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Review Questions and Short Cases
1-1
The objective of external auditing is to provide opinions on the reliability of the financial statements and, as part of an integrated audit, provide opinions on internal control effectiveness. The value of the external auditing profession is affirmed when the public has confidence in its objectivity and the accuracy of its opinions. The capital markets depend on accurate, reliable, and objective (neutral) data that portray the economic nature of an entity’s business and in turn provide a base to judge current progress toward long-term objectives. If the market does not receive reliable data, investors lose confidence in the system, make poor decisions, and may lose a great deal of money; ultimately, the system may fail. By providing an independent audit opinion, the capital markets have assurance that the financial data that they are basing their decisions upon are accurate.
1-2
The special function performed by the external auditing profession is the attestation to the fairness of the financial statements of clients. The special function helps ensure the reliability and integrity of the financial reporting system. The auditing profession exists to serve the users of an organization's financial statements. These include lenders, investors, management, government, and (indirectly) all individuals who are ultimately affected by the integrity of the financial reporting process. Auditors need to remember that they are serving the public interest and not necessarily the interests of client management.
1-3
Audit services are demanded because there is
· Potential bias in providing information.
· Remoteness between a user and the organization or trading partner.
· Such complexity in the transaction, information, or processing systems that it is difficult to determine their proper presentation without a review by an independent expert.
· Need to limit negative consequences that arise from relying on inaccurate information.

1-4
The audit enhances the quality of financial statements because the user has assurance that an independent, qualified professional has examined the financial statements and has rendered an opinion on their fairness. The independence and expertise of the auditor serve as a quality control function to overcome the potential bias of management in presenting the financial statements in a manner that most flatters an assessment of their performance. The audit is designed to add credibility to the financial statements.

An audit does not necessarily guarantee a fair presentation of a company's financial statements, although it does increase the likelihood that there are no material misstatements in the company's financial statements. The audit provides reasonable, but not absolute, assurance about the accuracy of the financial statements. The caveats about fairness exist for two reasons:

· Fairness is judged within the applicable financial reporting framework. Some question whether GAAP or IFRS results in the fairest possible presentations in all situations.

· Although designed to detect material fraud, it might be possible that a well-executed audit may still fail to detect fraud.

1-5
Independence means objectivity and freedom from bias. The auditor can favor neither the client nor the third party in evaluating the fairness of the financial statements. The auditor must be independent in fact and in appearance. Independence in fact means the auditor is unbiased and objective. An auditor could be independent in fact if he or she owned a few shares of common stock in an audit client, but might not appear independent to a third party. Independence in appearance means that a third party with knowledge of the auditor’s relationship with the client would consider the auditor to be independent. If users don’t perceive auditors to be independent, then the value of the audit is lacking.

1-6
a.
An organization’s financial statements should reflect a true and fair view of the organization’s financial results. The statements should not favor one user over another. However, the interests of the various users can conflict. By having rules that encourage auditor independence (e.g., not owning stock in the client company, not performing consulting services for a publicly traded audit client), the profession encourages auditor independence. 
b.
Refer to Exhibit 1.1.
1-7
a. Susan Birkert had a friend purchase $5,000 of stock in the company that she was auditing. She lied to KPMG when responding to the firm’s yearly written requirements to comply with the firm’s independence policies. 
b. Independence in fact means that while Susan might have actually not behaved in a biased manner on the engagement because of the stock she owned, external users may perceive an independence conflict, thus causing the auditor to not be independent in appearance.
c. The answer to this question will vary by student.  
1-8
a.
Management may want an independent audit because:
· An independent assessment of the fairness of presentation enhances the perceived reliability of the financial report and assists the company in obtaining loans or new capital because the investing and lending public will have confidence in the financial figures.

· The auditor's expertise in related areas may help the client in:

(a)
Tax planning.


(b)
Preparing tax returns.


(c)
Selecting and implementing accounting information systems.


(d)
Identifying sources of capital or loans.


(e)
Preparing financial forecasts or analyses that may assist the company in obtaining loans or new capital.


(f) Determining the efficiency of existing accounting operations.


(g)
Observing areas in which efficiency and effectiveness of operations might be improved.

· The auditor's testing and evaluations of controls may provide insights into areas in which improvements could be made.

· The threat, as well as the performance, of an audit may act to deter potential fraud on the part of employees.

· The auditor's expertise may lead to improved financial presentations because of the application of accounting principles or improved financial statement disclosure.

b.
Some of the points that might be discussed by management in determining the nature of the audit firm to engage to conduct the audit:

· The audit fees for conducting the audit.

· The reputation of the auditor in the community and potential impact of auditor reputation in securing loans or capital.

· The ability of the auditor to assist the firm in expanding the scope of its operations beyond the immediate geographic area.

· The industry-specific knowledge of the potential auditors.

· The individual personnel servicing the company; that is, the involvement of a partner versus other personnel on the engagement.

· Perceived audit expertise in ancillary areas such as tax, financial projections and analysis, mergers and acquisitions, and systems.

· The outcome of any recent peer review performed on the audit firm.

· The satisfaction of other clients with the level of service obtained from the audit firm.

· The ability of the audit firm to use state-of-the-art technology on the engagement and to introduce that technology to the client.

(Note: The above list is not inclusive. Students are generally quite good in identifying other factors that may or may not be important, thus providing for excellent classroom discussion.)

c.
Several users might be interested in McIver’s financial results, including: management itself, existing or potential creditors, and potential takeover or merger distributorship partners.

1-9 
Refer to Exhibit 1.4.
1-10
There exist various types of audit service providers, and they are each suited to auditing different types of clients: 

· Large, multi-national audit firms are best suited to auditing large multi-national companies, both publicly traded and privately held.

