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Chapter 1: Auditing and Governance


Review questions

1.11	Describe the nature of an audit.

An auditor sets out to achieve enhanced credibility of information disclosed to increase reliability for the users of the financial statements. A definition from the Committee on Basic Auditing is as follows:

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 those assertions and established criteria and communicating the results to interested users.


1.12	What does an independent auditor do during a financial report audit?

The auditor will provide a written opinion to the shareholders of a company as to the truth and fairness of the financial report prepared by management. This includes ensuring that the financial report is free from material error and is prepared in accordance with relevant accounting standards and corporate law; in Australia, this means compliance with the Corporations Act and Australian Financial Reporting Standards. 

The auditor performs audit procedures, generally performing tests on samples of the company’s transactions and balances, to provide sufficient and appropriate evidence upon which to rely in forming the audit opinion. Where the company has an effective internal control system that prevents, detects and corrects potential accounting and reporting errors, the auditor may choose to rely on those internal controls and reduce the amount of detailed testing performed. Where there are no effective internal controls in place, the auditor will perform extensive tests of the company’s transactions and balances.

Once the audit work is completed the evidence is assessed and judgments are made as to the possibility of the financial report containing material errors. If the auditor believes that the financial report contains material errors the management will be requested to make any necessary amendments to the report. If management refuse to amend the report the auditor will consider the need to modify the audit opinion to highlight the errors to the users of the financial report.



1.13	Explain how agency theory results in a demand for auditing.

In an agency relationship, investors (as principals) entrust their resources to managers (as agents). The agent’s self-interest is expected to diverge from the principals’ interest, giving rise to agency costs. A consequence of this agency problem is that investors will ‘price protect’ themselves on the assumption that managers are acting for themselves. It is therefore a rational response that there is a demand for a financial statement audit to verify the assertions made by management. 


1.14 	What are the current implications of the audit expectation gap? Can it be reduced?

The current implications of the audit expectation gap are the same as it has always been. A difference in expectations about what users think they are getting and what they are actually getting is going to be a problem – particularly for a service like auditing that is difficult to observe. There are three important areas where differences in perceptions occur and they are as follows:

1. Reporting on internal control. Reporting on internal control has not been taken on in the Australian environment – unlike in the US with Sarbanes-Oxley. In fact, the most recent iteration of the audit report actually includes a specific disclaimer on the issue of reporting on internal control.

2. Detection of fraud. This has been an area where auditors have expanded their responsibilities in recent years through the development of ASA 240 The Auditor’s Responsibilities Relating to Fraud in an Audit of a Financial Report (ISA 240). However, it is still not seen as the core objective of an audit and the only responsibility that still exists in relation to fraud is material fraud. As stated by the Chairman of the FRC, Jeff Lucy:
“I would say there is, in fact, now a clear market expectation to this effect – that is, that auditors are bloodhounds not just watchdogs. Simply put, the market expects auditors to pick up instances of fraud”.

3. Evaluation of going concern. Current auditors’ responsibilities include a consideration of going concern. However, they make no positive assurance about what they do in this regard. Despite not commenting on this issue, the fact is that users think auditors are guaranteeing the ongoing financial viability of a firm, which is not currently true.
Reducing the gap has traditionally focused on educating users about what an audit is actually designed to provide. However, this has not been particularly successful, and therefore, in the future, more substantive changes on what auditors do and provide to users would seem the main way that a reduction in the expectation gap could occur.



1.15 	What are the suggestions to address the audit expectation gap?

The ACCA defines the audit expectation gap to include three gaps: (1) knowledge gap; (2) performance gap; and (3) evolution gap.

The ACCA refers that the knowledge gap is the difference between what the public thinks auditors do and what auditors actually do. This recognises that sometimes the public has a misunderstanding about what auditors are responsible for. The performance gap focuses on areas where auditors do not do what auditing standards or regulations require due to insufficient focus on quality, complexity of certain auditing standards, or differences in interpretation of auditing standards or regulatory requirements. The evolution gap exists in the areas of the audit where there is a need for evolution, taking into account the general public’s demand, technological advances and how the overall audit processes can be enhanced to add more value. 

