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The new millennium had set the stage for many financial frauds that deeply shook the economic market. The first victims that come to mind were the investors and creditors who suffered great monetary losses. But employees that lost their jobs and pensions were also severely affected. Of course, these stakeholders knew that senior management, generally CEOs, CFOs and controllers, were to blame as they perpetrated the frauds. But these managers were also surrounded with competent and knowledgeable auditors that could have prevented the frauds. Whether they should bear this type of responsibility is what led us to the following question: “Should auditors be held more accountable in uncovering financial reporting fraud?”  

It is important to remember that fraud, however present in the media, is only performed by very few people at once. Nonetheless, the monetary amount of the frauds that do occur is significant. According to the Fraud Research Center, in 2013 alone, tens of billions of dollars in fraud of investments, securities and commodities will arise. Another alarming fact is that 45% of auditing companies fail to uncover and report fraudulent activity. (Grazioli, Jamal, & Johnson, 2006, p.34)

At first, we shall identify and describe the different types of auditors that might be held accountable. Of course, the external auditor, which has received the most heat for frauds, will be at the heart of our analysis, but other auditors that may have flown under the radar will also be discussed: The internal and forensic auditor will also be analyzed. Once their respective standards and competence with regards to fraud have been covered, we will attempt to elaborate changes that might benefit stakeholders and reduce the current expectation gap of auditor responsibility.
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In most cases, there exists a great deal of information asymmetry between the issuers of financial statements and its users. Lenders, shareholders, employees, suppliers and other users rely heavily on financial statements to make important decisions.  Consequently, there exists a significant demand for financial statements that are free from material misstatements, especially when the magnitude of the investments users make is considered. The auditor is appointed to verify that such financial statements are free of misstatements, which in turn reduces information risk for the users. Figure 1 presented in the appendix presents in a simple, yet accurate manner depicting the nature of auditing.
 
As shown, the three-party accountability figure provides the simple relationships that exist between the auditor, the user and management. Auditors provide a conclusion to the users on the information provided by management. What is not presented in the figure is why a conclusion from auditors is necessary. Firstly, mistakes happen. Indeed, humans are not perfect and make honest mistakes. Having accounting experts examine the books as well as the internal controls of a firm will certainly help reduce the occurrence of material misstatements. Secondly, management, which provides the information, may have hidden agendas. This may motivate them to unfaithfully represent information. For instance, from a company perspective, management might want to obtain an important loan to finance their activities. To ensure a low interest rate, they could increase revenues and assets. This does benefit most users of financial statements (shareholders which, indirectly, pay less interest), but most definitely places great prejudice on the debtor. From a personal standpoint, management might also have incentives to alter their financial statements. For example, in public companies, management’s compensation is often based on performance. As such, there is a risk that they will arrange the financial statements to present them in their favour. Conversely, firms managed by a single owner might try to adjust financial statements to reduce their income tax liability. The presence of auditors verifying the statements might lessen management’s desire to alter them, thus detecting such behaviours.
 	The globalization of financial markets has created a demand for greater comparability between financial statements prepared across borders. With over 120 nations adhering to International Financial Reporting Standards (IFRS), the International Accounting Standards Board (IASB) is one of the most influential accounting bodies in the world. The standards they set with regards to fraud will affect the duties of every external auditor that will work in public companies. Although not completely discounting IFRS, the United States has yet to adhere to them. As such, the American Institute of Certified Public Accountants (AICPA) also exercises a great deal of power, especially when considering that New York Stock Exchange is, by far, the world’s largest stock exchange. In Canada, there is a certain complexity to the current system. The Canadian governing bodies of the audit environment are currently undergoing major changes. In Quebec, l’Ordre des Comptables Agréés du Québec (OCAQ) was responsible for administering the education and code of conduct of most auditors. However, as of December 2009, Certified General Accountants (CGA) and Certified Management Accountants (CMA) could, with adequate training, audit companies on the same basis as Chartered Accountants (CA). However the presence of three designations of accountants with different educations and specialties created confusion for the public, which eventually lead to their unification. The Ordre created, l’Ordre des Comptables Professionnels Agréés du Quebec, is still in the process of merging the different aspects of each order. Nationally, it is believed that the same unification process will eventually occur. As mentioned, these designations are responsible for overseeing auditors, but the standards they must follow are regulated, in Canada, by the Accounting Standards Board (AcSB). The standards set by the AcSB are to be respected by all Canadian entities outside of the public sector. The AcSB follows closely the activities of the IASB to assure the adequacy of IFRS for Canadian public companies. (Accounting Standards Board)
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Internal auditors, as opposed to external auditors, are employed by the company itself and are not a third party. Internal auditors are usually referred to as CIA (Certified Internal Auditors). The Institute of Internal Auditors (IIA) is responsible for standard setting and gives the title of CIA to candidates after rigorous examinations. Internal auditors are usually found in large publicly traded companies, in all types of government agencies and also in not-for-profit organizations.

