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CHAPTER IV

MULTINATIONAL AND INTERNATIONAL ISSUES OF SECURITIES

. ACCOUNTING AND AUDITING STANDARDS IN RELATION TO

A. Introduction

The accounting and auditing concepts discussed in this chapter
concentrate on the United States, Canada, the Member Countries of the
European Economic Community (EEC), and Japan. The markets in
these countries account for the greater part of securities trading
in the world today.

B. Standard Setting - Accounting Principles

The manner in which accounting principles are established
varies between countries. Accounting principles are promulgated
either by governmental bodies, private standard setting bodies,
or a combination of the two. There are reasons for the different
approaches to standard setting, including legal, cultural, economic

. and political. One factor that seems to have played a more signi-
ficant role than others is the degree of diversity of ownership
interests in business enterprises in a couhtry. 1/ Where corporate
_ownership is conce trated in the hands of a few institutional
holders, or where family held businesses predominate, there is
often less impetus for the development of comprehensive, sophisti-
cated financial reporting systems. Consequently, accounting pro-
fessions in those countries may be less advanced and have less

influence in the standard-setting processes. To the extent that

l/ John N. Turner, "International Harmonization: A Professional
Goal," Journal of Accountancy (New York, NY: American Insti-
tute of Certified Public Accountants-(January, 1983)), 60.
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there are generally accepted accounting principles and practices
in those countries, they are promulgated largely by governmental
agencies and embodied in various company laws or other statutes
that are often driven by the information needs of the oublic
sector. On the other hand, where corporate ownership is more
diverse, audited financial statements take on much greater sig-
nificance, and this in turn increases the i1nfluence of private
sector bodies., In the United Kingdom and Australia, for example,
accounting principles are broadly stated in company law and
amplified through standards established by the accounting
profession, generally under the oversight and with the backing

of governmental entities. Aand, at the federal level in Canada,
relevant statutory provisions defer to the recommendation of

the Canadian Institute of Chartered Accountants for authoritative
accounting standards.

1. Private Sector Standard Setting

Standard setting in the private sector is best illustrated
by the process in the U.S. Although the government, through
the SEC, does have the authority to set accounting standards,
in general accounting principles are established in the private

sector. 2/ The Financial Accounting Standards Board (FASB) is

2/ A detailed description of the process is contained in the
"Statement of John S.R. Shad, Chairman of the Securities
and Exchange Commission Before the House Subcommittee
on Oversight and Investigations of the Committee on
Energy and Commerce," dated March 6, 1985,
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recognized by the SEC as the private sector body having the
designated authority to establish standards of financial accounting
and reporting. The resulting general purpose financial statements
are designed for investors and other users seeking timely,
reliable information that fairly presents operating results and
financial position.

In 1938, the SEC stated its policy, in Accounting Series Release
(ASR) No. 4, that financial statements filed with the Commission,
for which there was no substantial authoritative support, would
be presumed to be misleading. This policy encouraged the account-
ing profession to establish standards narrowing the areas of
difference in accounting practices. g/ And, in 1938, the American
Institute of Certified Public Accountants (AICPA) created the
Committee on Accounting Procedure. This Committee was followed
by the Accounting Principles Board (APB) in 1958, and, because
of the APB's inability to narrow alternative accounting stan-

dards, 4/ by the FASB in 1972.

g/ John C. Burton, Russel E. Palmer and Robert S. Kay, Handbook
of Accounting and Auditing (Boston: Warren, Gorham & Lamont,
1981), 41-8.

4/ Bruce Bublitz and Robert Kee, "Do We Need Sunset Requirements
for FASB Pronouncements?" Journal of Accounting, Auditing and
Finance (Winter 1984): 123
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The SEC reiterated its policy of reliance on the private
sector in ASR No. 150 upon creation of the FASB. The release

stated, in part:

" the Commission has historically looked to

the standard-setting bodies designated by the
profession to provide leadership in establishing
and improving accounting principles. The deter-
minations by these bodies have been regarded by
the Commission, with minor exceptions, as being
responsive to the needs of investors."”

The FASB follows a multi-step process in developing an
accounting standard, similar to the rule-making procedures used
by government agencies. Initially, in~-depth research is done.
Typically, this is followed by a discussion memorandum, exposure
draft, the receipt and review of comment letters from interested
parties, public hearings, and the final promulgation of a
standard. 5/

Although the Commission's expressed policy is to rely on the
private sector for standard setting, the Commission has significantly
influenced that process. The Commission exerts its influence through
various programs, such as: rulemaking initiatives which supplement

accounting standards, implement financial disclosure requirements

and establish independence criteria for accountants; g/ the review

;/. The Board also issues pronouncements other than standards
' (namely, interpretations and technical bulletins), following
somewhat less extensive procedures.

6/ Many times these initiatives have triggered standard setting in
the private sector. Example include lease disclosure, the
moratoriums on the capitalization of interest and computer
software costs, inflation accounting, and the development of

supplemental oil and gas disclosures.
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and comment process which results in improvement of filings,
identification of emerging accounting issues (which can result
in rulemaking or private sector standard-setting), and identifi-
cation of problems warranting enforcement actions; the enforcement
program, which imposes legal sanctions and serves to deter
irregularities by enhancing the care with which registrants and
their accountants analyze accounting issues; and oversight of
private sector efforts to establish accounting and auditing
standards and to improve the quality of audit practice. 7/

The SEC imposes requirements as to form and content of
financial statements in addition to those required by generally
accepted accounting principles (GAAP). These requirements are
contained in Regulation S-X, 8/ which addresses those areas
(generally disclosure as opposed to measurement principles)
where GAAP is not explicit. 9/ Commission interpretative Financial
Reporting Releases and Staff Accounting Bulletins issued by the
Commission's staff also address areas where GAAP is not express.

2., Statutory Standard Setting

There are several problems that may result from the estab-

lishment of accounting principles by governmental bodies. First,

7/ U.S. Securities and Exchange Commission 1986 Annual Report.

8/ Chapter II, Title 17 of the Code of Federal Regulations,
Part 210.

9/ ASR No. 280 (September 2, 1980).
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tax regulations tend to influence the presentation of financial
statements. This can be a significant factor in countries where
the financial statements generally must agree with the tax returns.
Because the objectives of fiscal authorities often conflict
with the needs of investors, this conformity requirement often
frustrates the fair presentation of financial condition and opera-
ting results. This is the situation in Japan, where government
influence on business can be described as both pervasive and
supportive. 10/ The Japanese government exercises its accounting
standard setting authority through tax regulation, the Commercial
Code, and the Securities and Exchange Law. 11/

Under the tax regulations in Japan (and some other statu-
tory countries), companies must incorporate special reserves in
the financial statements in order to deduct them for tax purposes.,
The special reserves cause a distorted presentation of the financial
statements and so would not appear in a balance sheet of a U.S.

reporting entity. 12/ The Commercial Code, administered by the

10/ Leslie G. Campbell, Accounting and Financial Reporting in
Japan (London: Lafferty Publications Ltd., 1985), 70

Interestingly, Japan is an exception to the general obser-
vation that statutory standard setting is most likely in
countries where ownership of companies is concentrated

in the hands of a few. Japanese individuals own a significant
equity interest in listed Japanese companies. The 1984 Fact
Book of the Tokyo Stock Exchange (P.41) places that ownership
at 28% at the end of 1983. Japanese businesses accept govern-
ment intervention as legitimate and necessary.

11/ 1d. at 4.

12/ 1d4. at 5.
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Ministry of Justice, is designed to emphasize the protection of
creditors over that of investors. Accordingly, net worth and
balance sheet strength are stressed over income measurement. 13/
Japan also has a Securities and Exchange Law which is in
many respects modeled after the U.S. Securities Act of 1933 and
Securities Exchange Act of 1934, Under the Japanese Securities
and Exchange Law all publicly held companies must file a second
set of financial statements with the Ministry of Finance, which
administers the law and has the power to establish accounting
and auditing standards applicable to financial statements filed
with it. The Ministry has an advisory body called the Business
Accounting Deliberation Council, whose members are drawn from
industry, the accounting profession, government and the univer-
sities, and have an accounting background, or at least a strong
interest in financial reporting. Consequently, while the net
income of financial statements filed with the Ministry must be
the same as statements prepared in accordance with the Commercial
Code, the disclosure required under the Securities and Exchange
Law is much greater. 14/ Perhaps the most significant differences
under the Securities and Exchange Law and the Commercial Code
are the requirements of the former for supplemental consolidated

financial statements and audits by independent accountants.
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The additional requirements of the Ministry of Finance are
relatively recent and quite significant. While the Commercial
Code is still extant, there seems to be a shift within the gov-
ernment towards acceptance of the views of the Ministry of Finance
and a more economic approach in financial reporting. 15/

3. Problems Posed by Differences in Accounting Standards

Differences in accounting standards present significant obsta-
cles to international capital raising efforts. There is the cost
in terms of time and money incurred by multinational enterprises
in order to consolidate divergent financial information when
national laws or practice differ. 16/ In addition, capital flows
may be impeded by the absence of comparable, timely financial
information.

With specific reference to the U.S., the question arises
whether investors are being deprived of investment opportunities
because the more stringent U.S. accounting, auditing and disclo-
sure requirements act as a deterrent to capital raising efforts by
foreign issuers. For example, financial revorting for segments of
an enterprise is a requirement of U.S. GAAP, but not of Japanese
accounting principles. With certain exceptions, a foreign orivate

issuer is required to provide segment information in a Securities

15/ 1d. at 13.

16/ 1Infra, note 25.
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‘ Act filing in the U.S. 17/ Japanese issuers are reluctant to
provide segment information; this appears to be one reason that
some have avoided U.S. markets when selling new equity securities.
In addition to their own country, those issuers have raised equity
capital primarily in European markets where generally segment re-
porting is not required. 18/ An analysis of overseas financing by
Japanese companies for the ten year period 1974 through 1983 shows

the following: 19/

17/ See discussion in Part C, infra, for details of U.S. require-
ments for foreign issuers.

18/ 14.

‘ 19/ 1984 Fact Book, Tokyo Stock Exchange: 41.
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OVERSEAS FINANCING BY JAPANESE COMPANIES

(In billions of Japanese Yen)

Stock Bonds
Non—-Convertible Convertible Total
U.S.A. BEurope Others
U.S.A. Europe Others U.S.A. Europe Others

1974 - - 1 3 54 - 6 10 - 73
1975 - 5 - - 276 34 63 29 13 421
1976 30 39 5 - 250 44 26 179 5 576
1977 43 46 3 13 184 55 13 173 1 542
1978 - 6 - 14 180 30 10 328 - 567
1979 - 22 - - 235 31 18 594 5 904
1980 12 - 96 - 173 39 13 482 - 815
1981 - 205 12 - 128 17 79 745 10 1,197
1982 42 70 8 - 539 5 70 574 36 *1,442
1983 - 75 - - 1,147 - - 1,063 - *2,415
Note: Amounts include offerings by overseas affiliated or subsidiary companies.,

*Including bonds with stock subscription warrants (99 billion yen in
1982, 129 billion yen 1983).

(Source: Yamaichi Research Institute)
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The chart indicates that Japanese issuers have avoided U.S.
markets. Although it is impossible to determine whether this
results from U.S. segment requirements as opposed to other tactors
(e.g. interest rates in the Eurobond market are lower than in the
U.s. 20/), certainly segment and other U.S. requirements are a
factor. Many foreign issuers, particularly the Japanese,
in comment letters written in response to the Form 20-F pro-
posal, 21/ requested that the Commission adopt modified segment
reporting. (See discussion in Part C, infra). One commentator,
in a comprehensive treatment of international securities laws, 22/

states:

The principal obstacle to access by foreign issuers to
U.S. capital markets in the past has been the Commission's
insistence on compliance with U.S. GAAP and Regulation S-X
with respect to financial statements included in 1933 Act
registration statements. The new format for foreign issuers
does recognize at least as a starting point what has been
referred to in this Report as foreign GAAP. There has,
nonetheless, been relatively little relaxation with respect
to what foreign issuers find most vexatious--that is, such
matters as segmental and geographic reporting which many
foreign issuers claim would involve tremendous effort and
expense since their books are not maintained in that fashion
and which others are reluctant to disclose for competitive
reasons,

20/ Bartlett Naylor, "Executive Calls U.S. Securities Laws a

Hindrance in World Capital Markets," American Banker,
(February 28, 1986): 2.

1/ Edward F. Greene and Eric D. Ram, "Two SEC Actions Signifi-
cantly Affect Foreign Issuers, Legal Times (December 6, 1982)
20. (See, Part C, infra, for a discussion of Form 20-F.)