ACCA recommends that there is an urgent need for audit to evolve and to listen to the public’s legitimate concerns about audit. Closing the expectation gap in audit will support a more constructive discussion about how audits can evolve to meet society’s expectations. 

In October 2021, CAANZ, together with ACCA, CPA Canada, and the AASB Canada published a report which advocates a holistic approach to narrow the expectation gap on fraud and going concern. 

The main recommendations of the CAANZ report include: 
• encouraging forensic specialists to be involved in risk assessment where a high risk is identified, but allowing auditors to still apply their professional judgement when determining how to respond to identified fraud risks, as mandatory use of forensic specialists may widen the expectation gap 
• encouraging the IASB and the IAASB to explore additional going concern disclosures as supplements for the ‘current binary approach to disclosing material uncertainty about going concern’ 
• suggesting that the IAASB, along with national standard setters, determine if the auditing standards could be ‘enhanced’ in such a way as to assist audit practitioners to apply professional scepticism rather than introducing an additional ‘suspicious’ mindset. 


1.16 	List and explain the elements of an assurance engagement.
	

Assurance is a broad term to describe any situation where information is prepared by one party and then attested to its accuracy by another party. Assurance engagements can relate to a broad set of potential engagements that may be financial or non-financial, and the level of assurance provided can vary according to the particular engagement. It is important to understand that in all assurance engagements (regardless of the subject matter and level of assurance provided), the practitioner must apply professional judgement and professional scepticism.

Two different kinds of assurances can be provided. Reasonable assurance means a high level of assurance is given, as in the case of a financial statement audit. In addition to reasonable assurance, some engagements instead provide limited assurance. This is a lower level of assurance. In a limited assurance engagement, the assurance practitioner works to reduce the risk of expressing an inappropriate opinion to a level that is acceptable under the circumstances, but the risk is still greater than that of a reasonable assurance engagement.
	

1.17	There were a number of major corporate collapses in the early 2000s. What was the main Australian regulatory response to these problems?

The main regulatory response was through the implementation of the Corporate Law Economic Reform Program 9 (CLERP) 9 in 2004. Some main changes of CLERP 9 were to expand the requirements on independence for auditors and also the creation of the Financial Reporting Council (FRC), which had a significant effect on the role of the accounting profession in the regulatory landscape. No longer would the accounting profession in Australia be responsible for the setting of auditing standards.


1.18 	How have corporate collapses influenced the role of auditing in recent years?

The corporate collapses in the US and Australia have had a fundamental impact on the role of auditing in recent years. Recent events have led to closer public scrutiny on the role of the auditor, audit independence, and the methodology on how an audit is carried out. 

Significant changes have been made to emphasise the following:
A clear objective to enhance and maintain the integrity of the profession;
Clearly address the auditor interest to the public is as important as to the client, such as safeguarding independence by eliminating complex relationship with audit clients (i.e. limit to audit only);
Reiterate ethical governance;
A clear distinction of audit and non-audit engagements carried out by the auditor, this leads to legislation and self regulation being established to a ban on certain non-audit services for audit clients;
Stronger regulation on auditors and audit firms as well as tougher enforcement on non-compliance;
Increasing the forensic nature of audit and stronger awareness of corporate fraud;
Relate audit risks to business risk. 


1.19 	What role does ASIC have in the regulation of auditors?

ASIC has a significant role in the regulation of auditors. ASIC is the statutory administrative body for the enforcement of the Corporations Act 2001 (revised with the CLERP Act). Government regulation is exercised through ASIC’s surveillance program which involves the scrutiny of all aspects of the financial statements of listed and some non-listed Australian public companies. The objective of this surveillance program is supplemented by an auditors’ review program and a liquidators’ review program. Furthermore, ASIC now works closely with the Financial Reporting Council and ASX in exercising governance regulations and assuring the integrity of business reporting. ASIC has the following powers and influence over the regulation of auditors:

Registration by individuals, firms and companies as auditors;
The audit inspection program enforced by the ASIC which covers the auditor rotation program, the policies and work practices of auditors; and
Audit independence issues.