The role of internal auditors is quite broad. Their main objectives are to provide assurance and consulting services to the entities’ senior management in order to provide them with decision-making tools. These decision-making tools improve the organization’s operations and are value-adding activities. Other than providing assurance for effectiveness and efficiency, they are responsible for reasonably providing assurance in administrative and financial reporting, compliance with state, federal and local laws and the upholding of assets. Another important role of internal auditors is to fully support the entities’ risk management activities in order for the entity to be able to fully able to achieve its objectives. (Institute of Internal Auditors)
 
Internal Auditors are great assets to a corporation, even though they are considered to be autonomous and have professional independence and judgment, they are still employed and work for the same company. This could potentially lead to conflict of interest. Other issues related to their use are the cost-benefit of having them in place, the value that it creates in terms of shareholder confidence and the relationship between internal auditors and managers.  It is clear that a need for external auditing is required in order to alleviate certain worries about conflict of interests.

With regards to fraud, internal auditors are responsible for assisting companies by examining and evaluating the adequacy and effectiveness of their internal controls system. First off, they deal with the control the environment. Internal auditors assess aspects of the control environment, conduct proactive fraud audits and investigations, and communicate results of these fraud audits. Secondly, they enact in a fraud risk assessment. They evaluate management’s fraud risk assessment, in particular, their processes for identifying, assessing, and testing potential fraud and misconduct schemes and scenarios. Thirdly, they control activities. They assess the design and operating effectiveness of fraud-related controls. They ensure that audit plans and programs address risk and incorporate fraud audits. Fourthly, they assess the information and communication systems. They assess the operating effectiveness of information and communication systems and practices, as well as provide support to fraud-related training initiatives. Finally, they monitor these activities. They conduct investigations to support the audit committees’ oversight related to control and fraud matters. They support the development of fraud indicators and hire and train employees so they have the appropriate fraud audit or investigative experience. (Institute of Internal Auditors, p.6)
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With regards to identifying fraud, forensic accountants must be well trained on the rules of evidence, financial data, and Accounting Information Systems software. They must demonstrate strong communication skills and must convince judges of their expertise in court trials. Forensic accountants use financial information to understand and interpret data which they receive. They must retrieve, identify, safeguard, report and testify this financial information in court. A variety of researchers have discussed the importance of the proper training of forensic accountants in identifying fraud. Studies have also indicated the importance of forensic accountants being seen as expert witnesses in fraud-related cases. (Bressler, 2012, p.4)
 
 	In order for forensic accountants to identify fraud, they must be well trained in the areas of investigation and detection. They must be taught a variety of auditing techniques. Harris and Brown (2000) indicate that a forensic accountant must be capable of demonstrating specialized skills in the rules of evidence and the law. They must clearly demonstrate analytical and investigative skills and must be capable of identifying patterns. Buckoff and Hansen (2002) have also emphasized the importance of forensic accountants’ communication skills and their ability to ask pertinent questions. They must also have a solid understanding of Accounting Information Systems so as to ask questions which are significantly related to our current technologically advanced business environment.
 
