significant risk might have an impact on the auditor’s response
to that risk. This will be dealt with in Chapter 8 Control Risk, Audit Planning and Test of
Controls.

Audit risk has three components: inherent risk, control risk, and detection risk.
Inherent risk is the susceptibility of an account balance or class of transactions to mis-
statements that could be material (individually or when aggregated with misstatements in
other balances or classes), assuming that there were no related internal controls. Control
risk is the risk that a material misstatement that could occur will not be prevented or
detected and corrected on a timely basis by accounting and internal control systems.
Detection risk is the risk that an auditor’s substantive procedures will not detect a
misstatement that exists in an account balance or class of transactions that could be
material.

The auditor assesses the risks of material misstatement at the financial statement level,
and at the assertion level for classes of transactions, account balances, and disclosures.
The higher the audit risk, the more evidence must be collected to reduce the risk to an
acceptable level. To assess the audit risk, the auditor performs four tasks.

1 Identify risks by developing an understanding of the company environment, including
relevant controls that relate to the risks, key transactions, fairness of account balances,
and key financial statement disclosures.

2 Relate the identified risks to what could make management’s assertions go wrong about
completeness, existence, valuation, occurrence, and measurement of transactions or
assertions about rights, obligations, presentation, and disclosure.

3 Determine whether the risks are of a magnitude that could result in a material
misstatement of the financial statements.

4 Consider the likelihood that the risks will result in a material misstatement of the
financial statements.

221



CHAPTER 6 UNDERSTANDING THE ENTITY, RISK ASSESSMENT AND MATERIALITY

’
9 O

>

I

222

The auditor should consider materiality and its relationship with audit risk when
conducting an audit. It is the auditor’s responsibility to determine whether financial
statements are materially misstated. The auditor considers materiality at both the
overall financial statement level and in relation to individual account balances, classes of
transactions, and disclosures.

,& Answers to Certification Exam Questions ﬂr

6.1 (A) The requirement is to obtain an understanding of the entity’s internal controls for audit
planning. Answer (A) is correct because the auditor should obtain an understanding of the design
of relevant internal controls for financial reporting and each of the five internal control compo-
nents. Answers (B) and (C) are not correct because the auditor is not required as part of obtain-
ing an understanding of internal control to determine the operating effectiveness of internal control
or the consistency with which the controls are applied. Answer (D) is incorrect because not all
transaction classes and account balances have controls, and some account balances may not be
material.

6.2 (B) The requirement is to assess the risk that an auditor will find no misstatements but they
do, in fact, exist. Answer (B) is correct because the part of the audit risk that is under the auditor’s
control is detection risk — and that risk is that misstatement will not be detected by the
auditor’s procedures. Answer (A) is wrong because sampling risk arises from the possibility that the
auditor’'s conclusion, based on a sample, may be different from the conclusion reached if
the entire population were subjected to the same audit procedure. Answer (C) is wrong because
non-sampling risk arises from factors that cause the auditor to reach an erroneous conclusion for
any reason not related to the size of the sample. For example, most audit evidence is persuasive
rather than conclusive, the auditor might use inappropriate procedures, or the auditor might
misinterpret evidence and fail to recognize an error. Answer (D) is incorrect because inherent risk
is something over which the auditor has no control.

6.3 (B) The requirement is to state the relationship between control risk and detection risk.
Answer (B) is correct because as control risk increases, the risk of not detecting misstatement
should be set low. The two do not move in parallel (answer (A)) nor in an equal direction (answer
(D)). Control risk and detection risk are not directly related.

6.4 (A) The requirement is to determine what must occur before an audit program may be
finalized. Answer (A) is correct because no audit program can be written without first determining
what information is reliable or not because of internal controls or lack thereof. The engagement is
not required in all countries and even when it is, it may not necessarily be signed by the client, so
answer (B) is incorrect. Audit findings cannot be reported before an audit program is written and
the audit has occurred, so answer (C) is incorrect. Search for unrecorded liabilities is part of the
audit that occurs after the audit program has be drawn up. Answer (D) is wrong.

6.5 (A) The requirement is what type of small misstatements may have a material effect. Answer
(A) is correct because illegal payments, once they are found out, could harm the company’s stock
price and operations. Small misstatements brought about by a piece of obsolete office equipment
(B) or petty cash disbursements (C) are not material. An uncollectable receivable would only be
material if it was a small amount such as we are talking about here.
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QUESTIONS, EXERCISES AND CASES

Questions, Exercises and Cases

QUESTIONS

Planning — Phase Il of the Audit Process Model

6.1 What is the objective of audit planning?
6.2 List the planning procedures.
6.3 Describe the approach to auditing risk given in ISAs 315, 330, and 500.

