ACCTG 527 – COMMUNICATIONS IN THE AUDIT ENGAGEMENT

“From the time accountants begin writing working papers and having that work reviewed, the quality of their written work affects supervisors’ assessments … If an accountant’s writing is weak, [the supervisor] must revise the work; over time, [the supervisor] may be less inclined to recommend the [staff person] for other engagements …. An accountant with excellent writing skills, by contrast, will be sought after by partners and managers alike.  Possessing excellent writing skills is one sure-fire way to stand out.”
Gale Ruby Cohen, CA Magazine, March 1993.  (Old article, but message is not outdated.)
I.
OVERVIEW OF COMMUNICATION EVENTS IN THE AUDIT ENGAGEMENT

The following events typically occur before and during an audit engagement:

	What?
	Type?
	Who?

	Engagement proposal
	Written and oral
	Partner and marketing department

	Engagement letter
	Written
	Partner and legal staff

	Planning meeting
	Oral
	Engagement partner

Engagement manager

Audit senior

Audit staff

	Planning memo

	Written
	Senior and/or staff

	Audit program
	Written
	Partner, manager, and senior

	Client interviews and follow-up memos to the file
	Oral and written
	Senior and staff

	Documenting working papers
	Written
	Senior and staff

	Management comments
	Primarily written, but also oral
	Senior and staff

	Material weaknesses report to management.  Comment letter.
	Written
	Senior and staff

	Audit report
	Written
	Team


II.
TAKING A CLOSER LOOK

A.
Engagement Proposal:
This outlines the services the accounting firm will provide, highlights special benefits the firm can offer the client, and estimates the fees for those services.  It is usually delivered in an oral presentation to the audit committee at the client’s place of business.  It is, essentially, a sales communication event.  Firms use proposals to distinguish themselves from their competition by emphasizing special features they can provide such as unique industry knowledge, expertise, and money-saving ideas.  You will prepare and present a proposal as part of the communications course in the spring quarter under Professor Gallic’s professional guidance.

B.
Engagement Letter:
This is essentially a contract between the accounting firm and the client.  It is always prepared and signed by someone in a position of considerable authority at the firm, usually a partner.  The content is a precise, clear, and detailed description of what the firm will do and when, explaining the firm’s responsibility for detecting errors and fraud, and confirming fees and billing arrangements.  Firms have strict guidelines and templates for this letter.  You will not be called on to write such a document during the early years of your career.
C.
Planning Meeting:
After the audit partner and manager have discussed and agreed on overall strategy for the audit, they convey their plans to the audit senior.  A meeting of the entire audit team is then held to discuss how the audit will be conducted and to agree on a plan for procedures and scheduling.  This meeting is often led by the senior.  Staffs accountants attending the meeting are expected to thoroughly prepare themselves by going through preliminary documents which will help them understand the client and its industry.  These documents include, but are not limited to, previous years’ work papers, the client’s annual reports and 10-Ks, accounting guides to the client’s industry, and FASB statements with which they might be unfamiliar but which are relevant to the client’s industry.  This last item is particularly important for staff personnel who have not worked on an audit for a client in this industry before.
A typical agenda for such a meeting is presented below.


I.
Introduction to the client.  (Audit senior)



A.
Client history



B.
Client’s industry environment



C.
Key client engagement personnel


II.
Time frame for the audit.  (Audit senior)



A.
Timing of planning and preliminary fieldwork



B.
Timing of fieldwork and report preparation



C.
Budgeted billable hours for team members


III.
Audit objectives and team expectations.  (Audit manager)



A.
Audit objectives, materiality, and audit approach



B.
Roles of the audit staff members



C.
Role of the audit senior


IV.
Firm’s audit strategy and goals.  (Audit partner)



A.
Possible problem areas



B.
Other issues

D.
Audit Planning Memo:
This is a formal, written document that summarizes the plan for the audit and dictates, to a large extent, the content of the audit.  The memo is prepared after the following information has been gathered:
· Evaluations of the client’s history

· Business and internal control system

· Results of analytical reviews performed

· Assessments of various types of risk to the audit

Planning memos generally contain, but are not limited to, the following types of information:

· Background of the client (information about formation of company, current ownership, products and/or services)
· Trends within the client’s industry (information about trends and events)
· Firm’s objectives for the audit

· Strategy for the audit

· Schedule and timing plans

· Risk areas and concerns

· Synopsis of audit program

E.
Audit Program:
This is a detailed set of written instructions that describes the audit procedures and the sequence in which they will be performed.  It is an important tool for controlling the progress and quality of the audit because it requires that the team specify in writing

The overall plan for the work;


Details of required audit procedures, often in the form of instructions for staff accountants working on the audit;


A means of controlling the time spent on the audit; and


Evidence of the work performed on the audit.