· Regional audit firms are best suited to auditing relatively small publicly traded companies or medium-sized privately held companies.
· Small audit firms are best suited to auditing small privately held companies.

1-11
The requirements of those entering the auditing profession are demanding. Audits are performed in teams where each auditor is expected to complete tasks requiring considerable technical knowledge and expertise. Auditors also need well-developed skills in leadership, teamwork, communication, decision making, and other professional areas. In terms of technical knowledge and expertise, auditors must understand accounting and auditing authoritative literature, develop industry and client-specific knowledge, develop and apply computer skills, evaluate internal controls, and assess and respond to fraud risk. Furthermore, a strong ethical foundation is critical for each auditor.

In terms of professional skills, auditors make presentations to management and audit committee members, exercise logical reasoning, communicate decisions to users, manage and supervise others by providing meaningful feedback, act with integrity and ethics, interact in a team environment, collaborate with others, and maintain a professional presence.
1-12
Audit quality involves performing an audit in accordance with generally accepted auditing standards (GAAS) to provide reasonable assurance that the audited financial statements and related disclosures are presented in accordance with generally accepted accounting principles (GAAP) and demonstrate assurance that those financial statements are not materially misstated whether due to errors or fraud. 
The five elements of the FRC’s Audit Quality Framework include: (1) audit firm culture, (2) skills and qualities of the audit partner and the engagement team, (3 effectiveness of the audit process, (4) factors outside the control of auditors, and (5) reliability and usefulness of audit reporting, including auditor communication of key issues.

1-13
a.
Audit firm culture affects audit quality because when it is positive it:

- Creates an environment where achieving quality is valued, invested in, and rewarded.

- Emphasizes the importance of ‘doing the right thing’ in the public interest and the effect of doing so on the reputation of both the firm and individual auditors.

- Ensures partners and staff have sufficient time and resources to deal with difficult issues as they arise.
- Ensures financial considerations do not drive actions and decisions having a negative effect on audit quality.

- Promotes the merits of consultation on difficult issues and supports partners in the exercise of their personal judgment.
- Ensures robust systems for client acceptance and continuation.

- Fosters appraisal and reward systems for partners and staff that promote the personal characteristics essential to quality auditing.

- Ensures audit quality is monitored within firms and across international networks and appropriate consequential action is taken.

Expert skills and qualities of the audit partner and engagement team affect audit quality because they: 

- Affect whether partners and staff understand their clients’ business and adhere to the principles underlying auditing and ethical standards.

- Affect the ability of partners and staff to exercise professional skepticism in their work and to ensure that they are robust in dealing with issues identified during the audit.

- Affect whether staff members performing audit work have sufficient experience and are appropriately supervised by partners and managers.

- Affect whether partners and managers provide junior staff with appropriate ‘mentoring’ and ‘on the job’ training.

-Affect whether sufficient training is given to audit personnel in audit, accounting, and industry specialist issues.

In turn, these factors affect the effectiveness of the audit process itself, which then has further effects on audit quality. 

b.
Factors outside the control of the external auditor include forces such as organizational corporate governance and the regulatory environment. 

c.
Users care about audit quality, because if audit quality is lacking then the reliability of the audited financial statements is questionable. Users that might care more about audit quality are those with a significant financial stake in the company (e.g., shareholders) or those with significant money to lose if the company’s financial statements are inaccurate (e.g., bankers or other lenders).

1-14
Refer to the various Who Are They? features throughout the chapter.
1-15 
	
	PCAOB
	AICPA

	a)
	Sets auditing standards for audits of public companies
	Does not set auditing standards for the audits of public firms anymore. It does set standards for audits of non-public companies.

	b)
	Does not set accounting standards; this responsibility is delegated to the FASB and the SEC.
	Does not set accounting standards; this responsibility is delegated to the FASB and the SEC.


1-16
a.
On the “pro” side, having different standards makes audits more tailored to the nature of the company (e.g., the nature of auditing for a large, public company may be very different from auditing for a small, private company). On the “con” side, this dual structure can create various difficulties, including: (1) the same audit firm and its auditor employees have to learn and apply different auditing standards, thereby affecting training costs, (2) there is greater cost to society because multiple standard setters are operating independently, and (3) users may be confused by the different standards of the two companies.
b.
Potential differences could include: (1) public companies might have auditing standards that are more applicable to larger and more complex entities, (2) non-public companies might have auditing standards that adjust for weaker internal controls (e.g., lack of segregation of duties), and (3) public companies might have audit standards that are geared toward more remote and less-informed users (e.g., shareholders) rather than less remote and better-informed users (e.g., bankers). 

1-17
The requirement that no more than two of the PCAOB board members may be CPAs was put into place to ensure that the board is not unduly dominated by members of the external audit profession, thereby helping to assure users of financial statements that this important regulator is representing the broad interests of users, not just serving the preferences of the external audit profession. 

1-18
Independence is vitally important to the auditing profession. Audits exist to create confidence in the public that financial statements are free from material misstatement. When auditors are not independent, the public cannot necessarily trust that the statements are free from material misstatement, because the public would believe that auditors could have incentives to allow misstatements. 

1-19
Auditor independence requirements help to avoid situations in which auditor independence may be impaired, including situations in which the auditor has a relationship that:

· Creates a mutual or conflicting interest between the accountant and the audit client

· Places the accountant in the position of auditing his or her own work

· Results in the accountant acting as management or an employee of the audit client

· Places the accountant in a position of being an advocate for the audit client
1-20
The seven threats to independence are: 
1. Self-review threat – occurs when the audit firm also provides non-audit work for the client, such as preparing source documents used to generate the client’s financial statements. Independence is threatened because it may appear that the auditor is reviewing his or her own work.