 	According to Wolfe and Hermanson (2004), forensic accountants must consider the four elements of fraud also known as “The Fraud Diamond” as seen in Figure 2.The fraud diamond consists of: Incentive, Opportunity, Rationalization and Capability. (p.38) Studies suggest that fraud is more likely to occur when those enacting in fraud have incentive to do so. When there is little control within the organization, there will be higher opportunity to commit fraud. Moreover, if there remains a possibility to rationalize this behaviour, there will be a higher likelihood for it. Finally, an individual’s capability such as personality traits and abilities to enact in fraud will also determine its likelihood. It is these four elements that forensic accountants must take into consideration when working through a fraud investigation. In dealing with capability, forensic accountants address and understand employees’ individual traits and abilities. They focus on executives and those responsible for high risk areas within the company. This is done through frequent interaction with the suspects in a variety of situations. 
 
 	Due to their increased involvement in detecting fraud, it remains to be determined if forensic accountants and their firms should be more accountable for their failures. With all their apparent training and expertise in this field, it seems difficult to argue against this. 
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The role of the auditor is to assure the investor that the information provided is truthful and free from error. The auditor must convey trust to the users of the financial statements. Having fraudulent financial statements in the market causes information asymmetry which would lead to scepticism by the investors. The Sarbanes-Oxley Act (SOX-Act) of 2002 was designed to restore investor confidence in the market, after accounting scandals such as those done by Enron and WorldCom. Among the many new rules, guidelines and laws brought about through the SOX-Act, companies which were publicly traded were required to have their financial statements reviewed by external auditors; following the generally accepted auditing standards (Securities Exchange Commission, 2002). Just like GAAP or IFRS, which govern how companies present and prepare their financial information, auditors must follow the generally accepted auditing standards (GAAS).
        	
          The Statement of Auditing Standards (the rulebook of audits), includes rules “No. 99” and “No. 113” which define the auditor’s responsibilities in consideration of fraud in a financial statement audit. The standard emphasizes the importance of exercising professional scepticism when considering the possibility of material misstatement due to fraud. Also, as part of the planning process of the audit, there must be a discussion among the audit team members to consider how and where fraud may be present (American Institute of Certified Public Accountants, 2002). This ties professional scepticism to this brainstorming session. Next the auditor must gather information needed to identify risks of material misstatement due to fraud by; making inquiries with management and employees, considering the results of the brainstorming session, considering fraud risk factors and other information. Once the information is gathered the auditor must identify potential risks that may result in a material misstatement due to fraud. Once this is done, the auditor must evaluate the risks identified, and evaluate the entity's internal controls. The auditor then responds to the results of the assessment, providing responses on the overall effect of its audit conduction, its identified risks, and if further investigation is required. Upon completion of the audit, the auditor re-evaluates the risks of material misstatement due to fraud. Finally, the auditor documents his/her consideration of fraud and discusses the possibility of fraud to management and others in charge of governance. (American Institute of Certified Public Accountants, 2002). Considering these numerous rules, we must ask the following question: Why shouldn't the auditor be held more accountable for detecting fraud?
        	
Criticism of SAS No. 99 starts with its title; Consideration of Fraud in a Financial Statement Audit, it should be, The Auditor's Responsibility to Detect Fraud (Zeune, 2003). The latter title emphasized the importance and severity of the situation; with implicit consequences if not followed. The former seems to be a suggestion. A major defect in the standard is that it suggests that auditors consider surprise procedures. (Zeune, 2003) These can include surprise inventory counts. Generally what tends to happen in practice is that the auditor will call, alerting the client of when and which warehouse he/she will be visiting. This makes the job of inventory fraud much easier for the auditor's client. Critics claim the standard also gives the same guidance to the plaintiffs' attorneys if a suggested guideline is not followed. (Zeune, 2003) On the other hand, it is also proven that once a firm has an honest track record, the auditor is has been seen to be less stringent, trusting of the client when conducting the audit. This evidently causes the fraud to go undetected. (Zeune, 2003).
        	
