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Illegal Acts: What is the Auditor’s Responsiibillity?

Dan M. Guy

Ray O. Whittington
American Institute of Curtified BuitliccAxcoumtantss

Donald L. Neebes
Ernst & Young

Saciety has always been concerned wilth vilslktioms of lievesaanbreegddionss
by all types of emtfiiites— Hwisiiress entanpriises, monprofit anganizetions, and
governmental units. Highly publicized accounts dmmmmmmmm
reported over the last two decades have caused this concern to increase sig-
nificantlly. Several congressional committees, regulatory agencies, and oth-
ers have suggested that auditors should assume more responsibility fior
detecting and disclosing violations of llawesammesguiteions, conmumilyefanred
to as illegal acts.

Developing standards that articulate the auditor’s responsiibility for illle-
gal acts has proven to be a very challenging task for seweral reasons. First,
a large diversity of llawgsant| meguilatimnsafffacts nmsstanititissaadd ddetiffying
violations of imany effthuseddswwnacegyddtivasy eenpiriesddeghbappetisee Stec-
ond, even with this expertise, the complexity of same lkaves andl reaguitetinns
makes identiflying a violation very difficullt. Frirdlly, eseanadftar aanilideghhact
has been identified, evdlusiing management’s sssesament of itispooteniidledf-
fects an tie entiky's financiall stataments its dlso wary diffficult.

This article analyzes the auditing standards that describe the auditor’s re-
sponsibilities for dietectiing and reporting illlagal acts. It dlso review:s tie his-
torical developments that have brought the professiiom to where it is today.
Finally, we introduce some future isaues andl research mesdks i thiks area.

Historical Developments

The issue of tie audiitor's responsibility ffor ilkdegd booyesstoordiitcantsdlyy
clients is not new. Itfiirst made front-page mewsiin tie niid] TS s dareesullt
of tiifne Wiatargate scandll. Iinxesiigetions lksdl toiintil disdlesues ofiikdegd boo-
litical contributions by many large corporations. These initlal disclosuires
opened the door to a host of attwraxdiatiansiiveiiviggqiieesitandileragynesinss
by corperations to domestic and foreigm gowerninent officials. Aaacealttlibe
profession foraalily adidressed the issive of tiheaudiitorsragpansilbillisy ttodis-
tect and report itlegal acts by clients. The issue was initially studied by the
Commission 6n Auditors’ Responsibilities (the Cohen Commission). Based
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on the Cohen Commission’s preliminary recommendations, the AICPA Au-
diting Standards Executive Committee issued SAS No. 17, Illegal Astdrby
Chisnts innl 907 7T Hik istateteerenavahih@fst ginofefsdeinilaltsialasdrh doapepdtif-
ically addressed the auditor’s responsibilities to dictect and diiscinse illkagll aetis.

Many of tiie conespits i autrent prafessional sttandtarndts weare disxdlgpsd
by the Cohen Commission. It concluded that the auditor cannot reasonably
be expected to assume the responsiibility to detect and disclose an entity’s
violations of ltawes i graneral ecause: (1) autiitars dio mait possess e kgl
training to recognize all the complex circumstances and processes that give
rise to litigation and that suggest its outcome, and (2) many illegal or ques-
tionable acts involve small amounts in relation to theffinancial statements. If
society needs assurance on matters that are principally legal, the Cohen
Commission concluded that this assurance should be provided by those
most capable of disilig o, imanaganent sssisied by ittsllavpears.

In discussing the auditor’s responsihbility, the Cohen Commission ac-
knowledged that certain illegal acts, stich as tax evasion, have been well de-
fined aadcaseceastiyyreecqaiizeelibyyesypeeiéeaneetaadiivoss I hidscinntoddiceed
the concept of illlggal atsttnattiavendrettantinetarial effsct onnlibaaroontis
in thefinancial statements, and stated that auditors normally consider the pos-
sibility of s sttswihamn mbﬁnﬁiug:ﬁml candluciing their audiits.

Consistent with the recommendations of tite Cidian Connmiission, SXSNG0O.
17 [AICPA 1977] begins by stating that:

An examination made in accordance with generally accepted auditing
standards cannot be expected to provide assurance that illegal acts will
be detected. In reporting onfiinancial statements, an auditor holds him-
self autt & e witho iis proficient i Aconuimting and fudilfing. The de-
termnination of witwiher anadtisikeadisusaalifybesyadchii ppotfesiiordl
competence [para .03].

