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Abstract

During the past thirty years we have seen an increase in the number of companies that have committed some form of financial shenanigans. Some of these companies have manipulated Generally Accepted Accounting Principles to present themselves as financially sound. Others have committed fraud to achieve the same objective. With this type of corporate behavior there is an increasing need for better auditing and more reliable audited financial statements. The purpose of this paper is to read and study a comprehensive case as presented in the textbook Contemporary Auditing: Real Issues and Cases and answer the questions as listed at the end of the case study. I decided to select case 1.10 United States Surgical Corporation.

Comprehensive Case United States Surgical Corporation


To fully appreciate this paper it is recommended that the case study along with the associated questions be read prior to reading this paper.

Question one from the case study focuses on what audit procedures should have been performed by the auditing firm for the 1981 audit period that would help increase the possibility of detecting the overstatement of the leased and loaned assets due to the fact that United States Surgical Corporation did not properly account for asset retirements.

In every organization or institution, standards that were developed by regulatory bodies have to be adhered to. Standards [result] in the formulation of proper principles and procedures to be followed including audit plans, measurable objectives and performance targets to ensure that the necessary standard is adopted depending on the circumstances or environment of the state entity.  (Audit Procedures Manual, 2006, p. 1)

The following audit procedures along with test of controls would help increase the possibility of detecting the overstatement.

Control Objective: 

“Determine whether the company has adequate and effective disposal policies and procedures, which will aid in maintaining accurate fixed asset records.”

Test of Control (Procedure):

“1. Review the policies for disposing of/ retiring capital assets.

2. Review the authorization policies for capital asset disposal/ retirements. 3. Review the policies for reporting items that are retired or abandoned. Make a note of how applicable gains/losses are recognized.

4. On a sample basis, select 5 retired capital assets from the fixed assets records and perform the following tests:

Assess whether the assets retirement was properly approved and whether this was done on a timely basis. Establish whether record of the asset retired was properly removed from the general ledger and fixed asset register (if no longer in use). Check whether any applicable gains and losses were recognized and reported on a timely basis.

5. Ensure that only a specific employee/employees have access to the asset records for performing the asset retirement function.” (Meiring, 2001, p. 5)

The following additional procedures should have been developed based on the facts and circumstances surrounding the audit:

For the year 1981 develop a spreadsheet of all the additions to and deletions from the “Other Asset” account. Start with beginning balance as of the beginning of the year, add all additions, subtract all deletions, and tie out to the ending balance at the end of the year. This spreadsheet could be developed by downloading data from other source documents and expanded to include depreciation, etc. Take a scientific sample of additions to this spreadsheet and trace these acquisitions to source documents that substantiate the purchase of these assets. Verify that these assets have not been duplicated elsewhere in the books and records of United States Surgical Corporation. Downloading the entire fixed asset sub-ledger into a spreadsheet and performing an advanced sort and matching of data could achieve this objective.

Question two addresses the issue that United States Surgical Corporation extended the useful life of some of its fixed assets and implemented salvage values for the first time ever. There are situations where this can be within the guidelines of Generally Accepted Accounting Principles. According to APBO Number 20, which was applicable during the 1981 audit period, changes in accounting estimates for asset salvage values and useful life are permissible when updated information is made available that reflects more accurate data and estimates. “Changes are handled Prospectively, since estimates are an inherent part of accounting. Example -- Change in estimate of salvage value or useful life.” (Anderson, 2009, p. 3)


Currently FASB Statement Number 154 states, “This Statement also requires that a change in depreciation, amortization, or depletion method for long-lived, nonfinancial assets be accounted for as a change in accounting estimate effected by a change in accounting principle. This Statement carries forward without change the guidance contained in Opinion 20 for reporting the correction of an error in previously issued financial statements and a change in accounting estimate. This Statement also carries forward the guidance in Opinion 20 requiring justification of a change in accounting principle on the basis of preferability.” (FASB, 2005, p. 2)


The key issue in regard to the 1981 financial statements for United States Surgical Corporation is why management made the decision to extend the useful lives of certain assets and implement salvage values. What support did they have to make the change? The auditor should have been looking for some engineering studies, mechanical reports, or other type of documentation that would support the premise that the assets were lasting longer than originally estimated and had a salvage value.


