Sept 14, 2017 – Lecture 2 Ch. 3 Auditor’s Legal and Ethical Responsibility

· Auditors’ Responsibility to Society
· Auditors have three areas of responsibility to society.
1. Moral Responsibilities.
· Covered under the study of ethics.
· “A public accountant should be upright, not kept upright.”
2. Professional Responsibilities.
· Covered by the rules of conduct.
3. Legal Responsibilities.
· Covered under criminal and civil law.

· General Ethics
· Professional responsibilities (ethics) are the rules and principles for the proper conduct of an auditor in his/her professional work.
· Professional ethics are necessary for a number or reasons:
1. Obtain respect and confidence of the public.
2. Distinguish professional from general public.
3. To achieve order within the profession.
4. Provide a means of self-policing the profession.

· General Ethics — Overview
· Ethics — “that branch of philosophy which is the systematic study of reflective choice, of the standards of right and wrong…”	
· Ethical problem — A situation when you must make a clear choice among alternative actions, and the right choice is not absolutely clear. It is an ethical problem because the alternative actions affect the well-being of other people.
· An ethical dilemma is a problem that arises when a reason to act in a certain way is offset by a reason to not act in that way.
· Critical thinking can help identify and resolve ethical dilemmas.
· Ethical behaviour — There are two standard philosophical viewpoints to ethical behaviour:
1. It is behaviour that produces the greatest good, or
2. It is behaviour that conforms to rules and principles.
· Why do we need a code of ethical conduct?
1. A code serves as a reference and benchmark for individuals.

· General Ethics — A Variety of Roles and Conflicts
· Ethics refer to the role of the decision maker.  In addition, the professional accountant serves other roles:
1. Spectator — observing colleagues
2. Advisor — counselling co-workers
3. Instructor — teaching accounting students
4. Judge — serving on disciplinary committees
5. Critic — reviewing the ethical decisions of others

· An Ethical Problem: To Tell or Not to Tell?
In your work as an auditor, you discover that the cashier, who has custody over the petty cash fund, has forged several payment records in order to cover innocent mistakes and to make the fund balance each month when it is replenished.  Your investigation reveals that the amount involved during the year is $240.  the cashier is a woman, age 55, and the president of the company is a man who can tolerate no mistakes, intentional or otherwise, in the accounting records.  In fact, he is unyielding in this respect.  He asks you about the results of your audit.  Not doubting that the cashier would be fired if the forgeries were known, should you remain silent and thus not tell the truth?

· General Ethics — An Ethical Decision Process
· Your primary goal in considering general ethics is arriving at a set of acceptable methods for making ethical decisions. One of the key elements of ethics is reflective choice, which involves the following sequence of events:
· Recognize a decision problem.
· Collect evidence.
· Think about rules of behaviour.
· Considering probable outcomes.
· Analyze the situation.
· Take action.

· General Ethics — Philosophical Principles in Ethics
· “Let your conscience be your guide.”
· Ethical theories can be subdivided into two types:
· Monistic theories assume that universal principles apply regardless of the specific facts.
· Pluralistic theories, on the other hand, assume that there are no universal principles and that the best approach is to use the principles that are most relevant in a particular case.

· General Ethics — The Imperative Principle – Kant
· Universal principles must always be followed regardless of the consequences.
· Rules must always be followed because they are rules.
· General objection to this principle is that rules always have exceptions.
· Second problem is determining which (conflicting) duty is important.
· Rules of conduct  have been greatly influenced by the imperative principle.

· General Ethics — The Principle of Utilitarianism
· The ultimate criterion of an ethical decision is the balance of good over evil consequences produced by an action.
· Greatest good for greatest number is all that matters.
· Permits an action that causes a minority to suffer.



· Critical Thinking — Framework
· The critical-thinking framework consists of principles, concepts and their application.
· This framework provides structure to dealing with ethical and other issues.
· Ethics is an important concept within the framework.
· A questioning mind is a required precondition in the framework.

· Critical Thinking — Professional Judgment
· Professional judgment in auditing is essentially critical thinking on accounting issues and the evidence related to them.
· This reasoning should be documented.
· Professional judgment in its most basic form involves several key steps:
· Identifying the crucial issues
· Gathering information on all the significant assertions
· Identifying possible alternative courses of action
· Evaluating the alternative courses of actions
· Deciding on the best course of action

· Critical Thinking — Professional Scepticism
· Professional scepticism is an inclination to question all material assertions made by management whether oral, written, or contained in the accounting records.
· Balanced by a willingness to respect the integrity of management.
· Results from the potential conflict of interest between management and users of financial information.