Understanding The Entity And Its Environment

6.4 When obtaining knowledge of a company what type of material can auditors use? What
ISA concept discusses this issue? Briefly discuss the standard.
6.5 How can understanding a certain industry help an auditor?

Based on the Evidence, Assess Risk; Types of Risk

6.6 What are the definitions of the three audit risk components?

6.7 What components of the audit risk exist independently of the audit? What does an auditor
do in this situation?

6.8 Distinguish between Business Risk and Significant Risk.

Planning Materiality

6.9 How is materiality defined in IFAC’s Glossary of Terms?

6.10 What four factors are generally considered in determining materiality? Briefly discuss them.

6.11 What guidelines or “rules of thumb” related to a financial statement base such as net
income, total revenues, etc. are commonly used in practice?

PROBLEMS AND EXERCISES

Planning — Phase Il of the Audit Process Model

6.12 Planning Procedures. Constantijn & Nianias, Soma Orkaton Logistons (SOLs), have been
hired to audit Eidola Company, a biochemical company listed on the Athens Stock
Exchange. Constantijn & Nianias is auditing the client for the first time in the current year
as a result of a dispute between Eidola and the previous auditor over the proper booking of
sales and accounts receivable for sales of inventory that has not been delivered but has
for practical purposes been completed and sold.

Eidola has been grown from a small startup to a highly successful company in the
industry in the past seven years, primarily as a result of many successful mergers
negotiated by George Panis, the president and chairman of the board. Although other
biotech firms have had difficulty in recent years, Eidola continues to prosper, as shown by
its constantly increasing earnings and growth. Bayer, the large German chemical company,
has a special discount contract with them and represents 15 percent of their sales. In the
last year, however, the company’s profits turned downward.

His board of directors, that include many of his old university classmates, generally supports
Panis. The board, which meets twice annually, recently issued a policy on corporate ethics
conduct. Panis says he owes much of his success to the hiring of aggressive young executives
paid relatively low salaries combined with an unusually generous profit-sharing plan. The
corporate structure is very informal, as Panis does not believe than any employee should have
a title or a specific job description as it “gives people airs.” Panis’s only corporate objective is
“to make large profits so our stock price will increase and our shareholders will be happy.”
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The management information system at Eidola is very limited and they lack sophisticated
accounting records for a company that size. The information system will be updated this
year. The personnel in the accounting department are competent but somewhat
overworked and underpaid relative to the other employees, and therefore turnover is high.
The most comprehensive records are for production and marketing because Panis believes
these areas are more essential to operations than accounting. There are only four internal
auditors and they spend the majority of their time taking inventories, which is time
consuming because inventories are located at 11 facilities in four countries.

The financial statements for the current year include a profit 20 percent less than the
previous year, but the auditors feel it should be a larger decrease because of the reduced
volume and the disposal of a segment of the business, Kata-Karpos. The disposal of this
segment was considered necessary because it had become increasingly unprofitable over
the past three years. When it was acquired from Christopher Panis, George Panis’s
brother, it was considered profitable even though its largest customer was Kata-Klino, also
owned by Christopher Panis.

Eidola is considered under-financed by market analysts. There is excessive current debt
and management is reluctant to sell equity on the capital markets because increasing the
number of shares will decrease share price. George Panis is now talking to several large
companies with hopes of a merger.

Required:

A. Briefly discuss which matters Constantijn & Nianias, SOLs should consider for each of
the first three planning procedures.

B. What techniques should the auditors use to gather the necessary information?

6.3 Understanding The Entity And Its Environment
6.13 Nature of the Entity. To get information about the core processes of the entity an auditor

examines its business operations, investments, capital structure and financing activities,
and financial reporting policies.

Required:

A. Explain the problems an auditor may incur in each of these four areas.

B. What would be the characteristics of a company that had low risk in each of these
areas?

C. You are assigned to evaluate on general economic and industry characteristics Eikon
Elektronik, AS, a small, but fast-growing Turkish company that manufactures chip
memories for personal computers. What business operations, investments, capital
structure and financing activities, and financial reporting policies factors do you believe
will be important in this evaluation?

6.14 Client Facilities Tour. When an auditor has accepted an engagement from a new client

who is a manufacturer, it is customary for the auditor to tour the client’s plant facilities.
Discuss the ways in which the auditor's observations made during the course of the plant
tour would be of help in planning and conducting the audit.

6.15 Risk assessment procedures should, at a minimum, be a combination of inquires of

management and others within the entity, analytical procedures, and observation and
inspection.