2. Advocacy threat – occurs when the auditor acts to promote the client’s interests, such as representing the client in tax court. Independence is threatened because it may appear that the auditor cares more about the client than about external users of the financial statements. 

3. Adverse interest threat – occurs when the auditor and the client are in opposition to one another, such as when either party has initiated litigation against the other. Independence is threatened because the auditor may take actions that are intended to weaken the client’s chances in the litigation, and may appear to care more about the audit firm and its interests rather than those of the company or external users of the financial statements. 

4. Familiarity threat – occurs when the auditor has some longstanding relationship with an important person associated with the client. Examples include:

· The audit partner’s close relative is employed in a key position at the client.

· The audit partner has been assigned to the client for a long period of time and has developed very close personal relationships with top management.

· A member of the audit team has a close personal friend who is employed in a key position at the client.

· A member of the audit team was recently a director or officer at the client.

In each of these examples, independence is threatened because the auditor may act in a way that favors the client or individual employed at the client rather than external users of the financial statements.

5. Undue influence threat – occurs when client management attempts to coerce or provide excessive influence over the auditor. Examples include: 

· Top management threatens to replace the auditor or the audit firm because of a disagreement over an accounting issue.

· Top management pressures the auditor to reduce the amount of work done on the audit in order to achieve lower audit fees.

· An employee of the client gives the auditor a gift that is clearly significant or economically important to the auditor. 

In each of these examples, independence is threatened because the auditor may act in a way that favors the client or individual employed at the client rather than external users of the financial statements.

6. Self-interest threat – occurs when the auditor has a direct financial relationship with the client, such as owning stock in the client company, owing money to the client company, or when the audit client makes up the vast majority of the audit firm’s total revenue. Independence is threatened because the auditor’s judgment may be unduly influenced by his or her own financial interests rather than acting in the best interests of external users of the financial statements. 

7. Management participation threat – occurs when the auditor takes on the role of management or completes functions that management should reasonably complete, such as establishing internal controls or hiring/firing client employees. Independence is threatened because the auditor is acting as management, and so would in essence be reviewing his or her own work.

1-21
Safeguards include: 
1. Safeguards created by the profession or regulation. Examples include: 

· Education, continuing education, and training requirements

· Professional standards and disciplinary punishments

· External review of audit firms’ quality control systems

· Legislation concerning independence requirements

· Audit partner rotation requirements for publicly traded companies, which include mandatory partner rotation after five years of service

· Nonaudit (e.g., consulting) work not allowed for companies for which the auditor provides external audit work

2. Safeguards created by the audit client. Examples include: 

· Client personnel with expertise to adequately complete necessary management and accounting tasks without the involvement or advice of the auditor

· Appropriate tone at the top of the client company

· Policies and procedures to ensure accurate financial reporting

· Policies and procedures to ensure appropriate relationships with audit firm

3. Safeguards created by the audit firm. Examples include: 

· Audit firm leadership that stresses the importance of independence

· Audit firm quality control policies and procedures

· Audit firm monitoring processes to detect instances of possible independence violations 

· Disciplinary mechanisms to promote compliance with independence policies and procedures

· Rotation of senior engagement personnel

1-22

· Integrity—A professional accountant should be straightforward and honest in performing professional services.

· Objectivity—A professional accountant should not allow bias, conflict of interest, or undue influence of others to override professional or business judgments.

· Professional Competence and Due Care—A professional accountant has a continuing duty to maintain professional knowledge and skill at the level required to assure that a client or employer receives competent professional service based on current developments. A professional accountant should act diligently and in accordance with applicable technical and professional standards when providing professional services.

· Confidentiality—A professional accountant should respect the confidentiality of information acquired as a result of professional and business relationships and should not disclose any such information to third parties without proper and specific authority unless there is a legal or professional right or duty to disclose. Confidential information acquired as a result of professional and business relationships should not be used for the personal advantage of the professional accountant or third parties.

· Professional Behavior—A professional accountant should comply with relevant laws and regulations and should avoid any action that discredits the profession.
1-23

Refer to Exhibit 1.6.

1-24

a. 
Yes. 

b. 
Yes.

c. 
A covered member is: 

· An individual on the audit engagement team

· An individual in a position to influence the audit engagement

· A partner in the office in which the lead attest audit partner primarily practices in connection with the auditor engagement

d. 
A direct financial interest is a financial interest owned directly by, or under the control of, an individual or entity, or beneficially owned through an investment vehicle, estate, or trust when the beneficiary controls the intermediary or has the authority to supervise or participate in the intermediary’s investment decisions. An indirect financial interest occurs when the beneficiary neither controls the intermediary nor has the authority to supervise or participate in the intermediary’s investment decisions.
e. 
The following services are prohibited for publicly traded audit clients: 

· Bookkeeping services

· Financial information systems design and implementation

· Appraisal or valuation services

· Actuarial services

· Internal audit outsourcing services

· Management functions or human resources

· Broker or dealer, investment adviser, or investment banking services

· Legal services and expert services unrelated to the audit
· Any other service that the Board determines, by regulation, is impermissible

1-25
This rule requires that the AICPA member shall maintain objectivity and integrity, shall be free of conflicts of interest, and shall not knowingly misrepresent facts or subordinate his or her judgment to others. 
1-26

a. 
Confidential information is information obtained during the conduct of an audit related to the client’s business or business plans; the auditor is prohibited from communicating confidential information except in very specific instances defined by the Code of Professional Conduct or with the client’s specific authorization. Note that students may get this term confused with privileged communication. Privileged communication includes information about a client that cannot be subpoenaed by a court of law to be used against a client; it allows no exceptions to confidentiality. Most states do not allow privileged communication for auditors.
b. 
External auditors do not have to keep client information confidential in the following situations: 