In a recent survey by the CFA Institute, 58% of respondents said that the independent auditor's report needs to provide more specific information about how the auditors reach their opinion on whether a company has fairly presented its financial statements in accordance with required financial reporting. 30% of respondents disagreed (CFA Institute, 2011). This goes beyond the current "pass or fail" method of auditor's opinion on the financial reports. According to Latshaw & Elifoglu (2003), fraud should be reported directly to the audit committee. Auditors should immediately bring to the attention of senior management and its audit committee of any material misstatements. (p. 32) However, it is not part of the auditor’s responsibility to disclose the possibility of fraud to third parties. They are only required to disclose potential fraud if they are required by the third party to do so. (Latshaw, Elifoglu, 2003, p. 32) Since auditors are required to be more proactive during fraud searches (Stirbu, Moraru, Farcane, Blidisel, & Popa, 2009, p. 57), this disclosure by requirement seems quite contradictory of their supposed “proactive duties”. There is a general belief that the stakeholders should be able to rely on their auditors as a guarantee of the entities solvency, propriety and business viability. It is widely believed that auditors should be made accountable for companies in serious financial difficulty rooting from fraud. (Stirbu el al, 2009, p. 55) Some stakeholders have even gone as far as stating that without fraud detection, there is no point for audit practice. (Salehi, & Shiri, 2012, p. 57)
 
        	On the other hand, the chairman of PriceWaterhouseCoopers has also gone as far as stating that it is not in the auditor's responsibility to detect fraud (McKenna, 2012). An extract from SAS No.1 defines that external auditor's role is; "to plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement, whether caused by error or fraud (para .02)." (DeZoort, & Harrison, 2007).  The auditor cannot guarantee that material misstatements would be detected. Even if the auditor finds a misstatement in the financial statements, it is almost impossible for the auditor to conclude that the root of the misstatement is fraud. The risk of a material misstatement due to error is higher than for a misstatement due to fraud. Thus, more effort is required for identifying error than for fraud and the procedures to detect each also differ (Bunget, Grigoroi, & Dumitrescu, 2009). Even the CEOs of the big four accounting firms state that the auditor's job is to apply the generally accepted auditing standards to their audit; if they are applied properly, than it is not responsibility that fraud goes undetected. SAS No. 99 was not designed for that purpose and is not foolproof. (O'reilly-Allen, & Zikmund, 2009).

There still exists a large expectations gap between investors’ perceptions of the role of the external auditor and the actual role of the external auditor. They have differing expectations of the levels of performance. The investors expect the auditor to discover all types of fraud, however it is not in the auditor's mandate to detect fraud. The Public Company Accounting Oversight Board, a non-profit corporation (established by Congress to oversee the audits of public companies in order to protect the interests of investors), states that it is the auditor’s duty to detect fraud, as per SAS No. 99. On the contrary, auditing firms say these guidelines were not designed for such a purpose. It is an endless blame game that ends with the auditor's wiping their hands clean after doing their job; which is to provide "reasonable assurance".
        	
        	In the end, auditors are deemed responsible for detection of fraud by investors. This is due to their role in identifying material misstatements in financial statements. As mentioned earlier, misstatements may not always be the root of fraud related activity. Given that fact that external auditors are told to provide reasonable assurance about the validity of financial statements, they cannot be held further responsible. In performing their duties, external auditors may provide what they believe is reasonable assurance. By doing so, they will be following the standards provided by the SAS 99. Therefore, one cannot blame them for not identifying fraud if they are following the standards provided.
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Internal Auditors also play an important role in assuring the integrity of the financial statements. Firstly, it is vital that the internal auditors are independent from management. There should be strict guidelines to ensure these individuals are working in full segregation from management.  Because their salaries are paid by the company and also due to the proximity of their daily working environment, the independence of internal auditors may very well be at risk. The entity must take measures to routinely verify full segregation of duties and full independence. Second, it is also imperative for the internal auditors to remain objective. Internal auditors play an important role in improving the accounting system of the entity. (Institute of Internal Auditors, p.7) They also play an important role in assessing the internal control environment and recommending any necessary improvements. This is imperative, as internal controls have a significant role in reducing the risk of fraud. In sum, internal auditors must also share the accountability burden. They are involved on a daily basis with the operations of the company and its accounting system. Detecting fraudulent activities and keeping professional skepticism is critical, and could be a responsibility of the internal auditors as well. 

