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Audit Standards and Fraud Discovery

by Gordon Yale

he issue of fraud and auditor re-
sponsibility for its discovery has
troubled the accounting profes-
sion and its counsel for years. Un-
til 1989, the profession attempted to insu-
late auditors from liability in this area.
These attempts included both lowering
client expectations concerning audited fi-
nancial statements and promulgating
standards that explicitly disclaimed au-
dit responsibility for the discovery of fraud.

Despite these efforts, courts and regu-
lators increasingly held auditors account-
able for the discovery of fraud in the course
of an ordinary audit examination. In many
of those instances, regulators or plaintiffs
successfully argued that the proper appli-
cation of existing generally accepted au-
diting standards (“GAAS”) would have
uncovered fraudulent transactions or ac-
counting treatments.

With the February 1997 release of State-
ment on Auditing Standards No. 82, enti-
tled “Consideration of Fraud in a Financial
Statement Audit” (“SAS No. 82”), the ac-
counting profession has more formally re-
sponded to an auditor’s responsibility for
the discovery of fraud. The profession has
done so not only by acknowledging that
the detection of errors and fraud is a pri-
mary purpose of audit examinations, but
also by providing a highly detailed list of
risk factors that may indicate the exis-
tence of fraud. These risk factors, coupled
with a set of procedures that an auditor
must employ to provide “reasonable as-
surance about whether the financial state-
ments are free of material misstatement,
whether caused by error or fraud,” pro-
vide practical and detailed guidance for
auditors and their counsel.
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The Way It Was

Up to 1977, the position of the Ameri-
can Institute of Certified Public Account-
ants (“AICPA”), the author of statements
on auditing standards, was that an “ordi-
nary examination directed to the expres-
sion of an opinion on financial statements
is not primarily or specifically designed,
and cannot be relied upon, to disclose de-
falcations. ... Similarly, although the dis-
covery of deliberate misrepresentations
by management is usually more closely
associated with the objective of an ordi-
nary examination, such examination can-
not be relied upon to assure its discovery™?
Similar cautionary language also was used
in letters to clients reporting on the ade-
quacy of client internal controls.

Subsequent to the Equity Funding scan-
dal in 1975, an AICPA committee was
formed to evaluate whether failure of au-
ditors to uncover fraud indicated a need
to revise existing GAAS. While the com-
mittee concluded that no specific changes
were needed, the AICPA issued Statement
on Auditing Standards No. 16, entitled
“The Independent Auditor’s Responsibili-
ty for the Detection of Errors and Irregu-
larities” (“SAS No. 16”),in 1977

In part, SAS No. 16 stated: “Under gen-
erally accepted auditing standards the in-
dependent auditor has the responsibility,
within the inherent limitations of the au-
diting process .. to plan his examination
to search for errors or irregularities that
would have a material effect on the finan-
cial statements.”® Despite this subtle move-
ment toward auditor responsibility, en-
gagement and management letters fre-
quently continued to contain disclaiming
language concerning the detection of er-
rors and irregularities.

Despite such disclaimers, plaintiffs con-
tinued to successfully assert claims against
auditors by alleging that fraud or error
would have been discovered but for the

auditors’ negligence to perform ordinary
audit procedures under the due care stan-
dard of GAAS. A few early examples of
such cases include:

¢ aFlorida case where auditors failed

to discover an embezzlement because
the auditors failed to compare checks
drawn with invoices and other sup-
porting data;* and

® a Michigan case where auditors of a

city failed to discover defalcations by
the city treasurer because of the au-
ditors’ failure to investigate delin-
quent tax accounts, to investigate
crude alterations of tax rolls, to rec-
oncile detailed account balances to
the control account, or to reconcile or
investigate irregularities when dis-
covered.’

Despite these early cases, negligence
claims against auditors, particularly in
connection with securities offerings, were
relatively uncommon until the 1960s.6 At
that time, however, actions against audi-
tors brought under the federal securities
acts were becoming increasingly popular.
Modern disputes involving companies such
as BarChris Construction Corporation,
The Fund of Funds, Ltd., Mattel Corpora-
tion, Four Seasons Nursing Centers of
America, U.S. Financial Corporation and
Equity Funding of America all demon-
strated quite publicly that successful
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claims could be brought against account-
ing firms, regardless of protective profes-
sional standards concerning the discov-
ery of fraud.