22/ Harold s. Bloomenthal, International Capital Markets and Secu-

rities Regqulation (New York: Clark, Boardman Company, Ltd.,) V.
2
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Problems also arise because statutory accounting is inflex-
ible. Detailed specificity in statutory systems compounds the
problem, and accounting principles enacted into a country's laws
can take years to change. The twelve countries which comprise
the EEC 23/ illustrate this problem.

The EEC was established in 1957 to facilitate the flow
of goods, services and capital throughout its Member States.
Toward this objective, the EEC has sought to harmonize company
law, including accounting reguirements, within the Member States.
This harmonization is achieved by means of directives which, when
approved by the EEC Council of Ministers, obligates member coun-
tries to change their national legislation to comply with the
provisions of the directive. The promulgation process is a long
one, however, and implementation of the directives is sometines
delayed. For example, the Fourth Directive, adopted in 1978 and
containing regulations regarding the form and content of annual
reports, certain accounting measurement principles, the requirement
for audits, and other matters, has yet to be enacted into law in

Italy 24/ and was not enacted into German law until January 1,

.23/ The twelve nations that comprise the Community are Belgium,
- Denmark, France, Greece, Ireland, Italy, Luxembourgh, the
Netherlands, Portugal, Spain, the United Kingdom and West
Germany. Spain and Portugal became meambers on January 1,
1986, and have not yet adopted the accounting directives.

24/ The FAR International Omnibus 1985 (Stockholm: Foreningen
Auktoriserade Revisorer FAR, 1985), 462.
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. 1986. 25/ Work on the Seventh Directive, which requires companies
to present consolidated financial statements, was begun in 1976.
After a number of revisions, the EEC Council adopted the directive
in 1983 and required incorporation in member countries' national
legislation by 1988, with presention of financial statements
according to the directive to begin January 1, 1990. 26/

Thus, it is apparent that change may be a cumbersome, time-
consuming process where accounting principles are incorporated
into the laws of a country. This is exacerbated in the EEC where
twelve countries are involved in the process of establishment and
change.

c. U.S. Approach to Foreign Issuers

Despite many dissimilarities, some attributes of commonality
‘ do exist. Certain similarities are found in the majority of the
twenty-four industrial countries which comprise the Organization
for Economic Co-operation and Development. The following fundamental

precepts are commonly found:

1. Accrual accounting, or the matching of costs and revenues
is generally employed.

2. Accounting principles are used consistently from year to
year, or the effects of changes in accounting principles
are quantified and disclosed.

3. Under the theory of conservatism, profits are not antici-
pated, but losses are provided for.

25/ Frank Roberge, "Germans Launch Compaign to Soften European
Directives," International Accounting Bulletin (January
1986): 5

. 26/ Supra, note 24.
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4. Historical costs generally provide the basis for financial
statements under the going concern concept, since it is
assumed that assets will continue to be used in the busi-
ness.

Such similarities provide the SEC with a basis to accept
financial statements presented in accordance with accounting
principles that are generally accepted in the issuer's home
country if accompanied by a reconciliation to U.S. GAAP,

On the other hand, certain differences in the recognition
and measurement principles applied to the elements of financial
statements are troublesome. For example, a business combination
accounted for under merger accounting in a European country may
not satisfy the criteria for a pooling of interests under U.S.
GAAP. 1If such transactions were effected some years ago, it may
be impossible to reconstruct the accounting as a purchase and the
company will be unable to reconcile the accounting to U.S. GAAP,
Accounting for pensions by employers and hidden reserves (used
primarily by European financial institutions) pose similar
problems. On the disclosure side, segmentation of financial
information by industry and geographic area poses problems because
many countries require disaggregation of sales and revenues only
(the only requirement under the EEC's Fourth Directive) and
others require no breakdown. Since accounting systems are not
designed to capture the information in the absence of a na-
tional reguirement for such data, gathering the information for
an initial registration with the SEC can be time consuming and

costly. Additionally, as noted below, many companies object to
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segmentation requirements for competitive reasons.

The accounting principles which are veculiar to specialized
industries, such as oil and gas production, mining, forestry,
rate regulated entities, and financial institutions may vary
widely. Those differences, as well as those arising from link-
age between financial and fiscal reporting, are usually suscepti-
ble to reconciliation to U.S. GAAP with varying degrees of dif-
ficulty.

The legislative history of the Securities Act indicates an
intent to treat foreign private issuers the same as domestic
issuers. 27/ Accordingly, the Commission generally has neither
discriminated against nor encouraged foreign investment in the
U.S., or investments in foreign securities by U.S. investors. 28/
The Commission has emphasized, however, that its rulemaking
authority in this area is conditioned upon findings that the
relevant rule or form is necessary for the protection of investors
and in the public interest. 29/

During the SEC Major Issues Conference, held in Washington,
D.C. in January 1977, the Commission indicated that the principal

problems faced by foreign private issuers related to the accounting

27/ Hearings before the Senate Committee on Banking and Currency
on §. 875, 734 Cong., 1st Sess.89-90 (1933) and Hearings Before
the Committee on Interstate and Foreign Commerce on H.R. 4314,
734 Cong., 1st. Sess. 12-13 (1933).

28/ Securities Act Release No. 6360 (November 20, 1981).
29/ 1d.
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and auditing regquirements that must be met in order to register
their securities under the Securities Act and to file appropriata
reports under the Securities Exchange Act. The Commission

also stated, however, that the financial information is generally
the most important part of any prospectus, and indicated that the
information supplied should be susceptible to comparison with
that rejuired of U.S. companies in order that investors may make
informed investment decisions. Nevertheless, some accounting
accommodations have been made.

In seeking comparability in financial statements, the
Commission permits a foreign issuer, with certain exceptions, to
prepare its financial statements in accordance with accounting
principles that are generally accepted in the issuer's home country.
If there are any material differences between such principles and
the measurement principles of U.S. GAAP, the income statement and
balance sheet must include a reconciliation of such differences
to U.S. GAAP and Regulation S-X. 30/ Where a country does not
have a comprehensive set of standards, or where such standards
result in financial statements that are vastly different from
those prepared in accordance with U.S. standards so that they
are irreconcilable, the Commission requires preparation of finan-
.éial statements according to U.S. GAAP. For example, until re-

cently Japanese financial statements were sufficiently different

30/ Rule 4-01(a)(2) [17 CFR 210.4-01] of Regulation S-X.
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from U.S. financial statements, particularly because the Japanese
statements usually were not consolidated, that financial statements
in compliance with U.S. GAAP were required. 31/

The Commission has made other accommodations in the area of
financial reporting. 1In November 1979, the Commission adopted
Form 20-F as a combination registration and periodic reporting
form for foreign private issuers filing under the Securities
Exchange Act. 32/ Form 20-F requires reconciliation of material
differences between the financial statements included in the
filing using non-U.S. accounting principles and financial state-
ments prepared in conformity with recognition and measurement

principles under U.S. GAAP. Under the minimum requirements of

1/ The staff has recently reconsidered this position in view of

a subsequent requirement by the Ministry of Finance in Japan
that public companies provide consolidated financial state-
ments., The staff will accept financial statements of Japanese
companies prepared on the basis of Japanese GAAP assuming that
the consolidated statements are the primary financial state-
ments, that they are prepared in conformity with sound princi-
ples, that complete footnotes are included, and that the dis-
closures and reconciliations reguired by the applicable forms
are included. The financial statements will continue to be
audited in accordance with U.S. generally accepted auditing
standards.

32/ Securities Exchange Act Release No. 16,371 (November 29,
' 1979). Canadian issuers who have voluntarily entered the U.S.
markets are treated the same as U.S. companies for registra-
tion and reporting purposes. Supra, note 28,

Section 12 of the 1934 Act requires the registration of
securities of an issuer having more than 500 shareholders
and S5 million in total assets (Section 12(g)), and issuers
listing securities on a U.S. stock exchange (Section 12(b)).
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the Form, 33/ issuers are not required to include any additional

disclosures required by U.S. GAAP and the Commission's Regulation

S-X.

The Commission further accommodated foreign issuers by re-

laxing the requirement as to the age of the financial statements

included in Commission filings. 1In adopting Form 20-F the Commis-

sion

recognized that foreign issuers needed more time than domes-

tic issuer's to prepare their reports since they must first comply

with
Form
of a

U.s.

applicable foreign regulations before preparing the report on
20-F. Consequently, Form 20-F must be filed within six months
foreign issuer's year-end as compared to three months for

issuers. 34/

Form 20-F contains alternative items regarding the disclosures
(but not recognition and measuremment principles) required

as part of the financial statements included in a filing using
the Form., The minimum requirements, Item 17, apply to annual
reports and specified securities registered under the Securi-
ties Act. Generally, that Item addresses only the material
variations that arise from the use of accounting recognition
and measurement principles that differ from U.S. standards,
Item 18 of the Form provides for the same reconciliation
specified in Item 17, as well as all other disclosures
required by U.S. GAAP and Regulation S-X. For example,
disclosure of information by industry and geographic segment
is required by Item 18, but not by Item 17. However, Item 1
of the Form calls for certain segmented information about
sales and revenues.

Conseguently, some of the financial information included in
the annual report of such issuers will not be fully comparable
to the information which U.S. issuers publish and with which
U.S. investors are familiar.

Infra, note 40.




Iv-19

In a rulemaking proceeding in November 1982, the Commission
adopted an integrated disclosure system for non-Canadian, foreign
private issuers which parallels to a large extent the integrated
disclosure scheme adopted for domestic issuers., The new rules
permit foreign private issuers meeting certain criteria to use
abbreviated disclosure documents under the Securities Act for
registration of newly offered securities. Certain "world class
issuers" 35/ may incorporate by reference information from the
Form 20~F into a Securities Act prospectus (Form F-3), and foreign
issuers who have filed periodic reports with the Commission for
three years may attach their Form 20~F to a Securities Act pro-
spectus (Form F-2) instead of including certain information
directly in the prospectus.

To effectuate this integration, the new rules permit the
incorporation of information by reference to Form 20-F if the
issuer has elected to include the additional financial information

specified in optional Item 18 of Form 20-F. 36/ The new rules

35/ A world class issuer is described as a foreign private issuer
that has voting stock, held by non-affiliates, with an aggre-
gate market value worldwide of' no less that $300 million, or
that is registering "investment grade debt securities." Secu-
rities Act Release No. 6437 (November 19, 1982). Investment
grade debt securities are those that at least one nationally
recognized statistical rating organization has rated in one of
the four highest categories.

36/ Foreign issuers may amend previously filed Forms to include

segment data if the data were not included with the original
filing and the issuer later wishes to incorporate the Form
20-F financial statements in a Securities Act filing.
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exempt from Item 18 foreign offerings of investment grade debt
and certain offerings to existing shareholders. Although full
segment information is not required in reports filed under the
the Securities Exchange Act as discussed above, the Commission
determined, with the limited exceptions noted above, to require
it in Securities Act filings because of the increasing accep-
tance of segment information as an international disclosure
practice. 37/

In connection with the adoption of the integrated disclosure
system for foreign private issuers, 38/ the Commission continueAd
the practice of allowing financial statements of foreign issuers
to be less current than statements of domestic issuers. The
Commission recognized that foreign issuers "... are often not
required to nor do they prepare quarterly or other interim finan-
cial statements." 39/ Generally, statements of foreign issuers
must be as of a date within six months of the effective date of a
registration statement, except in cases where the issuer makes
public more current interim information pursuant to foreign laws,
stock exchange reguirements or otherwise. Financial statements

of domestic issues are generally required to be within 135 days

+ 37/ Supra, note 28. See also International Accounting Standards
Committee, International Accounting Standard 14, "Reporting
Financial Information by Segment," London, England (August
1981), calling for information similar to that specified in
U.S. GAAP.

38/ 1Ibid.

9/ Securities Act Release No. 6361 (November 20, 1981).
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of the effective date of the registration statement. 40/

The integration system now in place represents a significant,
practical step in the process of internationalization of the
world's securities markets. The system parallels the system tor
domestic issuers but also takes into account the different cir-
cumstances of foreign registrants,‘in order to accommodate foreign
issuers while at the same time providing adeguate protection to
investors relying on the U.S. securities laws. The staff's
experience in processing and reviewing the disclosure documents
of foreign issuers, both registrants and those exempt by Rule
12g3-2(b), 41/ suggests that the disparity between the accounting
and disclosure practices of the U.S. and many other countries is
narrowing. 42/

D. Efforts Toward Harmonization

The accounting professions of the U.S. and various other
countries have been involved in several projects to encourage
voluntary harmonization of accounting principles. The first, and
perhaps most significant of these groups, is the International

Accounting Standards Committee (IASC), which was formed in 1973 by

40/ Rules 3-12 and 3-19 of Regulation S-X provide the requirements
) concerning age of the financial statements in an SEC filing,

1/ The exemption permits foreign issuers not listed on an ex-
change or the National Association of Securities Dealers
automated quotation system (except for certain "grandfathered”
companies) to furnish to the Commission, for public inspec-
tion, copies of material information made public in their home
countries.