The Companies Auditors and Liquidators Disciplinary Board (CADB) is a statutory body established under the ASIC Act and has the power to impose a penalty on a registered auditor or liquidator if he/she is found to be guilty of failing to discharge duties properly. If the auditor is deemed to be not a fit and proper person, his/her registration can be cancelled or suspended. 


1.20 	What role does the ASX play in the financial report audit of a listed company?

For a company to list on the ASX it must follow various listing rules, these rules are enforceable under the Corporations Act.

The listing rules are additional but complementary to the Corporations Act requirements that all companies must follow.

Two key issues for listed companies from the listing rules are:
· The requirement to make a statement of the extent to which the company has met the best practice recommendations of the ASX Corporate Governance Council; and
· Continuous disclosure - the company must inform the market immediately where it becomes aware of any event that a reasonable person would expect to have a material effect on the value of its securities.



Professional application questions
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BASIC

1.21 	Is audit failure the same as a corporate failure? 
Recently you attended a networking meeting for members of the Chartered Accountants Australia New Zealand (CA ANZ). While at the meeting you had a conversation with John Black, one of the partners of a local accounting firm. He claimed that: 

the external auditing process should safeguard against corporate failure. While some believe the quality of financial reporting and auditing in Australia is unsatisfactory, I disagree. Likewise, some see audit as a guarantee to prevent poor management behaviour, bad business decisions and/or corporate collapses. However, I believe an audit enhances a company’s accountability to its shareholders. A corporate failure is not the same an audit failure.

	Required
	Describe what John Black means when he refers to what an audit does.

Audit failure occurs where an auditor gives an opinion that the financial report is free from material error when this is not the case. The auditor has failed to detect and/or report material errors. The risk is that users of the financial report will make financial decisions based on the information contained in the report unaware that they contain material errors. Users place reliance on an audit opinion that is erroneous and can suffer losses as a consequence.

Corporate failure is the failure of the organisation to continue trading. Where a company is unable to meet its debts when they fall due it is insolvent and the company is no longer a going concern. There is likely to be an attempt to save some or all of the business from liquidation to maximise the ability to pay off creditors and possibly the shareholders. Where the business cannot be saved, the assets will be sold to pay off the debts and surplus funds remaining, if any, will be given back to the shareholders. On completion of the liquidation the company no longer exists. When corporate failures occur, it is likely that some, if not all, the creditors will not receive all that is owed to them and the shareholders generally do not get any return.

The auditor only considers going concern to the extent that it is met so that the accounts can be prepared on a going concern basis. The auditor (unlike the directors) makes no positive assertion about the going concern of the company.



1.22 	Level of assurance
Auditors perform audit assurance to enhance the credibility of the financial report. However, it is quite impossible for the auditors to provide an absolute assurance regarding the subject matter on which they express their opinion.

	Required
(a) Why is it impossible for an auditor to provide absolute assurance regarding subject matter on which they express their opinion?
(b) Explain what type of assurance an auditor should provide in a financial report audit.

(a) It is impossible for the auditor to provide absolute assurance because there are so many judgements in the audit process. The auditor makes a judgement about the risks of material misstatement and then designs procedures accordingly. These procedures use sampling (discussed later in the text) which will always provide some sort of error rate. Even if there was no constraint on cost or time the auditor could not provide absolute assurance because he or she may misinterpret evidence and because there are so many account balances that are the product of significant professional judgement.

(b) The auditor is required to and should provide a high level of assurance in a financial report audit (ASA 200).



1.23 	Organisations associated with the profession 
Several private and public sector organisations are associated with the public accounting profession. The following are functions pertaining to these organisations.
1.	Hear applications from ASIC to determine whether auditors have breached the Corporations Act
2.	Promulgate accounting standards and statements of accounting concepts
3.	Promulgate auditing standards and audit guidance statements
4.	Regulate the distribution and trading of securities offered for public sale
5.	Establish a code of professional ethics
6.	Oversee the Australian Auditing and Assurance Standards Board
7.	Issue auditing standards
8.	Take punitive action against an independent auditor
9.	Establish quality control standards for audit work.
10.	Undertake investigation of perceived breaches of the Corporations Act.