The statement goes on to mdlcate that procedures perfommﬂ pnmanly
for tite purpase of expesssiiggas nthas i ksistenes

possible illegal acts to the auditor’s attention But the further femoved anil-
legal act is from e exaits and transactions specifically reflected i the ffi-
nancial staternents, the less likely the auditor is to become aware of e &t
or recognize its possible illegality.

SAS N, 117 allso dilscusses vickiomns of 1davesaantireggiliatoorssttatHanecaa
direct effedt antthe amautsiinttie financill statanents. THstietes tht tte au-
ditor considers stich laws and regulations when planning and conducting the
audit, and includes as examples tax laws, and laws and regulations affectiig;
the amount of revanue Aeafived widiear goxatment aaitiracs. Hioweawar, SAS
No. 17 does not set forth any affirmative déeretionresgpansbiility.

Finally, SAS Nia. 17 ceanttdinssgyiittanse ftar thieeaadiion wilearhieco shiechiae-
lieves that an illlegal @it as asautied. T reaidiitarissttoobitidinaanindeesstartiing
of tie matistie off theeppotentidlfinandih ksistensentedffeat by \ingaltyyoDinaian-
agement, by cofisultation with legal counsel and, if mesessary, perform ad-
ditional procedures to investigate the act. i sanattiistigtarriinatittonediidegal,
the auditer is required to report the circumstanees to management person-
fiel at a high enough level of authority so that appropriate actien ean be
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taken. In some circumstances, that might be the audit committee of tthe
board of diisctiars.

In the mid-to-late 1980's, the isstie of the Audittars’ xfmpmisibihltyffﬂrlilée—
gal acfsbydimm:r&urfaced dhimgtiredindigamaitiafithed érppecitionnegad”
Statements on Auditing Standards (SASS). Tihe puibliic andi financisll stakanent
users believed that auditors should assume more responsibility for detect-
ing errors and irregularities. This resulted in the Auditing Standards Board's
reexarination of tthe auditiar's esponsibility fur iikiead hatts aad it Hed dssianicee
of SAS Nw. 5 NliégabAddchy BYiéicwhichisahesspdest tded ghidguitaincBAS SAS
No. 17.

Detection Responsibility

In defining tie anditiar's responsibility fior déstertinggiiléegdlatts SYSINGO.
54 takes the approach of dividisgnlibegh hattdnniavwbhradd aeiggrises Diyiypes.
For thefiirst type, illegal acts that have a direst aadomnadeid s bfecionchinkne-
item amotints in thefiinancial statements, the auditor has the same respon-
sibility as for @nrars and iiregularities. That ks, tive auditor should design fihe
audit to provide reasonable assurance that thefiinancial statements amotints
are free from mstierial miisstatement resultimg firom tHessedireectfetieilegal legal
acts. THissreaqpamsiilliyyissddasni Huat iinSHENG0 533, THaeA Adidditc Respospinsi-
bility toaNorke e RABepalfors avsd drebduiegtlar ieontasoit ASINGAS, No. 17,
SAS Nio. Sl eattdillidtes anadfimative ddetetionnresgonssiiiiiyyfdondieefaifect
illegal acts that are material.

For the second type, SAS No. 54 states that an audit in accordance with
generally accepted auditing standards (GAAS) normally does not include audit
procedures specificallly designed to detect illegal acts having an indireateff-
Ject onrffinnaciibbrittemantsTheaaditiiois sesppasiitdddoewmlahtibinoicfusich
acts only when informatiion comes to his ar her aftention suggesting the pos-
sibility that they have occurred. However, SAS Nia. 5} dises mutte thit thive -
ditor should make inquiries of meanagenenit ottt antity s congpllanree wiitn
laws and regulations. When appropriate, the auditor should also inquire of
management about (1) the entity’s policies relative to the prevention of iin-
direct effectt illtagdl autts, andl () e wise aff dilicetivesaadopeeidatitar eppeseen-
tations obtained from management about compliance witth Eawesantinesguiltions.

If tie awditior leoomes awake off inféornzaion thadtradésassasgicinss, thiecadt-
ditor is obligated to apply additional procedures to determine whether an il-
legal act has, in fact, caeninad]. SN0 584 eadfiirmsthid prexasomiioio thttadan
audit made in accordance with GAAS proviities mo #ssurance it indinaed tofef-
fect illHgghhattsvitlibbaltickissdd.