42/ Supra, note 28.
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the U.S. and eight other industrialized countries with the express
purpose of articulating international accounting standaris. Member-
ship has grown to 91 organizations representing accountants from
more than 66 countries,

By July 1987, the IASC had issued 26 accounting standardis
and had 9 other projects underway. Many IASC standards provide for
alternative measurement methods in determining asset, liability,
equity, revenue and expense amounts. 43/ Viewed in the light of the
wide variety of acceptable accounting practices worldwide, the IASC
standards, if implemented in members' countries, would result in a
substantial reduction in alternative imeasurement and reporting
standards throughout the world.

Implementation of the IASC standards, however, is a problem.
The IASC has no effective means to enforce compliance with its
pronouncements, but must depend on the hest efforts undertaking of

its member organizations to promote acceptance and compliance. 44/

43/ For example, IAS 9 allows either the expensing of research
and development expenditures as a p2riod cost or the condi-~
tional deferral of development costs with amortization over
the related revenue-generating period, and IAS 12 provides for
either the comprehensive or partial allocation of income tax
expense. Because IASC standards have narrowed, but not com-
pletely eliminated, accounting alternatives, there are no
fundamental differences between IASC standards and generally
accepted accounting principles in the United States.

44/ IASC members are pledged to use their best 2fforts to seek
general acceptance and observance of IASC standards interna-
tionally. Additionally, members must endeavor to have audi-
tors satisfy themselves that financial statements comply with
those standards, and if not, to disclose the fact of noncom-
pliance in the financial statements or in the auditor's report.
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The alternatives allowed by IASC standards generally encompass the
best practices and thus should obtain substantial acceptance by the
IASC constituency. To date, voluntary implementation has achieved a
certain amount of success, Many of the companies listed on the
Toronto Stock Exchange, for example, have been persuaded to comply
with IASC standards. 45/ 1In Europe, listed companies in Italy (a
small but important group) are required to follow IASC standards in
the absence of local requirements 46/ and the listing requirements
of the London Stock Exchange likewise call for compliance with IASC
standards or disclosure and explanation for any deviation. 47/
Another effort at voluntary harmonization was begun in 1977
with the formation of the International Federation of Accountants
(IFAC). IFAC presently has a membership of 91 accountancy bodies
from 66 countries. 1Its purpose is the development and enhancement
of a coordinated world-wide accountancy profession with harmonized
standards. Like the International Accounting Standards Committee,
IFAC must depend on voluntary acceptance of its guidelines.
Harmonization of standards is dependent upon the undertaking of
member bodies to work towards implementation of IFAC prouncements

in their particular countries, when and to the extent practicable.

45/ Professor Chris Nobes, "Is the IASC Worthwile?" 1International
Accounting Bulletin (February 1986): 14

46/ 1Ibid.

47/ An exception is that companies incorvorated outside the U.K.
are not required to comply with IAS 14 (segment reporting).
See, International Securities Law and Practice (London:
Euromoney Publications Limited (1985): 256)
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In October 1982, IFAC and IASC entered into an agreement
formalizing the relationship between the two international
accountancy bodies. Under that agreement the membership of the
two organizations was uanified on January 1, 1984, and the IFAC
was given the authority to nominate the thirteen countries
represented on the IASC board. Fuarther, the agreement recognizes
the IASC as the sole body with responsibility and authority to
issue pronouncements on international accounting standards and
the promotion of world-wide acceptance and observance of
those standards.

Both the United Nations and the Organisation for Econowic
Co-operation and Development 48/ have established intergovernmental
working groups on financial accoanting and reporting. Those
groups seeck to foster harmonization and accounting and reporting
standards by calling attention to the discordance which differing
recognition, measurement, and reportiag requirements cause in
comparisons of financial information across national and reqgional
boundaries. The working groups, like the IFAC and IASC, depend
largely on persuasion and member support for effectiveness. The
U.S; is a member of OECD working group, and was a member of the
U.N. group but withdrew in 1986 for budgetary reasons following a
cost/benefit assessment. The IASC, and a limited number of other

international and regional organizations, are observers oOr advisors

48/ The OECD is an organization composed of 24 industrial
countries including the Uaited States.
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to the U,N. and OECD working groups.

A notable consegquence of the work of the OECD and UN working
groups has been the voluntary restructuring of the IASC. In
response to dissatisfaction expressad by a number of countries
about the dominance of founding members and the inability of others
to participate in its activities, the IASC has seen changes in its
structure., It has established a consultative group within the
IASC 49/ and has provided for broader representation on the TASC
Board. 50/

The influence of the EEC on the harmonization process has also

been substantial. Although the company law directives to date

49/ The Consultative Group (formed in 1981) is composed of

representatives from the following organizations:

- Federation Internationale des Bourses de Valeurs (the
International Federation of Stock Exchanges);

- International Association of Financial Executives
Institutes;

- International Chamber of Commerce;

- International Confederation of Free Trade Union;

- The World Bank.

- International Banking Associations (November 1985)

In addition, representatives from the Intergovernmental Working
Group of Experts on International Standards of Accounting ani
Reporting of the United Nations and from the Working Group on
Accounting Standards of the OECD are invited participants.

The Group participates in IASC Board activities related to

the selection of projects to be undertaken and the review of
exposure drafts prepared by steering committees,

50/ The eight founding members of the IASC will continue t»n con-
trol the IASC Board until 1987. After that, the recantly
expanded Board of 17 members will not necessarily include
representatives from all the founding bodies. 1In addition,
the Board has the power to invite up to four international

(footnote continued)
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provide options from which member countries may choose in the
process of incorporating directive provisions into national law,
member countries are bound by the Treaties of Rome 51/ to enact
directive provisions into national law. Thus, unlike the private
sector and intergovernmental bodies referred to above, the EEC is
able to implement its pronouncements. Nevertheless, EEC directives
set forth only minimum requirements which member countries may
require, for example, a statement of changes in financial position
(or cash flows), or an exvansion of the minimal segmentation
requirements of the Fourth Directive,

E. Standard Setting - Auditing

Auditing standards have developed in much the same manner as
accounting principles., Governments generally have been a major
factor in setting the scope, objectives and standards of the
audit, as well as requiring the independence and gualification of

auditors in those countries where they have been a factor in

/ (footnote continued)

organizations, which are not accountancy bodies but have an
interest in financial reporting, to be represented on the
Board. The International Co-ordinating Committee of Financial
Analysts' Association ("ICCFAA") Jjoined the 3o0ard on January
1, 1986, as the the first non-accountancy hody member. Prior
to that date, ICCFAA was a member of the Consultative Group,

1/ These are treaties signed by the six original countriss in Rome
in 1951 establishing the EEC, the European Coal and Steel
Community, an the European Atomic Eanergy Community.
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establishing accounting principles. Statutory auditors (as opo-
posed to independent financial auditors which may be retained
separately)} in those countries attest to the conformity of the
company's accounts with the law and not necessarily with a true and
fair view of the company's financial position and results of
operations,

The objective of an audit in countries that rely on a sta-
tutory audit process often contrasts sharply with the objective
in those countries where standards are set by professional organi-
zation of accountants. 1In the latter, the objective is the expres-
sion of an opinion on the fairness with which the financial position
and results of operations are presented in conformity with GAAP,

Over the years the U.S. has taken the lead in the area of
developing auditing, as well as accounting and reporting standards.
These standards have had a substantial effect on international
practice, both because of the head start the U.S. has had in this
area and because U.S. business enterprises have played a leading

role internationally in the post World War II era. 52/

52/ Belverd E. Needless, Jr. and Felix Pomeranz, "Comparative
International Auditing," (International Accounting Section
of the American Accounting Association): (1985) 61

Prior to the early 1930's, audits and audit reoorts in

the U.S. were directed mainly to a company's management.

As a result of the stock market crash of 1929, audits of
companies offering securities to the public were mandated
by the Securities Act, and annual audits of the financial
statements of major investor-owned companies was required
by the Securities Exchange Act. It was not until the late
1930's, however, that comprehensive audits became the norm,
(Supra, note 3 at 41-15) This change was brought about by
the fraud uncovered at McKesson & Robbins, Incorporated,

(footnote continued)
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The AICPA's Auditing Standards Board ("AS8"), under SEC
oversight, sets auditing standards in the United States. The AICPA,
through the ASB and other units, has adopted standards that govern
the practice of auditing, including ethical standards ani rules
requiring that auditors remain independent of the audited client.
For the most part, the SEC has permitted the public accounting
profession through the AICPA, under SEC oversight, to lead the way
in setting auditing standards. However, the SEC administers its
own reguirements regarding auditor indeoendence. A detailed
discussion of this process is contained in the "Statement of John
S.R. Shad, Chairman of the Securities and Exchange Commission
before the House Subcommittee on Oversight and Investigations of
the Committee on Energy and Commerce", dated March 6, 1985.

F. Problems Posed by Different Approaches and SEC Response

As discussed, statutory standard setting and private sector
standard setting sometimes have different objectives. Conseguently,
auditing standards differ among nations. For example, confirmation
of accounts receivable and observation of inventory are often not

performed in statutory audits. Yet, these procedures are basic to

52/ (footnote continued)

which involved, among other things, fictitious inventory

and accounts receivable. As the details of the scandal

began to emerge, the accounting profession, through the pre-
decessor to the American Institute of Certified Public Accoun-
tants, initiated work on audit procedures designed to restore
the public's confidence in "certificates" of independent
accountants. That work resulted in a requirement that auditors
observe inventory and confirm accounts receivable when either
of those classes of assets represent a signifcant mortion of
current or total assets (see discussion in Part E, infra).
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the audit process 1n the U.S. and other private sector standard-
setting countries, and have been for some time.

Because of these different objectives, significant accomodations
have not been made to foreign issuers in the area of auditing as has
been the case with accounting principles. The Commission's staff
has taken the position that while accounting principles can be
reconciled, auditing standards cannot. In view of this position,
the Commission's staff endeavors to assure that (as discussed
supra) financial statements of foreign entities included in filings
with the Commission are comparable to those of domestic issuers.
Financial Statement comparability is sought either directly,
through the application of consistent accounting principles, or
indirectly through reconciliation of material accounting recognition
and measurement differences that arise from the use of differing
principles. Steps are taken to provide assurance that the
examinations of financial statements by foreign auditors are as
extensive and complete as those conducted by U.S. auditors. 53/

In this regard, the staff requires foreign auditors to demonstrate

that:

(1) the accounting firm is professionally qualified and in

good standing 1n the jurisdictions where its offices are
located;

53/ Auditing in one of the world's leading financial centers
has come under criticism recently from that country's
own accounting profession. Professor Chris Nobes reports
(supra, note 45, P. 16) that one of Japan's senior accoun-
tants has called for the MOF to require improvement in audit
quality, including the introduction of peer review. This
accountant expressed concern over the poor quality of audits
in Japan and stated that the profession is dominated by older
practitioners, many of whom do not possess the qualifications
necessary to begin practice today.
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(2) the firm's members and professional staff are knowledge-
able with regard to:

accounting principles generally accepted in the
U.S.

auditing standards generally accepted in the U.S.
("U.S. GAAS");

tse Commission's rules and other pronouncements with
respect to accounting and auditor independence; and

(3) U.S. GAAS and the Commission's rules and other pronounce-
ments concerning independence have been followed in con-
nection with the engagement.

The staff has found that an applicant can best demonstrate
knowledge of U.S. accounting and auditing standards by using an
accounting firm currently practicing before the Commission as
consultant or co-auditor on the initial SEC audit engagement. Such
a consultant can represent to the staff that the audit was properly
planned and conducted in accordance with U.S. GAAS and that all
material accounting differences were identified and quantified.
Further, the consultant's letter generally describes the procedures
carried out and the extent to with guidance was required.

The audit burden imposed by the SEC is not as onerous as it
might first appear. Many foreign auditors do meet the SEC's
requirements and actively practice before the Commission. For
example, there are five major Israeli firms that have met the SEC's
requirements and have been the certifying accountants in a number
of filings with the Commission. 1In addition, the large interna-
tional accounting firms are available to perform U.S. GAAS audits.
Some of these firms have had a significant effect on international

practice by introducing U.S. audit standards in foreign countries,
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since auditors in those countries must be familiar with U.S. audit
standards to serve the needs of foreign subsidiaries of large
multinational U.S. parents.

Notwithstanding the efforts at harmonization, and the influence
and spread of U.S. auditing concepts, statutory audits continue to
be the norm in many countries. Issuers that have had only statutory
audits, or do not otherwise conform to U.S. standards, are not
permitted to raise capital, or register for trading in the
U.S., until the financial statements for the latest three years
have been audited on a basis equivalent to U.S. GAAS, as required
by the Securities Act.