Required
Indicate the organisation(s) associated with each activity.

Companies Auditors and Liquidators Disciplinary Board
Financial Reporting Council and the Australian Accounting Standards Board (AASB)
Auditing and Assurance Standards Board (AUASB)
ASX (Australian Stock Exchange)
The Accounting Professional and Ethical Standards Board (APESB)
Financial Reporting Council
AUASB
Companies Auditors and Liquidators Disciplinary Board
Public Sector Accounting Standards Board
AUASB
ASIC
AASB 

The IFAC also issues relevant international auditing, education and ethics standards which are used as an overriding guide for CPA Australia and CAANZ.



MODERATE

1.24 	Audit objectives 
You have obtained employment in the accounting firm of Bing Lee and Partners as an audit assistant. You have heard that the firm is not very modern in its approach. On your first day at work, Mr Tom Lee, Bing Lee’s son who is also an audit manager, calls you into his office and tells you that the audit is solely to provide assurance on the assets of the firm. The auditor must focus on this as their primary duty. He also states that the auditor’s main role is to support management in ensuring that they properly communicate the financial situation of the firm to users of the financial statements — whoever they might be.

	Required
	Comment on the audit manager’s view of auditing.

There are two assertions in the audit manager’s view that should be challenged:

Auditor provides assurance on the assets of the firm
This is part of what is provided by the auditor but the auditor provides an opinion on the whole set of financial statements. Therefore, assurance is also provided on the income statement as well, which requires an examination of revenue and expenses of an entity. The auditor also obviously examines the firm’s liabilities and owners equity.

Support management
While there are many possible users of the audit report and the management are the ones that auditors are dealing with mostly on a day to day basis, there is no question that the audit is primarily designed for the current shareholders of a company as a group.



1.25 	Review of auditing 
In June 2017, ASIC released its audit inspection program report on the review for 2015–16, one conclusion in that report was that there had not been any improvement in audit quality since the last report. The following is included in the Executive Summary of that report:

In our view, in 25% of the total 390 key audit areas that we reviewed across 93 audit files at firms of different sizes, auditors did not obtain reasonable assurance that the financial report as a whole was free of material misstatement.

Required
Discuss the advantages and disadvantages of the responsibility of reviewing audit work being undertaken by ASIC rather than the audit profession.

Advantages:
Reviews will be more independent.
Serious breaches can be appropriately penalised.
Improve perceived quality of the audit process.

Disadvantages:
More understanding of issues by accounting profession.
Potential for ASIC to highlight any problems to justify review process.
Diminish the value of the profession.



1.26 	Value of auditing 
You are the managing director of a start-up company in Australia that is developing an innovative product that will revolutionise heating and cooling for homes in Australia by a unique environmentally friendly system. The company has high expectations of growth and its market research suggests the product will be very well received. The company was financed by several wealthy business people and has only borrowed a moderate amount from a large Australian bank. At this point in time, there is no legal mandate for an audit and none of the key stakeholders have insisted that one be obtained.

Required
Would you obtain an audit for this company? Explain the reasons for your decision.

In an unregulated scenario like this, it is most appropriate to examine some of the theories underpinning the demand for auditing to assess whether it would be rational to obtain an audit.

Agency theory
This is the main theory that underpins auditing. The question is whether there is a significant information asymmetry between the principals and managers to justify the need for an audit. In looking at these facts, there are only a few wealthy businesspeople who have primarily financed the company. Under these circumstances, they are most likely in a position to have a high degree of access to material within the company. Therefore, there may not be sufficient information asymmetry to warrant an audit. The bank only has a claim over a moderate amount of the company and therefore probably could not justify forcing an audit on the company and may just rely on guarantees.

Information hypothesis
This relates to where there is a larger group of investors in a company, and this is not the case for this company at the moment. However, if the company is thinking of a public listing in the short to medium term future it may be appropriate to get an audit in readiness.

Insurance hypothesis
There is only a limited amount that can potentially be recovered from auditors if the company was to fail. However, given that this is a start up company it may be reasonable to get an audit to provide some sort ‘insurance’ coverage in the event of failure. The shareholders should be aware that the audit is not designed to provide a ‘guarantee’ on the financial viability of the company.



