The Audit and
Assurance Service Process

Audit process, including client strategies, the decision to accept an
engagement, establishing an understanding with management,
planning, and interim and year-end audit work.

Assurance service process for a performance-measurement
engagement, including the selection of comparison groups and
measures, and the collection and display of evidence.

Chapter 4 introduced the means to acquire, evaluate, and document evidence.
However, the evidence a practitioner chooses to acquire in an audit or assurance
service engagement depends in part on a client’s industry, since industry-specific
risks drive client-specific strategies to cope with risk. For example, in the retail ap-
parel industry, J. Crew’s market share depends on clothing lines that appeal to
target consumers and, in the pharmaceutical industry, Pfizer’s survival depends
on a pipeline of breakthrough drugs. The two industries differ, risk-coping strate-
gies differ, and, correspondingly, a practitioner’s evidence-acquisition decisions
depend on how a client’s strategies bear on risk. This chapter explains the steps
in the audit process and in the assurance service process, including how practi-
tioners come to understand what drives a business before designing a professional
service engagement.

The chapter begins by summarizing the audit process, including the steps an
auditor undertakes to achieve the standards (and control the risks) introduced in
Chapter 2 and to issue the reports illustrated in Chapter 3. For example, the chap-
ter introduces client strategy templates, a tool practitioners use to summarize a
client’s industry, business, and strategies; to assess audit risk; and to identify as-
surance service opportunities. The template is similar in approach to the tools
firms use commonly in practice today, among them Ernst & Young’s Business
Process Analysis and KPMG’s Business Measurement Process. To add both context
and reality, part of the discussion emphasizes one industry (pharmaceuticals) and
one Dow Jones Industrial company (Merck & Co., Inc.). In turn, the chapter in-
troduces the assurance process in a performance-measurement benchmarking
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service, including planning, selecting relevant performance measures, collecting
evidence, and displaying evidence in vision charts and reliability indices.

€ audit process

A financial statement audit proceeds in general from planning, to analysis, to in-
tegration in the form of a deliverable report. Figure 5-1 lists the major steps in the
audit process, including representative dates, assuming'a December 31 fiscal year
end, and either a continuing or initial engagement accepted early in the year. In
practice, the audit process may vary somewhat fropiengagement to engagement,
depending on an entity’s industry and size, among,othek things. However, most
financial statement audits are similar both in logie and in breadth—similar in
logic because they are based on the scientific_method of inquiry, and similar in
breadth because they are all driven by the same'set of guidelines: GAAS. The fol-
lowing discusses each step in the audit proeess, although the discussion is
weighted this way: the steps before interim™and year-end work (for example,
communicating with the audit committeeestablishing an understanding with
the client, and audit planning) are discusse@’in detail, and interim and year-end
work are discussed briefly as an introduetion to Chapters 6 through 16, which dis-
cuss and illustrate those issues completely.

Figure 5-1: The Audit Process

Approximate Dates Activity

March Communicate with the audit committee.
Decide whether to accept or continue the engagement.
Establish an understanding with the client.
Establish an understanding of the client’s strategies and
characteristics of the business.

April-May Consider the risk of misstatements arising from fraud.
First-quarter planning (Figure 5-6).

July-August Consider potential adverse influences, threats to the
business, and audit risk.
Second-quarter planning (Figure 5-6).

September—November Interim audit work (Figure 5-8).

December—February Year-end audit work (Figure 5-9).
Subsequent events.

Last day of field work Management representation and legal letters.
Reports.

Communicate with the Audit Committee

Auditors commonly propose audit service engagements to the audit committee
of a potential (or continuing) client’s board of directors. For example, seven of
Merck & Co., Inc.’s, sixteen directors serve on the audit committee, including a
health care consultant, a professor of medicine, the CEOs of Chase Manhattan
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Corporation and NCR Corporation, and a former president of Massachusetts
General Hospital and Brandeis University, all of whom are outside directors (board
members not otherwise employed by the entity). The committee generally meets
four times annually and, among other things, serves as an intermediary between
the company’s independent auditor and the full board of directors in matters re-
lating to:

= Selecting an independent auditor,

= The scope and timing of the audit,

= Internal control,

= Internal audit,

= Accounting changes,

= The results of the audit,

= Disclosures within management’s financial statements, and

= The quality of reported earnings (i.e., core earningssfrom operations, rather
than from accounting gimmicks).

Although not common until the 1970s, audit committees,were first encouraged as
early as 1940 in SEC Accounting Series Release Noi 183which recommended that
registrants establish committees composed of ngAefficer board members; again in
the AICPA’s 1967 Statement on Audit Committeeséof Boards of Directors; and then
again in the SEC’s 1972 Accounting Series Release INo. 123, “Standing Audit Com-
mittees Composed of Outside Directors.” However, the first authoritative man-
date for audit committees came in 1978 when the New York Stock Exchange re-
quired that all listed companies appoint atidit committees consisting of outside
directors only. Audit committees are common today, even in nonpublic compa-
nies. For example, audit committees are required of all NASDAQ companies, all
Federal Deposit Insurance Corporation™(FDIC) insured depository institutions,
and many governmental entities, stich as municipalities, town boards, and port
authorities.

The Effectiveness of Audit Copmagittees. Research in the early 1990s offered two
findings about the resolve and effect of audit committees. One study reported
that effective audit commiittees require a strong organizational mandate—for
example, through a written charter and recognition by management and the
independent auditor/®A second study showed that audit committees reduce the
frequency of shareholder¥awsuits alleging management fraud, quarterly earn-
ings restatements, SEC enforcement actions, illegal acts, and auditor turnover
when management disagrees with an accounting principle.2 However, in the late
1990s, the SEC criticized audit committees. For example, in a well-publicized 1998
speech at New York University’s Center for Law and Business, “The Numbers
Game,” Arthur Levitt, SEC chairman, said “Sadly, stories abound of audit com-
mittees whose members lack expertise in the basic principles of financial report-
ing as well as the mandate to ask probing questions.”3

1 L. P. Kalbers and T. J. Fogarty, “Audit Committee Effectiveness: An Empirical Investigation of the
Contribution of Power,” Auditing: A Journal of Practice & Theory (Spring 1993), pp. 24-49.

2 D. A. McMullen, “Audit Committee Performance: An Investigation of the Consequences Associated
with Audit Committees,” Auditing: A Journal of Practice & Theory (Spring 1996), pp. 87-103.

3 Arthur Levitt, Jr.,, “The ‘Numbers Game’,” Speech at New York University Center for Law and Busi-
ness, September 28, 1998.
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Levitt offered two initiatives directed toward audit quality and audit com-
mittee effectiveness: a proposal that the Public Oversight Board form a group of
constituents to review the audit process, and an announcement that the New York
Stock Exchange and the National Association of Securities Dealers would spon-
sor an 11-member Blue Ribbon Committee on Improving the Effectiveness of Cor-
porate Audit Committees. In 1999, the committee made ten recommendations,
among them that:

= Audit committees be required not only to maniter whether a public com-
pany’s financial statements comply with GAAR, but also whether manage-
ment uses “the best accounting principles” in the cirgumstances.

= Committee members not have any family orether financial ties to the com-
pany.

= At least three committee members be “financially literate” and at least one
have accounting or financial managemehtiexpertise.

= The committee report to shareholders;

One of the Blue Ribbon Committee’s gmembers, John H. Biggs, Chairman and
CEO of TIAA-CREF, one of the nation’s largest pension funds, stated that the fi-
nancial community should have confidénge that an audit committee’s sign-off on
a company’s financial statements is “notjust a rubber stamp, but the assurance of
an oversight process.”*

The Quality of Earnings. Resp@nding to the Blue Ribbon Committee’s recommen-
dations, the Auditing Standards Board in 2000 issued SAS No. 89, “Audit Com-
mittee Communications,” iwhieh requires that an auditor discuss with the audit
committee “the quality, jaotyust the acceptability” of management’s accounting
principles and earnings. e discussions should be open and frank and should in-
clude matters such as

= The consistency‘ef management’s accounting principles, and
= The clarity and completeness of management’s financial statements.

Consistent with language in FASB Statement of Financial Concepts No. 2, “Qualita-
tive Charagteristies of Accounting Information,” the auditor’s discussion with the
audit committee should include items that have a significant impact on the “rep-
resentational faithfulness, verifiability, and neutrality of accounting information”
included in financial statements. Stated another way, disclosures should offer the
reader a transparent view of the transactions and events that underlie the finan-
cial statements. For example, in an effort to meet analysts’ expectations for re-
ported operating earnings, some companies have netted nonoperating gains
against exposures such as environmental liabilities (Dr Nonoperating Gains,
Cr Environmental Liabilities), thereby avoiding the recognition of environmental
expenses, overstating operating earnings, and masking the nonoperating gain as
operating. Netting is neither representationally faithful to the company’s envi-
ronmental exposures nor, for that matter, altogether transparent.

4 “Panel: Give Audit Committees Teeth,” The Detroit News, February 9, 1999, p. B4.
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Decide Whether to Accept or Continue the Engagement

Because an auditor cannot audit a client that lacks integrity, Statement on Quality
Control Standards No. 1, “System of Quality Control for a CPA Firm,” recommends
that public accounting firms establish policies and procedures for deciding
whether to accept (or continue) an engagement, thereby minimizing the likeli-
hood of associating with an untrustworthy or an unduly risky cliént. For exam-
ple, the Big Five public accounting firms exercise considerable,cattion in decid-
ing whether to accept (or continue auditing) a risky cliént, although the
responsibility for the decision varies across firms. In some firms, the decision is
made by individual partners, in others by office managing ar regignal partners,
and in others by national office partners.®

A public accounting firm may use a variety of sources4n deciding whether to
accept or continue an engagement. For example, when cénsidering a new client,
an auditor could:

= Review the proposed client’s financial statements,

= Inquire of third parties, such as bankers and, lawyers, about a proposed
client’s reputation, and

= Evaluate the firm’s ability to service the progpgsed client properly.

The firm should also consider whether the predecessor auditor’s resignation or
replacement was linked to a disagreement betweeh the predecessor and manage-
ment about the application of accounting principles. Research reveals that audi-
tor changes after a disagreement are assoefated with clients that have poorer earn-
ings performance, more debt, fewer “eurrent assets, and poorer stock price
performance than changes without a disagreement.b In practice, firms resign from
audit engagements for a variety of reaseps—among them a deteriorating control
environment, management turnoverf or earnings management—and the inci-
dence of resignation has increasédnin“recent years. For example, based on data
compiled by Auditor+Trak from"SEC filings, the Public Accounting Report found
that the Big Five firms resigned*fgom 137 audit engagements in 1998, up from 82
in 1997. Responding to the increase, Jay Brodish, a PwC partner, stated that, “One
of the keys to good risk mandgement is better selection of clients.””

When a new engagement involves replacing a predecessor auditor, the suc-
cessor should communicate*with the predecessor before accepting the engage-
ment. In fact, when’more,than one potential successor proposes on a new en-
gagement, the successor typically accepts the engagement conditional on
communicating with the predecessor, since the communication may reveal cir-
cumstances unacceptable to the successor. For example, the predecessor may re-
veal to the successor that management lacks integrity. Statement on Auditing Stan-
dards (SAS) No. 84, “Communications Between Predecessor and Successor
Auditors,” places the initiative for communication on the successor auditor. Since

5 H. F. Huss and F. A. Jacobs, “Risk Containment: Exploring Auditor Decisions in the Engagement
Process,” Auditing: A Journal of Practice & Theory (Fall 1991), pp. 16-32.

6 D. S. Dhaliwal, J. W. Schatzberg, and M. A. Trombley, “An Analysis of the Economic Factors Related
to Auditor-Client Disagreements Preceding Auditor Changes,” Auditing: A Journal of Practice & Theory (Fall,
1993), pp. 22-38.

7 “Is Auditing Becoming Risky Business?”” Public Accounting Report (February 15, 1999), pp. 1, 7.
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Rule 301 of the Code of Professional Conduct precludes an auditor from disclos-
ing confidential information without a client’s permission (Chapter 19), the suc-
cessor asks the prospective client to authorize the predecessor auditor to respond
fully to the successor’s inquiries. If the prospective client refuses, or limits the in-
formation a predecessor may disclose, the successor determines the reason for re-
fusal and the impact on the decision to accept the engagement.

Under SAS No. 84, the successor makes specific and‘x€asonable inquiries that
bear on his or her decision to accept the engagement. For example, the successor
may make inquiries about management’s integrity, diSagreements with manage-
ment, and the reason management is changing auditors. In response, the prede-
cessor auditor should reply fully and promptly, although the predecessor may
alert the successor that his or her response is limijteehduesto circumstances such as
pending or threatened litigation. Interestingly, research reveals that, despite the
responsibility to communicate with predecessors, some successor auditors do
not. For example, one study found that fully onesfourth of 550 successor auditors
did not communicate with predecessors (@ndithat the extent of noncommunica-
tion was higher in smaller firms)8 and amother found that a startling three-
fourths of 151 successors did not communigate.® Unless asked by the successor,
the predecessor is under no obligatiemto*Communicate information to the suc-
cessor auditor, even if the predecessot,is’aware of facts that would bear on the
successor’s decision to accept the new engagement, such as repeated violations of
authoritative accounting pronouncements.

Establish an Understanding Wigh the Client

After a decision is made tosaeeept (or continue) an engagement, SAS No. 83 (and
SSAE No. 7), “Establishingian Understanding with the Client,” requires that the
practitioner establish anfupderstanding with his or her client about the objective
and limitations of the emgagément and management’s responsibilities. For exam-
ple, the objective of@afinancial statement audit is to express an opinion about
whether management’s financial statements present fairly, in all material re-
spects, the financi@l"position, results of operations, and cash flows in conformity
with GAAP. Howewergconsider the objective of a financial statement service other
than an audit, For'example, the objective of an agreed-upon procedures engage-
ment to isstie a regort about a bank’s compliance with the Federal Depository In-
surance @orperation’s (FDIC) “safety and soundness” regulations is quite differ-
ent from the objective of a financial statement audit, driving an important
limitation in the engagement: The bank, among other parties such as the FDIC,
can rely on the practitioner’s report for no purpose other than assurance about
the bank’s compliance with the FDIC regulations, not, for example, about man-
agement’s compliance with GAAP.
In a financial statement audit, management is responsible for:

= The financial statements,
= Establishing and maintaining effective internal control over financial report-

ing,

8 J. C. Lambert, S. J. Lambert Ill, and T. G. Calderon, “Communication Between Successor and Prede-
cessor Auditors,” Auditing: A Journal of Practice & Theory (Spring 1991), pp. 97-109.