Because of the need for precision in this document, it is important to follow guidelines for writing clearly and concisely.  Basic concepts include the following:

1.
Use chronological order.  Properly written instructions create a step-by-step process for the reader.


2.
Number each step clearly.  Enumerating what to do first, second, third, and so forth, helps a reader stay on track.


3.
Treat closely related actions as a single step


(Example:  “Determine which bank accounts need subsequent period cutoff statements and write a letter to the bank(s) requesting that these statements be mailed to our post office box.”)

4.
Use active voice, not passive, and address the reader directly.  



Example:  “The Company’s physical inventory should be observed,” uses the passive voice and avoids addressing the reader directly.  “Observe the company’s taking of physical inventory,” uses active voice and is much more immediate in its impact.  See text Sections W3-9 on pages 129-130 and S4-c on page 96).

5.
Define any terms that may be unfamiliar to potential readers.


(Example:  “Request, review, and summarize the client’s IRMQ and compare results with the prior years’ file information.”  What is an IRMQ?  If it stands for Insurance Risk Management Questionnaire (IRMQ) then say so.


6.
Test the instructions by walking through them yourself to check for completeness and accuracy.

A brief excerpt from an audit program for cash audit procedures is presented below.
AUDIT PROGRAM

Company Name

Fiscal Year ending xx/xx/xx

Audit Procedures for Cash Account


1.
Send 12/31 confirmation request for each bank account and for balances in savings institutions, certificates of deposit, and compensating balances.  Use the standard confirmation forms to make these requests.  Mail second requests if necessary.


2.
Determine which bank accounts need subsequent-period cutoff statements, and write a letter to the bank(s) requesting that these statements be mailed to our post office box.


3.
Obtain bank reconciliations prepared by clients and perform the following procedures:



a.
Trace the balance according to the bank on the reconciliation to the standard bank confirmation form received from the bank.



b.
Trace the balance according to the books to the general ledger, the trial balance, and the cash lead schedule.



c.
Review cash receipts and disbursements in each bank account for two months prior to one month after 12/31 and perform other appropriate procedures to identify inter-bank transfer checks and deposits.

F.
Client Interviews:
Fact-gathering interviews with employees of the client company represent a large part of any audit.  Staff and senior accountants routinely conduct these interviews, which can include meetings with everyone from the company’s accounting clerks to its chief financial officer.

This can be a challenging communications task.  The auditor’s job is to probe into the client’s financial situation, to test systems and procedures, to identify weaknesses, and to uncover differences between policy and practice.  Auditors must maintain an attitude of skepticism towards all information they receive and withhold judgment about the client’s financial information until fieldwork has been completed.  It is understandable that potential interviewees may feel defensive and even reluctant to cooperate with the audit team.

Interviews can also be intimidating for the auditors.  This is particularly the case for new auditors who may have to interview client management personnel who are very powerful in the company.

For all the above reasons, client interviews must be approached with sensitivity and flexibility.  Consider turning them into opportunities to create a positive working relationship with the client, tot just as fact-gathering missions.

The following are tips for successful client interviewing:

1.
Prepare by learning everything you possibly can about the client’s company, its organization, and problem areas.

2.
Outline a plan for the interview.  Organize it by major subjects.  Write down detailed questions you intend to use for each of those subjects.

3.
Use a mixture of open and closed questions.  Too many closed questions in a row make interviewees feel that they are being interrogated.  (We’ll go over the preparation of questions later in this course.)

4.
Be punctual.

5.
Present a live affect.
  Begin the interview with a friendly smile and a FIRM handshake.  Look the interviewee in the eye.

6.
Break the ice with a friendly comment about the weather, a sports triumph by a local team (don’t you wish!), or a reference to an object on the interviewee’s desk or wall.  (Beware of commenting on photographs which could lead you to making assumptions that are not valid.  We’ll discuss that later also.)

7.
Begin with the simplest and least sensitive questions.  Proceed to the more difficult questions only when your rapport with the client seems to be well established.

8.
If you sense hostility or nervousness in the interviewee, try adjusting the tempo of your speech, gestures, and even your breathing to those of the listener.  Research indicates that listeners feel most comfortable with speech rates that mirror their own.

9.
Take notes, but try to do so unobtrusively.

10.
Write up your notes as soon as possible after the interview.

G.
Write-ups of Client Interviews:
These are memos addressed to the audit work papers.  Their importance cannot be overstated, since they create a record of part of the audit for multiple users.