1.27 	Expectation gap 
You are an audit senior in an accounting firm and you asked the audit partner about the audit expectation gap. The audit partner provided his opinion on the issue as follows:

There is a so called ‘audit expectation gap’, and it is associated with unreasonable expectations of users. They want all fraud found, and a guarantee that the company will continue forever! This is quite unreasonable and not what the audit is designed to do! Perhaps we could do more on these issues, but it would be more work, cost more, and I doubt whether the companies would be prepared to pay for it anyway.

Required
Discuss the views of the audit partner.

The partner is not correct in suggesting that the expectation gap only relates to unreasonable expectations of users. A good definition of the expectation gap was provided by Porter in 1993. She described it as ‘the audit expectation-performance gap’. This indicates that the gap has two major components:
a gap between what society expects auditors to achieve and what they can be reasonably expected to accomplish (‘reasonableness gap’)
a gap between what society can reasonably expect auditors to accomplish and what they are perceived to achieve (‘performance gap’). The performance gap is further comprised of deficient performance and deficient standards.

The partner is focusing on the first part of the gap. This has been the main component that the profession has focused on in responding to the expectation gap issue. The main measures have been directed at education of the public to dispel their unreasonable expectations. The problem is the expectation gap has not been resolved which suggests that measures taken thus far have not worked and perhaps more consideration should be given to the second component of the expectation gap.


CHALLENGING

1.28	Assurance services 
A firm provides the following services for its clients:
1.	Preparation of a report giving advice to a client on the introduction of a new system of internal controls.
2.	A report giving an opinion on a school’s responses to a questionnaire required by the auditor-general.
3.	Preparation of the company’s tax returns.
4.	A report to management about the success of a marketing campaign.
5.	A report to directors in relation to half-year financial report for a listed company.
6.	An audit of a management report into the effectiveness of a company’s internal control system.
7.	A statement of findings to management in relation to the completeness and accuracy of its purchase ledger balances.

Required
For each of the services, identify whether assurance services are being provided, give explanations justify your answer. For each assurance service, identify what level of assurance will be provided and what form the opinion will take. 

Preparation of a report giving advice to a client on the introduction of a new system of internal controls

This is a form of consultancy work, providing recommendations and is therefore not an assurance engagement. No assurance is provided and no opinion given.

· A report giving an opinion on school’s responses to a questionnaire required by the auditor-general

This is an assertion-based compliance engagement (ASAE 3100). The report is providing information to the auditor-general indicating the extent to which the organisation has complied with some regulatory requirements. It is likely to be an audit rather than a review and therefore would require reasonable assurance with a positive form opinion.

Preparation of the company’s tax returns

This is a compilation of a return from information provided by the client. No assurance is provided and no opinion is given. 

A report to management about the success of a marketing campaign

It is likely that this will be a report of findings giving details of the extent to which revenue has increased after the marketing campaign. It is unlikely that an opinion would be given about success unless success is very clearly defined to ensure that it is an objective criterion against which to measure actual performance. Therefore, this is likely to be agreed upon procedures engagement on which no assurance or opinion would be provided.

A report to directors in relation to half-year financial report for a listed company

This is an assertion-based engagement providing an opinion on historical financial information and the work is likely to be a review rather than an audit. These interim reports must be either audited or reviewed and therefore most companies would have a review performed rather than a full audit. In the case of a review there would be limited assurance provided in a negative form. The review may be performed either by the company’s independent auditor (ASRE 2410) or another assurance practitioner (ASRE 2400).

An audit of a management report into the effectiveness of a company’s internal control system

This is an assertion-based engagement giving an opinion on a report on the effectiveness of internal controls. This work could be a review or an audit. Many organisations have their internal control processes audited in which case reasonable assurance would be provided in a positive form referring to the report rather than directly on the internal controls themselves.

A statement of findings to management in relation to the completeness and accuracy of its purchase ledger balances

This is an agreed-upon procedures engagement. A statement of findings provides a statement of the results of the procedures performed without giving an opinion as to whether the purchase ledger balance is or are not fairly stated. No assurance is provided and no opinion will be given.