According to the case study, “In 1981, USSC also understated depreciation expense on several fixed assets by arbitrarily extending their useful lives and establishing salvage values for them for the first time.” (Knapp, 2009, p. 126) The key operative word is “arbitrarily,” which means without support. This change in accounting estimate is clearly not in accordance with Generally Accepted Accounting Principles. If we assume that these changes are material to the financial statements, then at a minimum, a separate footnote to the financials statements should outline this change. Information such as what depreciation would have been before the change in estimate should be presented along with the current methodology. Also the impact on net income or loss should be disclosed. Based on the information provided, the auditor may be required to qualify their report.


Question three requires the preparation of common sized financial statements based on the financial statements provided in the case study for the years 1979, 1980, 1981. Question three also requires the computation of key liquidity, solvency, and profitability ratios for the years 1980 and 1981. The financial statement format presented in the text was used. The following financial statements and ratios are presented to fulfill the requirements of question three:

	U.S. Surgical Corporation

	Consolidated Balance Sheets 1979-1981 (000s Omitted)

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	December 31,
	
	

	
	
	
	
	
	1981
	
	1980
	
	1979

	Current Assets:
	
	
	
	
	
	

	
	Cash
	
	
	 $            426 
	
	 $         1,243 
	
	 $            596 

	
	Receivables (Net)
	
	          36,670 
	
	          30,475 
	
	          22,557 

	
	Inventories:
	
	
	
	
	
	

	
	
	Finished Goods
	
	          29,216 
	
	            9,860 
	
	            5,685 

	
	
	Work In Process
	
	            5,105 
	
	            2,667 
	
	            1,153 

	
	
	Raw Materials
	
	          20,948 
	
	          18,806 
	
	            7,365 

	
	
	
	
	
	          55,269 
	
	          31,333 
	
	          14,203 

	Other Current Assets
	
	            7,914 
	
	            1,567 
	
	            1,820 

	
	
	Total Current Assets
	        100,279 
	
	          64,618 
	
	          39,176 

	
	
	
	
	
	
	
	
	
	

	Property, Plant, And Equipment:
	
	
	
	
	

	
	Land
	
	
	            2,502 
	
	            2,371 
	
	            1,027 

	
	Buildings
	
	          32,416 
	
	          18,511 
	
	          13,019 

	
	Molds and Dies
	
	          32,082 
	
	          15,963 
	
	            8,777 

	
	Machinery and Equipment
	          40,227 
	
	          23,762 
	
	          12,362 

	
	
	
	
	
	        107,227 
	
	          60,607 
	
	          35,185 

	
	Allowance For Depreciation
	         (14,953)
	
	           (9,964)
	
	           (6,340)

	
	
	
	
	
	          92,274 
	
	          50,643 
	
	          28,845 

	Other Assets
	
	          14,786 
	
	            3,842 
	
	            2,499 

	
	
	Total Assets
	
	 $     207,339 
	
	 $     119,103 
	
	 $       70,520 

	
	
	
	
	
	
	
	
	
	

	Current Liabilities:
	
	
	
	
	
	

	
	Accounts Payable
	
	 $       12,278 
	
	 $         6,951 
	
	 $         6,271 

	
	Notes Payable
	
	                   - 
	
	                   - 
	
	            1,596 

	
	Income Taxes Payable
	                   - 
	
	            1,685 
	
	                   - 

	
	Current Portion of Long-
	
	
	
	
	

	
	
	Term Debt
	
	              724 
	
	              666 
	
	              401 

	
	Accrued Expenses
	
	            5,673 
	
	            5,130 
	
	            5,145 

	
	
	Total Current Liabilities
	          18,675 
	
	          14,432 
	
	          13,413 

	
	
	
	
	
	
	
	
	
	

	Long-Term Debt
	
	          80,642 
	
	          47,569 
	
	          33,497 

	Deferred Income Taxes
	
	            7,466 
	
	            2,956 
	
	            1,384 

	
	
	
	
	
	
	
	
	
	

	Stockholders' Equity:
	
	
	
	
	
	

	
	Common Stock
	
	            1,081 
	
	              930 
	
	              379 

	
	Additional Paid-in Capital
	          72,594 
	
	          34,932 
	
	          10,736 

	
	Retained Earnings
	
	          32,665 
	
	          20,881 
	
	          13,189 

	
	Translation Allowance
	           (1,086)
	
	                   - 
	
	                   - 

	
	Deferred Compensation - from
	
	
	
	
	

	
	
	Issuance of Restricted Stock
	           (4,698)
	
	           (2,597)
	
	           (2,078)

	
	Total Stockholders' Equity
	        100,556 
	
	          54,146 
	
	          22,226 

	
	