9 G. W. Glezen and M. B. Elser, “The Auditor Change Process,” Journal of Accountancy (June 1996),
pp. 73-77.
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= Assuring compliance with applicable laws and regulations,

= Making all financial records and information available to the auditor, and

= Providing the auditor with a letter confirming representations management
made during the engagement.

Depending on arrangements negotiated between the auditor and the client, man-
agement’s responsibilities might also include, for example, compiling spread-
sheets and retrieving evidence.

Engagement Letters. SAS No. 84, “Communications BetweefmRredecessor and
Successor Auditors,” requires that an auditor document his orher)understanding
in the working papers, preferably through a written comfmungication called an
engagement letter. The engagement letter is drafted by thesauditor for the chief
executive officer’s signature and, as illustrated in Figure 522, is a written agree-
ment between the auditor and the client that serves toiminignize misunderstand-
ings, alert the client to the purpose of the engagement andwole of the auditor, and
help minimize legal liability for services neither contracted nor performed. En-
gagement letters are recommended, though not requiréd, by SAS No. 84. How-
ever, practitioners have every reason to preparg an engagement letter for every
professional engagement, since the risk of misunderstanding can, and sometimes
does, result in serious legal judgments against the independent auditor. For ex-
ample, consider 1136 Tenants’ Corp. v. Max Rathenberg & Co., a prominent and
precedent-setting case regarding engagement letters. 1136 Tenants’ Corporation
was an apartment cooperative that engagedaiMax Rothenberg & Co., without an
engagement letter, to conduct nonaudit*accounting services. Rothenberg pro-
vided services from 1963 to 1965, when it'was discovered that a former manager
had absconded with funds from thg"tarporation. 1136 Tenants sued Max Rothen-
berg, arguing that an audit should have been performed. In defense, Rothenberg
unsuccessfully argued that an audit'was not agreed to. The professional fees for
the engagement amounted to @nly $600 per year, but Rothenberg was ordered to
pay $230,000 in damages angdmas arresult, engagement letters have become com-
mon in practice.

Although 1136 Tenant§™suggested that engagement letters could limit an ac-
countant’s liability toerviges included in the letter, Congregation of the Passion,
Holy Cross Province v/ Teuche Ross & Co., an Illinois Supreme Court case, suggests
otherwise. The Congregation, a Roman Catholic religious order, engaged Touche
Ross to prepare unaudited financial statements in 1973. Beginning in 1976, the
Congregation entrusted full responsibility for a $2 million investment portfolio to
an investment advisor who entered into a leveraged arbitrage strategy that ex-
posed the Congregation to losses far beyond the amount invested. The Congre-
gation was fully informed by transaction confirmations from securities dealers,
but sued Touche Ross in federal court for securities laws violations and then in
Illinois state court for breach of contract and negligence. Federal charges were dis-
missed but the Illinois Supreme Court ruled in favor of the Congregation, argu-
ing that an accountant’s duty to clients is defined both by the engagement letter
and by extracontractual responsibilities, suggesting that an engagement letter is
necessary but not always sufficient to define the limits of an accountant’s respon-
sibility to clients. The majority opinion did not define “extracontractual” respon-
sibilities, prompting a dissenting justice to write, “What are these extracontrac-
tual duties? If these duties cannot be articulated in a contract, how is it that the
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Figure 5-2: Engagement Letter

Cheever & Yates, LLP
Suite 2600
650 Madison Avenue
New York, NY 10022

March 24, 2005

Mr. Raymond Carver, President
The Wilson Company

15 Artubus Drive

Stony Brook, NY 11790

Dear Mr. Carver:

This will confirm our understanding of the arrangements for our audit of the financial
statements of The Wilson Company for the year ended December 31, 2005.

We will audit the company’s balance sheet at December 31, 2005, and the related state-
ments of income, retained earnings, and cash flows for the year then ended for the pur-
pose of expressing an opinion on them. Our audit will be made in accordance with gen-
erally accepted auditing standards. Our procedures will include tests of documentary
evidence supporting the transactions recorded in the accounts, tests of the physical ex-
istence of inventories, and direct confirmation of receivables and certain other assets and
liabilities by correspondence with selected customers, creditors, legal counsel, and
banks. At the conclusion of our audit, we will request certain written representations
from management about the financial statements and related matters.

Management is responsible for the fair presentation of financial statements in confor-
mity with generally accepted accounting principles and for the development, imple-
mentation, and maintenance of adequate internal controls.

Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to the auditor in the representation letter that the effects
of any uncorrected misstatements aggregated by the auditor during the current engage-
ment and pertaining to the latest period presented are immaterial, both individually and
in the aggregate, to the financial statements taken as a whole.

Although we may consult with you about accounting principles, management is re-
sponsible for their selection and application. Our engagement is subject to the risk that
material errors, frauds, or illegal acts, if they exist, will not be detected. However, we
will inform you of any such matters that come to our attention.

We will review the company’s federal and state income tax returns for the fiscal year
ended December 31, 2005. These returns, we understand, will be prepared by the con-
troller. Further, we will be available during the year to consult with you on the tax ef-
fects of any proposed transactions or contemplated change in business policies.

Our fee for these services will be at our regular per diem rates, plus travel and other out-
of-pocket costs. We expect fees to aggregate approximately $125,000. Invoices will be
rendered monthly and are payable on presentation.

We are pleased to have this opportunity to serve you.

If this letter expresses your understanding, please sign the enclosed copy where indi-
cated and return it to us.

Sincerely,

Cheever & Yates, LLP
Arrangements accepted:

President Date
The Wilson Company
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client is able to articulate that they have been breached in a complaint?”’1% The
boundary of an accountant’s extracontractual responsibilities remains an open
question.

Proposed Adjusting Journal Entries. Prior to completing a financial statement
audit, an auditor proposes to management what are often called proposed adjust-
ing journal entries—adjusting journal entries that, if recorded,would conform
management’s financial statements to GAAP. However, in thg 1990s, the chair-
man and the chief accountant of the SEC each expressed concerns that some au-
ditors had “waived” known potential misstatements on the gfounds of immate-
riality.> Although appropriate in some circumstances (forsexample, when a
misstatement is immaterial, unintentional, and unlikely to(affeet the decisions of
users), waiving adjusting journal entries runs the risk that management could in-
voke the waiver as prima facie evidence that alleged misstatements weren’t ma-
terial misstatements at all, an argument that runs counter te the third paragraph
in the engagement letter illustrated in Figure 5-2: Management (not the auditor)
is responsible for the fair presentation of financial statémpents in conformity with
GAAP.

To emphasize management’s responsibilityfop the fair presentation of finan-
cial statements, the Auditing Standards Board isSued SAS No. 88, “Audit Adjust-
ments,” which imposes the three responsibilities gutlined in Figure 5-3. First, in

Figure 5-3: Management's Responsibility fof\Proposed Adjusting Journal Entries (AJEs)

« Understanding with Client (Planning Stage)

.~"w""‘“‘”"‘—“"””“””HHHHHHH -
HH Management understands responsibility to:

= Recordgproposed AJEs
= Represent that unrecorded proposed AJEs are
immaterial

Letter

crsosmers |

« NManagement Representations (Year End)
,"‘m\u\\u\\H\\—uH\\HHHHHHHH\HW

Management
Representaton
Letter

= Proposed but unrecorded AJEs are immaterial, -

‘H Management represents that:
”l both individually and in the aggregate -
)

Letter must include:
= Summary of Proposed AJEs

e Communication with Audit Committees (Year End)
,"Mmu\\m\H\\\—m\HH\HHHHHHHHM

Inform Audit Committee that

Committee

Meeting

10 D. Crawford, D. Franz, R. A. Zimmerman, and P. R. Fink, “Exposure to the Extracontractual,” Journal
of Accountancy (December 1995), pp. 90-91.
11  Panel on Audit Effectiveness, Report and Recommendations (2000), pp. 55-56.
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the planning stage of an engagement, management’s engagement letter includes
a statement that management understands their responsibility to record material
proposed adjusting journal entries and to confirm in a representation letter at the
end of the engagement that unrecorded adjusting journal entries are immaterial,
both individually and in the aggregate. (The engagement letter in Figure 5-2 il-
lustrates relevant language in the fourth paragraph.) Second, at year end, man-
agement is responsible to confirm in a representation letter the responsibility rep-
resented in the engagement letter: The proposed but unrecorded adjusting
journal entries summarized in the letter are immaterial, both individually and in
the aggregate. And third, at year end, the auditorfmforms the audit committee
about management’s representation, usually at a regularly scheduled audit com-
mittee meeting.

Establish an Understanding of the Client’s"Sggategies and Business

In practice, much of what an auditor does diing an engagement—stated another
way, much of what you’d see if you obsemyed an auditor in the field—is preoccu-
pied with acquiring, evaluating, and dogumenting evidence about transactions
that bear on management’s financial statement assertions. However, to think that
an auditor ventures no further thantfinancial transactions wholly overlooks the
range of relevant evidence that auditors*Seek about:

= Management’s risks,
= The strategies management undertakes to overcome risk, and
= The transactions and events§ that,are the product of management’s strategies.

Transactions alone don’t driVe,a business. Rather, management’s mission, strate-
gies, and capacity to innovate drive the transactions that a business enters into. In
short, the unit of analysis_iin"a financial statement audit is not necessarily transac-
tions. Transactions alofesare’far too myopic to capture the complex web of truths
that preoccupy manggement—for example, truths about market share, competi-
tion, backorders, stoekouts, patent infringements, product development, and the
market’s acceptanceef the products developed. An auditor’s line of vision is
pitched to the riskssmanagement endures and the strategies management enacts
to overcome™risk.

One way an auditor can document management’s strategies is a client strat-
egy templai®yillustrated in Figure 5-4 for Merck.12 Compiled during the plan-
ning stage of an engagement, the template summarizes the following client strate-
gies and characteristics:

Strategies
= Growth strategy
= Financial goals and operating priorities

Characteristics of the Business
= Major business units

< Markets

= Products

12 Another example from the auditing literature appears in T. Bell et al., Auditing Organizations Through a
Strategic-Systems Lens, KPMG Peat Marwick, 1997.
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= Customers

= Competitors

= Strategic alliances and joint ventures
= Potential adverse influences

The following introduces the pharmaceutical industry and illustrates a client
strategy template for Merck.

The Industry. The Pharmaceutical Research and/“Manufacturers of America
(PhRMA) Foundation reports that pharmaceutical companies spend $25 billion
annually on research and development, and that the cost to discover and develop
a new drug averages $500 million, an amount mexe‘than three times the cost of a
Boeing 747 jumbo jet. Equally daunting, the time span from research to market
ranges roughly from ten to fifteen years, and4s,complicated further by the need
for U.S. Food and Drug Administration (FPA) approval. For example, Merck’s
Pepcid AC, a nonprescription stomach acid*eantroller, received FDA approval for
U.S. distribution in 1995, 32 years after industry research had begun on a com-
peting drug, GlaxcoSmithKline’s Tagam€tpthg first prescription drug to exceed $1
billion in sales.

Complicating the relationship between risk and return, the U.S. market for
health care services has witnessed unprecedented change in the way that care is
delivered and providers are compensated. Today 4 out of 5 employed Americans
are covered by managed care organizations (MCOs) that deploy a number of cost
containment strategies targetedyspecifically to prescription drugs. For example,
about 90 percent of the people entolled in MCOs are constrained in drug pur-
chases by what the industryealls “formularies,” a list of prescription drugs that
an MCO approves for coverages Managed care organizations work tirelessly to re-
duce health care costs, driving a friction unwelcome to pharmaceutical compa-
nies: downward press@ire, 0 revenues.

Pharmaceutical gompanies once recouped research and development costs by
monopolizing produet, sales, since patent laws forbid competition by rival com-
panies. Howeverfth&yDrug Price Competition and Patent Term Restoration Act of
1984 enabled rivalsitoesseek approval quickly for generic copies, thereby reducing
a brand-namedrug?s “exclusivity period,” the time that a newly introduced drug
stands alope in a“therapeutic class. For example, although prescription Tagamet
enjoyed exclusiyvity for six years, Invirase, the first in a new class of anti-viral pro-
tease inhibitors, was exclusive for only three months. Declining exclusivity peri-
ods reduce significantly the profitable life span of a new drug and, like managed
care organizations, threaten the profitability of research-based pharmaceutical
companies.

Business Units, Markets, Products, and Customers.  As outlined in Figure 5-4, Merck
operates in five autonomous business units to serve health care providers, insur-
ance companies, and consumers worldwide. In most years, the company
manages roughly 50 development-stage product candidates and FDA-approved
products.

Merck’s mission, “improving and preserving human lives,” translates into
two strategies for growth (Figure 5-4):

= Demonstrate the value of medicines to patients, payers, and providers.
= Discover new medicines through breakthrough research.
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Merck has enjoyed exceptional sales on four drugs in decidedly different product-
cycle stages: Zocar, an established cholesterol drug; Cozaar, a relatively new high
blood pressure drug; Fosomax, a bone deterioration deterrent; and Singulair, the
company’s asthma drug. However, despite an acknowledged commitment to
state-of-the-art research, Merck has suffered setbacks. For example, in the late
1990s, Merck stunned the industry with news that the company had begun large-
scale human testing on an experimental antidepressant that targeted\a mysterious
brain chemical called “substance P.” The drug was expected t@ deminate the $7
billion antidepressant market, but Merck reported one year later that tests on
several hundred patients had produced similar results amongmpatients that had
received the drug and patients that had received a placebo. The news was disap-
pointing for two reasons: First, the drug was scheduled tg reach market by late
2001, the date patents expired on several Merck produets. Second, the bad news
added pressure to another development stage drug, Vioxxpa, pain medicine that
represented Merck’s other expected blockbuster and thatsthe FDA approved in
Spring 1999.