Differesitizitiigs the Types of llegal Acts

Although the concept of diiect snd nanetiarial ill lggl actis weas disvelgped im
the mid 1970s, auditors are for thhefirst titmeatiampiing o qparationalize tie
concept in audlt engagements. SAS Nia. 5 griox ties exanyilies aifbottihditisect
effectt andliindliad effect illlgghhacis Adpartroontheescrxampides SAANVGH4
leaves the issue of diiftaientiating diicecietféatilidlegod asttfoaninidisec sliect
illegal acts largely to auditor judgment. As the AICPA industry cominitiees
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have attempted to develop guidance about illegal acts for inndlusstry audiit amdi
accounting guides, it has become apparent that distinguishing direct effectt
from imdiiect effiect ildeghhatidsaa tatidvecppobbéem.

The examples in SAS No. 54 of diixsat efffect iligghbatisanectheesaaneeass
those included in SAS No. 117 — wiidéaitors afftdsddawshias ket thé amomonint
of exqpanse mecogmizad fior theepesiatlaantivictdtidassobfldweandd eggldtitions
that affectt tte anmounttaffreseanemaccasedunddeggoeennmeat icoantaatts Add-
ditional examples for entitiies receiviing) ffsdieral finandid lasdittanae ake pmo-
vided in SAS Nt 633 (Genphliaccd dditivingpplipd et G toddonemeidrnatientities
and QteerReecipizrantef GolzonerenhenRikdvicvahdslishissistafeat stitehstatement
identifies, it tmoad| catagoies, e tiypes affl degd keenireenaenss biag
a direct effect conttiveeartiify‘stimeamdid Isttataneartts. Sedhliawesarndireggiatoons
generally deal with the following matters:

¢ The types ef seemitesstaimaz,oomagynioo beqauchbiageddwithitfirfinatadial
assistance.

 The characteristics of iintlizdiudls orgraypsttowtam esttitieasmay
givefiinancial assistance.

e The amounts entities must contribute from thsir ownesauress tio-
wards projects for witiich fiinancial assdistaneeissprmiitdel].

Indirect effectt illtagl anttsake divaractierized s tming ke releted to the

entity’s operating aspects than to iitsfinancill andl aacountiing agpetts Hxanpbdes
include violations of ltawes andl meguilatiions melktiod tio seauritiies tiadiing, ec-

cupational safety and health, finod antidhugssedty, eanidsanmeatid bpootecioar,
equal employment, and antitrust. Thefiinancial statement effectt affvidtdtitions
of tiinese Adtsiisrommallytiecconimgantidill gttty meatittodsedidetbsset]
in thefiinancial statements. For example, securities may be purchased based
on insider information. Iffthecppurctiasseisapppoppiiatdiyreecodiet] theeecisano
direct effectt con thie finamcitd | sttettamentks. Bt thiee iindlisat efffsct —thlecppoten-
tial contingent lability in the form offffiles o ppanktitiss—nmgynnobbelitickissdd.
This contingent tail does not make this viclation a diirect effect iikbegd et} eeen
if itttk tthe aittariia fior aecetsd lundderSkisteneentoffF naokihAdaoontiting
Standards No. 5, Accountiwg)for Cézoiigenedesies.

All diirect effect lisvesantiregguationshmnecorect atatatisiiciincoenmmuon—
requirements that dictate the manner in which afinancial statement aumouint
should be measured or presented. They have provisions that relate to the aall-
uation or clessffiationrof fhifimciat hetatenerdveauersios exmassandine- re-
lated assets or liabilities. Such requirements are akin to those in a royalty
contract that specify tiine wisy itn withitd royzally ecxparses and il s shouild
be measured. According to SAS No. 54, the auditor’s concern with compli-
ance with these laws and regulations is derived from tiineiir effect onrfifisnacialal
statement amounts, not from their legality per se. Thus, the auditor’s re-
sponsibility runs only to tilve specific reeprirraneenistthatatféect thibdnactibistate-
ment amounts. This concept can be illlustrated wiith tax kaws aind reguilafiomns.
Certain provisions of tiine ttex antle affsct thleenmaneerinnwhiiibhaaneaiitigissazx
provision is measured. They have a direct effecit onttiefinancidlstatonants.
Other provisions relate to tilve acouratie completion and timely filing of tiadéomss.
The effectt of wikdktions off thesee proviséomssissinddieett— thee contitipgaint
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liability for tax penaliiies. The auditiars’ responsibility fior tHisscoaniingangyiss
the same as for attiver il kgl acts dhat Inave an indiect effect oonthizefifimariaial
statements.