· To assure the adequacy of accounting disclosures required by GAAP

· To comply with a validly issued and enforceable subpoena or summons or to comply with applicable laws and government regulations

· To provide relevant information for an outside quality review of the firm’s practice under the PCAOB, AICPA, or state board of accountancy authorization

· To initiate a complaint with, or respond to an inquiry made by the AICPA’s professional ethics division or trial board or investigative or disciplinary body of a state CPA society or board of accountancy

1-27

a. 
A contingent fee is a fee established for the performance of any service in which a fee will not be collected unless a specified finding or result is attained, or in which the amount of the fee depends on the findings or results of such services. In the case of external audit services, a contingent fee means that the audit fee would only be paid if the auditor gives an unqualified audit opinion. 

b. 
Contingent fees are not allowed because they would violate the principle of auditor independence. 

1-28

The Code is enforced by voluntary cooperation, public opinion and associated legal action, reinforcement by peers, and disciplinary proceedings of the Joint Ethics Enforcement Program sponsored by the AICPA, state boards of accountancy, and state CPA societies. Members in violation of the Code may, for example, lose their membership in the AICPA, be required to take additional hours of continuing professional education, and/or lose their CPA license.

1-29

Yes. Such a relationship creates a conflict of interest. See Exhibit 1.8.  The auditor is a judge of the fairness of financial statements. Legal counsel is an advocate for the client. A CPA cannot be both a judge and advocate for the same client without impairing independence.

1-30

a.
Hart is not violating the rules of the AICPA's Code as long as he is not performing any attestation services for Sanders. Attestation services include audits or reviews of the client’s financial statements, examinations of its prospective financial information, or compilations of its financial statements if it is likely the compiled statements will be used by a third party and the compilation report does not describe a lack of independence. Hart must disclose the commission arrangement to Sanders. [See Commissions and Referral Fees, 520]

b.
If both Stone and Rock inform the client of the referral fee, the payment and receipt of the referral fee are ethical. [See Commissions and Referral Fees, 520]

c.
This contingent fee arrangement is not in violation of the AICPA code unless she is performing some attest function for Ettes, Inc. [See Contingent Fees, 510]

d.
Gage should be sure he has the competence to perform the computer study. If he lacks the competence, he needs to determine whether he can obtain the competence by training or hire someone who has the competence and whom he can adequately supervise. He should also assess the effect of this engagement on his independence. He should consider all of his relationships with Hi-Dee to be sure his appearance of independence will not be adversely affected and that he can remain unbiased and objective during the next year's audit. He should avoid making management decisions and he should serve only as an adviser, not as a decision maker. If he becomes too closely involved with the client and the new system, he may not be able to remain unbiased and objective when performing an audit of information that is processed by that new system.

e.
The auditor should not serve as a member of management or employee during the period covered by the financial statements. Therefore, the auditor would not be independent for purposes of performing the audit. [See Independence, 200]

1-31
The steps are: (1) structure the problem, (2) assess consequences of the decision, (3) assess risks and uncertainties of the problem, (4) evaluate information/evidence gathering alternatives, (5) conduct sensitivity analysis, (6) gather additional evidence, and (7) make the decision. 

Students will report a variety of possible answers to the professionally oriented decision part of this problem. Students applying this framework to an actual personal decision problem often report that they feel structuring their decision in this manner is very beneficial.
1-32

Professional judgment involves applying relevant professional knowledge and experience to unique and potentially uncertain facts and circumstances in order to reach a conclusion or make a decision. Professional judgment is key to conducting a quality audit. 
1-33

Professional skepticism is important, because without it auditors are susceptible to accepting weak or inaccurate audit evidence. By exercising adequate professional skepticism, auditors are less likely to overlook unusual circumstances, to overgeneralize from limited audit evidence, or to use inappropriate assumptions in determining the nature, timing, and extent of audit procedures. An auditor who is professionally skeptical will do the following:

· Critically question contradictory audit evidence

· Carefully evaluate the reliability of audit evidence, especially in situations in which fraud risk is high and/or only a single piece of evidence exists to support a material financial accounting transaction or amount

· Reasonably question the authenticity of documentation, while accepting that documents are to be considered genuine unless there is reason to believe the contrary

· Reasonably question the honesty and integrity of management, individuals charged with governance, and third party providers of audit evidence.

· Be sure to collect sufficient evidence so that judgments are not made in haste or without adequate support.

· When evidence is contradictory, be particularly diligent in evaluating the reliability of the individuals or processes that provided that evidence.

· Generate independent ideas about reasons for unexpected trends or financial ratios rather than simply relying on management’s explanations.

· Question trends or outcomes that appear “too good to be true.”

· Wait to make professional judgments until all the relevant facts are known.

· Have confidence in his or her knowledge, not assuming that the explanation for unexpected trends or financial ratios simply reflects a lack of understanding.