· Codes of Professional Ethics
· All of the CPA provincial bodies and the IFAC have their own rules of professional conduct.
· Typical framework follows:
· Introduction and purpose
· Fundamental principles and standards
· General rules
· Specific rules
· Discipline
· Interpretations of the rules

· Codes of Professional Ethics — Fundamental Principles
· The CPA Ontario Member’s Handbook summarizes five fundamental principles:
· Professional Behaviour — to serve the public interest and maintain the good reputation of the profession.
· Integrity and Due Care — in performing professional services.
· Professional Competence — skills and training you must have, including the importance of maintaining your competence over time through continuing professional education and experience.
· Confidentiality — of client information.
· Objectivity — must be maintained in all professional services. This means members’ professional judgments must not be impaired or perceived to be impaired. With respect to assurance services (e.g., audits), the special term independence is used instead of objectivity.

· Codes of Professional Ethics — IFAC Framework for a Code of Conduct
· Objective:  to serve the public interest.
· Principles necessary to attain objective:
· Integrity
· Objectivity
· Professional competence and due care
· Confidentiality
· Professional behaviour
· Conformity is achieved by identifying, evaluating, and controlling threats to non-conformity to an acceptable level.

· Codes of Professional Ethics — IFAC Framework: Resolving a Conflict
· Step 1: Members should consider the following:
· Identify the relevant facts.
· Identify ethical issues involved.
· Identify fundamental principles related to the matters in question.
· Identify established internal procedure.
· Identify alternative courses of action.
· Step 2: Identify the appropriate course of action consistent with fundamental principles.
· Step 3: If the conflict cannot be resolved consistent with fundamental principles, then the auditor should refuse to be associated with the conflict whenever possible.

· Rules of Professional Conduct
· The Rules of Professional Conduct derive their authority from the bylaws of the various CPA professional bodies.
· Rules apply to members and all persons associated in public practice including employees and partners.
· Certain principles apply to all professional accountants.

· Serving the Public Interest
· The single most important principle is that accountants must serve the public interest.
· The profession must maintain a good reputation at all time.
· If a professional accountant is convicted of a relatively minimal offence or fraud, his/her certification is usually revoked.

· Integrity
· Integrity is the duty to be honest and conscientious in performing professional services.
· A public accountant must “be upright” not be “kept upright.”

· Independence and Objectivity
· Independence and objectivity are closely related terms.
· Objectivity:
· Member in public practice shall hold himself/herself free of any influence, interest, or relationship that impairs the member’s professional judgment.
· Independence:
· Objectivity in the case of an assurance engagement.
· Canadian Business Corporations Act, Section 161
· The term “independence” is used in the Canadian Business Corporations Act as a key qualification of an auditor.
· 161. (1) Qualification of auditor. – Subject to subsection (5), a person is disqualified from being an auditor of a corporation if he is not independent of the corporation…
· Canadian Business Corporations Act, Section 161 
161. (2)  Independence – For the purpose of this section,
a) independence is a question of fact; and 
b) a person is deemed not to be independent if he or his business partner
II. beneficially owns or controls, directly or indirectly, a material interest in the securities of the corporation or any of its affiliates, or
· Canadian Business Corporations Act, Section 161 
161. (2)  Independence – For the purpose of this section,
a) (… continued …)
II. beneficially owns or controls, directly or indirectly, a material interest in the securities of the corporation or any of its affiliates, or
III. has been a receiver-manager, liquidator or trustee in bankruptcy of the corporation or any of its affiliates within two years of his proposed appointment as auditor of the corporation.
	(3)  Duty to resign. – An auditor who becomes disqualified under this section shall, subject to subsection (5) resign forthwith…

· Independence Standards
· The IFAC and CPA provincial bodies all have an independence standard framework based on five threats to independence.
1. Self-review — providing assurance on his or her own work
2. Self-interest — for example, benefiting from a financial interest in a client
3. Advocacy — promoting a client’s position or opinion
4. Familiarity — becoming too sympathetic to a client’s interests
5. Intimidation — being deterred from acting objectively by actual or perceived threats from a client

· Independence
· The Canadian Business Corporations Act requires independence for audits.
1. Many other services offered by public accountants also require independence.
2. A member is considered to be in public practice if he or she:
· Lets it be known publicly that they are a PA, and
· offers the types of serviced rendered by other PA’s

· Independence
· The concept of independence is critical to the public accounting profession.
1. Not only must an accountant be independent in fact, he/she must also appear independent to others.
· Independence in fact is a mental state and is difficult to prove.
· Independence in appearance is governed by legislation and rules of professional conduct.