News about patent expirations and threats to mew product development
prompted warnings about Merck’s growth strategy/For example, the Dow Jones
News Service reported that “there is concerngin the market about its future
growth . . . because the company faces a humber/of upcoming patent expira-
tions.”13 And Deutsche Bank Securities analyst, Mariola Haggar, speculated that
Merck may need to “consider a significanty' merger to boost its growth
prospects.”’* On the other hand, some analysts were more forgiving about
Merck’s negative report. For example, Merrill Lynch commented that, “We be-
lieve that the market overreacted to the,news . . .”

Financial Goal and Operating Prioritiege™ IMerck reports one financial goal and three
operating priorities (Figure 5-4):

= Remain in the top quartile gflleading health care companies.
= Maximize revenue growth.

= Preserve the profitability of'eore pharmaceutical business.

= Achieve the full potentialefsmanaged pharmaceutical care.

Evidence over the past half decade reveals that the company more than accom-
plished the goal of remaining in the top quartile of leading health care companies,
and achieved both revenueigrowth and profitability in core pharmaceutical prod-
ucts. For example, Merck enjoyed over 15 percent annual earnings per share
growth for the five-year period ended in 2000 (compared to average negative
returns for the industry at large), revenues that represented approximately 15
percent of all pharmaceutical revenues, and planned annual cost savings approx-
imating $250 to $350 million. The consensus view among some observers is that
Merck can remain in the top quartile, continue revenue growth, and preserve core
profits. For example, one major investment house estimates sales and income
growth approximating 12 and 6 percent, respectively, beyond the turn of the
century.

13 M. Trottman, “Drug Makers 4Q: Analysts Look to Sources of Growth,” Dow Jones News Service (Janu-
ary 26, 1999).

14 R. Langreth, “Merck & Co. Hits a Stumbling Block in Testing Experimental Antidepressant,” The Wall
Street Journal (January 25, 1999), p. B6.
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Competitors and Strategic Alliances. Merck faces competition from a number of
high-profile rivals, including American Home Products, Bayer AG, Bristol-Myers
Squibb, Eli Lilly, GlaxcoSmithKline, Pfizer, Pharmacia, and Schering-Plough.
Keen competition among rival companies does, on balance, constrain profit for
those rivals that lose the first-mover’s race to market. On the other hand, con-
sumers benefit through lower-cost medicines that would linger in development
absent competition. For example, in 1998 alone the FDA@pproved medicines af-
fecting more than 180 million people, including:

= The first medicine to treat Crohn’s disease, a chronic and debilitating gas-
trointestinal disorder.

= The first new tuberculosis drug in 25 years.

= The first in a class of drugs for Parkinson’sidisease, a progressive neurologi-
cal disorder affecting 1.5 million Americans.

= The first in a class of once-daily use drugsiforiasthma.

In the 1990s, pharmaceutical companies déveleped over 300 new medicines, help-
ing to reduce deaths from heart disease, caneer, infection, and AIDS.

To overcome the long lead time to market and low risk/return ratios, Merck,
among other pharmaceutical companiesy has entered into strategic alliances to by-
pass research and to share risk. For example, Merck entered into a strategic al-
liance with Astra AB, a German,pharmaceutical company, to develop and market
Astra products in the U.S., thereby, allowing Merck to bypass developing the
products and Astra to penetrate U.S. markets. Merck entered into alliances with
DuPont for radiopharmaceuticalmaging agents and with Johnson & Johnson for
nonprescription medicines, thetintent of both alliances being to share risk. Strate-
gic alliances are, for want of a better term, “leverage assets” that complement
Merck’s core business by offéring revenue sources not otherwise available.

The information in_Merck’s client strategy template (Figure 5-4) approaches
the company at a level far'removed from the transactions summarized in Merck’s
financial statements) thereby offering insights into potential adverse influences,
threats to the businessand risks that are not otherwise apparent from recorded
transactions alone, These issues are discussed below as part of audit planning.

Planning

Nothing in amorderly, well-done audit could be that way without planning, al-
though the extent of planning depends on the auditor’s understanding and ex-
perience with the client’s strategies, business, size, and complexity. For example,
more planning would be required on a new engagement for a large client in an
industry the auditor had not served previously.

Consider the Risk of Misstatements Arising from Fraud. The scope paragraph of a
standard audit report (Chapter 3) states that an auditor obtains “. . . reasonable
assurance about whether the financial statements are free of material misstate-
ment.” In practice, misstatements occur most often because of errors client per-
sonnel may make unintentionally when recording, classifying, and summarizing
transactions and events. But sometimes misstatement is intentional. Two exam-
ples: First, in Cedars of Lebanon Hospital Corp. v. Touche Ross (1982), management
and the board of directors brought suit against Touche Ross for failing to detect
an embezzlement perpetrated by the hospital’s administrator. A Circuit Court of
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Dade County, Florida, not only found Touche Ross not guilty, but also awarded
the firm legal and accounting fees and punitive damages from Cedars of
Lebanon. And second, in Cenco, Inc. v. Seidman & Seidman (1982), new manage-
ment at Cenco, a Chicago medical products firm, sued Seidman for failing to un-
cover a $25 million inventory fraud perpetrated by Cenco’s former management.
In a three-judge decision, the U.S. Court of Appeals for the Seventh Circuit in
Chicago upheld a lower federal court, ruling that Seidman was not\negligent for
failing to uncover the fraud, since “auditors aren’t detectives hired to ferret out
fraud,” and the fraud was quite difficult to detect because former management
turned the company “into an engine of theft against outsiders,2iln both cases, the
auditors were found not legally liable for failing to detect fraud, Rather, the courts
concluded that an audit designed to obtain reasonable ass@irance about material
misstatements does not impose a legal obligation to«deteet,cleverly concealed
fraud.

Coincident with hearings conducted by the Hougse Stibcommittee on Over-
sight and Investigations, the AICPA and the Institute(©f Internal Auditors, among
others, reached agreement in 1985 to form an independent National Commission
on Fraudulent Financial Reporting, chaired by Jamesy€. Treadway, Jr., a former
SEC commissioner. Over a two-year existencegthe Treadway Commission con-
sidered the extent to which management fraud¥undermines the integrity of fi-
nancial reporting, the extent to which fraud can be prevented, the role of inde-
pendent auditors in detecting managementyfraud, and whether changes in
auditing standards were necessary. Although the Commission appreciated that
an auditor cannot be held responsible for detecting all frauds (for example, the
Cedars of Lebanon and Cenco cases aboVe), particularly those involving a care-
fully concealed forgery or collusion, they fecommended that auditors be held re-
sponsible to assess the likelihood of fratid in every audit, to design tests that
would provide reasonable assurance of/detection, and to be professionally skep-
tical of management, rather than assume unilaterally that management has in-
tegrity. SAS No. 53, “The Auditor"ssResponsibility To Detect and Report Errors
and Irregularities,” issued 1988, responded to all three recommendations.
However, over the next half decade, the actions of the Public Oversight Board and
Congress made plain the prefession’s need to again address fraud. For example,
the POB recommendegd strengly in a 1993 report, In the Public Interest, that audi-
tors exercise more professional skepticism. And Congress, in a provision of The
Private Securities Litigation"Reform Act of 1995, required that auditors report fraud
to management and to the audit committee and, failing immediate reaction, re-
port in writing to the full board of directors and to the SEC within one business
day. In response, the Auditing Standards Board issued SAS No. 82, “Considera-
tion of Fraud in a Financial Statement Audit,” the standard today, which distin-
guishes between errors and fraud and provides expanded guidance on a practi-
tioner’s responsibility.

An Auditor’s Responsibility. Errors are unintentional misstatements or omissions
in financial statements. Examples include mistakes in gathering or processing ac-
counting data, mistakes in applying accounting principles, and incorrect ac-
counting estimates, such as allowances for uncollectible receivables, that arise
from oversight or misinterpretation of facts. Fraud, in contrast, arises from fraud-
ulent financial reporting and from misappropriation of assets:
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Fraudulent financial reporting An intentional misstatement or omission of an
amount or disclosure in financial statements.

Examples include the manipulation, falsifica-
tion, or alteration of records or documents; the
misrepresentation or omission of transactions or
events; and the intentiepnal misapplication of an
accounting principle:

Misappropriation of assets A theft of assets.

Examples include embezzling cash, stealing in-
ventory, or causing, payment for services not re-
ceived.

Fraudulent financial reporting and misappropriation of assets differ in this way.
The former is usually committed by management’to deceive financial statement
users, whereas the latter is usually committed by employees and deceives man-
agement.

As indicated by the definitions and@Xxamples, intent is the primary difference
between an error and a fraud. In practice,thowever, intent is often difficult to mea-
sure. For example, an unreasonably, low estimate of the allowance for uncol-
lectible accounts receivable could resultfrom an unintentional bias, which would
constitute an error, or from an intentional attempt to misstate the financial state-
ments, a fraud. An auditor’s responsibility for detecting errors and fraud is iden-
tical because both misstate the, financial statements. However, distinguishing
between the two in practice¥is important nevertheless, because fraud is inten-
tional and, as a result, raisg§'eancerns about management’s integrity.

In a financial statementaudit, an auditor is responsible to obtain reasonable
assurance about whether the financial statements are free of material misstate-
ment, and whether apyamisStatement is caused by unintentional error or inten-
tional fraud. Howevernfraud may occur on any audit, even those for which the
unsuspecting auditomhas no reason to believe it may. For example, Touche Ross
did not suspect that"an administrator had embezzled from Cedars of Lebanon
Hospital and Seidman & Seidman did not suspect inventory mismanagement at
Cenco. As a fesult,"generally accepted auditing standards require that:

The auditgr should specifically assess the risk of material misstatement of the financial
statements due to"fraud and should consider that assessment in designing the audit pro-
cedures to be performed.

Despite the profession’s heightened awareness of fraud, a properly planned and
executed audit may still fail to detect a cleverly concealed fraud, particularly one
involving forgery or collusion among employees or management. For example,
auditors are neither trained nor expected under generally accepted auditing stan-
dards to judge the authenticity of forged documents. An auditor is not an insurer
and an audit report is not a guarantee, because an audit opinion and audit pro-
cedures are based on the concept of reasonable, not absolute, assurance. Never-
theless, an auditor should exercise both due care and professional skepticism to
provide reasonable assurance that material errors and fraud will be detected.

Factors Affecting the Risk of Misstatements Arising from Fraud. Audit risk, intro-
duced in Chapter 2, is the likelihood that an auditor may unknowingly fail to
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modify an opinion on materially misstated financial statements. For example,
there is a risk that material error or fraud in accounts receivable may go unde-
tected, leading the unknowing auditor to issue an unqualified opinion on the fi-
nancial statements even though the statements are materially misstated because
of the undetected error or fraud. To assess the risk that errors or fraud may cause
material misstatements, an auditor, while planning an engagement, considers fac-
tors that influence audit risk both at the overall financial statementfevel and at
the account balance level.

At the financial statement level, the auditor considers factors'such as those in
Figure 5-5 and judges whether the assessed level of audit risk ghay affect the over-
all strategy of the audit. Although the presence of one of the'factors from Figure
5-5 would not necessarily indicate increased risk, the presencewf several could af-
fect the auditor’s strategy. For example, if managementis committed to achieving
analysts’ earnings forecasts and there are unusual or highlyagomplex transactions
close to year end, an auditor would likely assess inhgrentsrisk at the maximum
level and assess allowable detection risk at a relatively 1ow level. As a result, the
auditor would alter his or her overall strategy by expanding the extent of planned
audit procedures, engaging experienced staff, and engeuraging assigned staff to
exercise more than the usual level of professionalskepticism. At the account bal-
ance level, an auditor considers the effects of thefinancial statement level risk fac-
tors (Figure 5-5) on the specific financial statementaccounts or classes of transac-
tions affected. For example, if the rate of techmological change in an industry is
rapid, an auditor should consider whether any inventory is obsolete and there-
fore reported at inflated carrying values{In‘addition, the auditor should consider
other factors that may influence the risk ofsmaterial misstatements, such as com-
plex calculations related to pensionfandjwarranty liabilities, imputed interest
rates on receivables and payables, and_l6an loss reserves in the banking industry.

Professional Skepticism. An auditorsshould not presume without reason that
management is dishonest, singe a presumption of dishonesty in all cases would
be contrary to the accumulated,experience of practicing auditors. In fact, in con-
sidering the risk of material‘misstatements from errors and fraud, honesty is not
necessarily the issue. Rathérathe issue is that an audit should be planned and per-
formed with professional‘skepticism, an attitude which recognizes that, honesty

Figure 5-5: Factors Affecting the Risk of Material Misstatement Arising from Fraud

Risk of Fraudulent Financial Reporting

Management’s Characteristics and Influence Over the Control Environment

< Management is unduly aggressive about maintaining stock prices or earnings
trends

= Management’s incentive compensation is contingent on earnings performance or
stock prices

< Management is committed to achieving analysts’ forecasts

e Tax evasion

Inappropriate disregard for ethics

Management is dominated by a single person or small group

Inadequate monitoring of controls

Disrespect for regulatory authorities

Continued employment of key accounting or technology staff
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Figure 5-5: (continued)

Nonfinancial management participates excessively in the selection of accounting
principles

Management turnover is high, particularly among senior financial personnel
Strained relations between management and the current or predecessor auditor
(e.g., frequent disclosure disputes, unreasonable time constraints, restricted access
to evidence or personnel, attempts to influence audit scope)

Prior securities laws violations

Industry Conditions

New accounting, statutory, or regulatory requirements impair profitability
Declining industry with increasing business failures

Highly competitive industry, market saturation, or inadequate earnings relative to
others in the industry

Operating results are highly sensitive to technological change, inflation, unemploy-
ment, etc.