Once again, on the other hand, internal auditors are not expected to have the expertise of someone who is to primarily responsible for detecting fraud. (DeZoort, & Harrison, 2008, p. 3) Standards are not directed to their responsibility for detecting fraud.  Internal audit standards do not prescribe different detection responsibilities with regards to fraudulent financial reporting. (DeZoort, & Harrison, 2008, p. 5) Also, internal audit carried out with due professional care, do not guarantee that fraud will be detected. While internal auditors are not expected to detect fraud and irregularities, internal auditors are expected to obtain reasonable assurance that business objectives for the process under review are being achieved.  All internal auditors are taught in terms of fraud knowledge are techniques used to commit fraud, and the various fraud schemes and scenarios associated with the activities reviewed. They must be alert to opportunities that could allow fraud, such as control weaknesses. If reasonable control weaknesses are detected, additional tests conducted by internal auditors should be directed at identifying other fraud indicators. (Institute of Internal Auditors, p.7) The problem with this is that if control weaknesses are not detected, and it is further concluded that fraud occurred, internal auditors are to blame. 

 	We can also assume that there exists an expectations gap in the role of the internal auditor. The public would hold them more accountable because they are the ones closest to the company. Their role is to promote corporate governance by evaluating risk management systems and internal controls. The accountability, however, rests in the hands of management because once the auditor does his/her evaluation it is management's responsibility to incorporate the auditor's recommendations in its plan for corporate governance. 

In a study of internal auditors conducted by DeZoort and Harrison (2008), internal auditors were shown to have put 78% of the responsibility of fraud detection on management, internal accountants, and internal auditors. (p.12) Given that internal auditors put most of the blame on management, and a relatively high percentage of the responsibility on themselves (19.19%), there would seem to be a grey area within the spectrum of if they should be held more accountable for fraud.  Looking at both ends, we can say that although they are partly responsible for setting up control systems to detect fraud, they are not mandated to particularly detect it. Therefore, as with external auditors, their accountability remains subjective.
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	Forensic auditors are, mostly, Chartered Accountants that have undergone rigorous graduate studies to obtain the title of CA-IFA (Investigative Forensic Accountant). Their education and experience have brought them extensive knowledge of financial fraud and other types of white-collar crime. The Forensic auditors provide both investigative services and litigation investigation and support. Compared to external and internal auditors, forensic auditors are, by far, the most qualified auditors to uncover financial fraud. The forensic auditor is seen as the blood hound of book keeping as opposed to a watch dog. They seek out fraud and criminal transactions in corporate entities’ financial records. They look for the conclusive evidence. External auditors look for misstatements but forensic auditors take a more proactive, sceptical approach to examining the books of accounting. They make no assumptions about management integrity, and show less concerns for mathematical accuracy. They have nothing to do with assurance or accounting standards but are keen in exposing fraud. (Anwar, 2008) They are almost completely independent to the firm under investigation which removes the potential for bias. For victims of fraud, forensic auditors would the logical target to blame for the missed detection of the fraud. However, forensic auditors are generally not part of the team responsible for the audit of a firm. Thus, no liability can be imputed on them. Usually, they are called upon when fraud has been established or is suspected. Thus, it is as if the internal and external auditors are unscrewing the tightly wound jar which is fraud, initiating the need for forensic accountants’ services. Their services are required to uncover how it has been done. They will report their findings to the appropriate authority, with potential for it to be reported directly to a court of law.