Actual numbers are not available, but the staff is aware of
only three large international issuers that have been denied access
to U.S. markets within the past two years because their audits were
not in compliance with U.S. GAAS. These issuers had requested
waivers of the U.S. GAAS three year audit requirement prior to
filing with the Commission. Of course, it is possible that some
issuers did not seek waivers because they were aware of the
Commission's requirement. Nevertheless, there is no evidence that
U.S. auditing standards present a significant deterrent to foreign
issuers. Most potential foreign registrants are aware of the U.S.
requirements and can plan ahead to mitigate the problems.

G. Efforts Toward Harmonization

By July 1, 1987, the International Audit Practices Committee of
IFAC had issued guidelines on (i) professional ethics, (ii) pre-
qualification education and training, and (iii) twenty-four auditing

guidelines (plus three exposure drafts). Although the IFAC's
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auditing guidelines are impressive, they are not coordinated in the
manner of the auditing standards generally accepted in the United
States. However, each of the ten standards comprising generally
accepted auditing standards ("GAAS") 54/ in the United States is
addressed in some depth by one or more international guidelines
(see, IAG Nos. 3, 4, 6, 7, 8, and 13).

IFAC's ethics guidelines include the following on indepen-

dence:

When in public practice an accountant should
both be and appear to be free of any interest
which might be regarded, whatever its actual

54/ The generally accepted auditing standards as approved and
adopted by the membership of the American Institute of
Certified Public Accountants are as follows:

General Standards

1. The examination is to be performed by a person or
persons having adequate technical training and proficiency
as an auditor.

2. 1In all matters relating to the assignment, an indepen-
dence in mental attitude is to be maintained by the auditor

or auditors.

3. Due professional care is to be exercised in the perfor-
.mance of the examination and the preparation of the report.

Standards of Field Work

1. The work is to be adequately planned and assistants, if
any, are to be properly supervised.

2. There is to be a proper study and evaluation of the exist-
ing internal control as a basis for reliance thereon and for
the determination of the resultant extent of the tests to
which auditing procedures are to be restricted.

(footnote continued)
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effect, as being incompatible with integrity
and objectivity.

Explanatory notes on independence elaborate:

In establishing ethical requirements relating
to independence, the criterion should be
whether reasonable men, having knowledge of

all the facts and taking into account normal
strength of character and normal behavior

under the circumstances, would conclude that

a specified relationship between an accountant
and a client poses an unacceptable threat to
the accountant's independence. It is not
feasible within the scope of this Guideline to
deal with all such situations which may jeopar-
dize the independence of an accountant in public

(footnote continued)

3. Sufficient competent evidential matter is to be obtained
through inspection, observation, inquiries, and confirmations
to afford a reasonable basis for an opinion regarding the
financial statements under examination.,

Standards of Reporting

1. The report shall state whether the financial statements
are presented in accordance with generally accepted account-
ing principles.

2. The report shall state whether such principles have been
consistently observed in the current period in relation to be
preceding period.

3. Informative disclosures in the financial statements are
to be regarded as reasonably adequate unless otherwise stated

in the report.

4, The report shall either contain an expression of opinion
regarding the financial statements, taken as a whole, or an
assertion to the effect that an opinion cannot be expressed.
When an overall opinion cannot be expressed, the reasons
therefor should be stated. 1In all cases where an auditor's
name is associated with financial statements, the report
should contain a clear-cut indication of the character of the
auditor's examination, if any, and the degree of responsibi-
lity he is taking.
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practice. Those responsible in each country will
need to develop ethical reguirements relevant to
the circumstances of their country. The following
are some of the matters which, in the view of the
Federation, should be considered:

(i) Financial involvement, direct or
indirect in a client's affairs,
e.9., shareholdings, loans to and
from clients,

(ii) Involvement by the accountant in
public practice in a client's
business in an executive capacity
or as an employee under management
control,

(iii) What other business or occupations,
engaged in concurrently with public
practice, could lead to a conflict
of interest or are inherently incom-
patible or inconsistent with the
practice of public accounting or
are incompatible with the need to
retain the appearance of indepen-
dence,

(iv) Effect of family and personal relation-
ships on independence.

(v) The circumstances in which fees received
from a client constitute an unacceptably
large proportion of the total income of
a sole practitioner or firm of accountants
in public practice.

(vi) The acceptance of assignments on a contingency
fee basis.

Development of specific independence requirements, on the
basis of broad philosophical guidance, is left to each country.
United States GAAS requires the confirmation of receivables

and the observation of inventories. 55/ Those procedures are

55/ Statements on Auditing Standards, AICPA, at § 331, New York

(1986). See also the discussion of Standard Setting~Auditing
in Section III.
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‘ contained in the statements on auditing standards (of which forty-
three are presently effective) which augment GAAS by specifying
the acts to be performed to comply with GAAS. IAG No. 8, in
discussing audit evidence, states at paragraph 14:
Observation consists of looking at a process or
procedure being performed by others. For example,
the auditor may observe the counting of inventories
by ¢lient personnel or the performance of internal
control procedures that leave no audit trail.
At paragraph 16, IAG No. 8 states:
Confirmation consists of the response to an inquiry to
corroborate information contained in the accounting
records. For example, the auditor normally requests
confirmation of receivables by direct communication
with debtors.
The principal difference between U.S. GAAS requirements and IAG
No. 8 is that the IFAC guideline cites those audit procedures as
‘ examples of what an auditor may do; by contrast, they are required
procedures under U.S. GAAS in appropriate circumstances. The
absence of compulsion distinguishes the IFAC guidelines from U.S.
GAAS. It is consistent with the Preface to International Auditing
Guidelines, which states that national regulations or pronouncements
govern the audit of financial statements in a particular country. 56/

The staff has recently encouraged IFAC to codify its existing

auditing guidelines, and to identify and take steps, where necessary,

56/ See Appendix A for a comparison of International Auditing
Guidelines with Generally Accepted Auditing Standards in the
United States.
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to make those guidelines into a comprehensive set of auditing
standards. The goal is to facilitate internationalization by
allowing the Commission to permit compliance with IFAC stanidards
instead of requiring compliance with U.S. GAAS. The staff under-
stands that IFAC is working toward this goal and believes it could
be accomplished in the relative near future.

A somewhat different but related matter is the question of
quality control standards for accounting firms. The AICPA issued
its Statement on Quality Control Standards No. 1 in November 1979.
That Standard requires firms that provide professional services
to have a system of quality control that conforms with professional
standards. PFurther, the AICPA established the Division of Firms
and instituted a peer review program. The Commission oversees the
peer review program for members of the SEC Practice Section of that
Division, and has strongly endorsed the peer review conceot, The
Commission has recently published for comment proposed rules (Release
No. 33-6695) that would require financial statements included in
filings with it to be certifed by an independent accountant which
has undergone a peer review. The comment period closed in July
1987. The rules as proposed, however, would specifically exemnt
financial statements examined by foreign auditors because of the
impracticality of imposing the requirements.

International Auditing Guideline No. 7, "Control of the Ouality

of Audit Work," broadly covers quality control. Although the
organizational nature of the IFAC would accommodate the establish-

ment of a peer review program, it appears that implementation could
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pbe carried out only on a national basis in accodance with the

requirements of each member country. No such mechanism currently
exists in the IFAC. In future discussions with IFAC, the Commis-
sion staff will suggest that it consider the issue of peer review.

H. Approach of Other Countries to U.S. and Other
Foreign Issuers

The most rapid internationalization of the capital markets has
taken place in the debt markets, with a substantial amount of this
activity occurring in the Eurobond markets. 57/ Equity raised by
U.S. companies in the Euromarket has been signficantly less than
amounts raised through debt offerings. However, equity offerings
are increasing at a significant rate (see Chapter II).

Listing either debt or equity securities in Europe brings
foreign issuers under the requirements of the EEC listing direc-
tives, 58/ the EEC accounting and auditing directives, and the
various stock exchange requirements. However, neither the EREC
Directives nor the stock exchanges require financial information
as extensive as that required in the U.S. by either GAAP or the SEC.
Reconciliation to U.K. or other GAAP is not required. And, as
discussed previously, the London Stock Exchange (LSE) although it

requires foreign issuers to comply with IASC standards, makes an

57/ Securities Act Release No. 6568 (February 28, 1985).

58/ Directives of March 5, 1979, 79/279/EEC, 0. J. Eur. Comm,

No. L/66/21, (March 5, 1979); Directive of March 17, 19890,
80/390/EEC, 0.J. Eur. Comm. No. L100/1, (April 17, 1980); and
Directive of February 15, 1982, 82/121/EEC, 0. J. Rur, Comm.
No. L 48/26, (February 20, 1982).
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exception for segment reporting.

In the final analysis, financial statements premared in accor-
dance with UJ.S. GAAP and the requirements of the SEC are accepted
when included in a document for purvoses of selling debt or equity
in Europe either on a listed or unlisted basis. In fact the LSE
listing requirements state that financial statements of U.S. com-
panies listed on the New York or American Stock Exchanges satisfy
the accounting requirements of the LSE provided such companies
observe the requirements of the U,S. exchanges combined with those
of the SEC. The LSE requirements further state that an audit
report which conforms to auditing practice in the U.S. is acceo-
table,

The Unlisted Securities Market (USM) came into existence in
1980 when members of the LSE decided there should be a way for
emerging companies to gain access to public capital markets (see
Chapter III). The USM now includes approximately 340 companies
with total capitalization of $5.4 billion. 59/ In the past two and
a half years, eight U.S. companies have gone public in this market;
others are now giving it serious consideration. 60/

The offering document used on the USM contains the same finan-
cial statements as those required for formal listing on the LSE

with one significant exception--a profit forecast for the current

(8]
\o
~

N.Y., Times, May 16, 1986, at D1, col. 1.
14.

1 |
~
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year is included, accompanied by a compilation report of the
independent accountants. 61/

As discussed previously, the sale or listing of securities
in Japan is governed by the Securities and Exchange Law (SEL)
modeled after the Securities Act and the Securities Exchange Act of
the U.S. The Ministry of Finance (MO¥), which has the power to
establish accounting and auditing standards applicable to financial
statements filed with it, administers the SEL. ‘

Financial statements included in a registration in Jaman may
be prepared in accordance with U.S. GAAP. (Certain other countries
accounting principles have also been accepted). 62/ Differences
between U.S. GAAP and Japanese GAAP must be explained, but the
differences are not required to be quantified. The financial
statements must be translated into Japanese and all amounts con-
verted into yen at a current average exchange rate.

The financial statements included in the registration statement

are required in Parts I and II of the document. The financial

statements submitted in Part I must be for the most recent two full

1/ The London Stock Exchange requires a statement as to the
financial and business prospects of a company, which takes
the form of a profit forecast (which must be reported on by
the auditors of the company) for those comapnies entering the

USM. Apparently a compilation report satisfies this require-
ment,

62/ Supra, note 20 at 168. The Tokyo Stock Exchange, the only
Japanese exchange on which foreign securities may be listed,

will not accept a company for listing with a qualifieqd
audit report.
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business years, the last day of which must be within eight months
of the date of filing of the registration statement. 1If the last
day is not within eight months of the filing date, then semi-annual
financial statements must also be included. Part II requires
financial statements for the past five years from which the state-
ments included in Part I may be omitted. 63/

I. Accountants' Liability

1. Introduction

Professional liability is a current problem for accountants
not only in this country but around the world. 64/ According
to information gathered by the SEC and reported to the House
Subcommittee on Securities in March 1985, over a five-year period
members of the eight largest U.S. accounting firms paid in excess
of $179 million in judgments and settlements of audit-related
litigation. In addition, claims in pending cases in the U0.S.
and abroad total hundreds of millions of dollars. The Aoril
1985 edition of the International Accounting Bulletin noted
several pending cases, such as a 167 million oound claim in
the U.K. against Arthur Young regarding Alexander Howden;

a liguidator's writ for 100 million pounds in the U.K. against

63/ 1d.

64/ In this country, legislative proposals have been made concerning
possible amendments in the tort liability system to help solve
these problems. Amendments are also reportedly being considered
in the U.K. and Australia.




Iv-41

Arthur Andersen regarding De Lorean Motors; and other cases pending
in Ireland, Australia and New Zealand.

2. Accountants' Liability in the United States.

On July 2, 1985, the Commission furnished the House Subcommit-
tee on Oversight and Investigations of the Committee on Energy and
Commerce, House of Representatives, with a comprehensive report on
accountants' liability under the federal securities laws. 65/

This report discussed accountants' liability under the Securi-
ties Act of 1933 and the Securities Exchange Act of 1934, and
disciplinary actions under the Commission's Rules of Practiée.