Significant declines in customer demand, rapid product obsolescence

Operating Characteristics and Financial Stability

Inability to generate cash flow from operations

Accounting estimates based on significant uncertainties

Significant related-party transactions

Pressure to obtain additional capital

Unusual or highly complex transactions close to year end

Numerous or unusual legal entities, lines of authority, or contractual arrangements
Unusual profitability relative to competing companies

High dependence on debt or constraining debt covenants

Vulnerability to interest rate changes

Aggressive sales incentive programs

Threat of foreclosure, bankruptcy, or hostile takeover

Consequences of pending contract awards or business combinations
Deteriorating financial condition guaranteed personally by management

Risk of Misappropriation of Assets
Susceptibility of Assets to Misappropriation

Large amounts of cash processed or on hand

Small size, high-value, high-demand inventory

Easily convertible bearer bonds, diamonds, computer chips
Small, untraceable, marketable fixed assets

Employee Relationships or Pressures

Well-known future employee layoffs

Disgruntled employees who can access assets

Unusual behavior by employees who can access assets
Employees with known personal financial pressures

Controls

Inadequate segregation of duties or independent checks

Lack of management oversight

Inadequate screening of job applicants

Inadequate record keeping of assets susceptible to misappropriation
Inadequate system of transaction authorization and approval

Inadequate or untimely documentation for transactions

Poor physical safeguards over cash, investments, inventory, or fixed assets
No mandatory vacation policy for employees who handle cash
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aside, management may have incentives to intentionally misstate amounts or dis-
closures in the financial statements—incentives, for example, that derive from the
factors in Figure 5-5.

Professional skepticism should be exercised both at the planning stage of an
engagement and while performing audit procedures and gathering evidence. If
an auditor concludes during the planning stage that there is significant risk of
material misstatement, audit strategy should be altered by assigning' sufficiently
experienced audit staff and by altering the nature, timing, and extent of audit pro-
cedures. The “nature” of procedures might be altered by obtaining'more evidence
from independent sources, “timing” might be altered by petfexming tests at or
near the balance sheet date, and “extent” might be altered by,incréasing sample
size or performing more extensive analytical procedures. Howeyvergauditors often
confront troublesome scenarios while performing audit proeedures that had not
been foreseen during the planning stage of the engagement, among them dis-
crepancies in accounting records and conflicting (or missing) evidence.

Discrepancies in Accounting Records. Although seemingly benign, transactions
recorded incompletely could be symptomatic of(fradidulent financial reporting
(notice that the language is could be, not is). Forgexample, management could in-
appropriately fail to record the companion cost-ef-sales entry to a recorded sales
entry, thereby enabling a 100 percent profit margin on the sale and overstating
earnings by the historical cost of the productssold. In turn, management could
postpone recording the cost-of-sales entry until after the balance sheet date,
thereby recording the sales and cost-of-saleéSsentries properly, albeit in the wrong
period. Other symptoms include unsupported balances (e.g., lack of documenta-
tion to support a recorded sales transaction), unauthorized transactions (e.g.,
earnings-enhancing price terms onand“purchases from a related party), misclas-
sified accounting entries (e.g., repair_gxpenses charged to the assets repaired
rather than to period expenses),lor Tast-minute adjustments that affect reported
earnings significantly (e.g., revérsalef a previously recorded accrued expense).

Conflicting or Missing Evidence, There is a presumption in practice that audit evi-
dence is both valid and,reliable, absent a reason to suspect otherwise. Sometimes,
however, there is reasgn tossuspect otherwise, such as vague, inconsistent, or im-
plausible responses from management about unusual fluctuations in account bal-
ances. For example, imagine that, in response to a question about significant de-
clines in gold inventory, the management of a major manufacturer of college rings
says, “Students just aren’t buying rings these days.” The response is at once both
vague and unverifiable. Who can say for sure what college students are thinking?
However, consider this response: “We’ve lost market share.” Now the response is
both diagnostic and verifiable: diagnostic because the auditor has a plausible hy-
pothesis (i.e., it’s reasonable that management would reduce gold inventory, since
orders are declining and gold is used in the manufacture of rings), and verifiable
because the auditor can review sales contracts to calibrate the loss of market
share. Other suspicious examples include the consistent unavailabilty of original
hard-copy documents, unusual discrepancies between recorded balances and
confirmation replies, and recorded assets that cannot be located.

First-Quarter Planning. Initial first-quarter planning, usually performed soon after
the first quarter of an audit client’s fiscal year, is intended to identify early the
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important accounting, auditing, or reporting issues that are apparent from finan-
cial or nonfinancial sources. An auditor’s typical first-quarter planning activities,
summarized in Figure 5-6, begin with reviews of prior-year audit work and cur-
rent-year first quarter financial information.

Figure 5-6: Audit Planning

Approximate Dates Activity

April-May First-quarter planning
Review prior-year audit work.

Review first quarter financial results.
Prepare preliminary audit time budget.

July—-August Second-quarter planning
Review second quarter financial results.

Prepare final audit time budget.

Perform analytical procedures.

Prepare preliminary audit planning memorandum.
Coordinate with assigned staff.

Coordinate with client.

Prepare interim audit programs.

The review of prior-yeariaudit work is designed to assess potentially risky audit
areas, identify audit areas'to b€’ emphasized during the engagement, and consider
improvements for the _cufrent year. For example, an unusually large number of
adjusting journal entries amnd unexpectedly high actual hours in the audit of re-
ceivables last year may prompt the auditor this year to reallocate budgeted audit
hours from a low-gisk aecount to receivables. The review of first-quarter financial re-
sults is similarly motivated: The auditor attempts to isolate unexpected fluctua-
tions or incansistencies from prior-year statements that may signal potentially
risky audit/areas,this year. For example, an intensive January advertising cam-
paign followed by poor first-quarter sales may have implications for the valua-
tion assertion, Since the carrying value of inventory may exceed net realizable
value. The review of first-quarter results also includes newspaper and magazine
accounts that offer insights about product lines that support expected earnings.
For example, a Wall Street Journal account about Merck’s first-quarter results re-
vealed that “Fosomax, the company’s new osteoporosis therapy, had sales of $44
million, surpassing [an analyst’s] estimate,” and that “Zocor and another of
Merck’s cholesterol-lowering drugs together command about 40% of the world-
wide market.” Both pieces of information are helpful to the auditor’s under-
standing of Merck’s business and to the company’s competitive standing in the
industry.

As part of first-quarter planning, an auditor also prepares a preliminary audit
time budget, an estimate of total planned audit time by staff level and audit activ-
ity. For example, a preliminary time budget for cash, marketable securities, and
receivables might appear in part as follows:
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Partial Preliminary Time Budget

Total Estimated Hours Estimated Hours by Staff Level
Audit Area Interim Year End Assistant Senior Manager Partner
Cash 40 (35) 36 (31) 2(2) 1(1) 1(2)
Marketable

securities 20 (15) 17 (12) 1(1) 1(1) 1(1)
Accounts
receivable 40 (30) 34 (25) 4(3) 1(1) 1(1)

Audit time budgets should be realistic to the risks expected*but respectful of the
experience of assigned staff, since tight audit budgets can affect audit quality. For
example, a considerable amount of research literature hassaddressed tight time
budgets and the propensity for audit staff to shirk. Onfie study in three offices of
two firms revealed that time pressure drove over ong:half,of 152 responding staff
auditors to sign off audit program steps prematurely, toyreduce audit effort below
levels they considered appropriate, to overlook researehing an accounting princi-
ple, to review client documents superficially, amd,tosaccept weak oral explana-
tions from management.® Although the study did not address the cause of shirk-
ing, the effect is clear: an inexcusable ;,absence of due care that seriously
undermines audit quality.

Consider Potential Adverse Influences, Threags to the Business, and Audit Risk.
Research-based pharmaceutical companies, endure pressure from stakeholders,
among other external influences, much ofywhich is beyond the companies’ con-
trol. Stakeholders include managedsearesgroups and elected legislatures that exert
pressure for cost containment, stockiHolders who demand share value, physicians
and consumers who judge the acceptance of new medicines, and employers bur-
dened with the rising costs of gmpleyee and retiree health care costs. For exam-
ple, General Motors, the largesteprivate purchaser of health care in the U.S,,
spends annually over $1 billion) on prescription drugs, $37 million alone on
Merck’s Zocor, a cholester@hgrescription drug.1® Other influences include legisla-
tion, interest rates, the gransmission of proprietary knowledge to competitors, and
competition from gepegic suppliers. However, the key question facing Merck and
their auditors is how industry-wide adverse influences, among other matters spe-
cific to a company, add threats to the business and risk to the auditor.

Merck is quite large: The company enjoys annual revenues in excess of
$30 billion and a market capitalization in excess of $160 billion, largest among
research-based pharmaceutical companies. Size offers advantages, including ac-
cessibility to financing and the reach of a well-armed sales force. However, size
also raises the bar, since earnings growth depends crucially on trumping the
competition with sought-after, breakthrough products sure to create widespread
demand. Small markets and limited demand do not pay off for large companies.

15 T. Kelly and L. Margheim, “The Impact of Time Budget Pressure, Personality, and Leadership Vari-
ables on Dysfunctional Auditor Behavior,” Auditing: A Journal of Practice & Theory (Spring 1990), pp. 21-42.
16 “GM’s War on Drug Costs,” Newsweek (February 26, 2001), pp. 46-48.
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For Merck, like other large pharmaceutical companies, the question is, “Who can
do for AIDS and cancer what Jonas Salk did for polio?” This one observation is at
the core of two threats to Merck’s strategies, goals, and priorities:

= At-risk growth strategy.
= Competitive pricing.

Figure 5-7 summarizes evidence bearing on both threats

Figure 5-7: Threats to Client Strategies

Threat Evidence
At-risk growth strategy Deutsche Bank Securities analyst’s report:
Company may need to “. . . consider a significant merger

to boost its growth prospects.”

Dow Jones News Service:

“. .. there is concern in the market about its future growth
.. . because the company faces a number of upcoming
patent expirations.”

Competitive pricing Discount demands from managed care groups.

Federal and state legislative proposals to reduce health
care costs.

Increased patient co-payments for prescription drugs.
Physician incentives to prescribe generics.
Employer pressures to curb increases in health care costs.

Evidence in the publievpress suggests that Merck’s growth strategy may be at
risk. For example, asillustrated in Figure 5-7, a report in the Dow Jones News Ser-
vice warns that grewtheis threatened by patent expirations, and an analyst from
Deutsche Bank Segurities believes that growth may depend on merger. Patent ex-
piration is a constant threat in the industry, and merger between drug companies
is not uncognmon, having accelerated in 2000 when Glaxco Welcome merged with
SmithKline=Beecham, creating the world’s largest pharmaceutical company. In
turn, there is abtindant evidence that stakeholders are exerting considerable pres-
sure on Merck to contain costs and price competitively and others are seeking low-
cost alternatives, all of which may serve to constrain Merck’s profitability. For ex-
ample, managed care groups and employers are demanding discounts and curbs
to health care cost increases, federal and state legislatures are drafting proposals
to reduce health care costs, physicians have incentives to prescribe lower cost
generics, and patients in some health care plans are required to make out-of-
pocket, unreimbursed co-payments for prescription drugs.

Judging the predictive ability of any of these claims is not the auditor’s con-
cern, and seeking contradictory information is not necessarily the auditor’s re-
sponsibility. Rather, the auditor considers the reliability of the source of each at-
tributed claim and the reasonableness of each unattributed claim. For example,
absent evidence to the contrary, an auditor would have no reason to believe that
reputable securities companies and a well-known news service have incentives to
make prejudicial claims about a company’s growth strategy. And, on the face of
it, although unattributed to any particular source, the claims about competitive
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pricing appear eminently reasonable. Who among us can offer evidence contra-
dicting the claim that health care costs are rising? In this case, an auditor would
have every reason to believe that the information is reliable and, therefore, would
have a due diligence obligation to impound the information into his or her as-
sessment of risk. Specifically, an at-risk growth strategy and a competitive pricing
strategy would bear on the company’s ability to invoke sustainable profits and, in
the extreme, on the auditor’s professional skepticism about manageiment motiva-
tion to engage in fraudulent financial reporting.

Growth strategies and pricing practices could bear explicitly*on an auditor’s
assessment of risk. Two examples: First, an unrealistic earnihgs growth target
could motivate management to manipulate earnings, therebysincreasing the risk
of fraudulent financial reporting. Second, an auditor’s motiyatien te’probe a com-
pany’s ability to continue as a going concern beyond what'ssequired by SAS No.
59 (Chapter 3) depends in part on his or her professional skepticism about finan-
cial distress, which could go unprovoked if the auditor Were unaware of a rep-
utable securities analyst’s resolve about a growth stratégy at risk. Interestingly,
motivated by the insights often included in analysts’ reports, some firms partner
with investment companies to factor analysts’ reports‘into the firms’ assessments
of risk and financial distress for publicly traded @adit<€lients. Analysts synthesize
large volumes of data, offer reasoned predictionstfor high-end stakeholders, and
have insights that auditors have no reason,to ignare.

Second-Quarter Planning. First-quarter planning focuses on preliminary
evaluations—first pass, first thoughts—based on the auditor’s general under-
standing of a client’s business, industryand other relevant factors. However,
the informativeness of first-quarter planning is constrained, particularly in cycli-
cal companies, since only one-fousth_of*the fiscal year has transpired. Second-
quarter planning, also summarized*in Figure 5-6, is usually performed after the
second quarter, and begins with Updates to the results of first-quarter planning by
reviewing second-quarter financial results and finalizing the audit time budget. During
second-quarter planning, thesauditor also performs analytical procedures that are
used to assist in planning the nature, timing, and extent of anticipated auditing
procedures and in drafting'the preliminary audit planning memorandum. For ex-
ample, consistent withr SAS_No. 56, “Analytical Procedures,” an auditor might
compare on-time delivery rates, price (and quantity) variances, capacity utiliza-
tion, and selected financialratios between the first and second quarters and be-
tween the prior- and current-year’s second quarters. Planning stage analytical
procedures typically focus on improving the auditor’s understanding of the en-
tity’s transactions and on identifying risky audit areas, and vary in sophistication
from firm to firm depending on the engagement. For example, some auditors use
simple comparisons and ratios of account balances between the current and prior
year(s), and investigate those accounts that deviate from expectations beyond a
significant threshold, called by some an “investigation threshold.” However, the
economic significance of a threshold is difficult to interpret unaided (that is, how
large need a threshold be to reveal a deviation worth testing?). As a result, some
auditors use statistical decision aids designed to optimize audit effectiveness by
predicting and overlooking unproductive thresholds.l’

17  For example, see R. M. Harper, Jr., J. R. Strawser, and K. Tang, “Establishing Investigation Thresholds
for Preliminary Analytical Review,” Auditing: A Journal of Practice & Theory (Fall 1990), pp. 115-133.
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The auditor then prepares a preliminary audit planning memorandum, an
overview of planned audit activity by staff level that includes the final audit time
budget. Typically, the planning memorandum describes in general terms the
audit approach intended for each audit area. For example, the memorandum
might state the following for a client’s income tax-related transactions and
accounts:

Income Taxes

A tax department representative will participate with the audit staff at interim, com-
pleting a tax-planning checklist designed to identify specific tax-planning and disclo-
sure problems. The tax department representative will prepare a memorandum of find-
ings for distribution to and discussion with the audit partner, manager, and if necessary,
the client. At year end, the audit staff will review the client’s calculation of accumulated
income tax prepayments, deferred income taxes, and income tax expense, consulting
the tax department when necessary. A tax department representative will review year-
end audit working papers and prepare a memorandum on the adequacy of related tax
accounts. The audit supervisor will reach a conclusion as to whether all tax accounts are
fairly stated at the balance sheet date.