· Practical Independence
· Three concepts of independence are useful in avoiding influences that might bias judgment.
1. Programming Independence
2. Investigative Independence
3. Reporting Independence

· Other Issues Related to Independence
· Other special circumstance independence rules include:
1. Direct or indirect financial interests in clients
2. Permitted loans within a client’s normal lending terms
3. Honorary positions in non-profit organizations
4. Retired partners
5. Accounting and other services (bookkeeping and assurance services)
6. Rotation of partners and second partner review
7. Actual or threatened litigation
8. Investor or investee relationships
9. Effect of family relationships

· Permitted Loans
· The accountant will not be deemed to be in conflict of interest for:
· home mortgages, 
· immaterial loans, or
· secured loans made by financial institutions  to the accountant under normal lending procedures, terms and requirements.
2. Otherwise, independence would be impaired by virtue of the financial relationship between the auditor and the lender.



· Permitted Loans
· Independence also is not impaired by a member obtaining: 
· auto loans or leases collateralized by the automobile,
· insurance policy loans based on surrender values,
· loans collateralized by cash deposits, or
· credit card balances,
· if the loans are made in the normal course of business for the issuer.

· Other Issues Related to the Independence Principle
· Honorary Positions in Non-Profit Organizations:
1. PAs’ independence is not impaired if the member is an honorary director where criteria are met.
· Retired Partners:
1. Retired partners may impair independence after they have left the firm, except where conditions relating to their retirement are satisfied.
· Accounting Services:
1. Where PA has appearance of having prepared the statements, independence may be impaired.

· Other Issues Related to the Independence Principle
· Rotation of Partners and Second Partner Review:
1. Rotation of the lead audit partner and/or the concurring partner is required every five years.
2. A second partner review is mandated by both SOX and the CPAB.
· Actual or Threatened Litigation:
1. PAs are considered not independent when company management threatens or starts a suit against the PA, or when the PA threatens or starts a suit against the company.

· Other Issues Related to the Independence Principle
· Investor or Investee Relationships:
1. Material investments by the PA and by the client need to be considered.
· Effect of Family Relationships:
1. Financial interests of spouses and dependent persons, and some interests of close relatives are attributed to the member. 
· Analysis:
1. Objectivity and integrity are always required, but the rules concentrate on “conflicts of interest” based on financial measures.

· Professional Competence and Due Care
· Professional competence and due care principles are required under the rules of conduct, as well as under GAAS.
1. The professional competence and due care principles are a comprehensive statement of general standards that accountants are expected to observe in all areas of practice. These are principles that enforce the various series of professional standards.
· Professional competence
· Due professional care
· Planning and supervision
· Sufficient relevant data

· Compliance with Professional Standards
· PAs shall perform professional services in accordance with generally accepted standards of practice for the profession.
1. Extension and refinement of the due care principle.
2. Practical effect of the rule is to make noncompliance with all technical standards subject to disciplinary proceedings.
3. The failure to follow auditing standards, accounting and review standards, and assurance, compilation and professional conduct standards is a violation of this rule.

· The Legal Environment
· Record-setting damages have been awarded and professional liability insurance premiums have increased dramatically.
1. Accountants are potentially liable for monetary damages and criminal penalties for failure to perform services properly.
· Class action suits can result in large damages.
· Lawyers take on these suits on a contingency fee basis.

· Lawsuit Causes and Frequency
· Based on a study of 129 cases, legal issues arise from:
1. 33% - Misinterpretation of accounting principles
2. 15% - Misinterpretation of auditing standards
3. 29% - Faulty implementation of auditing procedures
4. 13% - Client fraud
5.   7% - Fraud by the auditor

· Audit Responsibilities
· Users of audit reports expect auditors will detect fraud, theft, and illegal acts and report them publicly.
1. Auditors take responsibility for detecting material misstatements.
2. An expectation gap exists between the diligence users expect and the diligence auditors are able to accept.
· This disparity leads to lawsuits, even when auditors have performed well.

· Common Law and Statutory Law
· Common law is based on precedents and past decisions in the courts.
1. Common law is not enacted by legislation.
2. Statutory law is all of the laws enacted by a legislature.
3. Prior to Enron, the major source of liability for accountants was common law. In the post-Enron world this appears to be changing.