In addition to liability under the federal securities laws,
accountants practicing in the U.S. face potential liability under
state law for gross negligence or recklessness in the performance
of their accounting and audit work. There is diversity among the
states, however, as to which parties may bring such a negligence

claim. In New York, before an accountant may be held liable in

negligence to a noncontractual party who relies to its detriment

.65/ See Hearings Before the Subcommittee on Oversight and
Investigations of the Committee on Energy and Commerce,
House of Representatives, 99th Cong., 1st Sess., on Oversight
of the Accounting Profession and the Securities and Exchange
Commission: Effectiveness, Independence, and Regulation of
Corporate Audits, February 20 and March 6, 1985, Serial WNo. 99-
17, page 1020.
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on an 1naccurate financial report, a plaintiff must prove that:
(1) the accountants preparing or certifying the remort were aware
that the financial reports were to be used for a particular
purpose; (2) plaintiff would rely for this purpose on the financial
report; and (3) there must have been some conduct on the part of
the accountants linking them to that party, which evidences the
accountant's understanding of the party's reliance. 66/ If these
conditions are satisfied, then the court may find that there is a
relationship resembling privity of contract between the accountant
and the damaged party and permit a negligence action against the
accountant. Since the privity requirement was first adopted in
New York in 1931 67/, it has become the majority position among
the states, and one state - Illinois - has adopted legislation
codifying this requirement. Recently, however, several state
courts have rejected the privity requirement and applied the
traditional "foreseeable plaintiff" test in cases involving

accountants' liability for negligence. 68/

66/ Credit Alliance Corporation v. Arthur Andersen & Co., 65 N.Y,.
2d 536, 483 N.E.2d4 110 (1985).

67/ Ultramares Corporation v. Touche, 174 N.E, 441 (1931).

68/ See, e.g., International Mortgage Company v. John P, Butler

Accountancy Corporation, 177 Cal. App. 3d 806 (1986).
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Foreign accounting firms auditing financial statements to be

used in the sale of securities in this country are primarily

concernad with liability under the federal securities laws, 69/

although the Racketeer Influenced and Corrupt Organizations Act

(RICO), state and other laws may affect accountants' exposure to

liability depending on the particular circumstances of each case.

3. Accountants' Liability Overseas.

U.S. accounting firms preparing or certifying financial

statements used in securities offerings in foreign countries will

generally be subject to the laws of those countries. Many of these

When an issuer makes a registered offering in this country, the
accountant's consent regarding the use of its report is filed

as an exhibit to the registration statement. The filing of

this consent and the accountant's preparation or certification
of the issuer's financial statements provides a basis for the
accountant's exposure to liability under Section 11 of the
Securities Act. Many other provisions of the federal securities
laws which are broader in scope than Section 11 (and pertain

to "any person" who engages in the proscribed conduct) would
concern a foreign accounting firm to the same extent they

would concern a U.S. firm. For example, Section 10(b) of the
Securities Exchange Act and Rule 10(b) thereunder prohibit Eraud
by all persons in connection with the purchase and sale of
securities. These provisions would apply to foreign accountants.

In addition to considering the laws of the nation where securities
are to be offered, the extraterritorial application of other
nations' laws must 1lso be considered. The application of such
laws may depend on where the securities being sold are likely

to "come to rest," and the preparatory activities concerning

the filing that occur in the country asserting its jurisdiction.
See Chapter VII.
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nations, however, have laws similar to those in the U.S. The
following is summary of major provisions of the laws of countries
in which significant capital is raised by U.S. companies, as
those laws relate to the potential liability of accountants and
their firms.
Canada

The provinces of Canada have separate securities laws. Many
of these laws, however, are similar to U.S. laws. The Ontario
statute, for example, has a provision similar to Section 11 of
the Securities Act. 1In Ontario, each financial statement filed
pursuant to the securities laws must include an auditor's report
and the auditor must file a written consent to the use of his
report. The filing of this consent triggers potential liability
for the accountants with respect to any "misrepresentation" con-
tained in his report. As in the U.S., the accountants have a
"que diligence" defense provided they have conducted a reasonable
investigation to provide reasonable grounds for a belief that there
had been no misrepresentations. 70/ Liability under these provisions
of the Ontario law is joint and several; however, a defendant is
permitted to seek contribution from any person who, if sued
separately, would have been liable to make the same payment. 71/

The United States Securities Act contains similar provisions in

Section 11(f).

70/ Ontario Securities Act, section 126 (4).

71/ oOntario Securities Act, section 126 (8).
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United Kingdom

Several pieces of legislation in the United Kingdom touch
upon the regulation of the sale of securities. It is the Companies
Act of 1985, however, which specifically requires a report by the
auditors of the company to be included in the prospectus 72/ and
the auditors' consent to the issuance of the prospectus contain-
ing their report. 73/ Once they have given their consent, the
auditors may be liable for any untrue statement made by them in the
report. 74/ The accountants have a defense, however, if they can
prove that they were competent to give the report and had a reason-
able ground to believe, and up to the time of the allotment of the
shares or debentures, as the case may be, did believe that the
statement was true. 75/

In addition, accountants issuing reports in the U.K. could be
subject to a common law action for fraud., Recklessness on the part
of the accountant is sufficient to prove scienter. 76/ However,
plaintiffs must show that the fraudulent statement was addressed to
them. This requirement has been deemed to be satified where the

plaintiffs are subscribers for shares and those publishing the

o

Companies Act of 1985, section 56 and Part II of the
Third Schedule to that Act.

73/ Companies Act of 1985, section 61.

74/ Id., section 68(4).

75/ 1d., Section 68(5)(c).

76/ Bloomenthal, International Capital Markets and Securities

Regulation, section 6.11 [3]la] (1st ed. 1986 revision).
Accountancy Corporation, 177 Cal. App. 34 806 (1986).
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prospectus knew that the prospectus was likely to be relied on by
market purch&ggrs. 77/
Australia

In Australia, accountants may be held liable under the
National Companies Code, as persons who authorized or caused the
issuance of a prospectus, for untrue statements purported to be
made by them as experts, and for any material nondisclosure for
which they are responsible in their capacity as experts. 78/
Generally, however, they cannot be held responsible for the untrue
statements or omissions of others. As in other countries, accoun-
tants in Australia have a defense if they can prove they were
competent to make the report and that, on reasonable grounds, they
believed their report to be true up until the allotment or sale of
the securities. 79/

In addition to these liability provisions, the national
Securities Industry Code contains general antifraud provisions. 80/
One of these sections prohibits the dissemination of information
that is materially false or misleading and is likely to induce the

purchase or sale of a security or to have an effect on the market

price of the security. 81/ Under this section, recklessness may be

77/ 1d.
78/ National Companies Code, section 107(2).

79/ 1d., section 107(7).

80/ National Securities Industry Code, sections 123-127.

81/ 1Id., section 125.
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sufficient to prove scienter. 82/
Japan

Three statutes concerning accountants in Japan are The
Securities and Exchange Law, the Law Concerning Exceptions from
the Commercial Code with Regard to Auditing Stock Corporations
(the "Special Audit Law"), and the Certified Public Accountants
Law.

The Securities and Exchange Law covers both primary and
secondary offerings of securities, and was modeled after the
United States Securities Act and Securities Exchange Acts. A
statutory prospectus filed under the Securities and Exchange law
must contain audited financial statements and related financial
information, Periodic reports must also contain audited financial
statements. 83/ Under this statute, a ourchaser of securities may
bring an action against a certified public accountant who gave an
unqualified opinion with respect to false or misleading financial
statements contained in a registration statement or periodic
report. 84/ Accountants, however (as in the U.S.,), may have
a defense if they can prove they acted with due diligence. 85/

Under the Special Audit Law, certain corporations must have

their financial statements audited before they may be presented for

82/ Supra, note 76 at section 10.06]1].
83/ 1Id., sections 11.06[3) and 11.09{1].
84/ The Securities and Exchange Law, Section 1, item 3; and art.

24-40

85/ 1d. at section 2, item 2.



Iv-48

approval at the annual meeting of shareholders. If the auditor's
report contains an untrue statement of a material fact, the auditor
may be liable to third parties damaged by the misstatement unless
the auditor exercised reasonable care in preparing the report. 86/
If the directors of the company are found to be liable with the
auditor, the liability of all defendants is joint and several. 87/

The Certified Public Accountants law governs many areas related
to the qualifications and supervision of accountants, including
disciplinary actions. 1In order to protect the public interest and
investors, the Finance Minister may discipline accountants.'gg/
Also, if false financial statements are filed with the Finance
Minister, the Securities Bureau may take disciplinary action
against the accountant, and may refuse to accept all or any part of
registration statements and periodic reports containing financial
statements audited by that accountant. 89/

J. SEC Initiatives in Internationalization

In February 1985, the SEC published a concept release solici-
ting public comment on methods of harmonizing disclosure and distri-

bution practices for multinational offerings by non-governmental

86/ Special Audit Law, art. 10.

87/ Id., art. 11.

88/ CPA Law art. 32 section 4.

89/ CPA Law arts. 30 and 34-21, section 1; The Securities and

Exchange Law art. 193-2, section 5.
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issuers. 90/ (See Chapter T1II, supra.) To provide a framework for
public comment, the Commission published two conceptual approaches
designed to facilitate such offerings in the 1U.S., the U.K., and
Canada. The two approaches are: (1) an agreement by the three
countries that a prospectus accepted in an issuer's domicile which
meets certain standards would be accepted for offerings in each of
the participating countries (“reciprocal approach”); and (2) the
development of a common prospectus which would be simultaneously
filed with each country's respvective securities administrators
("common prospectus approach”). The Commission requested commenta-
tors to express their views regarding which of these approaches, or
alternative approaches, would be practical and consistent with
investor protection. To faciliate responses, the Commission

posed seventeen specific questions.

The Commission took the initiative in issuing the concept
release because of the rapidly expandiné international securities
markets. 1In the release, the Commission stated that although
significant accommodations have already been made in its dis-
closure requirements to facilitate foreign offerings in the U.S.,

it believes that the proposed conceptual approaches may lead to

90/ Securities Act Release No. 6568 (February 28, 1985). The
Commission also published a concept release requesting
comment on other aspects of the internationalization of the
securities markets. See Securities Bxchange Act Release No.
21958, Request for Comments on Issues Concerning Internation-
alization of the World Securities Market (April 18, 1985).
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increased harmonization. The release refers to a recent article 91/
that identified approximately 236 issuers that have an active
international trading market in their equity securities. According
to this article, a company with an active international trading
market must have daily active trading outside its home market., Of
the 236 issuers identified, 84 are U.S., 49 are Japanese, 17 are
German, 16 are Australian, 13 are British, 12 are Canadian, 10 are
Swedish, 7 are South African, 5 are Swiss, 2 are Italian, 2 are
Belgian, 2 are New Zealanders and 4 are from Hong Kong. France,
Denmark, Norway, Singapore and Malaysia each had one issuer identifed
by the article as having an internationally traded security.

Seventy commentators responded to the issues raised by the
concept release. Respondents included issuers, law firms, account-
ing firms, stock exchanges, broker-~dealers, and regulatory agencies.
Two general observations of the commentators should be highlighted.
First, the reciprocal approach was the means favored by fifty out
of fifty-seven commentators to facilitate multi-national offerings,
at least on an evolutionary basis. Although the common prospectus
approach was considered ideal by twenty-one of these commentators,
they were skeptical because its implementation would be costly,
subject to substantial time delays and, as a practical matter,

difficult to achieve because of differences in standards, customs

91/ See Yassukovich, "The Rise of International Equity," Euromoney,
May 1984 at 63.
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and procedures. Second, cost savings were generally anticinated
under a multi-national offering system by twelve commentators with
respect to expert fees and printing costs. Other possible areas of
savings mentioned included management time, underwriting fees and
distribution costs. Two commentators believed that cost savings,
if any, would be insignificant. No cost savings were anticipated
with respect to accounting and auditing matters. The Commission
has not yet determined whether to propose rulemaking for adoption
of either of these approaches.

The primary question to be addressed is whether SEC
requirements act as impediments to foreign issuers in entering
U.S. capital markets. As this study has shown, the most onerous
reguirements placed on foreign issuers are the requirements to
reconcile to U.S. GAAP in both Securities Act and Securities
Exchange Act filings, and to provide full segment information in
Securities Act filings., The SEC's reconciliation provision is not
required in any of the major financial centers discussed herein,
other than in Canada. Profit and loss information by businass
segment is not otherwise required of foreign issuers in Buropean
markets or in Tokyo.

There is little evidence to suggest that the reconciliation
requirement has provided a serious obstacle to foreign issuers

entering U.S. markets. The requirement was severelv criticized when

92/ Supra, note 33,
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i,

the revisions to the Form 20-K 92/ were proposed, and in fact
preparation of the information does impose an additional burden on
issuers. Yet, respondents to the multinational proposal 4id not
indicate that there would be a significant cost saving in a
reciprocal offering document (which would exclude a reconciliation).
In addition, foreign issuers continue to raise substantial amounts
of capital in U.S. markets.