Required:
Give the advantages and disadvantages for each of these assessment procedures.
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6.4 Based on the Evidence, Assess Risk; Types of Risk

6.16 Risk Analysis. Four tasks are required to assess the risk of misstatement. They are:
1 Identify risk by developing an understanding of the entity and its environment.
2 Relate the risk to what could go wrong in management’s assertion.
3 Determine whether risks could result in material misstatement of the financial
statements.
4 Consider that risks will result in material misstatement.

Required:

Using these tasks, analyze the following risks:

A. Cash receipts from sales in an office supply store are not recorded.

B. Investment in securities by the treasury department of a small manufacturing firm result
in large losses.

C. Financial statement disclosures do not comply with IASs.

D. Pollution equipment in a large international steel refinery does not comply with local
pollution control laws.

E. Bank statements do not correlate with cash receipts and disbursements.

6.5 Planning Materiality

6.17 Materiality and Risk. Dag Nilsson, Auktoriserad Revisor (AR), considers the audit risk at
the financial statement level in the planning of the audit of the financial statements of
Lycksele Lappmark Bank (LLB) in Storuman, Sweden, for the year ended December 31,
20X5. Audit risk at the financial statement level is influenced by the risk of material
misstatements, which may be indicated by a combination of factors related to
management, the industry, and the entity. In assessing such factors, Nilsson has gathered
the following information concerning LLB’s environment.

LLB is a nationally insured bank and has been consistently more profitable than the
industry average by making mortgages on properties in a prosperous rural area, which has
experienced considerable growth in recent years. LLB packages its mortgages and sells
them to large mortgage investment trusts. Despite recent volatility of interest rates, LLB
has been able to continue selling its mortgages as a source of new lendable funds.

LLB’s board of directors is controlled by Kjell Stensaker, the majority stockholder, who is
also the chief executive officer (CEO). Management at the bank’s branch offices has
authority for directing and controlling LLB’s operations and is compensated based on
branch profitability. The internal auditor reports directly to Hakon Helvik, a minority
stockholder, who is chairman of the board’s audit committee.

The accounting department has experienced little turnover in personnel during the five
years Nilsson has audited LLB. LLB’s formula consistently underestimates the allowance
for loan losses, but its controller has always been receptive to Nilsson’s suggestions to
increase the allowance during each engagement.

During 20X5, LLB opened a branch office in Ostersund, 300km from its principal place
of business. Although this branch is not yet profitable due to competition from several well-
established regional banks, management believes that the branch will be profitable by
20X7.

Also during 20X5 LLB increased the efficiency of its accounting operations by installing a
new computer system.
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Required:

Based only on the information above, describe the factors that would most likely have an
effect on the risk of material misstatement. Indicate whether each factor increases or
decreases the risk. Use the format illustrated below:

Environmental factor Effect on risk of material misstatements

Branch management has authority for Increase
directing and controlling operations

CASES

6.18 Materiality. Via the internet, get the latest balance sheet and income statement of Nokia,
an international manufacturer of portable telephones headquartered in Finland. At the
www.Nokia.com website click investors, click reports, click financial reports, finally click
annual information or use the site search box using the terms Nokia's financial
statements.

Required:

A.

Use professional judgment in deciding on the initial judgment about materiality for
the basis of net income, current assets, current liabilities, and total assets. State
materiality in both percentages of the basis and monetary amounts.

Assume materiality for this audit is 7 percent of earnings from operations before income
taxes. Furthermore, assume that every account in the financial statements may be
misstated by 7 percent and each misstatement is likely to result in an overstatement of
earnings. Allocate materiality to these financial statements.

Now, assume that you have decided to allocate 80 percent of your preliminary judgment
(on the basis of earnings from operations before taxes) to accounts receivable, inven-
tories, and accounts payable. Other accounts on the balance sheet are low in inherent
and control risk. How does this allocation of materiality impact on evidence gathering?
After completing the audit you determine that your initial judgment about materiality for
current assets, current liabilities, and total assets has been met. The actual estimate of
misstatements in earnings exceeds your preliminary judgment. What should you do?
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INTERNAL CONTROL AND CONTROL RISK

After studying this chapter, you should be able to:
1

2
3
4
5
6

8
9

Understand the basic definition of internal control.

Discuss why internal controls are important.

Distinguish between the different components of internal control.
Describe the elements of the control environment.

Evaluate how management’s objectives are related to risk assessment.

Explain the effects of information and communication on the internal
control system.

Distinguish between the major types of control activities.
Give examples of major types of control activities.

Identify monitoring controls.

10 Know what is meant by design of controls.
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Internal control is not only essential to maintaining the accounting and financial records of
an organization, it is essential to managing the entity. Everyone from the external auditors
to management to the board of directors to the stockholders of large public companies to
government, have an interest in internal controls. In many parts of the world, regulators
have emphasized the importance of internal control by requiring management to make
annual public statements about the effectiveness of internal controls.