Auditing the Contingent Tail

Certain audit procedures performmed for tihe purpase of féorniiggaaropjin-
ion on thefiinancial statements may bring possible violations of ltavesandi meg-
ulations to the auditor’s attention. Examples of siucih pracstiures indludie
reading minutes of msstiings aff sstekikiaddderssaaddidiieettossanidicopreagan-
dencefirom taxing or other governmental agencies, and inspecting docuiments
supporting transactions. In auditing litigation, claims, and assessments, the
auditor performs tie fslllowiing proveehireast thatddsomighit tiilietdesdlileghbacss:

¢ Making inquiries of aant] ditgmssding witth mearagonentt the pudledéss
and procedures adopted for iitientifyiing, evahliatiing aanthaconumtbing
for liifiigrtiion, clkdnns, andl LssesameEmtts.

¢ Obtaining from management a description and evaluation of liiiga-
tion, claims, and assessments, and assurances that all such matters
have been disclosed in accordance with Statement of Fineamcital Az
counting Standards No. 5 (FASB No 5).

. Exanmmg documents in the client’s possession concerning litiga-
tion, claiiins, it essessments, iindlutiing cotespondience andiniiees
from ldanwyess.

» Obtaining assurance from management that it has disclosed all
unasserted claims that the lawyer has advised them are probable
of assartian and musthe disdtosed iin ascordtiance wiith FASBNGW 5.

¢ Obtaining a response from the entity’s kawyer to a letter of aadiitim-
quiry about litigations, claims, and assessments.

These procedures for litfigtiion, didins, and essessments proviidie linditsd
evidence of compliiancewiithliovesaabiregguiiatoorss Thegyredjyhleasilfyuppomman-
agement becoming aware of @ wiirbefiom sand| medkiing iffonmation athoutt the
matter known to the entity’s lawyer and the auditor. Other evidence might
not be available until a governmental agency undertakes an investigation of
the violation.

Evaluating the Results of the Pracediuires

If tiie sudittrs priacstiues proviitke an indicatiion et indiid efisct ilide-
gal acts may have occurred, SAS Nia. Bl sttatesttimtittieadiitor thowild aiitdin
sufficienit itiffanmation aboaitttermatireeofftibaattdeexhlantdtitefifettorothihe
financilstateiermettO Biaiainip dilsimioierniitinbdg withthindriksasfefianan-
agement at least one level above those involved. If iffafnetion
is not obtainedftiom that source, the atditor should consult with the client’s
legal eounsel, and apply any additional procedtires necessary to obtain an un-
derstanding of tthe maiure sffthecaaess WiaetHecaaidilidorconiobliddes basserionn
the information, that illegal acts have of are llkel?/ to have oceurred, he of
she sheuld consider theiF effeets e finansiidlsiatamans aswallasthe
implieations for eher aspedis off tHeeaadit!.
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Indirect effectt illbagyal aatstiypiically resuiltimunessarted dhdmsagdinsdt e
entity. In determining the appropriatefiinancial statement presentaiiion of m
unasserted claim, management refers to FASB No. 5. That statement re-
quires management, assisted by legal counsel, to assess the probability of &
claim being asserted and the probability of am urauarable auticome. Beassd
on these assessments, thefiinancial statements may include accrual of ames-
timated loss, or disclosure of titne mettar ivn muttss tio tine financisll statoments.

& haditad'diabiktaiidicy buave ket dittaettivd stité siatepeetenestotatichof the
indirect effects affaarililggbhetidditnittddThbaadititogganeatilyl desnothhewe
the legal training or experience to second guess the opinion of muanagememt
and legal counsel. Therefore, tinaliaggeesttatittieaidittorattsasaineaticcon-
trol over the informatiiom by evaluating management’s disclosure of tiie mnat-
ter in relation to the lawyer’s representations and the criteria in FASB Nio. .