Sixteen commentators addressed the reconciliation requirement
in response to the SEC's multinational proposal. The views were
evenly split. Eight commentators including Merrill Lynch, the
New York Stock Exchange Advisory Committee on International Capital
Markets, J. P. Morgan Co., and several accounting firms envisioned
the necessity for a reconciliation. Several others suggested that
differences be explained but not quantified.

Among companies from the major financial centers of the world,
segment profit and loss information appeérs to be of primary con-
cern in the case of the Japanese. As previously discussed,
capital raised by Japanese companies in the U.S. has been small
in relation to the amounts raised in Europe. 93/

However, in addition to U.S. issuers, profit and loss informa-
tibn by segment is required of Canadian, U.K., and Italian issuers,

.and is a requirement of International Accounting Standards. Thus,

93/ The Japanese MOF has recently determined to study the contents
and method of disclosure for segment reporting with a goal
of requiring it prospectively in financial statements beginning
in 1988, —
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segment reporting has achieved substantial acceptance in interna-
tional financial reporting. As a measure of this accentance,
underwritten foreign debt and equity offerings in the U.S. have
averaged $5 billion per year since 1975 (segment reporting became a
requirement of U.S. GAAP in 1977).

Segment reporting did not generate significant comment from
those responding to the multinational release. There were only
four commentors who addressed this matter, and they were divided.
This may be indicative of the fact that profit and loss information
by segment is not a significant issue in the U.K and Canada.

As noted, there is little evidence to suggest that U.S. audit
requirements constitute a serious impediment to foreign issuers
raising capital in U.S. markets. U.S. audit requirements were
developed 1n many cases in response to specific audit failures, and
have become imbedded not only in U.S. GAAS, but in a number of foreign
audit standards as well, These standards serve to orotect investors,
and to provide confidence in the world's largest financial market.

Comments with respect to auditing standards were received
from eight respondents in connection with the SEC's multinatiénal
release. The broadest standards were proposed by Merrill Lynch
Capital Markets ("Merrill Lynch") and the New York Stock Exchange
Advisory Committee on International Capital Markets. Both stated
that U.S. distribution of foreign securities should require certi-
fication by independent auditors and use of auditing standarAds
eguivalent to U.S. GAAS., Several respondents suggested application

of the IFAC standards as the international benchmark. Finally, one



IV-54

Canadian accounting firm, Clarkson Gordon, indicated that under the
multinational offering system, auditors may be required to comply
with standards in effect in countries where their reports are
relied upon or with common standards. Further, they opined that
compliance with foreign auditing standards or the development of
common international standards would be considerably less difficult

than dealing with differences in accounting standards.




Approaches

T-¥-AT

to Standard
Setting

United States

Set primarily in the
private sector for
both investor-owned
and privately owned
enterprises. As a
general rule, only
investor-owned
entities must publish
financial statements.
SEC requirements are
not applicable to the
larger number of non-
investor owned enter-
prises. Therefore,

a single set of gener-
ally accepted account-
ing principles is
achieve, by having
changes made through
the private-sector
body--the FASB. Cur-
rently, the SEC's Reg-
ulation S-X specifies
reasurements standards
for oil and gas pro-
ducers only. However,
the SEC has statutory
authority to set ac-
counting standards for
public companies and
closely oversees the
activities of the FASB.

Approaches to Standard Setting and
Comparison of Major Accounting Principles

Canada

The Act under which a company

is incorporated specifies the
disclosure requirements (and
sometime other aspects of ac-
counting principles) with which
a company must comply in prepar-
ing financial statements. The
requirements of the various
Federal and Provincial Acts are
not identical and at times dif-
fer from the Accounting Recom-
mendations in the CICA Handbook.
Canadian companies that offer
securities to the public are
also subject to requirements
set out in the relevant Securi-
ties Acts and in pronouncements
of the Provincial Securities
Administrators. The Handbook of
Canadian Institute of Chartered
Accountants is controlling only
in those jurisdictions in which
it is specifically incorporated
by reference and in the case of
Federally Chartered enterprises.

United Kingdom

Accounting standards
dards in the UK are
established and im-
plemented by the ac-
counting profession
within a broad frame-
work laid down by
legislation. Princi-
pally, legislation
on company accounts
is restricted to the
Companies Acts of
1948, 1967, 1980 and
1981. The latter Act
gives effect to the
Fourth Directive of
the European Economic
Community. The ten
Member States of the
EEC are bound under
the treaties of Rome
to adopt national
legislation to give
effect to the Di-
rectives of the EEC.
The accounting stan-

dards formulated by the

Accounting Standards
Committee are issued
by the six principal
UK accountancy bod-
ies (England & Wales,
Scotland, Ireland

and three other UK
bodies). In general,
all limited liability
entities are required
to publish annual
financial statements.

European Economic
Community

The Company law direc-
tives specify minimum
requirements which
supplement those of

the Member States. Di-
rectives are required
to be implemented into
national law by each of
the Members States with-
in the prescribed time
specified in each direc-
tive. It is not unusual
for those periods to be
exceeded.
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Italy

Not Available.

Approaches to Standard Setting and

Comparison of Major Accounting Principles

Netherlands

Statutory requirements concerning
annual accounts are stipulated in

the Civil Code. The law lays down
general principles that are to be
observed in the preparation of

annual accounts. BAny interested party
who considers that a set of annual
accounts does not conform to the
stipulations of the Civil Code may
apply to have them changed to a

court that specializes, inter alia,

in matters relating to annual
accounts: the Companies Division

of the Court of Justice in Amsterdam.

A certain amount of jurisprudence is
starting to be built up in this field.
Delegations from the employers' organi-
zations, the employees' organizations,
and the Netherlands Institute of
Chartered Accountants have together
formed a "Tripartite Consultative Body"
whose task is to provide a guide for
practice, but it is has no legal force.

W. Germany

Accounting standards in Germany have
always been established as provisions
required by law, particularly in the
"Aktiengesetz" (company law). In fil-
ing out this legal framework, fundamen-
tal accounting principles have been
developed. There is no institution,
however, except the courts, which

can - though in single cases only -
determine such principles. 1In deci-
sions concerning these principles the
courts consider not only business prac-
tice but also recommendations developed
by the accounting profession.
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Approaches to Standard Setting and
Comparison of Major Accounting Principles

Switzerland

Principles of accounting are established
and implemented by law. The "Code of
Obligations", part of the Swiss commer-
cial law, contains some rules on sound
bookkeeping practice to be followed by
all business enterprises and more detailed
rules on accounting by joint stock com-
panies. These regulations lay down a
relatively small number of basic
principles. This broad legislative
framework permits considerable freedom

in decisions on disclosure, presenta-

tion and valuation, which in turn has

led to diverse and even conflicting prac-
tices. 1In fact, the only generally ac-
cepted accounting principle, in the
Anglo-Saxon sense, is that of "prudence"
or conservative estimation. However, it
must be emphasized that the {comparatively
few) major multinationals, which are or-
ganized as joint stock companies, have
developed accounting practices, especial~-
ly with respect to disclosure, which go
far beyond Swiss legal requirements to
align themselves with the generally ac-
cepted standards of international business.

France

The establishment of accounting standards is the
responsibility of the "Counseil National de 1la
Comptabilite", an official body of concertation on
which representatives sit of:

a) those who keep accounts (accountants and book-
keepers in service of an employer,)

b) those who scrutinise accounts (auditors, the tax
administration, the "Commission des Operations
de Bourse", etc);

c) those who use accounts (firms, banks, statisti-
cians, etc.);

d) and those who teach accountancy.

Thus, the "Conseil national de la Comptabilite" acts:

- at the stage when standards are prepared, before
the legislative and regulatory provisions come
into being;

- at the stage when such provisions are implemented,
by means of interpretations and recommendations.

As for the accountancy profession, it acts:

- within the "Conseil National de la Comptabilite",
in which it plays an important role,

- at the time when standards are implemented, in
order to establish the rules of professional
ethics in the matter.
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Setting

Approaches to Standard Setting and
Comparison of Major Accounting Principles

Jaggg

Companies in Japan are required to follow the
provisions of Commercial Law. Those compan-
nies which offer shares of stock for public
subscription, such as companies listed on
the securities exchange, are required to
disclose their financial statements and
other relevant information by way of secu-
rities reports, etc. Such requirement is
stipulated in the Securities Exchange Law,
which aims at protecting investors. The
accounting standards which form the basis

of the preparation of financial statements
are published in the "Financial Accounting
Standards for Business Enterprises”, and
other means. These standards represent those
which the Business Accounting Deliberation
Council, an advisory body to the Minister of
Finance, recognizes to be generally fair and
adequate in nature. Among the above-men-
tioned accounting standards, those which

are considered to be relevant and necessary
are legalized in the Commercial Law and the
Securities Exchange Laws.

Australia

In Australia "accounting standards", as such, are
established and implemented by the accounting pro-
fession. These standards may best be regarded as
complementing extensive provisions in the companies
legislation and in the Stock Exchange Listing Require-
ments which deal with disclosure in financial state-
ments (and which, in effect, are accounting standards
in their own right). Failure to comply with existing
standards is regarded by some State Corporate Affairs
Commissioners as "prima facie" evidence that accounts
do not give a "true and fair" view.
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United States

Weighted average cost,
first-in-first-out, and
last-in-first-out cost
flow assumptions allowed.

All such costs are expensed
in the period in which in-
curred.

Extensive disclosures are
required by Statement of
Financial Accounting Stan-
dards (SFAS) No. 14 and
Regulation S-K.

Approaches to Standard Setting and
Compar ison of Major Accounting Principles

Canada

Same as U.S.

Certain develop-
ment costs are
capitalized and
amortized.

Requirements are
roughly equivalent
to those in the
United States.

United Kingdom

LIFO cost flow assump-—
tion is not allowed.

Same as Canada.

The Companies Act of 1981
implemented the EEC's
Fourth Directive. The

Act requires disclosure

of sales and pretax in-
come for each class of
business, and sales (but
not pre-tax income) dis-
aggregated between markets.

European Economic
Community

Essentially the same as
in the United States.

If permitted by Member
State, such amounts may
be included in assets.
Unless contrary to Member
State requirement, capi-
lized amounts must be
amortized over a period
no greater than 5 years.

Only sales are required
to be "broken down by
categories of activity
and into geographical
markets in so far as
these categories and
markets differ substan-
tially from one another".



Principal
Accounting
Differences
Italy
Inventory Essentially the same as
valuation in the U.S.
3
it
o))

Research and Deferred and amortized in

Development  certain circumstances.
Costs

Segment Segment information not
Information  required.

Approaches to Standard Setting and

Netherlands

Essentially the same as the U.S.
except that inventory may include
interest cost incurred during manu-
facture. Inventories may also be
valued at current value under the
EEC's Fourth Directive if necessary
to present a true and fair view
(however only one major company -
Philips N.v. - utilizes the meth-
od). The base stock method is

also premitted.

Deferred and amortized in certain
circumstances.

Segment information not required.

Comparison of Major Accounting Principles

West Germany

Essentially the same as in the United

States since adoption of the Fourth
Directive.

Same as U.S.

Segment information not required.
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Switzerland

Same as West Germany.

Deferred and amortized in
certain circumstances.

Segment information not
required.

Approaches to Standard Setting and

Comparison of Major Accounting Principles

France
Essentially the same as the U.S.
except that the LIFO cost flow
assumption is not allowed.
Deferred and amortized in certain
circumstances.

Segment information not required.

Japan

Essentially the same as the U.S.

Deferred and amortized in certain circum-
stances.

Sales by segment and geographic area
are required.
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Principal
Accounting

Differences

Inventory
Valuation

Research and
Development
Costs

Segment
Information

Approaches to Standard Setting and
Comparison of Major Accounting Principles

Australia
LIFO cost flow assumption is not allowed. Cost may exclude overhead,
include only variable cost, or include variable and fixed overhead
based on a normal level of capacity.

Deferred and amortized in certain circumstances.

Segment information not required.



Principal
Accounting
Differences

Business
Combinations

Dil and Gas
Producers

6—-AT

Foreign
Currency
Translation

United States

Any goodwill resulting

from a business combination
accounted for as a purshase
must be amortized over a
period that is not greater
than 40 years.

The successful-efforts and
full-cost methods of ac-
counting are equally ac-
ceptable. If full-cost
accounting is used, cost
centers must be established
on a country-by-country
basis.

Gains and losses on mone-
tary assets and liabilities
are recognized currently.