	Total Liabilities and
	
	
	
	
	

	
	
	Stockholders' Equity
	 $     207,339 
	
	 $     119,103 
	
	 $       70,520 


	U.S. Surgical Corporation

	Consolidated Income Statements 1979-1981 (000s Omitted)

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	December 31,
	
	

	
	
	
	
	
	1981
	
	1980
	
	1979

	
	
	
	
	
	
	
	
	
	

	Net Sales
	
	
	 $     111,800 
	
	 $       86,214 
	
	 $       60,876 

	Costs and Expenses:
	
	
	
	
	
	

	
	Cost of Products Sold
	          47,983 
	
	          32,300 
	
	          25,659 

	
	Selling, General, and
	
	
	
	
	

	
	
	Administrative *
	
	          45,015 
	
	          37,740 
	
	          23,935 

	
	Interest
	
	
	            5,898 
	
	            4,063 
	
	            3,403 

	
	
	
	
	
	          98,896 
	
	          74,103 
	
	          52,997 

	
	
	
	
	
	          12,904 
	
	          12,111 
	
	            7,879 

	Income Taxes
	
	
	
	
	
	

	
	Federal and Foreign
	
	              795 
	
	            3,406 
	
	            2,279 

	
	State and Local
	
	              325 
	
	              820 
	
	              471 

	
	
	
	
	
	            1,120 
	
	            4,226 
	
	            2,750 

	
	
	Net Income
	
	 $       11,784 
	
	 $         7,885 
	
	 $         5,129 

	
	
	
	
	
	
	
	
	
	

	Net Income per common share
	 $           1.13 
	
	 $           0.89 
	
	 $           0.68 

	
	and common share equivalent
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Average number of common shares
	
	
	
	
	

	
	and common share equivalents
	
	
	
	
	

	
	Outstanding
	
	    10,403,392 
	
	     8,816,986 
	
	     7,555,710 

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	*Included in the amounts for this line item are the following research and development expenses:

	1981 - $1,337, 1980 - $3,020, 1979- $2,289.
	
	
	
	
	


	U.S. Surgical Corporation

	Consolidated Balance Sheets 1979-1981 (Common Size)

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	December 31,
	
	

	
	
	
	
	
	1981
	
	1980
	
	1979

	Current Assets:
	
	
	
	
	
	

	
	Cash
	
	
	0.2%
	
	1.0%
	
	0.8%

	
	Receivables (Net)
	
	17.7%
	
	25.6%
	
	32.0%

	
	Inventories:
	
	
	
	
	
	

	
	
	Finished Goods
	
	14.1%
	
	8.3%
	
	8.1%

	
	
	Work In Process
	
	2.5%
	
	2.2%
	
	1.6%

	
	
	Raw Materials
	
	10.1%
	
	15.8%
	
	10.4%

	
	
	
	
	
	26.7%
	
	26.3%
	
	20.1%

	Other Current Assets
	
	3.8%
	
	1.3%
	
	2.6%

	
	
	Total Current Assets
	48.4%
	
	54.3%
	
	55.6%

	
	
	
	
	
	
	
	
	
	

	Property, Plant, And Equipment:
	
	
	
	
	

	
	Land
	
	
	1.2%
	
	2.0%
	
	1.5%

	
	Buildings
	
	15.6%
	
	15.5%
	
	18.5%

	
	Molds and Dies
	
	15.5%
	
	13.4%
	
	12.4%

	
	Machinery and Equipment
	19.4%
	
	20.0%
	
	17.5%

	
	
	
	
	
	51.7%
	
	50.9%
	
	49.9%

	
	Allowance For Depreciation
	-7.2%
	
	-8.4%
	
	-9.0%

	
	
	
	
	
	44.5%
	
	42.5%
	
	40.9%

	Other Assets
	
	7.1%
	
	3.2%
	
	3.5%

	
	
	Total Assets
	
	100.0%
	
	100.0%
	
	100.0%

	
	
	
	
	
	
	
	
	
	

	Current Liabilities:
	
	
	
	
	
	

	
	Accounts Payable
	
	5.9%
	
	5.8%
	
	8.9%

	
	Notes Payable
	
	0.0%
	
	0.0%
	
	2.3%

	
	Income Taxes Payable
	0.0%
	
	1.4%
	
	0.0%

	
	Current Portion of Long-
	
	
	
	
	

	
	
	Term Debt
	
	0.3%
	
	0.6%
	
	0.6%

	
	Accrued Expenses
	
	2.7%
	
	4.3%
	
	7.3%

	
	