Other Compliance Auditing Requirements

In performiing audits of gmmmmml wiiiks, mot-for-profit oo
and certain other regulated companies, the auditor may perfotin additional
procedures to test compliance with laws and regulations. These additional
procedures are beyond those required to comply with generally accepted au-
diting standards and are imposed by tule, law, or regulation. An example is
the Single Audit Act of 1K8BY andl Givaullar AVH, AwditssoO5tGtatendiidbdadcal
Gawenmwoonts, isssieel] blyythiee Obfiice offMlanggrrarthaddBRdgect(GOMNR),
which requires certain governmental units and non-gowearnmental entities that
receive federall financial assistance to engage @i auditor to test and report an
compliance with certain laws and regulations. Circular A-133, Audits @Tlin-
stitutions o HigighdE duchitioki and Dk <O Nex hofmbodid « finatitintdind esisirhides sim-
flar requirements for mot-for-profit oppgaiizationss Theseamddiidnadtoampfilianee
auditing procedures are similar to agreed-upon procedtires under the State-
ment on Standards for Attiestation Emgiagements [PICIRY 1984]. The regu-
latory agency or legislative body decides which provisions of lkwss aindl
regulations need to be tested and the nature and extent of titve meltstied pro-
cedures. The laws and regulations selected for tiestiing msy net cwen have an
indirect effecit anttie antittyshinancidlstiatameants. Exanpltesoffl dawaadd-cgg-
ulations that have no effecit «ntthe financid | sttattamaitts are corntsined iin the
Employee Retirement Income Security Act of 1874 THaataat i iobliddesypioi-
sions, such as bonding requirements, that govern the administration of an
employee benefiit plan. Violations of s groxidians haue mo ditect ar cai-
tingent effectt @ntthe financil candition «ffthecpbdan Admpesalidesared devded
against the trustees.

This agreed-upon procedures approach appears to represent the mast cost-
benﬂimlamnrmdﬂ@diemlmmmmndledwﬂﬁmﬁngr irements fior ceom-
pliance with laws, and regulations. Regulatory agencies or legislative bodies
can contract for tie liewel of aassireaneetHan idsidetivet],

Reporting Responsibilities

What impact do illegal acts have on the auditor’s reporting responsiibilli-
ties? The answer to this question is complex and may involve a number of
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reporting vehicles. The reporting vehicle typically thought of fiistisstireaditt
report. Generally, there is no need for e auditor to mmodify tHeeaudiitregpott
for illlegall acs, providied that fihe efiects offtlibssacsiantapprpptiaibhppre-
sented or disclosed in thefiinancial statements. On the other hand, if tthe -
ditor concludes that illegal acts have a material effect on the financiall
statements, and that effect: iismsitannisptiiehy refllasied, tHeeatidiitersbloniid
express a qualtﬁed 6 adivarse Gpinien because @ftﬂam«ﬂkoﬁtﬁmwﬂth
GAAP. lifaanggeneitrefiissestdaoceppilibaditipeswoadibec dppartioaau-
diter should withdrawfkom the engagement and notifly flie Audid cammities
or the board of ditasisrs sfftheereaaspRsidRrwiviasEaR.

One of tﬂhmaﬂgmﬁmd&hbe&ppeﬂ&tmggpﬁﬁ%m&tmmmwﬁﬁem
munications to boards of diiksctians and auditt comaiitiess to el thivem fulfill
theirfinancial reporting and oversight responsiibilities. Accordingly, SAS Nio.
54 includes a requirement for tihe audikiar to make sure that fhe audit con-
mittee of the ety iis abtaguately ittfanmed «ff adll bt inconseegisentidlilidggal
acts. Management may make the communication unless the act involves se-
nier maﬁadgemeﬁt in which case the matier should be commuinicated directly
by the auditer. Communication to regulatory ageneies or other parties out-
side the entity is erdinarily net required under U.S, auditing standards, but
there are the following exceptions:

* To a funding agangy ar aithar gpecified aganoy Hesed an autiitand
reporting requirements of llawar
e When the auditor responds to a Form Mﬁmﬂmlﬂm antfity tho e-
port a change in auditor.
¢ To asuccessor auditor who makes inquiries in accardance with SAS
No. 7, Cammumiiotdonn BBaweedyetindecessay SuckSsecdssdiAsiditors.
¢ In response to a subpoena.