· Liability Under Common Law
· Legal liabilities of PAs may arise from the law of contracts or as tort actions for negligence.
1. Breach of contract is a claim that services were not performed in the manner agreed.
2. The rule of the law of torts is to compensate victims for harm suffered from the activities of others.

· Characteristics of Common Law Actions
· In common law, the burden of proof is placed on the plaintiff.
· Plaintiff must prove the following:
· That there was damage or loss.
· That there was a privity or beneficiary relationship.
· That financial statements were materially misleading.
· That the statements were relied on.
· That the statements were the direct cause of the loss.
· That the accountant was negligent in performance of duties.

· Four Elements of Negligence
· Clients may bring a lawsuit for breach of contract.
1. The relationship of direct involvement between parties to a contract is known as privity.
· When privity exists, the plaintiff usually need only show that the defendant was negligent.
· See Smith v. London Assurance Corp.  

· Four Elements of Negligence
· Third parties may file a lawsuit under the tort law of negligence.
1. Negligence is failure to perform a duty with requisite standard care.
2. Plaintiff must demonstrate:
· There is a legal duty of care owed the plaintiff.
· There must be a breach in that duty.
· There must be proof that damage resulted.
· There must be a reasonably proximate connection between the breach of duty and the resulting damages.
3. The auditor’s defence is to demonstrate that at least one of the preceding elements is missing.
· Due Care to Whom?
· To whom do auditors owe a duty of care?
1. To the contractual party (client).
2. To the financial stakeholders (owners). 
· Owners cannot sue on behalf of the corporation.
· Stakeholders can only take action as third parties.

· Due Care: Its Meaning
· Due care implies the careful application of all the standards of the profession.
1. Due care is that of a reasonably prudent practitioner. Neither the highest nor minimum standards would be considered due care.

· Limited Liability Partnerships
· Joint and several liability means any of several defendants that have caused part of the damages are liable to the plaintiffs for the entire amount of damages.
· Under joint and several liability, the courts can force the defendant with the “deepest pockets” to pay all the damages even though he or she may have contributed, say, only 1% to the losses.
· In light of these potential legal liabilities, the limited liability partnership (LLP) was created.
· In an LLP, the negligent partner is still liable to the extent of his or her own personal assets, while the personal assets of non-negligent partners are not threatened.

· Defences of the Accountant
· The defendant accountant in a common law action presents evidence to counter the plaintiff’s claims and evidence.
· The primary defence against a negligence claim is to offer evidence that the audit had been conducted in accordance with GAAS with due professional care.
· A reliance letter is a document in which accountants sign that they have been notified that a particular recipient of the financial statements and audit report intends to rely upon them for particular purposes.

· Auditors’ Liability Under Statutory Law
· The SEC laws give the SEC the legal right to decide what is GAAP.
1. Increasingly the OSC (Ontario Securities 
Commissions) and the Quebec regulators 
are seeking more enforcement power 
over professionals such as accountants 
operating in the capital markets.
2. Canadian statutory law is the Canadian Business Corporations Act and the related provincial corporation acts.

· Auditors’ Liability Under Statutory Law
· Canada Business Corporations Act:
1. S 161 Conditions under which the auditor is not considered independent.
2. S 162 and 163 Conditions of appointing and retiring the auditor.
3. S 168 Auditors rights and responsibilities:
· attend shareholders meetings
· provide written statement of reasons for resignation
· to make an audit examination unimpeded and gain access to data the auditor considers necessary
4. S44-47 Identify the financial statements subject to audit and specify that the financial statements must be in conformity with the CICA Handbook.

· Some Developments Concerning the Liability Crisis
· Private Securities Litigation Reform Act
1. Objectives:
· Discourages abusive claims of investors losses due to fraudulent financial statements.
· Provides more protection against securities fraud.
· Increases the flow of forward-looking financial statements.

· Some Developments Concerning the Liability Crisis
· How the Private Securities Litigation Reform Act meets its Objectives:
1. Establishes specific pleading requirements.
2. Reduces the effectiveness of discovery in coercing settlements.
3. Mandates sanctions for frivolous claims.
4. Provides for proportionate liability.
5. Codifies the auditors’ responsibility to search for and disclose fraud.

· Legal Liability Implications for Auditor Practice
· Legal liability implications for auditor practice:
1. Be wary of the type of clients being accepted.
2. Know thoroughly the client’s business.
3. Perform quality audits.
· Increased litigation has also caused improvements in audit working paper files through use of:
1. Forceful management letters
2. Detailed memos in the working papers
3. [bookmark: _GoBack]Documenting discussions to reduce audit fees or changing to a review engagement
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