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Independent auditors play a vital role in our
capital markets system. A third party opinion
on the representations made in a company’s fi-
nancial statements serves as assurance of accu-
racy and transparency, and builds investor
confidence. However, when investors learn of
securities fraud or other financial statement
misrepresentations, ensuing litigation often fo-
cuses highly critical attention on the quality
and sufficiency of the information the auditors
obtained, and how they processed that infor-
mation in reaching audit conclusions. On the
other hand, in white collar criminal cases, the
accused’s legal team may find in the audit
working papers the basis for a defense against
conspiracy claims.

Before advocating for plaintiffs or defendants
in audit malpractice, securities fraud or other
actions, attorneys should clearly understand
five important facts about auditing standards.

1. It’s true — it is not the auditor’s responsibility
to identify all fraudulent activity in the organ-
ization. Professional standards require the au-
ditors to opine on their client’s compliance
with generally accepted accounting principles
(GAAP). The auditors are required to plan and
perform the audit to obtain reasonable assur-
ance that the financial statements are free
from material misstatements whether those
misstatements are due to either error or fraud.
While fraud that is material to the financial
statements should be uncovered during the
performance of typical audit procedures, an
audit does not provide absolute assurance that
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fralid has not occurred at the company.

anagement is responsible for the financial
gitements. Auditors are engaged to opine on
financial statements. They are not the au-
thors of the financial statements, and in fact
are strictly prohibited from performing certain
tasks such as bookkeeping services and making
management decisions, lest their independence
become impaired. Oftentimes, when auditors
are charged with professional malpractice
stemming from fraudulent financial reporting
by a client, their first line of defense is to re-
mind their accusers that management is re-
sponsible for the financial statements. No
respected accounting expert would disagree
with this statement. However, it is also true
that management often relies heavily on the
knowledge of their auditors to help resolve
technical accounting issues. When this occurs,
good auditors will carefully document the fact
that the ultimate decisions were made by the
company’s management, and that their role
was limited to technical research done to give
management the information needed to select
from among two or more options. Manage-
ment alone makes financial reporting policy
decisions, and good auditors will carefully doc-
ument this in the working papers.

3. Uncorroborated management assertions are
not audit evidence. Management is required
to submit a “management representation let-
ter” to the auditors which may contain state-
ments regarding the company’s accurate,
complete disclosure of information to the au-
ditors, as well as various other assertions about
contingent obligations, related party transac-
tions, and other matters affecting the com-
pany’s financial statements. While these
representations are important in the conduct
of the audit, they cannot substitute for the ap-
propriate application of audit procedures.
Commonly, during the course of litigation
against accountants, defense attorneys will at-
tempt to cite the management representation
letter as evidence that the auditors were vic-
tims of management deception, as demon-
strated by untruths in the representation
letters. However, the correct application of
the audit standards would not allow the audi-
tors to have relied solely on these representa-
tions and therefore this document is of limited
value as part of the defense’s strategy.

4. While a formal audit program and appropri-
ate planning are required by the professional
standards, rigid adherence to a standard audit
program and failure to consider needed modi-
fications to it do not meet professional expec-
tations. The auditors’ task is not limited to

execution of the audit plan, which often con-
sists of a standard set of procedures dictated
by firm policy. Auditors are also required to as-
sess various elements of risk, including inher-
ent risk, control risk, and detection risk, and
must furthermore engage in “brainstorming”
fraud risk factors, before commencing substan-
tive procedures which have been tailored to re-
flect these assessments. Perhaps most
importantly, auditors are required to exercise
professional skepticism in the planning and
performance of the audit, which is typically de-
fined as an attitude that includes a questioning
mind and a critical assessment of audit evi-
dence.

5. The timing and sequence of audit proce-
dures may reveal whether the work was prop-
erly planned and executed. According to
professional standards, the auditors” working
papers should provide a complete narrative of
how they reached their opinion, such that an
accountant with similar experience but no pre-
vious connection to the engagement can un-
derstand the auditors’ procedures, judgments,
and conclusions. Individual audit working pa-
pers should be signed and dated by both pre-
parer and reviewer, and the implied “time line”
of the audit engagement may prove crucial in
auditor litigation. If, for example, substantive
procedures were performed after the audit re-
port date, it may be argued that this work was
only performed to “paper the files” and was
not timely performed in support of the audit
opinion.

While erroneous or even fraudulent financial
reporting can occur even with a well con-
ducted audit, the failure to comply with pro-
fessional standards will typically make the
auditors vulnerable. An understanding of au-
diting standards is thus needed to either de-
fend or prosecute accounting professionals. m
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