Theflirst two of tiiese excaptiions establitdh flonms offddtirecteppotitiggpHil-il-
legal acts to regulatory agencies. Thefifirst allows regulatory agencies to di-
rectly receive informatiiom regarding an entity’s compliance with laws and
regulations. Regulated entities can be required by law or regulation to en-
gage an auditor to issue compliance reports for filing wiith e agency. Tihe
reports may be based tipon specified procedures or procedtres perfoiias
in the audit of tthe aitysfinanciull sttatameants. THe repaing reaguanmartts
of an Audiititn Asesidiance witth CoavernenripiAbiip Stoiaiands AGARBMY) is
a preminent example of thiks fiaim oif dihieeeireppRtiiigg Inntkessctippssodlesn-
gagements, the auditer is required to issue an additional repert 6n compli-
anee with laws and regulatiens based selely en the precediires required by
GAAS. The repert diseleses all instanees 6f moweamplitancs that A -
fﬂated t@ Be material to the eﬁﬂty‘gfﬁﬂaﬂeial staternents and all indieations

| ats diat cauldl Fesult il Ghlmingl fesecution. Sice dhe Autitiar o
diﬂﬁﬁ does Nt pessess the expertise to evaliaie whether an illesal actcauld
result 10 eHmina Bf9§%€\—ﬁ!@ﬁ; & or she will nermally repert all itlegal aets
o pessible illegal acts noted

The second exception results in a form of direet tregotimgwhieentecaan-
ditor decides to withdrawfitom the engagement, because management’s re-
sponse to an illegal act is not considered appropriate. If manggament diass

153




not accurately describe the relationship of thieilltgsl adtto the dienge iinau-
ditor in the Form 8K, tine audiitor it required tio diescribe the mwtior i are-
sponse to the SEC.

Future Issues

Given the interest of Congress andl neguilatiors i atiars' canypliance with
laws and regulations, the auditor's responsibilities for illegal acts will no
doubt be addressed again. Several issues appear relevant to any future con-
sideration of ttiesenespamsililifies. THeseitsswesantitiuiresearcdhiinyiioztionss
are presented below.

Can the Auditor’s Detection Responsibilities be Expanded
Under GAAS? P

Current professiomell standards contain a relatively clear delineation of
those illegal acts for wikiich e audiitor s dictection responsibility. Tie -
ditor has a responsibility to design the audit to provide reasonable assurance
of distiactiimg widiaiions «ffl dswaaddrepgitiomsshasingopaditicet taaddnmateeiadl|
effectt comfinamcitd|sttetaneentt ammuntts. Eypandiing thwe adiitors reegpomsibill-
ity under GAAS wuanild liikely result im 2 lewell of resgponsihilityy thaatissooee
difficullt ttoiintapret.

Any approach to expanding the auditor’s responsibility must involve in-
creasing the auditor’s responsiibility for the contingent tail. But this runs
headlong into the auditor’s limited legal expertise. It's clear that the auditor
could design procedures to obtain reasonable assurance of distsctiing witslks-
tions of wartiaiim lkaws and reguikatioms et nod it Havue aniindiivect effiect oarnan
entity’sfinancial statements. For example, the auditor of afimancitd liirsitiu-
tion could design effectiivee procedures for testing compliance with the re-
quirement to submit currency transaction reports for alllllayge cadh digpasits.
De51gnmg effectiivee ttatts aff coanpililiacecfdorinditret effffectlatesvsrahdeagala-
tions that have no reasonably objective criteria for ittantifiyiing) vioddtiooiss ssim-
ply would not be feasible. Tiherefare, anyyepaaddet-eagporsitilit
from indlustiry toindlusty and perdiaps, evan firom diéatttoctidenimntteesaanee
industry, depending on nattire of tihe lkaves amndl negulkadioms tihat fffioct theceen-
tity. Using this approach, a clear-cut definition effthecamdiiooissresgpondtilliy
under GAAS could be achieved only by developing professiomel! standards
or laws and regulations that set forth specifically tthmse llavesand regguitetitors
that the auditor would be required to test for camyliiance.

Ancther way to define this exjpanded responsibility would e to imdiudie
in professional sttamdtardis factiors ttaa tdféact thbdikkliliboddhhatlibaaditidomilill
detect particular indirect effectt illiagdlatt Sudhffattors woaldcpobiadiijyiichidee
the following:

¢ The auditor’s assessment of ttemuataritaiity affthleaconnitipegen tfféeat
of tiie et am it eamtfiy s fimancitell sttatamaitts ({iee,, e reetariality off
the potentialffine or penalty).