1-34

a.
The poor judgment relates to audit procedures around the client’s fraudulent sales.  Poor judgment included a failure to obtain sufficient audit evidence over revenue recognition and accounts receivable, to identify related-party transactions, to investigate management representations that contradicted other audit evidence, to perform procedures to resolve and properly document inconsistencies, and to exercise due professional care. Clearly, a quality audit was not performed.
b.
The case does not provide insights on motivation. Common sense might suggest a greed motivation—to collect the audit fees without doing all of the necessary work. Additionally, the motivation may have been related to the auditor’s desire to keep the client happy.
c.
The actions were potentially harmful to external users because the “audited” financial statements upon which they were relying to make investment decisions were not really audited, thus failing in a basic sense to provide external users with reliable financial information. 
1-35
Utilitarian theory holds that what is ethical is the action that achieves the greatest good for the greatest number of people. Actions that result in outcomes that fall short of the greatest good for the greatest number and those that represent inefficient means to accomplish such ends are less desirable. Utilitarianism requires the following:

· An identification of the potential problem and possible courses of action

· An identification of the potential direct or indirect impact of actions on each affected party (often referred to as stakeholders) who may have a vested interest in the outcome of actions taken

· An assessment of the desirability (goodness) of each action

· An overall assessment of the greatest good for the greatest number

The weaknesses of utilitarian theory are:

· There can be honest disagreements about the likely impact of actions or the relative efficiency of different actions in attaining desired ends.

· There are problems measuring “the greatest good for the greatest number.”

· This theory implies that the ends justify the means, and this may be inappropriate.

1-36
Rights theory focuses on evaluating actions based on the fundamental rights of the parties involved. The highest order rights include the right to life, to autonomy, and to human dignity. Second order rights include rights granted by the government, such as civil rights, legal rights, rights to own property, and license privileges. Third order rights are social rights, such as the right to higher education, to good health care, and to earning a living. The fourth order rights are related to one’s nonessential interests or one’s personal tastes.

Rights theory is particularly helpful in identifying alternatives or outcomes that ought to be automatically eliminated because they violate socially important higher order rights.

1-37

The steps are: (1) identify the ethical issue, (2) determine affected parties and identify their rights, (3) determine the most important rights, (4) develop alternatives, (5) determine likely consequences of the various alternatives, (6) assess possible consequences, and (7) decide on an appropriate course of action. 

Students will report a variety of possible answers to the personal part of this problem. Students applying this framework to an actual personal decision problem often report that they feel structuring their decision in this manner is very beneficial.
1-38

Step 1. The ethical issue involves the disclosure of the transaction and how either disclosure or nondisclosure may affect the rights of various parties, and which approach might result in the greatest good. Part of the resolution depends on whether the auditor assesses that management has a stewardship obligation which requires the reporting to shareholders of how well management has managed the resources of the organization. It also depends on whether the auditor believes that the essence of stewardship can fully be captured in reported net income.

Step 2. To keep the discussion manageable, we limit discussion of parties to current and existing shareholders, lenders, and company management. Shareholders have a right to know how well management has safeguarded and managed the resources entrusted to it. Lenders and shareholders have a right to fairly presented financial statements as governed by GAAP. Management has a right to prepare the financial statements and to make decisions it believes are in the best interest of the organization.

Step 3. It is the author's assessment that a stewardship function does exist, and that the owners of the organization (shareholders) have a right to know how well that stewardship function is being carried out. The inability of the company to collect on the transaction (even though made by management decision) is a reflection on management's stewardship in designing systems to safeguard and efficiently use the organization's assets. Thus, the transaction is directly related to a right of the owners.

Step 4. 

a. Do not describe the transaction as requested by management. 

b. Account for the transaction as a separate line item in the financial statements, showing the sale and cost of goods sold but a loss on collection due to the management decision.

c. Do not adjust the financial statements, but disclose the effect of not attempting to collect the amounts related to the sale and ascribe the problem to a deficiency in the company's control system.

Step 5.

a. There will likely be a consequence only if the client subsequently fails and a lawsuit asserts that the auditor covered up mismanagement.

b. Management will be upset and will claim that GAAP does not require such reporting and may threaten to fire the auditor. Owners, on the other hand, receive more information on the stewardship of management in maximizing the return and safeguarding their assets.

c. Likely outcome is similar to preceding point.

Step 6.
The two potential consequences from requiring disclosure or specific accounting are that (a) owners receive a more informative report on the operations of the company and the stewardship of management, and (b) management becomes disillusioned and chooses to replace the auditor. However, if all members of the profession adhere to the same standard of reporting, changing auditors will not assist management.

The potential consequences of not requiring disclosure include (a) a potential lawsuit against the auditor for not disclosing material information (Although, the auditor may be able to defend the lawsuit by arguing that such disclosure was not specifically required by GAAP. In addition, the lawsuit may arise only if the audit client fails) and (b) the auditor retains the client. However, the acquiescence to management's wishes may set a precedent the auditor does not want to face in the future.

Step 7.
The intent is to generate discussion of the topic by the students. The case was taken from the files of a Big 5 firm that chose not to disclose the transaction. The authors of the text believe that the stewardship function is an important concept in financial reporting and therefore believe that it, and the second standard of conduct dealing with the public interest, would require the reporting of the transaction: "Members should accept the obligation to act in a way that will serve the public interest, honor the public trust, and demonstrate commitment to professionalism." – The authors favor alternative (b) but believe that the process of dealing with the problem should be emphasized in class.

1-39

a. While individual answers will vary, we present a potential approach to moving through the seven steps in resolving the difficult but realistic ethical issue encountered by the staff member.
Step 1. The ethical difficulty is that the audit staff is being pushed to do a high quality job and not accurately record the time it took OR do a low quality job (which would require fewer hours) and report the hours accurately.  Either alternative has undesirable aspects.
Step 2. Affected parties include shareholders (right to receive a quality audit at a fair price), the audit committee and board of directors (right to receive a quality audit at a fair price), client management (right to receive a quality audit at a fair price), the firm (the right to expect payment for services), the individual staff auditors on the engagement (the right to have their professional opinions respected and followed; the right to not be pressured to do the wrong thing), the manager on the engagement (the right to be made aware of the situation), the auditing profession (the right to expect that a quality audit will be performed at a fair price), and future engagement team members (the right to have accurate information when making budgeting and fee decisions in the future). Note that the audit senior does not have the right to expect the staff members to underreport time.