Still, change to professional standards
has come slowly. Just as the Equity Fund-
ing scandal may have precipitated the
small changes in SAS No. 16, it was not
until the savings and loan crisis, in which
a number of major national accounting
firms settled government claims for hun-
dreds of millions of dollars, that more pro-
found changes to the professional stan-
dards occurred.

SAS No. 53

The first meaningful change came with
the release of Statement on Auditing Stan-
dards No. 53, entitled “The Auditors’ Re-
sponsibilities to Detect and Report Errors
and Irregularities” (“SAS No. 53”), which
became effective as of January 1, 1989.
The new standard required that “[t]he au-
ditor should assess the risk that errors and
irregularities may cause financial state-
ments to contain a material misstatement.
Based on that assessment, the auditor
should design the audit to provide reason-
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able assurance of detecting errors and ir-
regularities that are material to the finan-
cial statements.”

“With the 1997 release of
SAS No. 82, the accounting
profession has more formally
responded to an auditor’s
responsibility for the
discovery of fraud.”

SAS No. 53 provided that an “audit of
financial statements in accordance with
generally accepted auditing standards
should be planned and performed with an
attitude of professional skepticism. The
auditor neither assumes that management
is dishonest nor assumes unquestioned
honesty. Rather, the auditor recognizes
that conditions observed and evidential
matter obtained, including information
from prior audits, needs to be objectively
evaluated to determine whether the fi-
nancial statements are free of material
misstatement.”

SAS No. 82
SAS No. 82, issued in February 1997,
does not depart from SAS No. 53 but ex-
pands on it. The new standard dispenses
with the euphemism “irregularities” and,
for the first time, introduces the term
“fraud” into professional accounting stan-
dards. Like SAS No. 53, the new standard
provides a series of factors, or “red flags,”
that may indicate intentional misstate-
ments in financial reporting. These risk
factors are important because they require
the auditor to analyze not only the books
and records of a client, but also the eco-
nomic environment and financial context
in which the client operates and the very
character of the client’s management. In
short, the accounting profession now rec-
ognizes that motive and means increase
the risk of fraudulent behavior.
Specific risk factors enumerated in SAS
No. 82 include the following:
¢ asignificant portion of management
compensation is contingent on un-
duly aggressive operating results, fi-
nancial position, or cash flow;
¢ an excessive interest by management
to maintain or increase the entity’s
stock price or earnings through ag-
gressive accounting practices;

® a practice by management of commit-
ting to unduly aggressive or clearly
unrealistic forecasts;

¢ an interest by management in pur-

suing inappropriate means to mini-
mize reported earnings for tax-mo-
tivated reasons;

® an ineffective means of communi-

cating and supporting the entity’s
values or ethics, or communication
of inappropriate values or ethics;

¢ domination of management by a sin-

gle person or a small group without
compensating controls such as over-
sight by the board of directors or au-
dit committee;

¢ inadequate monitoring of significant

controls or failure to correct known
control weaknesses;

¢ management disregard for regulaho-

ry authorities;

¢ management employment of an in-

effective accounting, information
technology, or internal auditing staff;
¢ nonfinancial management’s exces-
sive participation in, or preoccupa-
tion with, the selection of accounting
principles or the determination of
significant accounting estimates;

¢ high turnover of senior management,

board members, or counsel;

¢ frequent disputes with the current

or predecessor auditor;

¢ unreasonable demands on the audi-

tor, including time constraints;

¢ formal or informal restrictions on

the auditor that limit access to peo-
ple or information; and

¢ known history of securities law vio-

lations or other claims against the
entity or its management.?