1.
The audit supervisor.

2.
Other members of the audit team.

3.
Members of future audit teams.

4.
Attorneys and/or court officials should the audit later be subject to litigation by either party involved.

The body of the document is a short report that summarizes the interview and defends a conclusion.  It should contain the following:

1.
An introduction that provides the context and purpose of the memo.  It identifies the subject, purpose, and occasion of the report.

2.
A background description of the problem or situation that the accountant studied or was examining.

3.
An explanation of the circumstances of the case as presented as a result of the questions raised in the interview.  It could include a specific itemization of the client’s reasons for the company policy or procedure that is the area of inquiry.
4.
A conclusion that expresses the writer’s judgment about the facts presented.  Since this is a judgment call, not a fact, this paragraph typically beings with “It is my opinion“or “In my opinion.”
H.
Writing for the Audit Work Papers: This is perhaps the most significant writing that staff accountants do.  It consists of records of evaluated numerical data and descriptions of procedures performed.  This documentation helps those who supervise and review the audit team and provides crucial support for the audit opinion.

The work papers must contain correct and complete information.  The content must be clear to any future auditor, providing adequate detail but without using vague or ambiguous language.  They should also be succinct and concise.  Consider the following example relating to the performance of an audit procedure for cash:

Procedure: Trace all outstanding checks appearing on bank reconciliation as of a certain date to checks cleared in the bank statement of the subsequent month.

Documentation in the work papers states “Nothing came to my attention as a result of applying the procedure.”  This is not a description, it is a conclusion drawn by the writer without supporting evidence.  It does not tell potential readers what steps the writer took to review the reconciliation.  It simply asks the reader to take the writer’s word for the findings.
A much better version would be, “All outstanding checks appearing on the bank reconciliation were cleared in the subsequent month’s bank statement.”  This identifies what was done and provides proper documentation.

Types of work paper writing:

1.
Tick mark Descriptions of Procedures Perfumed.  Tick marks are annotations that auditors use to record their findings as they investigate the client’s systems and review the supporting documents.  Each tick mark (a number, letter, or other symbol) is keyed to a legend at the bottom of the document or on an attached page.  The legend indicates what each tick mark means by providing a brief explanation of what the auditor investigated, what was found, and the extent to which the auditor was satisfied with the information.

Although tick mark explanations must be concise because the space available for them is limited, they must also be complete and able to stand alone as substantive messages.  Members of the audit team should not have to consult other documents or ask for clarification to understand the tick mark explanations on a work paper
2.
Narrative Documentation of Operational Areas.  These are descriptive accounts that document the auditor’s investigation of the client’s systems, how they are working, which key employees are performing which tasks, and how information is being processed.  A well-written narrative is like a “flowchart in prose.”  It is easy to follow, with each step clear.

3.
Summaries of Tests Performed.  After gaining an understanding of and documenting operational procedures, auditors begin testing the procedures and controls.  This testing must be documented.  These narratives describe what was done and provide conclusions drawn from the results of the testing.  The form of this documentation can vary from firm to firm, but proper documentation always includes the following:
· A description of the internal control in question

· A summary of the test(s) performed

· The auditor’s conclusion about the quality of that control

4.
Analyses of Work Performed:  After auditing an account, auditors write a memo to the file.  These narratives discuss account audits.  They focus on the quantitative data obtained, analyze any internal control issues raised from the audit, and offer the auditor’s opinions on those issues.  Their function is analytical because they are written to discuss an issue raised by the facts of the audit in light of authoritative sources such as FASB Statements of Financial Position (SFAS) and AICPA Statements of Position (SOP).  It is important to note in these memos any problems encountered during the audit and to provide clear references to supporting documentation such as spreadsheets and references to relevant authority.
I.
Management Comment Letter:  During and after the fieldwork, staff auditors are expected to write management comments or descriptions of reportable conditions that they observed during the audit.
  There could be two versions of this letter: one directed to the audit committee that simply identifies the reportable conditions; a second directed to company management that includes suggestions for improvement to the client’s internal control system and/or to business operating methods.
These letters, particularly those to management, present challenges.  They must point out the client’s areas of weakness and, at the same time, motivate the client to make improvements.  Tone and sensitivity are of the utmost importance.  If these comments are written carelessly, they may offend the client and fail to achieve their purpose.  Remember, however, that since Sarbanes-Oxley, these letters no longer have a secondary function of providing a spring-board for developing additional value-added services such as consulting.