Step 3. In this case the most important rights relate to most of the affected parties, and include the right to provide a quality service for a fair price.

Step 4. The staff auditors could do all the work necessary and underreport the hours actually worked; the auditor could do a minimal job working only the hours already budgeted; or the auditor could bring the matter to the attention of the manager, appealing to her to ask the client for additional hours in the fee budget to accomplish the analysis in a high quality manner.
Step 5. 

· Doing the necessary work but underreporting the hours will lead to an appropriate level of quality but inappropriate measures of engagement profitability. This alternative would result in poor budgeting decisions for future audits, and thus the problem will continue. Furthermore, if the audit staff member stays under budget it is likely that the staff member will be positively evaluated.
· Doing a minimal job will result in lower audit quality, but staying on budget while doing lower quality work will appease the audit senior and manager and could have possible implications for the evaluation of the staff member. However, if some aspect of the audit “blows up” in the future, the staff auditor’s actions will be scrutinized.

· Having the audit manager appeal to the client will allow the audit to be performed in a high quality manner while having the actual hours worked being recorded. However, without knowing the personality of the audit manager it is difficult to know how she might react to this suggestion.

Step 6. When assessing the consequences, the greatest good for the greatest number would suggest that a quality audit be performed for a fair price, based on audit hours actually worked.

Step 7. The third option, or some variant whereby the audit fee is adjusted upward with the client’s consent, seems preferable.
b. The most important thing to achieve in this scenario is good communication between engagement team members and the client. In pilot testing of this case in an ethics symposium, practicing auditors noted the importance of immediately involving the client in the decision process in terms of alerting it to the problem and the need for additional budgeted hours and associated increased engagement fees. Practitioners agreed that the longer the engagement team waited to notify the client or senior members of the engagement team, the worse the outcome was likely to be in terms of audit quality, ethical decisions, and monetary compensation for the audit firm. 

Note: We acknowledge the insights of Ira Chaleff, author of “The Courageous Follower,” for his help in generating ideas for the above case, which was used during an ethics symposium at the University of Wisconsin–Madison. 
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Individual audit clients are like individual stocks in an investment portfolio in that they can be added to a portfolio or eliminated from it, and they each represent variable risk profiles. Individual audit clients are different from individual stocks because an audit client poses litigation risk for the audit firm, whereas the only risk from an individual stock is a decline in its value. 

Client acceptance decisions relate to accepting new clients, whereas client continuance decisions relate to determining whether or not to continue providing services to an existing client. The auditor has more knowledge about existing clients, so the auditor’s expertise will be valuable during the decision-making involved in client continuance decisions. 
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Some clients will voluntarily depart the firm, some new clients will be added (client acceptance), and some will be eliminated or retained (client continuance). The two main factors that auditors consider in making client acceptance and continuance decisions are risks and audit fees. 
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The following are some of the key types of risk that audit firms consider when they make client acceptance and client continuance decisions, along with relevant examples. 

· Client entity characteristics. For example, a history of earnings management or of making unrealistic promises to analysts; failing to meet market expectations or consistently just meeting those expectations; difficulties in relationships with prior professional service providers, such as attorneys; and high-risk business models, such as Internet gaming.

· Independence risk factors. For example, the engagement partner has a business or family relationship with the client; client management was a former employee of the audit firm; the client purchases consulting services from the audit firm; or the audit firm has some other independence-related conflict with the client.

· Third party/due diligence risk factors. For example, the reason for the client to change auditors is unknown or is due to negative relationship factors; the predecessor audit firm is unwilling to discuss the reasons for the client’s departure; there have been significant changes in the ownership structure of the entity; or there is evidence that key members of management have prior histories of financial fraud or other types of legal difficulties.

· Quantitative risk factors. For example, the client is in significant financial stress, is having difficulty raising capital or paying its existing debts, or is experiencing significant cash flow problems.

· Qualitative risk factors. For example, the industry in which the client operates is in either the early development stage or is late in its product life cycle; there are minimal barriers to entry to the client’s business model; the business model is weak or untested; there are low profit margins; the client’s products have multiple viable substitutes; there are significant supply chain risks; there is significant production or operational complexity; or there are risks related to strong union presence.

· Entity organizational or governance risks. For example, the organizational structure is inappropriate for the business operations of the entity; there are weak internal controls; there is weak governance; management is unqualified or lacks integrity; or the internal audit function is weak or nonexistent.

· Financial reporting risks. For example, the client uses inappropriate estimates in its financial reporting judgments; management has a history of misrepresentations or unwillingness to correct detected misstatements; the financial statement line items involve a significant amount of judgment or complexity; there are large or unusual transactions that management records at quarter- or year-end; or the prior audit report is other than an unqualified report.

Fraud Focus: Contemporary and Historical Cases
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The following are the main reasons that Deloitte resigned from the Longtop engagement: 

· Top management interfered with the confirmation process

· The company had recorded fictitious revenue and fictitious cash

· Company employees physically threatened the auditors

· Company employees seized audit evidence

Accepting clients that are in a foreign country that is not necessarily supportive of U.S. interests yields the following risks to audit firms:

· The government may interfere with the audit process

· Companies in that country may have different ideas about what constitutes “acceptable business practices”

· The audit firm may make investments in establishing networks in the country, but those investments have a significant likelihood of failing or falling short of expectations
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a.
Flanagan’s actions were inappropriate because they violated the auditor independence rule. 

b. 
Independence is the cornerstone of the auditing profession. Without it, external financial statement users have no reason to believe in the auditor’s opinion because they will perceive that the auditor is acting in the interests of management and the company rather than acting in the public interest and impartially, as external users demand. 