The planning memorandum includes similar paragraphs for each audit area and
is distributed to each professional staff member assigned to the engagement.

After completing and approving the planning memorandum, an auditor
schedules available staff members¥or the audit and plans a meeting to coordinate
with professional staff assigpetatothe engagement. The purpose of the meeting is
to introduce each staff member/to the engagement and discuss the planned audit
approach. Since the meetingyis ideally held in advance of interim and year-end
field work, the assigmed staff should have sufficient time to prepare for the
engagement—for example, by reviewing the planning memorandum, the corre-
spondence and perfmanent files, and prior-year working papers. The auditor
needs also to coordinate with the client about the scheduled audit dates and antici-
pated client assistance in preparing working paper schedules, retrieving docu-
ments, and providing administrative help.

The final second-quarter planning activity involves drafting interim audit pro-
grams forgtests,of controls. lllustrated in Chapter 4 (Figure 4-7), an audit program
is a detailed list of procedures to be performed for a particular aspect of an en-
gagement. Individually, each audit program assists an auditor in estimating the
time required for a particular audit area, in determining staff requirements, and
in scheduling audit work. Collectively, all of the programs prepared for an en-
gagement assist in maintaining control as the audit progresses. For initial en-
gagements, interim audit programs are not usually prepared until the client’s
internal controls have been reviewed and documented, since the auditor has no
prior information about the controls. However, in continuing engagements, in-
terim audit programs can be drafted in advance of field work, since the auditor
has prior knowledge of the client’s controls and prior information about the re-
sults of previous assessments of control risk. Of course, if necessary, the programs
may be revised when actually used, although the reasons for revision should be
justified (e.g., unreliable information during second-quarter planning, informa-
tion system changes).
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Importantly, audit planning does not end with second-quarter planning. In
fact, planning continues throughout an engagement, since a plan is subject to re-
vision as more current information becomes available.

Interim Audit Work

Figure 5-8 summarizes an auditor’s typical interim audit activitieSi<Ihe objective
of interim work is to assess control risk (and inherent risk), thgreby lending in-
sight into the level of year-end detection risk necessary to hotd_audit risk to a
relatively low level. For example, assume an auditor’s combiped assessment of
control and inherent risk is 30 percent and that he or she wishgés tehold audit risk
to 6 percent. The audit risk model, introduced in Chapter 2gis:

AR =IR X CR X DR
Where: AR = Audit risk for an account
IR = Inherent risk
CR = Control risk
DR = Detection risk

Rearranging the audit risk model reveals that the“acceptable level of detection
risk would be 20 percent, calculated as follows:

AR
IR X CR

06
.30

= .20

DR =

As discussed more fully in Chapter 6, a thorough assessment of control risk usu-
ally requires that an auditor pesform two tasks. First, the auditor obtains an un-
derstanding of an entity’s intérnalcontrols by documenting the controls through
guestionnaires, flowcharts and.aarrative memoranda. An auditor uses his or her
understanding to help predictthe types of misstatements that may occur in an en-
tity’s financial statemeént assertions. For example, poor controls over the receipt
and shipment of goeds eeuld drive a company to record purchase or sales trans-
actions in the wrong accounting period at year end, called a “cutoff” problem,
thereby affecting the occurrence or the completeness assertions. Second, after ob-
taining an understanding, the auditor performs tests of controls, often the most
time-consuming part of interim work, focusing on the misstatements that could

Figure 5-8: Interim Audit Work

Approximate Dates Activity

September—October Obtain an understanding of internal controls.
Perform tests of controls.
Assess control risk.

November Prepare preliminary year-end audit programs.
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occur and the procedures management used to control against misstatements. For
example, tests of controls over purchase and sales transactions would give the au-
ditor insight into the risk of misstatements related to the occurrence or complete-
ness assertions. That is, tests of controls lend insight about whether poor controls
identified when documenting internal control are likely to cause material mis-
statements. The auditor then assesses control risk from hjs or her understanding of
internal control and from the results of tests of contrgls\The assessment may be
guantitative (e.g., 30 percent) or qualitative (e.g., meditm).

The final interim audit activity involves drafting*preliminary year-end audit
programs. Year-end programs are heavily dependegtaupon the engagement’s ob-
jectives, risky audit areas, audit areas to be emphasized‘and, most important, re-
sults of the auditor’s assessment of control risk{ Thus, year-end audit programs
cannot be drafted during the planning stages of an,audit, since a critical determi-
nant of year-end detection risk—control risk—iswot yet known.

Interim audit work is discussed and illustrated in detail in Chapters 6, 9, 11,
13, 14, and 15.

Year-End Audit Work

Figure 5-9 summarizes an auditor’s(typical year-end audit activities. Consistent
with the third standard of field work, the objective of year-end audit work is to
obtain sufficient competent evidentialymatter to afford a reasonable basis for an
opinion on management’s financial statements.

Figure 5-9: Year-End Audit Activities

Approximate Dates Activity

December Coordinate with client.
Finalize year-end audit programs.

January-February Perform substantive tests and analytical procedures.
Evaluate audit test results.
Perform subsequent events review.
Obtain representation letters.
Review working papers.
Draft and sign reports.

Because the fiscal year for many companies corresponds with the calendar
year, December 31 year-end audit engagements typically impose significant staff-
assignment and time-pressure constraints for public accounting firms. Many au-
dits need be completed at the same time. As a result, firms carefully coordinate
with the client before beginning audit work, focusing particularly on dates that are
critical to the client. For example, for publicly traded companies, when does man-
agement expect to announce earnings publicly? The auditor should meet with the
client, usually well before year end, to confirm audit dates, finalize a list of work-
ing paper schedules the client will prepare, and arrange for banks to mail state-
ments directly to the auditor. Coordination is much more critical at year end than
at interim, since year-end work must be completed early enough to afford a
timely audit report. For example, audit work for publicly traded corporations
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must be completed in sufficient time to allow timely filing of Form 10-K to the
SEC. Interim audit work, in contrast, can be conducted at almost any time during
the year under audit (although interim work is usually done during the second
half of the client’s fiscal year).

Prior to performing year-end audit procedures, the auditor should finalize
year-end audit programs prepared initially at interim. The auditor reyiews and eval-
uates any significant system changes or other circumstances occurring since in-
terim and updates the audit programs. Finally, an auditor undertakes the most
time-consuming year-end audit activity: performing year-end substantive tests that
include tests of details and analytical procedures. The purpse of substantive
tests is to detect material misstatements that had not been prevented or detected
by the entity’s internal controls. The nature, timing, andfextent .of substantive
tests map to the assessed level of detection risk andrwillwary depending on
the client’s industry. For example, a study of 368 adjustingjeurnal entries for 171
engagements in six different industries found that, compared to companies in
nonregulated industries (e.g., manufacturing, merchandising), companies in reg-
ulated industries (e.g., banks, insurance companies)*have fewer total financial
statement errors. However, the errors are more likely to#be nonroutine (e.g., judg-
ments about uncollectible accounts) than routine(e.g¥miscalculations) and more
likely to be detected using internal evidence (e.g& documentation) than external
evidence (e.g., confirmations).1®

Evaluate Audit Test Results. Material errors detected by applying audit proce-
dures should be corrected through adjustifng, journal entries. Material fraud, in
contrast, has additional implications because they are intentional. If an auditor
detects fraud, but has also determined that the effect on the financial statements
could not be material (for example 4if there have been misappropriations of small
amounts of cash from a small imprest fund), the auditor should:

= Refer the matter to an appropriate level of management that is at least one
level above those involved;and

= Be satisfied that, given the paesition of the likely perpetrator, the fraud has no
implications for other_aspeets of the audit or that those implications have
been adequately cohsidered.

However, if the auditor detects a material fraud or has been unable to evaluate
materiality, he or she should:

= Consider the implications for other aspects of the audit,

= Discuss the matter and the approach to further investigation with an appro-
priate level of management that is at least one level above those involved,

= Attempt to obtain evidence to determine whether in fact material frauds exist
and, if so, their effect, and

= If appropriate, suggest that the client consult with legal counsel about ques-
tions of law.

If an auditor concludes that an entity’s financial statements are affected mate-
rially by a fraud, he or she should insist that the statements be revised. If

18 M. Maletta and A. Wright, “Audit Evidence Planning: An Examination of Industry Error Characteris-
tics,” Auditing: A Journal of Practice & Theory (Spring 1996), pp. 71-86.
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management agrees, the statements would be revised by management, and the
auditor should issue an unqualified opinion. But if management refuses, the au-
ditor should express a qualified or an adverse opinion because, as discussed in
Chapter 3, the financial statements will have departed from GAAP. In turn, if the
auditor is precluded from applying necessary audit procedures or is unable to
reach a conclusion about materiality, he or she should issue a qualified opinion or
disclaim an opinion on the basis of a scope limitation, as,explained in Chapter 3.
Further, the auditor should report his or her finding$ tosthe board of directors or
its audit committee. Disclosing fraud to parties other*than senior management
and the audit committee of the board of directors isiot ordinarily part of an au-
ditor’s responsibility but may be necessary in somg ciréumstances, such as dis-
closure in response to a court-ordered subpoenaf amauditor change (SEC Form 8-
K), an inquiry from a successor auditor, or arfederal funding agency.

Year-end audit work is discussed and illustrated in detail in Chapters 10, 12,
13, 14, and 15.

Subsequent Events. An audit report is_ustially dated as of the last day of field
work—for example, February 14, 2006 for/a®ecember 31, 2005 fiscal year end. For
public companies, the last day of field“work usually coincides with the date that
management releases earnings to the‘public. Although the audit report and audit
work relate to the period January 1 through December 31, 2005, the auditor is also
responsible for transactions and events occurring between January 1 and Febru-
ary 14, 2006, called the “subsequent period,” that have an effect on the December
31, 2005 financial statements! For,example, if an auditor learns on January 21,
2006 that a customer of an auditclient is unable to pay a debt that arose in 2005,
adjustment of the December 31, 2005 account receivable may be necessary de-
pending on the circumstances: An auditor is responsible for, and must plan to
search for, subsequent events, as discussed more fully in Chapter 16.

Management Represghtathans. During the course of an audit, management and
other parties makesmany representations to an auditor, both oral and written. For
example, management represents that all material transactions have been
recorded in the/@eeounting records and that the entity has title to all owned assets.
SAS No. 854“Client Representations,” requires that an auditor obtain written rep-
resentationsyfrom management in the form of a management representation letter.
The representations an auditor obtains from management depend on the circum-
stances of the engagement but, at a minimum, management is required to repre-
sent that the financial statements are presented fairly in conformity with GAAP.
Auditors also request written representations from other parties, such as legal let-
ters from a client’s lawyer, as required by SAS No. 12, “Inquiry of a Client’s
Lawyer Concerning Litigation, Claims, and Assessments.” Management repre-
sentation letters and legal letters are discussed more fully in Chapter 16.

Working Paper Review

In practice, supervisory staff typically review the audit work performed by sub-
ordinate staff. For example, in an audit of a commercial bank, an audit senior
might review an audit staff member’s loan-loss reserve working papers and,
thereafter, an audit manager might review both the staff member’s work and the
senior’s conclusions. Not surprisingly, research has found that the review process
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reduces the variance in judgments between supervisory and subordinate staff,
and increases the accuracy of the working papers.t®

In some firms, some engagement partners believe that seniors and managers
may vary in their capability to detect errors made by subordinate staff, and there-
fore review (all or most of the) audit working papers on or about the last day of
field work. Consistent with this practice, research suggests that audit managers
may be more accurate than seniors in detecting conceptual errors, (e.g., an un-
documented audit procedure), and that audit seniors may be mioresaccurate than
managers at detecting mechanical errors (e.g., disagreement between a working
paper account balance and a financial statement balance).29 Hgwever, other firms
and partners forgo the detailed review of working papers, pteferring instead to
rely on one of three other approaches: review by interview, review by presenta-
tion, or an overriding review. In review by interview, the engagement partner in-
terviews assigned staff about the work accomplished andfbased on the discus-
sions and his or her experience, reviews detailed warkingypapers as necessary.
For example, an audit partner might interview a staff'mgember about detailed
work on loan-loss reserves and then review in part evidence bearing on the val-
uation of real property pledged as collateral. In feyview by presentation, assigned
staff present their approach and findings, oftep™te the entire audit team rather
than to the engagement partner only, thereby ‘efcouraging interaction and ex-
posing less experienced staff to challenging auditjissues. In an overriding review,
an engagement partner reviews selected detailed working papers that the part-
ner judges most critical to his or her opinion on the financial statements. Regard-
less of the approach—detailed review, review by interview, review by presenta-
tion, or overriding review—the purposésof the partner’s review is to judge
compliance with GAAS and with the firm’s quality control and performance
standards.

Reports

As discussed more fully in Chapters 3 and 6, respectively, auditors conclude the
audit process by preparing andtissuing an audit report and a report on internal
control-related matters naotededidring the audit. The audit report expresses the
auditor’s opinion on theyfinaneial statements, and the report on internal control
reveals significant deficiencies (called reportable conditions) in the design or oper-
ation of an entity’séintergal controls. The auditor’s opinion on financial state-
ments and report on deficiencies in internal control should be documented
clearly in the working papers and communicated on a timely basis. The audit re-
port, required by the fourth standard of reporting, is dated generally as of the last
day of field work. The report on internal control is required by SAS No. 60, “The
Communication of Internal Control Structure Related Matters Noted in an
Audit,” although only if reportable conditions are detected, as discussed in
Chapter 6.