1.29 	Independence and reliability 
Independence has always been a fundamental aspect of the accountancy profession. A commentary in 2015 suggested:

. . . public interest view of audit independence must account for the auditor’s real reason for existence based on what stakeholders want and need: reliable audit services that facilitate financial reporting quality and protect the public interest. ... public interest view of auditor reliability is shifting toward a revised view of independence.

Required
Based on the extent of accounting crises and corporate collapses, discuss the importance of maintaining independence (and reliability) by an auditor. What do you think of the quoted commentary? 

The corporate collapses of the early 2000s highlighted for many users that there were problems with audit quality. De Angelo (1981) provided an important definition of audit quality that states it is the ‘market-assessed joint probability that a given auditor will both (a) discover the breach in the client’s accounting system, and (b) report the breach’. It requires that auditors have the ability to pick up errors or irregularities and then they have the independence to do something about it. The regulatory changes in Australia clearly focused on the second part of this definition (independence). One particular issue that was highlighted related to the very large non-audit fees that were being earned by the auditing firms at that time.

There is no question that independence is important but the quality of the audit process to pick up errors is also important.

The comment in the question is alluding to the fact that there may have been too much focus on the independence issue to the detriment of consideration of what is of most importance for users of audited financial statements – reliability. The authors of this book are implying that refocusing on reliability would best serve the public interest. In their article, they note that to achieve reliability it requires: integrity; expertise; and independence. [my italics]

Case study

1.30 	Carla’s Coffee Pty Ltd 
Carla has developed a business of roasting coffee beans in the inner northern suburbs of Melbourne since 1995. This business has relied on supplying high-quality, fair-trade organic coffee to many of the small cafés in Melbourne. As the number of these cafés has grown and as there has been a growth in demand for organic coffee generally, her business has expanded. The business operates out of a small warehouse in Northcote in Melbourne. In the past five years, Carla has considerably expanded her operations and is now supplying a couple of the major supermarket chains in Australia. The business is very profitable and the balance sheet is strong. During the growth period, the company actually bought a few cafés, which have so far performed well, and also provide a guaranteed customer base for her coffee.
Carla obtained a moderate loan from Northpac Banking Corporation to assist in funding her expansion. This loan is secured over the company assets. The company recently purchased a much larger warehouse in Preston with the funds from the loan. They plan to move operations to that location in the next financial year. Carla’s personal contacts have been instrumental in the growth of the business.
Carla has decided though that it is time to do other things. She would like to sell the business and will depart as Chairman of the Board and Chief Executive Officer. The financial statements have been prepared by Wendy, the Chief Financial Officer. Carla decides to approach a dozen potential investors to offer shares in her business and she gives them a copy of the latest set of financial statements prepared by Wendy. The latest financial statement shows strong growth over the past five years and in particular the current year’s performance was very good — resulting in a bonus to the Chief Financial Officer. A number of the senior people in the company were given shares by Carla (including Wendy) and most of them are also considering selling out as well.
There was a recent press report in The Age that suggested that the coffee used by Carla’s Coffee was picked by child labour in Colombia working under terrible conditions. This breaches the rules of the fair-trade certification and the publicity is causing some of Carla’s customers to rethink their relationship with Carla’s Coffee.
Either or both of the following sets of questions can be answered after reading the above case.

Required (question set 1)
a.	Who are the various parties with an interest in Carla’s Coffees? Outline what you think their interests, motivations and concerns would be.

Carla
- Her primary interest has been in the development of the company. It appears now that she wishes to do other things and divest herself of her shares. It is reasonable to assume that a primary interest for her would be to obtain a good share price. 

Customers
- Their primary interest would be in the ongoing supply of high quality, fair trade, organic coffee. The main concern to this group would be the reports from The Age suggesting that some of the assertions about this coffee are not true.

Northpac Banking Corporation
- The primary interest of the bank would be to ensure that the capital value of their loan is secure. They would have a concern about such a major restructuring of the business potentially putting their investment at risk.