Well-written management letters describe the problem accurately, but do so in a way that identifies solutions.  They emphasize the positive effects that a solution will bring as well as the consequences that will ensue if the problem is ignored.  They motivate management to initiate change by presenting the situation clearly and logically.  Consider the following example:
“Finding:  Our investigation revealed that GenCorp does not summarize customer return credits.  The lack of a summary makes it difficult to monitor the propriety of credits issued or the existence of performance problems with a particular product line.  Furthermore, an evaluation cannot be readily performed at the end of each period to ensure that sales and profits are not overstated due to (arch!) significant returns in the following period

Recommendation:  Monthly, or at a minimum, quarterly, GenCorp should generate a report listing credits to assist management with monitoring sales returns.  In addition, a review of credits issued should be performed quarterly to prevent overstatement of profits.
Even though the writing is mechanically correct (except for the use of the ubiquitous “due to”), what is wrong?

Use of word “finding:” Suggests the auditor had to ferret out the truth about a situation rather than simply learn about it from the client.  Additionally, “Our investigation revealed that …” suggests GenCorp. Was trying to hide something.
Negativity in word choice and phrasing: “…does not summarize…,” “…the lack of a summary…,” “… evaluation cannot be readily performed … to ensure that sales and profit are not overstated.

Use of bossy language:  “Recommendation,”  “…at a minimum…,” “…should generate…,” “… a review of credits should be performed.”

Language that might provoke antagonism: “…to prevent overstatement of profits…” suggests that the company may be deliberately trying to overstate profits.

The following is a revised version to eliminate the above problems.

Observation:  GeoCorp processes customer return credits without summarizing them.  Regular summaries of these credits would help the company make better decisions about issuing credits and monitor performance problems with particular product lines.  In addition, regular summaries would allow the company to evaluate performance at the end of each period to ensure accurate statements of sales and profit.

Management Action:  Issuing a regular report (monthly or quarterly) listing credits issued would help management monitor sales returns.  Conducting a quarterly review of credits would help ensure that sales and profits are accurately stated.
Notice that the tone is still direct, but it is helpful rather than judgmental, bossy, negative, and accusatory.
J.
Since Sarbanes-Oxley, the report to management of material weaknesses is under the guidance of the PCAOB for public companies.  Although the management comment letter, as described in the previous section, is still applicable to audits of privately held companies, great care must now be taken to avoid including any recommendations to management that could be considered “consulting” work.  In such a report, focus only on a clear description of the condition that is being reported.

K
The Audit Report:
This is a complete package that contains the audited financial statements and an opinion letter.  As you know, the language of this letter is largely boilerplate and, in its traditional form, is dictated by the PCAOB.  Staff auditors usually do not participate in the writing of this letter.
L.
Final Comments – Audit Paper Review Process:  In the typical accounting firm hierarchy, staff accountants’ work papers are subject to review by the audit senior.  Those of seniors are reviewed by the audit manager and often by the audit partner.  The following are suggestions that will make your writing better able to withstand the scrutiny of your supervisor.
· Familiarize yourself thoroughly with the style, structure, and conventions of your firm’s work papers and other documents.

· Incorporate the basics of good writing:

· What is the primary purpose of the document?

· Who is/are the audience?

· Have I adopted the appropriate tone for this audience and the purpose of the document?

· Have I organized the material in the most effective way?

· Is the wording free from all mechanical errors?

· Have I proofread the document?

Remember – you may be the most knowledgeable auditor in the world, but unless you can communicate clearly, precisely, and effectively, you will be of little value to your firm, and your ability to advance in the profession will be severely compromised.
� 	Many of these documents are referred to as memos but they are not necessarily formatted in the traditional To, From, Subject, Date way.  They are, more properly, reports


� This relates to your animation level.  Obviously, you should not go overboard, but your face and body language should indicate that you are interested in the other person and that you want to engage in a friendly, but business-like, meeting.  The formal definition of affect with a descriptive example follows: Feeling or emotion, especially as manifested by facial expression or body language: "The soldiers seen on television had been carefully chosen for blandness of affect" (Norman Mailer).   (From “yourdictionary.com) 


� William A. Nolan, “Reading People,” Internal Auditor 52, no.2 (April 1995): 50


� A reminder.  Reportable conditions are “matters coming to the auditor’s attention that, in his judgment, should be communicated to the audit committee because they represent significant deficiencies in the design or operations of the internal control structure, which could adversely affect the organization’s ability to record, process, summarize, and report financial data consistent with the assertions of management in the financial statements.”  (Communication of Internal-Control-Structure-Related Matters Noted in an Audit, SAS No. 60, AU section 325, New York; AICPA , 1989.)  (The gender bias in this wording belongs to the AICPA and is solely responsible for its implications.)
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