c. 
Deloitte’s reputation was at stake. The firm needed to pursue litigation against Flanagan to convince outside parties that the firm does not condone such inappropriate behavior. 

d. 
We do not know from the publicly revealed statements made about Flanagan. But we can speculate that greed and arrogance likely played a part. Flanagan’s actions were certainly strange given that the monetary value of benefit that he attained as a result of his actions is likely relatively immaterial to his overall wealth and reputational stature. 

e. 
Deloitte had proper procedures to ensure that its employees were complying with independence rules, but those procedures were in the form of voluntary reporting, which obviously failed in this case. Other procedures that would be helpful include mentoring, an audit firm culture that encourages the reporting of unethical or unprofessional acts, or a whistleblowing hotline.
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This project presents an opportunity for the student to read actual SEC releases. The detail in these two releases makes for very interesting cases and will likely have relevant implications for the students. 

a. 

AAER 2326 (September 30, 2005; Administrative Proceeding File No. 3-12065) provides details on a number of actions taken by Caswell that were considered improper professional conduct. In terms of the ACIPA’s Code, one obvious violation of Caswell would be the lack of due professional care, as required by Rule 201. His lack of due professional care included a failure to ensure that Adelphia’s disclosure of its liabilities was sufficient, a failure to object to Adelphia’s netting of related party payables and receivables, and a failure to ensure adequate disclosure of Adelphia’s individual related party transactions. In 2005, in recognition of these actions, the SEC denied Caswell the privilege of appearing or practicing before the Commission as an accountant. The SEC action basically meant that Caswell could not prepare or review filings of public companies. Also, Caswell likely had to face sanctions by the state boards in the states in which he was licensed. Furthermore, the PCAOB and Caswell’s own audit firm could have taken disciplinary actions against him. The 2005 AAER did allow that after two years Caswell could request reinstatement, and in fact the 2008 AAER reinstated Caswell to practice before the SEC as an accountant.
b. 

While individual answers will of course vary, we present a potential approach to moving through the seven steps in resolving the difficult ethical issue encountered by Caswell:
Step 1. Although Caswell accepted management’s rationale for omitting the debt disclosure, the fact that Caswell and others on the engagement team proposed, on at least six occasions, that such disclosure be included in the financial statements suggests that Caswell knew that Adelphia’s financial statements were not materially correct. The issue is that Caswell knows that Adelphia is misrepresenting its liabilities to shareholders, and by very significant amounts. However, the audit partner did not support Caswell’s recommendations that disclosures be included in the financial statements. If Caswell takes on the issue against the preference of the partner, there may be personal repercussions such as a poor performance evaluation or dismissal from the job. 

Step 2. Affected parties include shareholders (right to receive accurate investment information), the audit committee and board of directors (right to receive an accurate portrayal of the accounting function of the organization; although nine board positions were held by members of the Rigas family, several of whom were found guilty of securities fraud and other actions), the SEC (the right to receive accurate financial reports), Deloitte as a firm (the right to have a client that will not tarnish the firm’s reputation and the right to have its employees act in a professional manner and not in a manner that will result in litigation or other reputation-damaging consequences), the individual auditors on the Adelphia engagement (the right to have their professional opinions respected and followed), and the profession as a whole (the right to assume that the profession’s members will employ proper professional conduct and not tarnish the reputation of the profession). 

Step 3. In cases such as this, shareholders of the audit clients are usually thought to have the most important rights. They are the most numerous and stand to lose most directly from the problems. Furthermore, they are not in any way at fault, unlike the members of the management, the audit committee, the board, or individual auditors. 

Step 4. 

· Appeal further to the audit partner, trying to encourage the audit partner to “do the right thing.” 

· Appeal to others within Deloitte, alerting the firm to the risks being assumed by the audit partner. In today’s environment, audit firms would likely have whistleblower hotlines that could be used. 

· If the client had an independent audit committee, Caswell could make it aware of the situation. The AAER is not specific as to whether an independent audit committee did exist. However, following the passage of the Sarbanes-Oxley Act, a public company would be expected to have an independent audit committee.

· Alert the SEC.

· Resign from the job, or from the firm. 

Step 5. 

· Appeal further to the audit partner. Likely consequences: unknown, depending on the partner’s personality and the ability of Caswell to deliver the message in an effective manner. 

· Appeal to others within Deloitte, alerting the firm to the risks being assumed by the audit partner. Likely consequences: unknown, depending on how the firm views the importance of the engagement and importance of quality audits. 

· Alerting the audit committee (if one existed). Likely consequences: unknown, would depend on the independence of the audit committee. In today’s environment sharing such information with the audit committee could have interesting implications, including the removal of management and implementation of an investigation to determine the extent of misconduct by management.

· Alerting the SEC. Likely consequences: immediate regulatory attention and likely reductions in share price. While this outcome has negative consequences for the shareholders, shareholders do not have a right to be protected from losses but only the right to disclosure of accurate information.

· Resigning from the job, or from Deloitte. Likely consequences: shareholders would not have been aided since the disclosure would not be made in a timely manner, but Caswell’s reputation would not have been tarnished by association with the scandal. 

Step 6. The greatest good for the greatest number accrues to ensuring that the relevant information is conveyed in the market. This action is most likely associated with alerting the SEC, assuming that direct intervention with the audit partner or the firm goes ignored. However, if Caswell decides to alert the SEC directly, he may want to first consult with an attorney.