19 K. T. Trotman, “The Review Process and the Accuracy of Auditor Judgments,” Journal of Accounting
Research (Autumn 1985), pp. 740-752; K. T. Trotman and P. W. Yetton, “The Effect of the Review Process on
Auditor Judgments,” Journal of Accounting Research (Spring 1985), pp. 256-267.

20 R.J. Ramsey, “Senior/Manager Differences in Audit Workpaper Performance,” Journal of Accounting
Research (Spring 1994), pp. 127-135.
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€ assurance service process

Although both audit services and assurance services improve the quality of in-
formation, each service defines quality differently. In auditing, quality means the
reliability of reported financial information relative to GAAP, and in assurance ser-
vices quality means relevance. For example, an assurance service that assesses the
relevance of Merck’s operational measures might benchiark Merck to best prac-
tices in research-based pharmaceutical companies and‘in,leading companies from
other industries. In short, the service would benchmark Merck on a set of mea-
sures that are most relevant to Merck alone, not on atsommon set of measures that
are generally accepted for all U.S. companies, such,as GAAP in a financial state-
ment audit. This section illustrates the assurance/Serviceprocess using one means
of performance measurement,?! benchmarking:

Benchmarking

Benchmarking is one of a number of toolsithat tinderlie the principles of total qual-
ity management (TQM), an approach to precess management that holds quality as
management’s most important pursuit.”*The Xerox Corporation, a pioneer in per-
formance measurement, defines benfhyharking as the “process of measuring our
products, services and practices against=our toughest competitors or those com-
panies known as leaders.”??2 Benghmagking allows Xerox to address three ques-
tions that bear on the company’s strengths and weaknesses:

Key Question Type of Benchmarking
= How do we compare withimthe industry? Competitive
= How do our divisions/departments compare? Internal
= How do we compargoutside the industry? Functional

Interestingly, function@™efichmarking has offered Xerox insights for improve-
ment that were othefWise unavailable from competitive benchmarking in the of-
fice products industry, For example, although a manufacturer and supplier of
office equipment{Xerex benchmarks product distribution against L.L. Bean, a re-
tail clothing and,outdoor equipment supplier long recognized for a distribution
system that isefficient, reliable, and cost effective.

Benchmarkingrhas been used in some companies to measure performance,
but in other companies to rethink the organization. For example, GTE claims that
“Benchmarking has been the major driving force that has allowed us to reinvent
how we do business and how we are organized—from the front line to the front
office.”?3 Like GTE, many organizations benchmark in-house, among them BP
Amoco, Chevron, Compaq Computer, Deere, Lucent Technologies, Shell Interna-
tional, the State of Texas, and the U.S. Treasury Department. However, others
elect to outsource the service in much the same way that some companies out-
source internal auditing. Outsourced performance measurement and benchmark-

21  Other performance measurement services offered by public accounting firms include, for example, in-
ternational quality standards such as I1SO 9000 (the International Organization for Standardization’s stan-
dards for product quality) and 1SO 14000 (standards for environmental management systems).

22 R. C. Camp, Business Process Benchmarking: Finding and Implementing the Best Practices, Milwaukee:
Quiality Press, 1995.

23 Interview with S. Hertzberger, Director/Program Leader, Benchmarking Initiative, GTE Telephone
Operations, “Q&A,” Continuous Journey, Summer 1995.
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ing are important potential service offerings for CPAs that the AICPA’s Special
Committee on Assurance Services (the Elliott Committee, Chapter 1) encouraged
in the late 1990s and the AICPA’s Special Committee on Financial Reporting (the
Jenkins Committee) recommended in the mid-1990s. For example, the Jenkins
Committee concluded that “Business reporting must . . . focus on factors that cre-
ate longer term value, including non-financial measures indicating,how key busi-
ness processes are performing.”2*

Figure 5-10 lists the major steps, activities, and methods a practitioner uses to
assess the relevance of benchmarking measures. Of course, the assurance process
will vary somewhat depending on the nature of the service offered. For example,
an electronic commerce assurance service (Chapter 17) will likely focus less on the
collection of evidence and more on integration.

Figure 5-10: The Assurance Process: An Application to Performiance Benchmarking

Step Activity Method

Planning Establish an understanding of Client strategy template
the client’s strategies and
characteristics of the business

Identify the client’s mission and Interviews
goals
Analysis Identify comparison group and Literature search
performance measures Interviews
Collect evidence Original Sources:
Face-to-face and phone interviews
Surveys

Focus groups

Archived Sources:

Service organizations

Periodicals

Online databases

Commercial archival and search
services

Archived client and industry data

Display evidence Balanced scorecards
Vision charts
Descriptive statistics
Histograms and bar charts
Pareto charts
Scatter diagrams
Cause and effect diagrams
Graphs

Deliverable Integration Communicate report
Suggest action plan

24 AICPA, Report of the Special Committee on Financial Reporting, “Improving Business Reporting: A Cus-
tomer Focus: Meeting the Information Needs of Investors and Creditors,” 1994, p. 5.
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Planning

Done well, benchmarking services can add significant value. For example, a
study conducted by the American Productivity & Quality Center’s International
Benchmarking Clearinghouse reported that more than 30 organizations realized an
average $76 million payback in the first year of benchmarking and that the most
experienced benchmarkers averaged $189 million. Howeyer, research?® also con-
firms that the service can add value only if senior management adopts an attitude
shared by companies such as Xerox, GTE, Motorola;sand Chrysler:

= A mandate to integrate performance measures imto an action plan, and
= A commitment to a culture of continuous improvement:

Absent management’s resolve to embrace thi§ mandate and commitment up
front, benchmarking services are unlikely t0 be réwarding either to the client or
to the CPA.

Establish an Understanding of the Client’s ByfineSsand Industry. Assurance services
demand that practitioners think of a client ofmtwo levels: First, to fully understand
a client’s business and industry, practitionefs invest sufficient effort to docu-
ment—and to hold in memory—the deVel 6f detail presented earlier in the chap-
ter for Merck. A tall order to hold in meémory that level of detail, but management
will expect nothing less. In fact,ananagement will expect more, since one purpose
of the engagement is to bring to beak/@a means for the company to gauge perfor-
mance and to transform past_performance into an action plan of continuous
improvement.

Second, to fully appreciate fanagement’s style, practitioners focus on a client’s
leadership, strategic objectives) economic constraints, organizational structure,
goals, and sources of vallie.,.For example:

Does management view, Or As the principle
Articulation of vision Command and control Form of leadership?
Continuous improyement Consistency Strategic objective?
Creativity Capital Economic constraint?
Self-organizingsteams Hierarchies Organizational structure?
Synthesis of, minds Divisions of labor Means to accomplish goals?
Informatioh,and

knowledge Land and materials Sources of value?

Companies whose management favors the left-most captions are the companies
most likely to benefit from benchmarking.

Identify the Client’s Mission and Goals. In a performance measurement assurance
service, a CPA interviews senior management to understand the company’s mis-
sion and goals. For example, consider the mission statement for Chevron, a pub-
licly held, worldwide producer of oil and chemical products:

We are an international company providing energy and chemical products vital to the
growth of the world’s economies. Our mission is to create superior value for our stock-
holders, our customers and our employees.

25 Organizing and Managing Benchmarking Final Report, International Benchmarking Clearinghouse,
American Productivity & Quality Center, 1995.
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The mission statement identifies three major audiences and translates for the
company into six explicit goals: delighted customers, public favorability, compet-
itive operating advantage, superior financial performance, superior stockholder
return, and committed team. For Chevron, the objective is to identify comparison
groups and performance measures that converge on each goal.

Analysis

Identify Comparison Groups and Performance Measures. Practitioness identify com-
parison groups and performance measures through literature searches and inter-
views with management. Literature searches include service(orgahization publi-
cations and other periodicals that focus wholly or in gpart™ens quality and
performance measurement. Relevant service organizationstinclude the American
Productivity & Quality Center (APQC), the American Society for Quality Control,
the Association for Quality and Participation, and the American Management As-
sociation. For example, the APQC offers a numberef hardcopy and online
(www.apqgc.org) publications on benchmarking, inchuding best-practices white
papers for senior management, practice papers coveringindividual member com-
panies (e.g., Sprint, North American Coal), and assubseription-based international
benchmarking clearinghouse. Relevant periodicals include Quality Progress, Tar-
get, National Productivity Review, the Journal on Quality Improvement (JQI) and, to a
lesser extent, Business Week and the Harvar@yBusiness Review. For example, JQI
publishes benchmarking articles on health careunits, such as inpatient surgical
care, outpatient emergency care, and heglthycare maintenance education.

Driven in part by technology, consumers have replaced producers as the prin-
ciple source of economic authority in the 21st century. For example, customer sat-
isfaction is one of only three principlessin total quality management (the others
being employee involvement and ‘eehtinuous improvement). A CPA interviews
management to understand how{cuistomers (not managers) define quality and to
identify relevant performance(measures that mimic customer satisfaction. Al-
though evidence of quality may Vary across products, services, and customer de-
mographics, several dimensions‘ef quality are common, among them:

Dimension Example Question
= Expectations Doesrthe product conform to expected life?
= Value Dees the product perform at a level commensurate with
price?
= Support Is product-support service commensurate with warranty
claims?
= Impressions Is the product presented and packaged well?

For these questions, customer satisfaction might be measured as obsolescence
rates, failure rates, and support time or with customer surveys, comment cards,
and focus groups.

Collect Evidence. The collection of evidence in an assurance service engagement
is similar to the collection of audit evidence in at least two ways: First, as dis-
cussed in Chapter 4, practitioners rely on Montague’s Ways of Knowing (Figure
4-1) in the sense that evidence may be obtained from testimony (e.g., surveys),
intuitively (e.g., product comparisons), from accepted assumptions (e.g., product
safety varies inversely with injury rates), from perceptual experience (e.g.,
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quality ratings), and from practical results (e.g., product warranty claims). Sec-
ond, as discussed in Chapter 4, evidence consists of underlying data (e.g., prod-
uct quality ratings) and corroborating information (e.g., defect rates). However,
evidence collection in assurance services differs markedly from audit evidence in
one critical way: While auditors are armed with generally accepted criteria for
measurement and reporting—that is, GAAP—assurers are not. For example,
there are no generally accepted criteria for measuring a cempany’s value-creating
activities in a performance measurement engagement. Rather, CPAs rely on their
understanding of the client’s business and their information-search skills to iden-
tify relevant performance measures.

Although CPAs have no generally accepted measurément criteria for bench-
marking services, the literature does include guidelipessfor judging the mix of fi-
nancial and nonfinancial measures appropriatesfor a company. For example,
Lynch and Cross, in Measure Up! Yardsticks for Centinuous Improvement, a popular
book on continuous improvement and pgrformance measurement, propose a
method to translate strategic goals into performance measures across a variety of
core business processes, such as new produetdevelopment and distribution chan-
nels. A practitioner’s search for measures alse includes both original and archived
sources. Original sources include facesto-face and telephone interviews, surveys,
and focus groups. For example, a well-designed, sharply focused survey could
offer useful insights into why lgyal customers may value a product and why po-
tential customers may not. Archivedhsodrces include service organization web sites
and publications, online databases, commercial search services, and archived
client and industry data. For(example, APQC’s International Benchmarking Clear-
inghouse, introduced earlieroffers a benchmarking database for a number of in-
dustries and companies worldwide.

Display Evidence. Unlike#financial statements, benchmarked performance mea-
sures have no generally aegepted form of display. A CPA could display measures
in a number of ways, Theluding descriptive statistics and vision charts, among
others.

Descriptive Statistics™ The Midwest Benchmarking Alliance Group, an emer-
gency medicihe, bernchmarking consortium, consists of nine member hospitals
that meet gquarterly to address cost containment and service improvement. The
Group offers seyveral measures that illustrate descriptive statistics relevant to
emergency care benchmarking:

Dimension Example Measure

= Clinical protocols Post-treatment recovery time.

= Productivity Time physicians/nurses spend in each phase of a
treatment protocol (e.g., diagnosis, treatment
delivery).

= Patient satisfaction Patients rate response time.

= Patient discharge Time patients spend in each phase of discharge
(e.g., physician clearance, administrative clear-
ance).

= Operational issues Throughput cycle time.

To be useful, a measure need be relevant and, like the measures above, worthy of
an entity’s effort to achieve.
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Vision Charts. Similar to balanced scorecards, which offer financial and nonfi-
nancial measures across four drivers—an entity’s financial, customer, internal
business, and internal learning activities?®—vision charts offer measures across a
different set of drivers: the goals that map to management’s mission. Figure 5-11,
a vision chart for Chevron, includes measures for each of the company’s six goals
listed earlier. For example, the two metrics for committed team are worldwide em-
ployee survey results and safety performance. The choice between*a balanced
scorecard or a vision chart can be simple. For example, does management view
the driver of the company to be the four generic activities common to a balanced
scorecard or the goals that management has set for the compghy? However, bal-
anced scorecards have an advantage: The four drivers in a balanced‘scorecard are
well accepted in the financial community, thereby allowingsfor=comparability
with other companies that use a balanced scorecard. Inicontrast, vision charts are
driven by goals that may not be wholly comparable across‘€empanies. For exam-
ple, the financial perspective in a balanced scorecard is,Comparable to the superior
financial performance and superior stockholder return goéls imChevron’s vision chart
(Figure 5-11). But Chevron’s measure of public favorability (the “public favorabil-
ity index”) does not have a readily comparable metrig’in a balanced scorecard,
making direct benchmarking between companigssproblematic.

Other Displays. In practice, CPAs use a variety of other means to arrange evi-
dence in performance measurement engagements. Two examples: Reliability in-
dices measure the probability that merchandise will operate properly as a product
of the reliability of each subsystem within the product. For example, consider an
electric garage door opener with three subsystems:

# of Defects

Subsystem per 100 Reliability  Failure Rates
= Motor housing 4 0.96 0.04
= Battery-operated remote unit 2 0.98 0.02
= Aluminum track assembly 1 0.99 0.01
7

In this case, the reliabilityiof the garage door opener is:
Iy (ry) (r) . M)

(0.96)(0.98)(0.99)

0.93

Reliability indices are rather useful in benchmarking, since they offer a means to
compare one dimension of quality—reliability—across products within a com-
pany’s product line (e.g., low-end vs. high-end garage door openers) and within
products across competitors (e.g., high end vs. high end).