	Total Current Liabilities
	9.0%
	
	12.1%
	
	19.0%

	
	
	
	
	
	
	
	
	
	

	Long-Term Debt
	
	38.9%
	
	39.9%
	
	47.5%

	Deferred Income Taxes
	
	3.6%
	
	2.5%
	
	2.0%

	
	
	
	
	
	
	
	
	
	

	Stockholders' Equity:
	
	
	
	
	
	

	
	Common Stock
	
	0.5%
	
	0.8%
	
	0.5%

	
	Additional Paid-in Capital
	35.0%
	
	29.3%
	
	15.2%

	
	Retained Earnings
	
	15.8%
	
	17.5%
	
	18.7%

	
	Translation Allowance
	-0.5%
	
	0.0%
	
	0.0%

	
	Deferred Compensation – from
	
	
	
	
	

	
	
	Issuance of Restricted Stock
	-2.3%
	
	-2.2%
	
	-2.9%

	
	Total Stockholders' Equity
	48.5%
	
	45.5%
	
	31.5%

	
	
	Total Liabilities and
	
	
	
	
	

	
	
	Stockholders' Equity
	100.0%
	
	100.0%
	
	100.0%


	U.S. Surgical Corporation

	Consolidated Income Statements 1979-1981 (Common Size)

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	December 31,
	
	

	
	
	
	
	
	1981
	
	1980
	
	1979

	
	
	
	
	
	
	
	
	
	

	Net Sales
	
	
	100.0%
	
	100.0%
	
	100.0%

	Costs and Expenses:
	
	
	
	
	
	

	
	Cost of Products Sold
	42.9%
	
	37.5%
	
	42.1%

	
	Selling, General, and
	
	
	
	
	

	
	
	Administrative *
	
	40.3%
	
	43.8%
	
	39.3%

	
	Interest
	
	
	5.3%
	
	4.7%
	
	5.6%

	
	
	
	
	
	88.5%
	
	86.0%
	
	87.1%

	
	
	
	
	
	11.5%
	
	14.0%
	
	12.9%

	Income Taxes
	
	
	
	
	
	

	
	Federal and Foreign
	
	0.7%
	
	4.0%
	
	3.7%

	
	State and Local
	
	0.3%
	
	1.0%
	
	0.8%

	
	
	
	
	
	1.0%
	
	4.9%
	
	4.5%

	
	
	Net Income
	
	10.5%
	
	9.1%
	
	8.4%

	
	
	
	
	
	
	
	
	
	

	Net Income per common share
	0.00 
	
	0.00 
	
	0.00 

	
	and common share equivalent
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Average number of common shares
	
	
	
	
	

	
	and common share equivalents
	
	
	
	
	

	
	outstanding
	
	    10,403,392 
	
	     8,816,986 
	
	     7,555,710 

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	*Included in the amounts for this line item are the following research and development expenses:

	1981 - $1,337, 1980 - $3,020, 1979- $2,289.
	
	
	
	
	


	U.S. Surgical Corporation

	Liquidity, Solvency, Activity, Profitability Ratios 1980-1981

	
	
	
	

	
	1981
	
	1980

	
	
	
	

	Current Ratio
	             5.37 
	
	             4.48 

	Quick Ratio
	             1.78 
	
	                 -   

	Quick Assets
	 $       45,010 
	
	 $       33,285 

	Net Working Capital Ratio
	             0.24 
	
	                 -   

	Net Working Capital
	 $       81,604 
	
	 $       50,186 

	
	
	
	

	Profitability Analysis Ratios
	
	
	

	Return On Assets (ROA)
	7.22%
	
	8.32%

	Average Total Assets
	 $     163,221 
	
	 $       94,812 

	Return On Equity (ROE)
	15.23%
	
	20.65%

	Average Stockholders' Equity
	 $       77,351 
	
	 $       38,186 

	Return On Common Equity (ROCE)
	14.45%
	
	19.46%

	Average Common Stockholders' Equity
	 $         81,542 
	
	 $         40,524 

	Profit Margin
	10.54%
	
	9.15%

	Earnings Per Share (EPS)
	 $           1.13 
	
	 $           0.89 

	
	
	
	

	Activity Analysis Ratios
	
	
	

	Assets Turnover Ratio
	             0.68 
	
	             0.91 

	Accounts Receivable Turnover Ratio
	             3.33 
	
	             3.25 

	Average Accounts Receivable
	 $       33,573 
	
	 $       26,516 

	Inventory Turnover Ratio
	
	
	