Wendy the CFO
- Her interest would presumably be on her ongoing employment. One motivation for her would be the bonus she receives based on profitability targets achieved. Another motivation would be maintenance of the value of the company before selling her shares. A concern would be the uncertainty surrounding the possible new owners of the business.

Dozen Potential Investors
- They would be interested in ensuring the ongoing profitability of the business and the truth in the previously reported financial statements. Their motivation would be to earn a profit on their possible investment. They would have a number of concerns: (1) the departure of Carla; (2) accuracy of previously reported financial statements; (3) the ability of the company to maintain recent high growth; (4) the number of senior people in the company wanting to sell their shares; and (5) recent bad publicity.

b. 	Who would demand an audit of Carla’s Coffee? Why would they want an audit?

The two main parties who would demand an audit would be: (1) Northpac Bank; and (2) the dozen potential investors.

The dozen potential investors would certainly want an audit. There is an information asymmetry between them and the management of the company. An audit provides an independent evaluation of the financial statements on behalf of the investors. This would provide them with assurance as to the reliability of the prior reported financial statements to give them more confidence in investing in the company. Sometimes under these circumstances the investors would ask for a ‘due diligence’ report which is even more extensive than a normal audit and would include a review of some of the future projections for the company.

Although the bank has first claim on the assets of the company, they would also be interested in an audit of the company in this changing environment. The audit would provide reliability on the prior financial statements which include reporting on the company assets over which the bank has a claim.

Required (question set 2)
a.	Assume you have been appointed as an auditor for Carla’s Coffee. On what items in the financial report would you be focusing your main attention to provide users with an opinion that the financial report represents a true and fair view of the economic performance of Carla’s Coffee?

There has obviously been significant growth in the company’s assets. These are important figures because the bank loan has a claim on these assets and it will be the most ‘tangible’ part of the business purchased by the investors.

The other aspect of the audit should focus on areas of potential earnings manipulation. Strong growth over five years is impressive but this also creates significant pressure to maintain this growth. Associated with this is the bonus scheme that rewards the CFO based on financial performance. The auditor should therefore ensure that only appropriate revenue has been recorded in the current period and also that all expenses have been properly recorded.

b.	Would you have any particular concerns if it was the ‘dozen potential investors’ who had engaged you to undertake the audit?

Although legal liability is discussed later in the text, being employed by the dozen potential investors does increase the risk for the auditor. They will be making their investment decision based on the audit. This is fine but the auditor should make it clear what exactly is provided by an audit so they do not over-rely on the audited information. The audit does not provide a guarantee on the future viability of a company but enhances the credibility of information disclosed to increase the reliability for the users of the financial statements.

c.	What other aspects of the above case study would concern you as an auditor and why?

Auditors need to consider business risks to the extent that they will affect the financial statements. In this case, there are two major risks to the company that the auditor should be aware of and give due consideration to in their planning. The first is the potential departure of the founder of the business. This is a big risk because often for these types of businesses there is significant reliance on the founder. The other risk is the recent bad publicity. An integral part of the development of the company has been associated with the provision of ‘high-quality, fair-trade, organic coffee’. If there are serious questions raised about any of these assertions, it could have severe negative consequences for the company.
















Research question 

1.31 	Accounting and auditing and the power of the media
The role and impact of the media on the public sphere have not been researched in accounting, although there has been a growing visibility of accounting based events which have attracted media attention. High profile frauds and corporate governance issues such as those in HIH Holdings have been instrumental to legislative changes. Other coverage concerning government budgets, public enquiries, commissions and audits also shaped the public perceptions and accountants, auditors, and accounting. [endnoteRef:2] [2: ] 

The legitimacy of a firm is evaluated constantly by different stakeholders and different members of society based on their values, norms and predispositions, as well as how they perceive that firm's activities. High public media coverage can play the role of a watchdog… [endnoteRef:3] [3: ] 

The above two academic articles alluded to the impact of media coverage and in turn, shape the perceptions of accounting and auditing. It will be naïve not to acknowledge the power of the media, including social media, in a democratic society. This may form the public opinions of audit quality, auditors' behaviour and so on. An article by the Australian Financial Review on 12 July 2022 refers to "ASIC to name and shame poor auditors to company directors". It reports that ASIC will bypass accounting firms to directly tell company directors when their auditors have made significant errors as part of its beefed-up efforts to improve audit quality.[endnoteRef:4] [4: ] 

Required
(a) Develop a summary feature where auditors' behaviours are reported in a public domain media platform over the last 5 years or so. 
(b) What would be your comments from the media coverage and how would you suggest the issues to be addressed?