Pareto charts, another means to benchmark product quality, leverage off of
Pareto’s 80-20 rule. In the garage door opener illustration, the rule translates to

26  See, for example: R. S. Kaplan and D. P. Norton, “The Balanced Scorecard: Measures That Drive Per-
formance,” Harvard Business Review (January—-February 1992), pp. 71-79; R. S. Kaplan and D. P. Norton,
“Putting the Balanced Scorecard to Work,” Harvard Business Review (September—October 1993), pp. 134-147;
R. S. Kaplan and D. P. Norton, The Balanced Scorecard, Boston: Harvard Business School Press, 1996.
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this: 80 percent of the operation of the opener is likely attributed to only 20 per-
cent of the electrical and mechanical tasks that the opener completes on each trail.
Many more tasks are at work, but Pareto’s rule predicts that product failures will
result from only 20 percent of the tasks. A Pareto chart depicts the defect rate and
the cumulative defect percentage across subsystems.

Deliverable

In an assurance service to assess the relevance of benchmarking'measures, the de-
liverable is an open-ended, nonstandardized report to senior,management and
the board of directors. The report could conclude whether mahagement’s perfor-
mance measures are relevant to the company’s mission and,geals, and whether
management’s information systems offer reliable measures, Alternatively, senior
management could engage the CPA as a consultant to performrany of the follow-
ing, among other related services:

= Design relevant performance measures.

= Design and implement a performance measurement, system.

= Advise management how to improve the performance measures or the per-
formance measurement system.

The steps listed in Figure 5-10 would likely apply to any of these services, al-
though the deliverable may vary. For example, asfa value enhancement to finan-
cial statement audits, Ernst & Young offers selected audit clients an industry
analysis and benchmarking scorecard, called a business intelligence memo (BIM),
as part of a financial statement audit.

Quality measurement is at once bethwell regarded and well rewarded within
the financial community. For examplenin/1987 Congress enacted the prestigious
Malcolm Baldridge National Quality”Award, named for a former secretary of
commerce long a proponent of preductiand service quality. Each year a maximum
of two awards are made in thréeycategories (large manufacturers, large service
providers, and small manufactéikers and service providers), and recipients have
included IBM, Federal Expréss,“Merrill Lynch, and Motorola. Interestingly, “. . .
benchmarking and competitivescomparisons are the management concepts with
the single greatest infldeqce .". in a Baldridge assessment” (ital added).2” CPAs
have long held the core competencies necessary to perform performance mea-
surement services, largely,because the service requires roughly the same skill set
and mimics the same process used in the profession’s core service, financial state-
ment auditing.

summary

The audit process is logical, systematic, and designed to gather and evaluate evi-
dence. The process begins with communication between auditors and the audit
committee, a decision to accept or continue an engagement, and preparation of an
engagement letter. An auditor then proceeds to establish an understanding with
the client and about the client’s strategies, and conducts planning activities over
the next few months. Interim audit work, designed to assess control risk, begins

27  C.Bogan and M. J. English, Benchmarking for Best Practices, New York: McGraw Hill, 1995, p. 30.
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after the planning stages, though usually well before year end. Year-end audit
work, designed to control detection risk through substantive tests of account bal-
ances and disclosures, begins near the end of the fiscal year and includes a review
for subsequent events. Obtaining representation letters and preparing reports is
the final activity of the audit process. Applied to business performance measure-
ment and benchmarking, the assurance process includes establishing an under-
standing of management’s strategies, identifying comparison groups and perfor-
mance measures, collecting and displaying evidenee, and integrating the
evidence into a deliverable.

SIS
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questions

1. What strategies and business characteristics @arg,included in a client strategy template,

and how can the template be used in practice2

2. How is quality defined in an audit service and ifvan assurance service?

What questions can benchmarking potentiallysaddress that historical financial state-

ments alone cannot?

What does a reliability index measure?

What is a Pareto chart?

Explain the nature and purpose of an,audit committee.

Briefly describe an auditor’s decision process when deciding to accept or continue an

engagement.

What are the purposes of an engagement letter?

Why does an auditor obtain an understanding of a client’s business and industry be-

fore beginning an audit engagement?

10. What are the purpose andstypital contents of a preliminary audit planning memoran-
dum?

11. Distinguish between cligént efrors and fraud.

12. In light of material undetected errors or fraud, what inherent risk does an auditor sus-
tain by not auditing all*ef,an entity’s transactions and events during a financial state-
ment audit? How ([do“eurrent auditing standards deal with that risk?

13. What is the objective,of the interim phase of an audit engagement?

14. Why is coordinatiomywith the client prior to beginning year-end audit work especially
important?

15. Subsequéntevents occur after the last day of a client’s fiscal year and on or before the
report date. Why would an auditor be concerned about transactions and events sub-
sequent toythe period reported on?

w
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muttipte choice questions

1. In the pharmaceutical industry:

a. The cost to develop a prescription drug is less than the cost of a 747 jumbo jet.
. Managed care organizations insure less than 75 percent of U.S. employees.
c. The Drug Price Competition and Patent Term Restoration Act has reduced the exclusivity
period of brand-name drugs.
d. Research reveals that formularies reduce patients’ use of hospital emergency rooms.

2. Merck & Co,, Inc., a research-based pharmaceutical company:
a. Dominates the market for generic substitutes.

b. Offers a full line of prosthetic replacement limbs.

c. Shares risk through strategic alliances.

d. Relies only on clinical trials from company-sponsored research.
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10.

Among other things, client strategy templates address:

The relevance of management’s growth strategy and financial and operating goals.

. The reliability of management’s strategic alliances and joint ventures.

The auditor’s assessment of audit risk.

. The assurer’s assessment of management’s performance measures.

A public company’s audit committee should consist of:

Representatives of management, shareholders, suppliers, and custemers.

. The audit partner, chief financial officer, legal counsel, and at least one outsider.

Representatives of the major equity interests (bonds, preferred stocky,common stock).

. Board members who are not officers or employees.

(AICPA Adapted)

An independent auditor has been approached to perform an‘audit. Research suggests
that the auditor may fail to:

Distinguish between a regulated and nonregulated industry.

. Coordinate audit dates with the client.

Initiate discussion with the predecessor auditor.

. Establish investigation thresholds for analytical procedures.

To avoid misunderstandings between a practitioner and client, engagement arrange-
ments are written in:

A legal letter.

. An engagement letter.

A client representation letter.

. A letter on reportable conditions.

Which of the following procedures Would an auditor most likely perform when plan-
ning an audit?

Review prior-year audit workihg papers.
Inquire about potential litigation, claims, and assessments.
Obtain a representation letteg, from management.

. Determine whether internalkeontrols are being applied as prescribed.

(AICPA Adapted)

Which of the following, fmaterial, would be a fraud?

Errors in the application of accounting principles.
Clerical errors in accounting data underlying the financial statements.
Misinterpretation of facts that existed when the financial statements were prepared.

. Misappropriation of an asset or groups of assets.

Which of the following is an inappropriate reaction to a material fraud detected in a
publicly traded company?

Report the matter to the SEC.
Discuss the matter with at least one level of management above the perpetrator.
Obtain further evidence.

. Suggest that the client consult with legal counsel about questions of law.

Which of the following statements best describes an auditor’s responsibility to detect
fraud?
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a. The auditor is responsible for failing to detect fraud when the failure clearly results
from not performing audit procedures described in the engagement letter.

b. The auditor must extend auditing procedures to search actively for fraud.

The auditor must assess the risk that material fraud may exist.

d. The auditor is responsible for failing to detect fraud only when an unqualified opin-
ion is issued.

(24

11. A purpose of reviewing first-quarter financial results dusing audit planning is to:

a. ldentify unexpected fluctuations occurring in account balances since the prior-year fi-
nancial statements.

b. Become familiar with accounts likely to appear in the fiRancial statements.

c. Plan evidence to be gathered in auditing accountssthatsare/new to the first-quarter fi-
nancial statements.

d. Assess first-quarter financial position, results af,opérations, and cash flows.

12. Compared to financial statement audits, an,assurance service on the relevance of per-
formance measures:

Leverages off of benchmarking.

. Leverages off of a different skill set.
Ignores measures of financial perforimance.

. Delivers an open-ended report.

oo oW

problems and discussion cases

5-1 Client Strategy Template: EM@Corp. (http://www.emc.com)
EMC Corp., the world’s leadingasupplier of intelligent enterprise storage and retrieval
technology, has pioneered twoyreakthrough developments in stand-alone digital storage.
In the 1980s, when many companies stored data in large dedicated hard drives, the com-
pany essentially strappedstogethier dozens of small, off-the-shelf disk drives into closet-size
storage boxes, an innovation that stored more data more quickly. In the 1990s, the company
again redefined the storagewndustry by introducing open systems storage that linked to-
gether two otherwisesinc@mpatible systems: mainframe computers and operating system
networks, such as Microsoft’'s Windows NT. The company’s largest unit stores over nine
terabytes of datagin, 2001, EMC held over 30 percent of the stand-alone storage market, and
IBM held 20 pereent.

Requigd: Using online and other public sources of information, prepare a client
strategy template for EMC Corp. that summarizes the company’s mission and the charac-
teristics of the business.

5-2 Client Strategy Template: Exxon Corporation (http://www.exxon.com)
Headquartered in Houston, Exxon Corporation enjoys earnings approaching $5 billion
dollars, a return on equity exceeding 20 percent, proven reserves over 1 billion gallons, and
a market capitalization of $175 million—the fifth largest among U.S. multinational corpo-
rations and the largest by far among major integrated oil companies. The company con-
ducts upstream exploration and/or production in 30 countries worldwide and global
downstream business in over 75 countries.

Required: Using online and other public sources of information, prepare a client
strategy template for Exxon that summarizes the company’s financial goals and operating
strategies and the characteristics of the business.

5-3 Client Strategy Template: The Gillette Company (http://wwwv.gillette.com)
The Gillette Company, a Boston-based global manufacturer and marketer of consumer
products, has a $50 billion market capitalization, among the 50 largest in the U.S. Annual




Chapter 5 The Audit and Assurance Service Process 191

sales exceed $10 billion and an estimated 1.2 billion people use Gillette products daily.
Products launched in the last half of the 1990s represent almost half of the company’s sales,
and most of that came from well-recognized products that led all rivals in volume, among
them the Gillette Mach 3 shaving systems launched in 1998.

Required: Using online and other public sources of information, prepare a client
strategy template for The Gillette Company that summarizes the company’s mission state-
ment, values, and characteristics of the business.

5-4 Client Strategy Template: The Coca-Cola Company (http://www.cogasgola.com)
Coca-Cola, the world’s largest manufacturer, distributor, and marketer of soft drink con-
centrates and syrups, has a market capitalization of $165 billion. Rathefthan produce fin-
ished soft drinks, Coca-Cola distributes roughly one-third of the coneentrate and syrup to
fountain retailers and wholesalers, and two-thirds to authorized bottling &hd canning op-
erations that either combine the syrup with carbonated water or cembine the concentrate
with sweetener, water, and carbonated water to produce finished'seft drinks. The company
employs 30,000 people worldwide, and realizes approximately®Q percent of worldwide
earnings from sources outside of the U.S.

Required: Using online and other public sources ofdinformation, prepare a client
strategy template for Coca-Cola that summarizes the cémpany’s mission and the charac-
teristics of the business.

5-5 Nonfinancial Measures and Professional Skepticism
Stable & Platt, Co., Inc., (S & P) manufactures and markets low-priced lines of consumer
products in three main business segments: Soap, Detergent, and Household Cleaning
Agents. All three product lines are sold in highly competitive, price-sensitive markets,
whose participants include industry leaders'suchwas Procter & Gamble, SC Johnson, and
Dow Chemical. A small company, S&P has,ssucceeded with a strategy that forgoes research
in favor of developing low-cost competitors tg market-dominant products developed by
industry leaders. For example, S&P marketed products within two years after Procter &
Gamble introduced Comet (1956), the first scouring cleanser, and Dawn (1972), the first ef-
fective grease-cutting liquid. Not unlikexgeneric alternatives to brand-name pharmaceuti-
cals, S&P’s products capture the most'price-sensitive consumers in a high-demand market,
offering a return that is small by Preeter & Gamble standards but large by S&P standards.

While planning S&P’s 2005 finamcial statement audit, you compile nonfinancial mea-
sures. You learn that compared toathe prior year, retailer-returned cases increased from 340
to 495, cases shipped increased frem 17,000 to 17,900, and no brand-name manufacturer
had introduced a high-demane,product. Although privately owned, S&P anticipates an
initial public offering of equity securities, and employs approximately 1,000 people in one
Midwestern plant.

Required: Discuss how S&P’s strategy and performance would raise your profes-
sional skepticism about sales, receivables, inventory, and management’s plan to offer se-
curities publicly.

5-6 Audit Planning

In late spring of 2005, you are assigned as the in-charge auditor of your firm’s recurring
annual audit of a major client, Lancer Company. You are given the engagement letter for
the audit covering the calendar year ending December 31, 2005, and a list of personnel as-
signed to the engagement. Your responsibility is to plan and supervise field work for the
engagement.

Required: Discuss the sources you should consult in preparing and planning the
Lancer Company engagement, the type of information you would seek, the preliminary
plans and preparations you would make for field work, and the agenda you would plan
for a preliminary meeting with staff assigned to the engagement.

(AICPA Adapted)
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5-7 Responding to the Warning Signs of Fraudulent Financial Reporting

You are auditing Balforoni Waste, Inc., a publicly traded, solid waste disposal company
that dominates the household and commercial hauling markets in the upper Midwest. In
conversations with management following an analysts’ conference-call meeting, manage-
ment makes clear that, despite pricing pressures from local municipalities, unlikely success
in renewing the permit on a major dump site, significant environmental remediation on
closed landfills, and competition from national haulers, thesx¢ompany is committed to
meeting First Call’s consensus annual earnings estimate of $&=40 per share, an amount that
exceeds the prior year’s actual earnings by $0.08 per share, Cohsistent with their commit-
ment, management reminds you that an industrial-cleaning subsidiary will be sold at a
gain and that a new landfill is under construction in Michigan.