 The auditor’s assessments of thcjjoimtpudidiiilipyttatiteantipyooom
mitted the act and a claim will be successfhilly asserted.
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e The auditor’s ability to recognize the act (i.e., the extent of tteau-
ditor’s knowledge of tthe sulsjfsatrmatiar offthied davo o reguildsionn aadd
the complexity of thhe llawar reggulkaiian).

» The extent of tte eanildenee tihtissanalidiite that weatl i poxoxitte an
indication that the act has occurred.

This approach wotild leave the laws and regulations selected for tiestiing),
as well as the nature and extent of tihe precatiures parfarmed, lkangely tio the
judgment of the auditiar. Therefore, @ “fuzzy” ddfbition obkHe awditsios'slele-
tection responsiibility would result.

Both of tthese gipaadhes tioexpanding tihe auditior's responsibility windtar
GAAS suffer ficamanotilesiiiniiisiion. Teadegeecofhsssruaneabbatitibeldis-
closure of tihe efffscts aff aavidtdtivonoffa davootdgglititinnwenlddraardee-
pending on the nature of tie llaw @ regulation. Miake assurance wauld he
provided for thoese lawes and regulaticns fior wiiedhttieaidiitorceatltblddesion
effectiie compliance procedures. It's questionable whether these varying
levels of @ssurance aild e effsctively coonmnunicaséebitéouseessoffitib auaditit
report. One might also question whether it is cost-benefiiciall to provide ad-
ditional assurance for aiilky cartain tiypes aff comtinggerndéss Hiooveeee| regsaanth
addressing these questions would be useful. From a broad research per-
spective, it would also be useful tio lawe itnfarmation regarding the expecta-
tions of wsars ahout tthe auditiars responsibility to diatat illlggl aats. Wikat
assurances about compliance with laws and regtilations do investors and reg-
ulators expect from e swdiit ith sccardance witlh GAAS?

Can the Auditor’s Detection Responsibillity be Expanded
Outside of GAAS?

Expanding the responsilbnllty of e autittor aitiditie dfFGAASSsigib apmpradeh
that some regiilatory agencies are cuirrently takiing ar cansidiaring. AAxlicetitieet
above, laws and regulations are being developed that establish requn'ements
for reparts by auditors an e applicadion of aggeestivuponcoonpiiiacesppoeee
dures. This approach to expanding the auditor’s responsibility would appear
to be more effectiive antleffiidient thaanesypadiiipg Hecraiditioos s espoorstiiiiyy
under GAAS. Refillttars canceanttattibarthleddeebbbfadidiipnd ekistid degereidhass
of tthe efiscts ofkHbdakawsOraggladidtingoontibertitity fhinacildtateieretss.
Also, alll expamsions off adidili reeiireenesnisvoldbgaiiionigdimpenahldgiskltiee
or administrative due process.

This regulatory market for campliiance audiifing wauild iso appear to e
afuiitill subject for reesenvdh THeeusecofhgoredcipparppoedditeasa aredthdd
to contract for tiese sarvilaes arestics @ wmigue maiket iinwiid tihe wser can
contract for 2 specific ltawdloffaadititipg Itl pposiddeampenssttinpofdorexxarii-

nation of agency redlaiinndhips.

Is There a Need to Expand the Auditor’s Responsibility
for Direct Reporting of Illegal Acts?

As indicated above, the auditor already has a limited responsibility to re-
port illegal acts directly to regulators. Still, some regulatory agencies are re-
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questing that auditors assume more direct reporting responsibility. As a part
of tthe el Institutiioms Reffam, Reeoveeryanddiniéooeenant ASchofl IBR9,
the Secretary of tiine Tireasury weasiinsinucted to siudky tthe feasibility oifaddppt-
ing regulations similar to those of Emgjlandls BRatiking Mt 187, Thedt st
charges the U.K. acoountiing mrofession witthtiiretiadkaffddeebdpiiggsiaddadds

that define wikean tine Auditiar should repart ransgemeant itppapieiies diectly
to the Bank of Exmgjland!. [if anddidossinnbecUSS anecr segiieetitéoconmnnnnidasse

certain matters directly to regulators, how would this affect ttheirrediatoandtip
with management? Would it affectt ttie ltexel aif conmnminicasioonbeetveesntliee
two parties? These wotild also appear to be interesting research qtiestions.
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