	Average Inventories
	 $       43,301 
	
	 $       22,768 

	
	
	
	

	Capital Structure Analysis Ratios
	
	
	

	Debt To Equity Ratio
	             1.06 
	
	             1.20 

	Interest Coverage Ratio
	             3.19 
	
	             3.98 

	Income Before Interest and Income Tax Expenses
	 $       18,802 
	
	 $       16,174 



Based on the data presented, the high risk financial statement items for the 1981 United States Surgical Corporation audit are as follows: Finished Goods Inventory, Molds and Dies, Allowance for Depreciation, Other Assets, Accrued Expenses, and Net Sales.


Question four addresses certain factors that create a power imbalance between the auditor and the client. In most cases these imbalances are in favor of the client.

“A number of studies have identified factors that might influence the auditor’s decision to accept the client position in a dispute. These include the nature of the item under dispute (Wright & Wright, 1997; Knapp, 1985); the relative power of the client and the auditor (Knapp, 1985; Windsor & Ashkanasy, 1995); the auditor’s level of moral reasoning (Tsui & Gul, 1995; Windsor & Ashkanasy, 1995) and the likelihood of litigation (Farmer, Rittenberg & Trompeter, 1987; Goodwin & Trotman, 1995). However, few studies have focused on the negotiation process that takes place between the auditor and client management in order to reach an outcome.” (Goodwin, 2000, p. 3)


When we consider that the client has the power of selecting the audit firm and also setting the compensation along with the approval of monetary fees, it is apparent that the client is in a superior negotiating position.

“The negotiation model developed by Gibbins et al. (2000) contains some features that are basic to all negotiation situations and some that are distinctive to the auditor-client situation. Their model is comprised of three elements – the issue, the auditor-client process and the outcome. An important part of the process element in any negotiation to resolve a dispute is the bargaining strategy adopted by the parties involved (Gibbins et al. 2000). In turn, bargaining strategy is closely linked to the conflict management style used by the parties (Rojot, 1991).” (Goodwin, 2000, p. 4) 

Hence a bargaining strategy for the client is the auditor’s desire to be paid and retained for future work. Even with audit committees, the client still has this power.

“It has been argued that client management has an inherent advantage in negotiating disputes because of the auditor’s dependence on client fees (Windsor & Ashkanasy, 1995, Mautz & Sharaf, 1961). A number of researchers have provided evidence that, under certain conditions, auditors may collude with the client, thereby agreeing to waive a financial statement adjustment they perceive to be necessary (Wright & Wright, 1997; Krishnan & Krishnan, 1996). Evidence suggests that factors such as the risk of losing the client (Farmer et al., 1987; Goodwin & Trotman, 1995; Craswell, 1988), and the provision of management advisory services (Knapp, 1985; Lindsay, 1989 and 1990; Gul, 1991) may influence auditors to accept the client position in a dispute.” (Goodwin, 2000, p. 7) 

One measure the profession has taken to help prevent this problem is the audit committee. Other measures that can be taken are: rotation of auditing firms every three to five years, a conflict oversight committee established independent of the audit committee and management that could mediate differences of opinion in regard to audit related issues, and a separate report to accompany the audited financial statement that explains how conflicts were resolved. Lastly the auditor should evaluate potential new clients to screen out problem clients.

“Evaluating a potential client is an expensive undertaking. Potential clients are evaluated through extensive interviews, evaluation by in-house industry experts, and preliminary audit planning. The audit partner uses prior experience to make judgments about a prospective client. Decisions about a client have long lasting implications for the auditor and the client.” (Kerr, 2007, p. 1)


Question five goes into the details of evidence that was analyzed and collected by the auditor to support capitalizing generic tooling modifications. Did the auditor follow Generally Accepted Auditing Standards when evaluating the evidence? Were the auditor’s conclusions in regard to capitalizing generic tooling modifications justified?