Reinforcing internal controls is generally seen as one of the most important steps in
avoiding negative surprises. Even a company that is considered “in control” will face risks.
Effective internal controls will ensure that risks are identified at an early stage. Company
risk management procedures will identify ways to deal with these risks, to the extent
possible.

As we discussed in Chapter 6 Understanding the Entity, Risk Assessment and
Materiality, the consideration of internal control is an important part of Phase II
(Planning) of the Audit Process Model. In Chapter 6, it was also stated that the first two
steps in the planning procedures are:

1 perform audit procedures to understand the entity and its environment, including the
entity’s internal control;
2 assess the risks of material misstatements of the financial statements

For both steps, the consideration of internal control and control risk is essential.

This chapter will concentrate on the importance of internal control, on general
concepts in internal control, and on its components (the control environment, risk
assessment, control activities, information and communication, and monitoring). In
Chapter 8 Control Risk, Audit Planning and Test of Controls, assessment of control risk
and the techniques for testing internal control as part of the audit will be discussed.

. ,& Internal Control Defined

Internal control, according to the Committee of Sponsoring Organizations of the
Treadway Commission (COSO), is a process, effected by an entity’s board of directors,
management and other personnel, designed to provide reasonable assurance regarding the
achievement of objectives in the following categories: effectiveness and efficiency of oper-
ations, reliability of financial reporting, compliance with applicable laws and regulations,
and safeguarding of assets against unauthorized acquisition, use or disposition.

This definition reflects certain fundamental concepts:

Internal control is a “process.” Internal control is not one event or circumstance, but
a series of actions that permeate an entity’s activities. These actions are persuasive and
are inherent in the way management runs the business.

Internal control is effected by people. A board of directors, management, and other
personnel in an entity effect internal control. The people of an organization
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accomplish it, by what they do and say. People establish the entity’s objectives and put

control mechanisms in place.

Internal control can be expected to provide only reasonable assurance, not absolute

assurance, to an entity’s management and board that the company’s objectives are

achieved. The likelihood of achievement is affected by limitations inherent in all

internal control systems. These limitations include the realities that human judgment

can be faulty, breakdowns may occur because of human failures such as simple error,

and controls may be circumvented by collusion of two or more people. Finally,

management has the ability to override the internal control system.

Internal control is geared to the achievement of objectives in one or more separate

overlapping categories:

1 operations — relating to effective and efficient use of the entity’s resources;

2 financial reporting — relating to preparation of reliable published financial
statements;

3 compliance — relating to the entity’s compliance with applicable laws and
regulations;

4 safeguarding of assets.

B Components of Internal Control

International standards require that the auditor performs risk assessment procedures (see
Chapter 6) to gather knowledge of the components of internal control.? Both COSO and
ISA 3157 distinguish the following components of internal control:

the control environment;

the entity’s risk assessment process;

the information system and related business processes relevant to financial reporting
and communication;

control procedures;

monitoring of controls.

Mlustration 7.1 shows internal control components from the most recent COSO report.

Certification Exam Question 7.1

When considering internal control, an auditor should be aware of the concept of
reasonable assurance, which recognizes that:

(A) Internal control may be ineffective due to mistakes in judgment and personal
carelessness.

(B) Adequate safeguards over access to assets and records should permit an entity to
maintain proper accountability.

(C) Establishing and maintaining internal control is an important responsibility of
management.

(D) The cost of an entity’s internal control should not exceed the benefits expected to
be derived.
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ILLUSTRATION 7.1

Components of Internal Control — COSO Report*

Control activites

Control enviroment
1

m The Importance of Internal Control

The reason a company establishes a system of control is to help achieve its performance
and profitability goals and prevent loss of resources by fraud and other means. Internal
control can also help to ensure reliable financial reporting and compliance with laws and
regulations. The entity’s internal control system consists of many specific policies and
procedures designed to provide management with reasonable assurance that the goals
and objectives it believes important to the company will be met.

Everyone in the organization has responsibility for internal controls: management,
board of directors, internal auditors, and other personnel. The chief executive officer is
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ultimately responsible and should assume ownership of the internal control system,
providing leadership and direction to senior managers. Of particular significance are
financial officers and their staff. The board of directors provides governance, guidance,
and oversight. A strong, active board is best able to identify and correct management
attempts to override controls and ignore or stifle communications from subordinates.
Internal control should be an explicit or implicit part of everyone’s job description.

M Fraud Surveys

The annual fraud survey by KPMG? (a Big Four international accounting firm) showed
that 75 percent of respondents report they had uncovered fraud in their organizations in
the last year, compared with 62 percent of executives responding to a similar survey in
1998. Employee fraud occurred