             As with external and internal auditors, there also remains an expectation gap between what investors and forensic auditors perceive is their responsibility. By The introduction of forensic auditing techniques, an audit will enhance the chances of fraud detection and thus potentially bridge the audit expectation gap. Researchers have also gone a step further to establish that auditors should develop forensic mindset in order to enable them assess the risk of fraud in any situations (Chui, 2010). An option to increase the chances of uncovering fraud would be to include a forensic auditor within an auditing team. The forensic auditor would work in parallel with the external auditor. While the external auditor concentrates on detecting material misstatements, the forensic auditor would concentrate on determining if financial fraud did occur or if there is a risk of it happening. Instead of gathering information “after the fact”, the forensic auditor would have a preventive responsibility. As a consequence, the perceived quality of the audited financial statements would be much higher. However, with this option, the forensic auditor would then bear the responsibility of uncovering fraud and could be held liable. Whether they are ready or not to accept such responsibility is the impediment to such an option. Indeed, if forensic auditors accept the risks of being liable for undetected frauds, it will surely be reflected in the fees they charge. Even without the presence of forensic auditors in audit teams, a steep increase in their services might scare off many financial statement users.  With such an option, fees would increase for every audited company, to counter the very few companies that commit fraud. As a whole, the cost might overweigh the benefits.

	When external auditors provide an unqualified opinion on financial statements, they are concluding that there is a very low risk that a material misstatement is present in the statements. Similarly, forensic auditors could provide a report that states that there is a low risk of fraud in this firm, given all the techniques the forensic accountants have used. Users may elect to have this report done or not. Of course, such a report will come with substantial costs, in addition to the audit, but will provide great assurance to the users. Not only will they know that material misstatements are unlikely to be present, they will know that management is acting in their best interest. The users also bear, to some extent, the responsibility of detecting fraud. If they decide to forego the audit report, they expose themselves to greater fraud risk. However, there is a wide variety of users and getting a consensus on whether the forensic audit reports are necessary and could end up being troublesome. Creditors and shareholders do not have the same needs, and institutional and personal shareholders do not have access to the same information. As such, consensus on whether a forensic auditor’s report is necessary might be hard to achieve.

[bookmark: _Toc227236613]	In the end, the added responsibility forensic accountants could bear comes down to a cost-benefit as well as a supply-demand situation. There is a certain price tag, which is much higher than the actual one, at which forensic auditors will accept the responsibility of issuing statements. For society as a whole, it will cost much more to receive audit (or forensic) reports and it must be determined if the amounts spent for having the forensic auditors on board will be outweighed by the money saved by the uncovering of fraud. Figure 3 may present a clearer, but very simplistic image. Furthermore, will the price users (demand) are ready to pay for these new statements equal the price forensic auditors (supply) will ask for? These new questions may constitute a new report of its own, due to the theoretical nature of them, but ultimately, answers the question of whether adding responsibility to forensic auditors is beneficial.
Conclusion

[bookmark: _Toc227236614]The accounting industry has suffered a great backlash after the many recent financial scandals, such as Enron and WorldCom. Many have asked the question whether or not this profession is even useful to decision makers. What are accountants worth if the Financial Statements they audit are misleading? Investor confidence is key. Auditors must relay trust and confidence to the users of the financial statements. In times of potential fraud, external and internal auditors are told to provide reasonable assurance about the potential for material misstatements and control weaknesses leading to fraud. Even if reasonable assurance about the validity of financial statements is assumed, it cannot be completely assumed that fraud has not taken place. Even if there are discoveries of misstatements in financial statements, it cannot be concluded that they are a result of fraud. Therefore, there is a grey area surrounding the need for more responsibility on their part. This paper suggests that forensic accountants could cooperate with external auditors so as to further overcome the problem of fraud. In the end, there exists an expectation gap between investors and auditors. Both parties will continue to have different perceptions on the level of responsibility of auditors in fraud detection. This further contributes to the unknown and somewhat subjective answer to if auditors should be held more accountable for fraud. 
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Figure 3

With only external auditors report
	Avg. Audit costs
	x
	# of Audits
	=
	Total Audit Costs
	

	$300,000
	
	1,000
	
	$300,000,000
	

	Value of increased reliability of information due to audits
	$500,000,000
	

	Benefit of audits to society
	$20,000,000
	A


 
With forensic auditors in audit team, or with forensic reports
	Avg. Audit costs
	x
	# of Audits
	=
	Total Audit Costs
	

	$500,000
	
	1,000
	
	$500,000,000
	

	Value of increased reliability of information due to audits
	$600,000,000
	

	Benefit of audits to society
	$10,000,000
	B
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