Auditing evidence is essential to performing an audit. “Audit evidence is all the information used by the auditor in arriving at the conclusions on which the audit opinion is based and includes the information contained in the accounting records underlying the financial statements and other information.” (AICPA, 2006, p. 1)

The auditor’s evidence to support capitalizing generic tooling modifications was inquiry and the touring of a factory. The auditor toured the plant where these items were made, and based on limited inquiry, decided to accept the capitalization of generic tooling modifications. This decision was made even after invoices were reviewed that suggested that these amounts should not be capitalized. The auditor failed to support the capitalization of these tooling costs with substantive test work. The auditor relied on the comments of management, which at this point in the audit, were subject to integrity issues. Thus the auditor Mr. Hope was not justified in allowing these costs to remain capitalized. According to the Journal of Accountancy:

“Another common deficiency the SEC alleged, present in 40% of cases, involved overreliance on inquiry as a form of audit evidence. The agency cited auditors for failing to corroborate management’s explanations or to challenge explanations that were inconsistent or refuted by other evidence the auditor had already gathered.” (Beasley, 2001, p. 3)


Question six goes directly to the issue of whether the auditor properly investigated the tooling charges being paid and recorded by United States Surgical Corporation, and whether the auditor should have taken any additional steps when performing the audit. Question six also addresses the fact that when an auditor believes that a client has committed illegal acts, the auditor is required to take additional audit procedures.


Once the auditor discovered that there were invoices from other vendors that allude to the fact that these tooling costs should be expensed for production purposes, the audit program should have been tailored to test enough of these costs to properly determine the proper allocation. Tests should have been developed to determine the validity of these costs. A confirmation request directed toward the various vendors might have been appropriate. In addition the auditing firm should comply with SAS 99.

“SAS No. 99 also requires the auditor to evaluate accounting estimates for management bias using retrospective look-back procedures. Auditors should consider whether differences in current estimates indicate a management bias and, if so, the impact on their consideration of the estimates taken as a whole. It is also necessary to do a retrospective review of significant estimates reflected in the prior year's financial statements (i.e., sales returns and allowances, accounts receivable allowances, inventory reserves, asset valuations, contingencies, etc.) and assess whether the judgments and assumptions indicate any bias. The auditor should then apply the information obtained from the look-back analysis in his or her assessment of any bias in the current year estimates. If a bias is identified, the auditor will need to assess whether it represents a risk of material misstatement due to fraud. The auditor should also evaluate the business rationale for significant unusual transactions, and understand the business reasons for each transaction.” (Casabona, 2003, p. 2) 

Since the amounts of these costs are material, the auditing firm should have retained an expert in this area of manufacturing and cost allocation. In addition, the audit firm should have retained legal counsel to determine if a legal opinion is required in this matter based on the potential of misrepresentation by the client and the report of the expert.

“Whenever the auditor determines that there is evidence of fraud, he or she should bring it to the attention of the appropriate level of management. This should be done even if the matter is considered inconsequential. Fraud involving senior management or fraud that causes a material misstatement of financial statements should be reported directly to the audit committee or equivalent. The auditor also should consider the need to issue a report on reportable conditions.” (PA Bureau of Audits, 2005, p. 4)

In this situation the auditor may want to consider withdrawing from the engagement.  


 Question seven requires an answer to a potential problem when an auditing firm has two clients that do business together. The main issue is whether information can or should be shared among the audit teams of the respective clients. In addition, and beyond the case study question, is the issue of the auditing firm being careful to make sure client’s information is not being exposed to the other client.


This last question is a very difficult one. It raises issues in regard to client confidentiality, information sharing agreements, and how this type of information exchange should be properly managed.


It is my opinion that one of the most important issues in regard to financial reporting is accuracy. Financial statements need to be accurate and reliable. When an audit firm is in a unique situation in which audit clients conduct business together, can sharing information between the audit teams increase accuracy? Maybe. But at what cost, and to what degree of legal exposure? Sure a qualified attorney could draft up an information sharing agreement authorized by the respective clients to help document the understanding and minimize the legal exposure of the auditors, but is it worth it? What type of new relationship does this create between the auditor and the client? What types of questions will the client ask of staff members when they are performing auditing functions? What happens if the two clients have a falling out? All of these issues and more need to be explored. For example:

“In particular, firms with industry specialization may be faced with potential conflicts of interest arising from auditor-client relationships with two or more companies within an industry. This can result in the intentional or inadvertent release of proprietary client information to a competitor, the consequences of which can be significant. These consequences include dissension in the accountant-client relationship, the loss of a client, enforcement actions from regulators and the AICPA, and litigation.” (McAllister & Cripe, 2008, p. 2)

If the accuracy and reliability can remain in effect, even if it takes a little more work, the audits should be conducted independently of each other. Keeping audit issues private is very important. “Moreover if your brother sins against you, go and tell him his fault between you and him alone. If he hears you, you have gained your brother.” (Matthew 18:15)
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