Step 7. The most appropriate course of events would be to follow through the potential actions in sequence, beginning with persuasive conversations with the audit partner and appropriate firm representatives, as necessary, and ultimately alerting the SEC if necessary. Caswell should not simply “walk away” from the situation by resigning. If he does resign, he could at least alert the SEC anonymously. The SEC’s Division of Enforcement does have a mechanism at www.sec.gov to allow for reporting of tips related to potential violations of the securities laws.
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a.
The objective of external auditing is to provide opinions on the appropriateness of the financial statements and, as part of an integrated audit, provide opinions on internal control effectiveness. The capital markets depend on accurate, reliable, and objective (neutral) data that portray the economic nature of an entity’s business, and in turn provide a base to judge current progress toward long-term objectives. If the market does not receive reliable data, investors lose confidence in the system. 
Forbes failed to exercise due professional care (a standard of care expected to be demonstrated by a competent auditing professional), failed to exercise professional skepticism (an attitude that includes a questioning mind and critical assessment of audit evidence), and failed to obtain sufficient evidence necessary to issue an audit opinion on the financial statements of Alloy Steel’s 2006 fiscal year end financial statements. The PCAOB also concluded that Bentleys violated PCAOB quality control standards because the firm did not develop policies to ensure that the work performed by its personnel met PCAOB auditing standards.  Also, the firm did not take care to undertake only audits that it could reasonably expect to be completed with professional competence.

b.
 Alloy Steel requires an independent audit on its financial statements because it is a publicly traded stock in the U.S., and therefore is required to comply with SEC requirements to provide shareholders reliable, independent assurance on those financial statements. 

c.
Likely users of Alloy Steel’s financial statements include: 

· Current and future shareholders and lenders – they were likely adversely affected by Forbes’ actions because they received an audit report that was signed by an audit firm that did not actually do the audit work on the engagement. As such, audit quality was lacking and the reliability of the audit opinion is lacking.

· Regulators and Standards Setters – the SEC and the PCAOB were likely adversely affected because they assume that when a registered audit firm such as Bentley’s performs an audit it follows relevant auditing standards and does not flagrantly violate those standards. 

d.
The auditors required knowledge of international financial accounting standards and U.S. auditing standards as adopted by the PCAOB. The auditors that actually completed the audit work on this engagement were not trained to conduct such an audit, so while they performed audit procedures those procedures were not necessarily appropriate in providing reasonable assurance on the financial statements of Alloy. Furthermore, auditors should conduct an audit with an appropriate level of professional skepticism, which did not seem to be the case for this audit.
e.
The key drivers of audit quality are as follows:
· Audit firm culture – Bentleys’ culture was obviously inadequate. The firm should have ensured that Forbes’ audit engagement was reviewed. The firm should have ensured that supervision was in place and should have ensured that the message of “high audit quality” was received and acted upon by its personnel.

· Skills and qualities of the audit partner and engagement team – The case does not speak to the skills and qualities of the engagement team because Bentleys’ employees, other than Forbes, were not involved. Rather, the case speaks to the low ethical and professional standards of Forbes, who knowingly signed an audit report without following any relevant professional guidance. 

· Effectiveness of the audit process – This was clearly lacking because Bentleys’ personnel did not conduct the engagement, Forbes did not review or obtain evidence necessary to issue an audit opinion, and the auditors from the other audit firm that actually conducted the audit tests were not trained to do so in accordance with U.S. auditing standards.

· Factors outside the control of the external auditor – Case facts do not speak to this driver of audit quality.

· Reliability and usefulness of audit reporting – This was clearly a sham audit. It does not provide reliable or useful information for users of the financial statements. 

f.
No, Bentleys and Forbes should not have agreed to conduct this audit in the first place. The audit firm did not have a physical presence in the client’s location, and so relied on another audit firm that was unqualified. Thus, Bentleys and Forbes had an important limitation in their ability to provide service to this client. In terms of client acceptance and continuance decisions, it is important that audit firms ensure that they only accept and retain clients when they can reasonably expect to apply auditing standards in a quality manner. 

Application Activities
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Answers to this question will vary depending on the date of access to the website. 
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Answers to this question will vary depending on the date of access to the website.
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Answers to this question will vary depending on the date of access to the website.
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a.
The website notes the following: 

“The PCAOB is a private sector, nonprofit corporation, created by the Sarbanes-Oxley Act of 2002, to oversee the auditors of companies in order to protect the interests of investors and further the public interest in the preparation of informative, fair and independent audit reports.”
With respect to its authority to discipline auditors, the website notes:

“The PCAOB has authority to investigate and discipline registered public accounting firms and persons associated with those firms for noncompliance with the Sarbanes-Oxley Act of 2002, the rules of the PCAOB and the Securities and Exchange Commission, and other laws, rules, and professional standards governing the audits of public companies. When violations are found, the PCAOB can impose appropriate sanctions.”
b.
The website indicates:

“The PCAOB enforcement staff conducts informal inquiries as well as formal investigations that arise from several sources including: PCAOB inspections of registered firms, PCAOB research and analysis, other regulators, public disclosures of restatements and auditor changes, news reports, and confidential tips from the public.”
c.
There are many instances that the students can point to, all of which relate to the respondents’ audits of American Fiber Green Products, Inc.  Some examples include: the audit was not properly planned, only a few auditing procedures were performed and significant account balances and transactions were not tested, and documentation was incomplete.

d.
The PCAOB registration of the firm was revoked. Further, the individual auditor was barred from being associated with a registered public accounting firm – basically prohibiting the auditor from auditing public clients.  Most students will agree that the sanctions seem appropriate, and some students may even argue for additional sanctions (e.g., fines).

Academic Research Cases
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A summary of the study can be accessed at http://commons.aaahq.org/posts/7008bbe830.
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A summary of the study can be accessed at http://commons.aaahq.org/posts/de58203c14.
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