Approaches to Standard Setting and
Comparison of Major Accounting Principles

Canada

Same as United
States. Pooling-
of-interest ac-
counting is per-
mitted only in
rare circumstances
where it is not
possible to identi-
fy one of the par-
ties as the ac-
quirer.

Cost center under
the full-cost
method of account-
ing may be deter-~
mined on other than
a country-by-coun-
try basis.

Translation gains
and losses on long-
term debt is defer-
red and amortized
over the remaining
life of the issue.

United Kingdam

A current exposure draft
suggests a maximum period
of 20 years for the amor-
tization of goodwill re-
sulting from the purchase of
a business. The EEC Seventh
Directive permits amortiza-
tion over a period longer
than 5 years if it does not
exceed the asset's economic
life, and is disclosed to-
gether with the reasons
therefore.

Both the full-cost method of

accounting, essentially simi-

lar to the U.S. method, and

the successful efforts method

are acceptable in the U.K.

Essentially equivalent to
U.S. requirement.

Buropean Economic
Community

No specific provision.
However, Article 37 of
the 4th Directive pro-
vides for the inclusion
of goodwill as an asset
if allowed by the Member
State, with amortization
over a maximum of 5
years, or longer economic
life where permitted by
the Member State.

No specific provisions.

No specific provisions.
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Foreign
Currency
Translation

Italy

Goodwill resuting from

a business combination
can be either the excess
of cost over fair value
or bock value of assets
acquired, and may be car-
ried forward indefinitely.

The extent to which full
cost accounting is accept-
able is not known to the
staff, but the industry is
not significant,

No specific requirements.

Approaches to Standard Setting and

Netherlands

Principals are similar to the U.S.
except that goodwill may either

be written off immediately to
equity or earnings, or be amortized
over a period not to exceed 10
years.

The extent to which full cost
accounting is acceptable is not
known to the staff, but the
industry is not significant.

The concept of the functional
currency contained in U.S. GAAP
is implied in Netherlands GAAP.
However , for practical reasons,
Netherlands GAAP allows the func-
tional currency of the most signi-
ficant foreign operation to be
applied to the total group. In
addition exchange gains on long-
term monetary items may be defer-
red and amortized to income over
the period of the item, and ex-
change losses on loans may be

set off against deferred gains.

- 10 -

Comparison of Major Accounting Principles

West Germany

Goodwill can be either the excess of cost
over (i) fair value or (ii) book value

of net assets acquired, and is reduced

by earnings of the net assets acquired
until exhausted.

The extent to which full cost accounting
is acceptable is not know to the staff,
but the industry is not significant.

No specific requirements.
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Principal
Accounting
Differences

Business
Combination

0Oil and Gas
Producers

Foreign
Currency
Translation

Switzerland

Same as Italy.

The extent to which full
cost accounting is accept-
able is not known to the
staff, but the industry is
not significant.

No specific requirements.

Approaches to Standard Setting and
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Comparison of Major Accounting Principles

France

Same as Italy.

The extent to which full cost
accounting is acceptable is not
known to the stafE.

No specific requirements.

Japan

Goodwill resulting from a business com-
bination is the excess of cost over the
book value of the net assets acquired,
Goodwill is amortized within a five
year periaod.

The extent to which full cost accounting
is acceptable is not known to the staff,
but the industry is not significant.

Monetary assets and liabilities plus all
assets carried at current values are
translated at the closing rate, and all
other items are translated at historical
rates.
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Principal
Accounting

Differences

Business
Combination

0il and Gas
Produers

Foreign
Currency
Translation

Approaches to Standard Setting and
Comparison of Major Accounting Principles

Australia

Same as Italy.

The "area of interest" method is the prescribed method.
It represent a cross between full cost and successful
efforts. It permits capitalization of all costs asso-
ciated with an area of interest if there is a reasonable
chance of recovery. An area of interest means an indivi-
dual geological area which is considered to constitute

a favorable environment for the presence of minerals.

No specific requirements.

- 12 -



Leases

Valuation
of Fixed
Assets

Specialized
Industries

ET-V-AT

United States

Finance-type leases must be
capitalized in a manner
equivalent to purchased
property.

Property, plant and equip-
ment is carried at depre-
ciated historical cost.

Certain accounting principles

are peculiar to particular
industries. For example,
specialized practices are
found in financial insti-
tutions, mining, retailing,
construction, and farming.

Approaches to Standard Setting and
Comparison of Major Accounting Principles

Canada

Essentially equiva-~
lent to U.S. re-
quirements.

Same as U.S., ex-
cept that the sink-
ing-fund method of
depreciation is
acceptable.

The extent to which
various practices
differ between
countries is not
known.

United Kingdom

All leases are treated as
operating leases--none
capitalized.

Real property is revalued
periodically and depreciated
on such basis. Income pro-
ducing real estate usually
is not depreciated.

Differences have not been
identified. However, it
is know that hidden re-
serves are permitted in
the UK. Movements in
such reserves are not
disclosed.

- 13 -

European Economic
Community

No specific provisions.

Fixed assets are defined as
"those assets which are in-
tended for use on a contin-
uing basis for the purposes
of the undertaking's acti-
vities". Fixed assets must
be valued at purchase price
or production cost, if per-
mitted by Member State, in-
creased by value adjust-
ments.

A Fourth Directive equiva-
lent for banks was issued
during 1986. A similar
draft directive for insu-
rance companies is sched-
ule for 1987. A contem-
plated draft directive for
investment companies is
not expected to be pub-
lished before 1987 at

the earliest.
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Italy

Finance-type leases need
not be capitalized.

Property, plant and equip-
ment is carried at depre-
ciated historical cost.

The extent to which various
practices differ between
countries is not know.

Netherlands

Principles are similar to those
in the U.S. except that in prac-
tice leases are not capitalized
to the same extent as the U.S.

Property, plant and equipment is
normally stated at cost, but may

be written up to replacement value.
If depreciable assets are revalued,
depreciation must be based on the
revalued amount.

The extent to which various prac-
tices differ between countries is
not known.

W. Germany

Finance type leases need not
be capitalized.

Property, plant and equipment is car-
ried at depreciated historical cost.

The extent to which various practices
differ between countries is not known.
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Approaches to Standard Setting and
Comparison of Major Accounting Principles

Switzerland

Finance-type leases need not
be capitalized.

Property, plant and equip~
ment is carried at depre-
ciated historical cost.

The extent to which various
practices differ between coun-
tries is not known.

France

Finance-type leases need not
be capitalized.

Property, plant and equipment is
carried at depreciated historical
cost.

The extent to which various prac-
tices differ between countries is
not known.

- 15 -

Japan

Finance-type leases need not
be capitalized.

Property, plant and equipment
is carried at depreciated his-
torical cost.

The extent to which various prac-
tices differ between countries is
not known.
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Australig

Finance-type leases need not be
capitalized.

Fixed assets may be carried at historical
cost or appraised value.

The extent to which various practices differ
between countries is not known.

-~ 16 -
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United States

An applicant must pass the Uniform
CPA Examination, hold a bachelor's
degree, and have one to two years
experience,

At least equivalent to a bachelor's
degree with study in accounting.
Continuing professional education
is required or recommended in most
cases.

GAAS, AICPA Statements on Auditing
Standards (SAS), AICPA Interpre-
tions of SAS, AICPA industry guides
SEC Accounting Series Releases.

Canada

To became a Chartered Accountant,
one must hold a degree with at
least two years experience, and
pass a national exam, administered
by the CICA. Certified General
Accountants must meet education
and experience requirements speci-
fied by the provinces, pass
courses or a national examination.
RIAs meet requirements similar to
those of a Certified General
Bccountant, but the examination

is administered by the Society

of Management Accountants of Canada.

A university degree is required to
become a Chartered Accountant,

but not for the other accounting
designations,

The Canadian Business Corporation
Act; GAAS (Covered in the Canadian
Institute of Chartered Accountants'
Handbook)

*/

United Kingdom

The applicant must be a
member of one of the
following:

a. The Institute of
Chartered Accountants
(either in England and
Wales, or in Scotland,
or in Ireland)

b. The Association of
Certified Accountants.

Three years:of practical
experience under a train-
ing contract during which
several professional exam-
inations must be passed.

The Auditing Practices
Committee of the Consulta-
tive Committee of Accoun-
tancy Bodies; requirements
of the Companies Act and
auditing standards.

*/ Belverd E. Needless, Jr. and Felix Pomeranz, "Comparative International Auditing," (International
Accounting Section of the American Accounting Association): (1985) 6-32
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France

The applicant is placed on an offi-
cial list after meeting these quali-
fications:
a. 25 years of age
b. good moral character
c. citizenship in France or

the European Economic Community
d. passaged of the competency exam
e. two years' experience in auditing.

Academic diploma which qualifies one’
to sit for a competency examination.

No mandatory standards; closely regu-
lated by law, with recommendations
made by the Guide published by the
Compagnie Nationale des Commissaires
aux Comptes.

Netherlands

After passing either a university

or Netherlands Institute of Regis-

teraccountants (NIVRA) examination,

the applicant must show that he or

she is:

a. not bankrup

b. not under court guardianship

Cc. not under a court order prevent-
ing practice.

The applicant must also produce a

birth certificate and good conduct

certificate.

There is no requirement for continu-
ing education, but a minimum of ten

days of continuing professional edu-
cation every two years is recommend—
ed by NIVRA.

No official guidelines; NIVRA publi-
cations assist the auditor's judgment
and expertise; the Law Relating to
Annual Accounts of Companies tells
what information must be included,
but not its scope.

Switzerland

There is no licensing re-
quirement for auditors.
Qualified auditors must
pass the examination ("dip-
lomierter
Bucherexperte/expert comp-
table diplome").

No special requirement for
auditors. Qualified audi-
tors must attend Auditor
Scheols, but not degree is
required.

The Swiss Handbook of Audit-
ing with recommendations is-
sued by the Special Commit-

tee of the Swiss Chamber. .
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West Germany

The applicant must be publicly ap-
pointed and sworn in after meeting
personal and professional qualifi-
cations and following a govern-
ment-regulated admission and exam—
ination procedure, which includes
a heavy experience requirement
(minimum of five years).

A university course in business
economics, economics, law, engi-
neering, or agriculture. Experience
may be substituted.

Commercial laws are the primary
basis, but the Institute of
Wirtschaftsprufers issues pro-
fessional standards and guidelines.

Japan

An applicant must pass three levels
of examinations, show general know-
ledge of accounting, sufficient
expertise as a junior CPA, and pro-
fessional competency.

University degree

No commercial Law Code.

The Securities and Exchange

Act requires:
a. experience, ability, no
special interest in the
company; b. a fair, impartial
attitute; c¢. due care;
d. refusal to use or reveal
confidential information;
e. planning, execution, super-
vision; f. the extent of tests
depends on internal controls;
g. sufficient evidence for a
reasonable opinion.
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United States

To give an opinion on the fairness
with which financial statements
present the financial position and
results of operations of the company.

Fach state adopted a code of profes-
sional ethics under its public Accoun-
tancy Act. Most resemble the AICPA
Code of Professional Ethics, which
calls for independence; objectivity;
integrity; observance of general and
technical standards; responsibility

to colleagues; and other responsibi-
lities and practices.

The Professional Ethics divisions of
the American Institute of CPAs and of
the individual state societies may
discipline, suspend, or expel a member
for violation of an ethical rule. The
individual state boards control the
licensing of CPAs.

Liable to client for breach of contract
or if report is not timely, for failure
to detect fraud or error (including or-
dinary or gross neglience, negligence
causing loss). Liable to a third party
by Commercial Law for foreseeable errors
and for gross negligence which caused a
loss. The 1933 Statute covers ordinary
and gross negligence on the issuance of
an auditor's report whereas the 1934 Sta-
tute covers negligence on continuing re-
ports. Answerable to client and third
party for fraud. Also under liability
associated with a fiduciary relationship.

Canada

To attest to the fairness of finan-
cial statements presented by the or-
ganization's management.

The Chartered Accountants for each
province have their own codes, but
the codes tend to be similar. The
other two accounting bodies have
their own national codes.

In Ontario province, for example, the
Professional Conduct Committee is
partially responsible; the Discipli-
nary Committee presides over more
serious breaches of ethics; and the
Practice Inspection Commission en-
sures that practice meets the stan-
dards set in codes.

Liable under common law to third
parties if should have been aware
that the third party was part of a
limited class that would rely on
the financial statements. Liable
for fraudulent financial statements.

United Kingdom

To give an independent ex-
amination and opinion on
financial statements, estab-
lishing compliance with
statutory obligations and
accordance with true and
fair view,.

The Institute of Chartered
Accountants in England and
Wales publishes an Ethical
Guide, which stresses pro-
fessional independence, con-
fidentiality, advertising
limits, and limitations on
fees, especially in multi-
disciplinary practices.