(a) A summary of issues reported in public domain media platform prompt significant attention of the public, especially where large professional firms are involved. Audit quality has become a key question with the accompanying auditors’ behaviour showing a lack of integrity towards conflicts of interest, independence, and quality services are the key issues. 
Auditing-related problems and controversies are occasionally discussed, shedding light on issues within the auditing profession and corporate governance. Some of the common problems in auditing that have been discussed in the media include:
1. Audit Failures: High-profile cases of audit failures, where auditors did not detect material misstatements in financial statements, have garnered significant media attention. Such failures can lead to financial scandals and undermine investor trust.
2. Independence Concerns: Media outlets often report on cases where auditors' independence is compromised. This may include auditors providing non-audit services to their audit clients, which can create conflicts of interest.
3. Regulatory Scrutiny: The media covers regulatory actions against audit firms and professionals. Auditing regulators may investigate allegations of professional misconduct, ethical violations, or non-compliance with auditing standards.
4. Whistleblower Claims: Whistleblowers from within auditing firms or client organizations may come forward with allegations of financial misconduct or unethical practices. Media outlets often report on these claims and subsequent investigations.
5. Lack of Accountability: Discussions in the media often highlight concerns about the perceived lack of accountability within the auditing profession. Critics argue that auditors are not held sufficiently responsible for their role in corporate scandals.
6. Audit Firm Rotation: Media coverage can focus on debates surrounding mandatory audit firm rotation, with arguments both in favor of enhancing audit quality and against the potential disruption it may cause.
7. Audit Firm Consolidation: The concentration of audit services among a few major firms is a topic of media discussion, as it raises questions about competition, choice, and potential conflicts of interest.
8. Audit Fees and Pricing: The media may report on disputes between clients and auditors over audit fees and pricing. This can be indicative of broader concerns about the cost of audit services and their perceived value.
9. Technology and Automation: Advancements in audit technology and the increasing use of data analytics and automation in auditing are subjects of media interest. This includes discussions about the potential benefits and challenges of these technological advancements.
10. Auditor Liability: Media outlets may cover cases where auditors face legal action and lawsuits due to audit failures or alleged professional negligence. These cases can have significant financial and reputational implications for audit firms.
11. Environmental, Social, and Governance (ESG) Auditing: As ESG reporting gains prominence, media coverage may touch on the challenges and debates surrounding the auditing of non-financial information, including sustainability and social responsibility metrics.
12. Global Auditing Standards: Media can also highlight discussions surrounding international auditing standards and convergence efforts to ensure consistency and quality in auditing practices worldwide.
It's important to note that media coverage may vary by region and can be influenced by the significance and notoriety of specific cases. Additionally, media scrutiny can play a role in driving regulatory reforms and changes within the auditing profession.
For example, the recent tax fraud case of PwC has shown the serious problems of how the larger professional services firms have lost sight of the key issue about conflicts of interest situations. The case highlighted the senior officials made use of confidential government information on tax reform for personal gains. Consultancy performed by the large professional services firms which also undertake audit of clients have shown serious loopholes in the governance and integrity of professional firms. The subsequent media then showed similar cases happening in other large firms. 
(b) My comments about the media coverage:
Media shows the sentiments of the public, although it may be exaggerated. There is also the factor that the media coverage is often timely – that is, it gets reported more readily than government or official reports. The important elements for consideration are:
· We must take caution so that the facts are verified as much as possible.
· While an independent verification is necessary – the public needs to appreciate that a conclusion can only be drawn until further analysis is done. 
· Understand the essence of the case and develop the underlying principles for judgement. The case may be a combination of organisational culture, lack of transparency, lack of the right regulations, or human self-interests / or lack of ethics. Once such analysis is carried out, further training and education will be required to address the issues.
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