Management’s incentive compensation is contingent bath, on earnings and on Bal-
foroni’s December 31 stock prices. For example, overghefive aears you have audited Bal-
foroni, both the chief executive officer and the ghief¥financial officer have earned about
one-third of their compensation from salary and abeut two-thirds from incentives. You
have no reason to expect that management necegsarily has a disregard either for ethics or
for the representational faithfulness that sharghelders expect from financial statements.
However, you learn that, in a study publishedtin the October 1999 Journal of Accountancy,
Heiman-Hoffman, Morgon, and Patton repgrgthat, of the warning signs of fraudulent fi-
nancial reporting listed in SAS No. 82, “Consideration of Fraud in a Financial Statement
Audit,” practicing auditors ranked the fallowing two as the third and eighth most impor-
tant:

= Management places undue emphasis 0n meeting earnings projections or other quan-
titative targets.

= A substantial portion of mamagement compensation depends on meeting quantified
targets.

Required:
1. How do analysts’ expeetations affect share prices?
2. How could Balforoni management enhance reported earnings?

5-8 Fraud Detection Rgsponsipility and Reporting

Several years ago, Dale"Holden organized Holden Restaurants. Holden started with one
small restaurant, but over time the restaurant became quite popular due largely to the
quality of the foed and service, an attractive yet modest atmosphere, and reasonable
prices.

Successfwith his first restaurant encouraged Holden to open at least one new restau-
rant in each oftthe last five years, resulting today in eight successful restaurants located in
metropolitan areas throughout the state. Owing to recent rapid expansion of the business,
Holden has hired a controller and supporting staff to manage the individual restaurants,
allowing Holden to focus attention on the aggregate operations and to plan future expan-
sion.

Holden has applied to a bank for additional financing to open another restaurant this
year. For the first time ever, the bank asked him to provide financial statements audited by
an independent auditor. The bank assured Holden that the audited statements were not re-
quired because they doubted his integrity or thought him to be a poor credit risk. Rather,
bank policy required all businesses over a certain size to supply audited statements with
loan applications, and Holden’s business had long since reached that size.

Holden was not surprised by the bank’s requirement. He had ruled out an audit pre-
viously because he trusts his controller’s integrity and wanted to avoid the fee associated
with an initial audit as long as possible. However, his absence from everyday hands-on op-
erations now makes an audit advisable since, trust aside, he also believes an additional
benefit of the audit will be the probable detection of any fraud that may have occurred at
his restaurants.
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To fulfill the bank’s request for audited financial statements, Dale Holden has hired
Hill & Associates, CPAS.
Required:
1. Discuss Hill & Associates’ responsibilities to detect fraud in a financial statement
audit.
2. What effect, if any, would the detection of fraud by Hill & Associates have on their
opinion on the financial statements?

5-9 A Client Resents a Search for Fraud

Several months prior to beginning an audit engagement of Taunton Manufacturing Com-
pany, you point out to Taunton’s CFO, Marsha Wade, that as part ofgyour. responsibilities,
you will design the audit to provide reasonable assurance of detecting,any material errors
or fraud that may exist. Wade, somewhat alarmed by your statemientpresponds that all of
her employees are trustworthy and, therefore, refuses to payany‘portion of the audit fee
relating to a search for fraud. Further, she states her understanding that auditors are
not responsible for detecting fraud, assuming generally acceptéd,auditing standards are
followed.

Required: Respond to each of the controller’s statements.

5-10 Predecessor and Successor Auditors
The audit committee of the board of directors of Unicoun Gorp. asked Tish & Field, LLP, to
audit Unicorn’s financial statements for the year ended December 31, 2005. Tish & Field ex-
plained the need to make an inquiry of the pre@egcessorfauditor and requested permission
to do so. Unicorn’s management agreed and autherized the predecessor auditor to re-
spond fully to Tish & Field’s inquiries.

After communicating with the predecessor auditor, Tish & Field drafted an engage-
ment letter that was mailed to the audit commtttee of Unicorn’s board of directors. The en-
gagement letter described arrangements(concerning the involvement of the predecessor
auditor and other matters.

Required:

1.  What information should Tish & Field have obtained during their inquiry of the pre-
decessor auditor prior to accepting,the engagement?
2. Describe what other matters Tish & Field would likely have included in the engage-
ment letter.
(AICPA Adapted)

5-11 Audit Committees
The financial commupnityghas long recognized the importance of—and has endorsed
forming—audit committees. For example, audit committees were first encouraged by the
Securities and Exchange Commission in the 1940s, and first mandated by the New York
Stock Exchange in the 1970s. Today audit committees are quite common among publicly
traded corporations, and independent auditors have become increasingly involved with
audit committees.

Required:
1.  What is an audit committee?
Identify the reasons why audit committees have been formed and are used currently.
3. What are the functions of an audit committee?

no

5-12 The Decision to Accept an Engagement
Jones is approached by a prospective client who wishes to engage him to perform an audit
that in prior years was performed by another auditor.
Required: Discuss the procedures Jones should follow in accepting or declining the
engagement.
(AICPA Adapted)
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5-13 Using Specialists

Tom Majors, an entry-level staff auditor, has been assigned to observe the physical inven-
tory of Lewiston Chemical Company, a processor and distributor of three different indus-
trial chemicals.

Upon arriving at Lewiston’s manufacturing plant, Majors learns that there are 15
above-ground cylindrical-shaped storage tanks, each 50 feet tall, and three rectangular un-
derground storage tanks. Above-ground tanks are connectedfin,lots of five. Underground
pipes stretch over two miles in length and can be accessed ateach tank and at access ports
throughout the plant.

In addition to the tanks and pipes, there is a shipping/receiving depot. Three separate
pipelines run to the depot, allowing immediate access fomteceiving and shipping. Tank
trucks deliver and ship chemicals to and from the depot:

Required:

1. What audit problems does Majors face when observing Lewiston’s chemical inven-
tory?

2. What specialists should Majors consider engaging to assist in the physical inventory
observation? For example, which specialistsare uniquely positioned for what poten-
tial audit problems?

5-14 Is Share Price Influenced by Waiving Audit Adjustments?
An engagement partner distributes a spréadsheet detailing six proposed audit adjustments
to the audit committee of Abadon Industfies#a publicly traded manufacturer of automo-
tive parts and accessories. The adjustmentsginvolve two issues: understated accruals, and
accelerated revenue recognition from faurth-quarter channel stuffing achieved by offering
deep end-of-quarter discounts to U.S. automobile manufacturers. The partner tells the
committee that the adjustments would decrease after-tax earnings by $1 million (one-half
cent per share), that managementwkelieves the adjustments are immaterial to the financial
statements individually and ifi the,aggregate, and that both the partner and the firm’s na-
tional office agree. Earnings reported in the audited financial statements meet analysts’
consensus expectation, both ferthe fourth quarter and for the year. Abadon has not missed
consensus earnings expegtations since going public seven years ago.

Required: Has Abadon management overstated net income by waiving the audit ad-
justments and, therefare, influenced share price?

5-15 Is Share Price Influenced by Netting Passed Adjustments Against Unexpected Gains?
One year after Beldgn Company management waived audit adjustments aggregating $1.5
million, managément Unexpectedly realizes $1.5 million in gains on the disposition of as-
sets used tofproduce’products sold in noncore markets. Beldon’s CFO, recalling the audit
partners’ spiritéd,defense of prior-year proposed (but passed) audit adjustments, nets the
$1.5 million unexpected gains against the audit firm’s prior-year audit adjustments. Man-
agement does not disclose the netting in Beldon’s financial statements.

Required: Given that the adjustments were judged immaterial in the prior year, does
netting current unexpected gains against prior year adjustments warrant disclosure in the
current year?

5-16 Performance Measurement Benchmarking at The Boeing Company
(http://www.boeing.com)

The Boeing Company, one of the world’s leading aerospace companies, operates in two
principal industries: commercial aircraft (e.g., jet transport aircraft) and information, space,
and defense systems (e.g., military aircraft, missile systems, rocket engines, satellite-
launching vehicles). In 1996, the Department of Defense awarded Boeing a 51-month con-
tract to proceed with the Joint Strike Fighter (JSF) Concept Demonstration Program, the
culmination of a two-decade-old Department of Defense initiative to restore Boeing as a
manufacturer of fighter aircrafts.



Chapter 5 The Audit and Assurance Service Process 195

Boeing’s strategy was to exploit design and production protocols from the Boeing 777,
the B-2 bomber, and the F-22 air-dominance fighter in the development of an affordable
fighter aircraft that is responsive to what are called “variants” in the industry: design vari-
ations that render the aircraft accessible to more than one branch of service. For example,
the Air Force may require air-to-ground strike capability, and the Navy may require high-
range, carrier-to-air capability. In 1999, on news that Boeing had successfully completed a
formal review by the Department of Defense, Frank Statkus, Boeing vice president and JSF
general manager, said, “We clearly demonstrated to our customer that Wesare on schedule,
on cost, and very much on track with manufacture and assembly/ef our JSF concept
demonstration aircraft.”

Required: Using online and other public sources of informatiernieonstruct for Boe-
ing’s Joint Strike Fighter aircraft areas of performance testing relevant ta each of the fol-
lowing four questions:

1. How do we look to the financial markets?
2. How do we look to our customers?

3. What processes do we excel at?

4. How do we learn and improve?

For example, unlike commercial aircraft, performance testing,for fighter aircraft require
testing at high angles of attack.

( Internet cases are available at http://ricchiute.swcollege.com

researcnh projects

1. Client Strategy Templates, Rigis) and Assurance Service
Opportunities

Select a company from the list belew.

Abercrombie & Fitch (apparehretailer), Aflac Inc. (insurance, life and health), Baxter
International Inc. (medical supplies),/Best Buy, Inc. (specialty retailer), Biogen (biotechnol-
ogy), BP Amaoco (oil), BrowninAg,Ferris Industries (waste disposal), Charles Schwab (secu-
rities brokers), Cigna (ipstirance,” full line), Citigroup (banking), Cox Communication
(broadcasting), CVS Cgrp. (drug-based retailer), Deere & Co. (heavy machinery), Dell
Computer (computers), WaltDisney (entertainment), Dow Chemical (chemicals), The Gap
(apparel retailers), General Motors (auto manufacturer), Georgia-Pacific (forest products),
Goodyear Tire & Rubber (tires and rubber), Hasbro (toys), Home Depot (home repair),
Humana (health care provider), Illinois Central Corp. (railroads), Immunex (biotechnol-
ogy), International Paper Company (paper products), Johnson Controls (auto parts and
equipment), Kroger (food retailers and wholesalers), Marriott International (lodging), Mc-
Donalds’ (restaurants), McGraw-Hill (publishing), Merrill Lynch (financial services),
MGM Grand (casinos), Microsoft Corp. (software), Morrison Knudsen (heavy construc-
tion), Motorola (communication technology), Nike (footwear), Nextel Communications
(mobile communications systems), Owens-lllinois (containers and packaging), PepsiCo
(soft drinks), Philip Morris (tobacco), Royal Caribbean Cruises Ltd. (recreational services),
Sprint Corporation (long-distance telephone systems), Sun America (life and health insur-
ance), Sunbeam Corporation (home furnishings), Sun Microsystems (computers), US Air-
ways Group (airline), USX-US Steel Group (steel), Walgreens Co. (drug-based retailer),
Wal-Mart Stores (retailer), Xerox Corporation (office equipment), Yahoo! (Internet service
provider).
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Required:

1. Using Internet (and other publicly available) sources—such as the company’s home
page, EDGAR (http://www.sec.gov/edaux/searches.htm), Hoovers Online (http:/
www.hoovers.com), and University Analyst Watch (http://wwwl.zacks.com/cgi-
bin/UAW/Login-UAW_F)—construct for the company, and discuss, a client strategy
template.

2. ldentify and discuss actual or potential threats to the company’s strategies.

3. Identify for the company (and discuss) audit risk and assurance service opportunities.

Present your findings in a professional service proposal to the executive team of the com-
pany you’ve selected. Demonstrate understanding and insight that transcends the trivial
and the obvious, makes clear to the executive team that yowive digested their strategies
fully, and wins the executive team’s confidence that yeu Sheuld be hired. Be specific and
be complete.

2. Client Strategy Templates and Largg®8&gp Public Companies

Visualizing service opportunities, engagementfiskSpand engagement strategies for a com-
plex, large-cap client demands that public_acceunting firms understand intimately the
nexus of relationships that drive a client’s finangial, customer, internal, and organizational
learning goals. Understanding a client at thetramsactions level only can satisfy an assurer’s
attest objectives minimally, but can also wadermine his or her capacity to serve the client
fully. In response, the Big Five and other firms have developed templates to summarize
their clients’ strategies, offering thefikm agomparative advantage in assessing audit risk
and in identifying assurance service opportunities.
Required:

1. Select a large-cap, publicly tradeddcompany in an industry that interests you—for ex-
ample, airlines, financialgserviees, health care, manufacturing, pharmaceuticals, or
telecommunications.

2. Using Internet (and other_ptiblicly available) sources—such as the company’s home
page, EDGAR (http:/Mww.sec.gov/edaux/searches.htm), Hoovers Online (http://
www.hoovers.com), and, University Analyst Watch (http://www1.zacks.com/cgi-
bin/UAW/Login-UAW,F)—prepare a PowerPoint slide, similar to the client strategy
template illustratedbin the text, that identifies major business units, markets, products,
customers, competitors, strategic alliances/joint ventures, and potential adverse in-
fluences.

3. Reseafch an® Audit Practice

Throughout this cthapter numerous references were made to audit research that lends in-
sight into audit practice. For example, we learn from research that cognitive biases affect
audit decision making, that successor auditors sometimes fail to initiate communication
with predecessor auditors, and that companies in regulated industries may have fewer fi-
nancial statement errors than companies in nonregulated industries. Research in auditing
appears in a variety of journals, including Auditing: A Journal of Practice & Theory
(A'AJP&T), The Accounting Review (AR), and the Journal of Accounting Research (JAR). Al-
though the research methods described in articles appearing in these journals can be inac-
cessible to some nonresearchers, the abstracts, introductions, and conclusions are intended
to be accessible to all interested readers.

Required: Select one of the steps in the audit process listed in Figures 5-1, 5-6, 5-8,
and 5-9. For the step selected, locate at least two related articles from A:AJP&T, AR, and/or
JAR, and prepare a report that summarizes how the articles add to your understanding of
the audit process.