SAS No. 82 also provided a number of
risk factors that related to industry con-
ditions. These risk factors included:

¢ new accounting, statutory, or regula-

tory requirements that could impair
the financial stability or profitabili-
ty of an entity;

¢ high degree of competition or mar-

ket saturation, accompanied by de-
clining margins;

¢ declining industry characterized by

increasing business failures and sig-
nificant declines in customer de-
mand; and

¢ rapid changes in the industry, such

as high vulnerability to rapidly chang-
ing technology or rapid product ob-
solescence.!®

SAS No. 82 also provided for risk fac-
tors that it characterized as related to op-
erational characteristics and financial sta-
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bility of an entity. Examples of these risk
factors are as follows:

¢ inability to generate cash flows from
operations while reporting earnings
and earnings growth;

* significant pressure to obtain addi- 3 0 engineers and construction project
tional capital necessary to stay com- scheduling experts.
petitive;

* assets, liabilities, revenues or expens-
es based on significant estimates
that involved unusually subjective Finding exactly
judgments or uncertainties, or that
are subject to potential significant the right expert wilness
change in the near term in a man- _—
ner that may have a financially dis-
ruptive effect on the entity—such as 6 8
ultimate collectibility of receivables, environmental cost claim and
timing of revenue recognition, real- contaminated property value professionals.
izability of financial instruments
based on the highly subjective valu-
ation of collateral or difficult-to-as-
sess repayment sources, or signifi-
cant deferral of cost;

¢ significant related-party transactions
not in the ordinary course of business
or with related entities not audited

shouldn't be a trial in itsell.

or audited by another firm; 9 5
e gignificant, unusual, or highly com- intellectual property licensing
plex transactions, especially those and damage specialists.

close to year end, that pose difficult
“substance over form” questions;

¢ significant bank accounts or subsid-
iary or branch operations in tax-hav-
en jurisdictions for which there ap-
pears to be no clear business justifi-
cation;

¢ overly complex organizational struc-

ture involving numerous or unusual 2
legal entities, managerial lines of au- 1 1 valuation specialists.

thority, or contractual arrangements
without apparent business purpose;
L4 unusually rapid growth orpmﬁtabil- Nol Just knowledge. know How.
ity, especially compared with that of -
other companies in the same indus-

¢ especially high vulnerability to chang-
oo oSt rate oo deb

¢ unusually high dependence on debt Cooners & 1 ybrand o exper
or marginal abi]ity to meet debt re- 1 1 7certiﬁed fraud examiners. luuh}[m you lhnl witne:, i ‘uw‘vumi a
payment requirements; debt cove- poldude potwarh Gl
nants that are difficult to maintain; ackirounds our Lingaton & ¢

¢ threat of imminent bankruptcy or Denuen ollen | yon e e
foreclosure, or hostile takeover;

¢ adverse consequences on significant
pending transactions, such as a busi-
ness combination or contract award,
if poor financial results are reported,;
and

¢ poor or deteriorating financial posi-
tion when management has person-
ally guaranteed significant debts of
the entity.!!
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After assessing risk factors, SAS No. 82
requires auditors to consider offsetting
strengths, including the entity’s internal
controls. If the risk factors are not fully
ameliorated by the existence of effective
controls, the auditor must exercise addi-
tional care, including the assignment of
more experienced personnel to the en-
gagement, a more comprehensive review
of accounting policies, and the collection
of more detailed and corroborative evi-
dence to support the firm’s audit conclu-
sions.

If the auditor discovers what he or she
believes may be fraud, SAS No. 82 re-
quires that the auditor must reevaluate
the initial assessment of the entity and
broaden the scope of the audit according-
ly. In addition, the findings must be dis-
cussed with senior management at least
one level above where the fraud likely oc-
curred. If the auditor perceives the fraud
as pervasive, the auditor should consider
withdrawal from the engagement, ex-
pressing no professional opinion on the fi-
nancial statements, and should commu-
nicate the reasons for withdrawal to the
entity’s audit committee or equivalent
authority.
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In addition, the auditor may be obligat-
ed to make some disclosure to outside par-
ties in the event of the following:

¢ to comply with legal or regulatory re-

quirements;
¢ to a successor auditor when the suc-
cessor makes inquiries in accordance
with SAS No. 7, “Communications
Between Predecessor and Successor
Auditors”;

* in response to a subpoena; or

* to a funding agency or other speci-
fied agency in accordance with re-
quirement for the audits of entities
that receive governmental financial
assistance.!?

Conclusion

Clearly, the accounting profession has
more fully and precisely embraced the re-
sponsibility of designing audit examina-
tions to reasonably assure the discovery
of material error or fraud in the course of
ordinary audit. Whether these new stan-
dards will significantly change the fre-
quency in which auditors are held liable
for their failure to discover errors or fraud
remains to be seen.
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