Each professional body may
impose sanctions on members
for violations. The Audit-
ing Practices Committee
provides a joint discipli-
nary committee.

Liable to third party if
financial loss is clearly
attributable to reliance

on negligently prepared
document, and the party
preparing the document knew
its purpose and knew (or
should have known) that it
would be relied on.
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France

To certify that all reports and finan-
cial statements conform to existing
rules and regulations and have been
applied in good faith.

Set both by law and by the Code of
Professional Ethics adopted by the
Compagnie Nationale, including rules
on independence, incompatible func-
tions, advertising, use of title or
firm name, relationships with collea-
gues, connection between predecessor
and successor, and fees set by law.

Penalties set by law, and in some
cases by the Compagnie Nationale.

Violation of laws which regulate the
profession, subject to Penal Code;
requirements stated by law; auditors
required to carry liability insurance.

Netherlands

To ensure that balance sheets and ac-
companying notes present a true and
fair view of the size and composition
of capital and reserves; and that pro-
fit and loss statements and notes give
a true and fair view of the size and
composition of a company for the rel-
evant fiscal year.

The Rules of Conduct for Registerac-
countants (GBR) prohibit discrediting
the profession, the use of informa-
tion for one's own gain, the use of
information from the predecessor, as
well as advertising. It requires
preserving records for ten years

and keeping information about a
client confidential.

Complaints received by the Discipli-
nary Board and the Board of Appeal,
elected by NIVRA.

Criminal and civil liability for cri-
minal offense (fines to imprisonment),
for negligence, acts discrediting the
profession; for violating professional
rules (resulting in written warning,
suspension, and expulsion).

Switzerland

To enable auditors to give
an opinion on the conformity
of financial statements to
legal requirements. Audi-
tors are bound by law to
pass judgment on the legal-
ity of available profit.
Auditors must recommend ap—
proval or rejection of the
accounts at the general
meeting of the shareholders.
There is no attestation to
the true or fair view.

No general code. The Ethi-
cal Code of the Swiss Cham-
ber, which applies to mem-
bers only, requires due
care, independence, secrecy,
careful choice of collabo—
rators, loyalty, teamwork,
promotion of the rising
generation, continuing edu-
cation, responsibility for
making clients' documents
available on request, and
respect for the Fees Conven-
tion.

A Special Committee of the
Swiss Chamber has the power
to fine or expel members.

Firms can be sued for dam-
ages.
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West Germany

To determine that financial statements
comply with German law and the com-
pany's statutes.

A Code of Ethics covers legally re-
quired audits. Detailed guidelines
issued by the Chamber of Auditors
include independence, professional
care, partial responsibility, dis-
cretion, impartiality, professional
conduct, and elimination of incompat-
ible duties.

A self-regulatory body can warn,
reprimand, fine or expel an auditor
who is guilty of not performing

duties in accordance with professional
law and standard.

Unlimited liability to clients and
third parties for false statements
or other intentional violations.
Liability is limited in case of
negligence. Breach of confiden-
tiality is a criminal offense.

Japan

The Commercial Law Code does not specify the purposes of
an audit; the Securities and Exchange Act specifies that

it is to protect stockholders and creditors, to confirm
that the financial statement fairly and appropriately shows
the present position and results, and that it is prepared
in conformity with A Statement of Business Principles.

The CPA Law and the JICPA Code prohibit the impairment of trust,
and require independence, secrecy, and restrictions of advertising.

Punishment may be administered for false and unreasonable attesta-
tion.

Under CPA law, the Minister of Finance is empowered to investigate
violations and to assess penalities, including warning, suspension,
or withdrawal from registration. The CPA has the right to vindi
cate himself. The JICPA Punishment Committee also enforces ethi-
cal standards. The President of the JICPA determines penalities
according to the views of the committee and the board.

Under the Securities and Exchange Act, if investors lose because of
material errors in audited financial statements, auditor or firm
must compensate for an error unless can prove lack of intention and
that the attestation was made with due care. Under the Commerical
Law Code, must compensate client for breach of contract, and third
parties for damage from materially false items in an audit report
if cannot prove due care.
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United States

Within inherent limits must plan exam-

ination to search for errors and ir-
regularities that would have a mate-
rial effect on financial statements.
Must form reasonable assurance
through complying with GAAS that
material fraud or error is not
present.

Must meet in fact and in appearance.
Rules specified by the Code of Pro~
fessional Ethics.

Serving as an employee of the client,
holding direct or material indirect
interests being an officer of client,

or having a loan to or from the client,

making decisions if serving as a
management consultant, or performing
unethical functions that impair inde-
pendence.

Must indicate the scope of the examina-
tion and whether or not the audit com-
plied with generally accepted account-

ing principles. Must state whether

the financial statements present fair-
ly in accordance with GAAP and whether

GAAP have been consistently observed
in relation to reports of previous
years. Must express an opinion on
the financial statements as a whole,
or assert that an opinion cannot be
expressed.
shall be regarded as reasonably ade-
quate unless stated otherwise.

Disclosures of information

Canada

Reasonable assurance through comply-
ing with GAAS that material fraud and
error are not present in the finan-
cial statements. No separate other
responsibilities (but management has
its own responsibilities).

Defined by rules of professional con-
duct of the Institute of Chartered
Accountants and by incorporating
acts.

Serving in any function that lessens,
independence, taking part in decision
making in a management consultant en-

gagement; auditing a corporation where

stock in the client is owned

Must refer to the scope of the exam~
ination, and express an opinion of
the financial statement or assert
that an opinion cannot be stated
(giving the reasons why). The
opinion should indicated whether

the financial statements present

a fair picture in accordance with
an appropriately disclosed basis

of accounting which normally would
be generally accepted accounting
principles. The basis of accounting
must be consistently applied.

@

United Kingdom

Obligated to pursue matters
of a suspicious nature.

Discussion Doctrine on Pro-
fessional Ethics focuses
on compromises of indepen-
dence.

Being partner or member of

the board of a client, or a
government employee; being

a shareholder, with"a large
part of income from one

- client; or providing related
- financial, consulting, or tax

services; compromising per-
sonal relationships.

Includes both scope and opin-
ion paragraphs. By statute,
must present views on balance
sheets (true and fair view at
their date), profit and loss
statements (true and fair
view), and accounts (as to
whether prepared in accordance
with the Companies Act).

Must report "by exception" on
whether proper records have
been kept, whether proper and
adequate returns were received
from unvisited branches,
whether balance sheets and
profit and loss statements
agree with records, and
whether the auditor has re-
ceived all required informa-
tion
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Franceg

No responsibility; but liable to
client and third parties for fraud
and negligence; must report known
illegal acts by client.

Appearance as well as fact of indepen-
dence; relationships to avoid are de-
tailed by law.

Receiving any special benefit from a
client or holding an incompatible
position as a board member, a part
of management, or an employee.

Must certify the financial statements,
or inform readers that it cannot be
certified. The report may be quali-
fied or unqualified. A second report
is required, if applicable, detailing
agreements entered into between com-
pany directors and the firms, or
between company directors, and outside
firms. There is no standard format for
either report.

Netherlands

Independence from audit clients is
required. Appearance of independence
is emphasized.

Drawing contracts or articles of
association, acting in a managerial
capacity, accepting an executive
appointment in business or industry,
acting as an insurance agent or
broker, carrying out work affecting
independence or impartiality, per-—
forming accountancy, taxation, or
management consulting while employed
as an auditor.

The wording is not specified by law,
but NIVRA recommends reference to a
"true and fair view" without refer-
ence to auditing standards. Under
the Commercial Code, must make report
available to shareholders 15 days be-
fore the annual meeting; must submit
the financial statement and report to
the Business Gazette within eight
days of the meeting for public inspec-
tion; nct required to include refer-
ences tc other investigations into
accounts or corporate affairs; cus-
tomarily, must give a more detailed
report to executive and supervisorz.

Switzerland

Not bound to search for
fraud; not responsible if
due care is observed.

Not defined. Independence
in fact is more important
than independence in appear-
ance. Independence is not
required by present Company
Law (although it is by a new
draft of the law, especially
in regard to the board of
directors and principal
shareholders) .

Serving as a member of the
board or as an employee of
the corporation, carrying
out management duties. Fees
from one client cannot ex-
ceed 10 percent of total in-
come.

Presents to an ordinary
shareholders' meeting the
short form (attest func-
tion), containing scope and
opinion paragraphs without
reference to "true and fair"
views. Presents the long
form (with detailed audit
information) to the board of
directors. Presents special
reports (covering extraordi-
nary maiters, such as fraud)
to the bourd, and, in case
of emsrgency, te ai extra-
ordinary she.chouders' mest-
ing; sivos an ordl teport to
the gereral sharehoiders!
meat M0 }
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West Germany

Expected to conduct examination in an
impartial and conscientious manner.
Liabile if failure to discover fraud
results from negligence.

Appearance as well as fact of indepen-
dence. Relationships to avoid are de-
tailed by law.

Exercising management functions by
acting as an employee. Independence
is impaired when the auditor prepares
the financial statements, has a finan-
cial interest in the client, serves on
the supervisory board or board of man-
agement, or is an employee of the
client.

Prescribed by law. The recommended
wording is "The accounting and the
annual financial statements, which
I (we) have audited in accordance
with professional standards, comply
with German law and the company's
statues.

Japan

Auditor must use due care to detect
causes of material difference in
financial statement; auditor may
be punished by law. Must report
actions that contradict directors'
duties to the Auditing Commission.

Concept of independence (fair and
impartial attitude) set forth in
professional standards. Specific
rules set forth in CPA Law.

An auditor or spouse cannot be
independent if serving as an offi-
cial of the corporation or respon-
sible for financial affairs within
one year of an auditing report; em-
ployed within one year of a report;
holding a material interest in the
corporation; connected closely, in
present or past, with the corpora-
tion through duties as a government
official; providing tax services or
management consultant services.

Must outline the work performed and
state an opinion on the financial
statements, expressing whether the
statements fairly present the re-
sults. Must state, in addition,
matters materially affecting the
financial statements in subsequent
periods, but not present in the
current financial statement.
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COMPARISON OF IFAC AUDITING GUIDELINES WITh
GENERALLY ACCEPTED AUDITING STANDARDS IN THE U.S.

U.5.6ARSH

General Cantent

IFAC GUIDELINE

STATEMENTS ON AUDITING STANDARDS--INTRODUCTION
Respoasibilities and Functions of the
Independent Auditor

The Relationship of Generally Accepted Auditing
Standards to Quality Control Standards

THE STANDARDS OF FIELD WORK
Relationship Between the Auditor's Appointaent
and Planning
Planning and Supervision

Audit Risk and Materiality in Conducting an Audit

Substantive Tests Prior to the Balance-Sheet Date

Cosaunications Between Predecessar and Successor

Analytical Reviem Procedures

Distinguishes between responsibilities of auditor
and sanagesent, and refers to professional gualifications.

Stipulates that a fira shéuld establish quality contrals
and procedures to provide it with reasonable assurance
of conformning with BAAS in its audit engagements.

Stresses the importance of early auditor appointaent to
proper planning and execution of audit pracedures.

Recounts the matters which an auditor should consider
in planning and supervising the audit.

Cautions auditor on audit risk and materiality when
statesents in accorJance with GARS,

Sets forth factars to be considered in applying substantive
tests at an interim date and extending that work to the
balance sheet date.

Provides guidance on cossunications between auditors when
a thange has taken place or is in process.

Describes the timing, objectives, and timing of anmalytical
review procedures and investigation of significant
fluctuations.

IA6 No, | contains similar language about manage-
aent’s responsibility for financial stateaents.
IR6 No. 3 refers briefly to auditor skills and
coapetence.

IAG No. 7 provides guidance regarding the proce-
dures to be followed in the delegation of work
to assistants. That Guideline alsa covers the
policies and procedures to be adopted by an
audit firm to provide reasonable assurance
reqarding the quality of audit work generally.

Not reterred to in IA6 No. 4, *Planning’,
Planning aspects addressed in IAG No. 4.
Supervision alluded to in IAG No. 7,

Not addressed.

Not addressed.

Not addressed.

IRG No, 12 is substantially equilvaleat to U.5. GAAP.
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The Auditor ‘s Study and Evaluation of Interaal
Control

The Effect of an Internal Audit Function on the
Scope of the Independent Auditor's Examination

Required Comsunication of Material Weaknesses

in Internal Accounting Control

Special Purpose Reports on Internal Accounting
Control at Service Organizations

Evidential Matter

Errors or Irregularities

I11egal Acts by Clients

Receivables and Inventories

f cosprehensive statesent which includes definitions and
basic concepts, the scope of the auditor's study and
review, the timing and extent of tests, and the eval-
uation of the managesent’s systes of internal control,

Discusses the influe~ce ot the work done by the internal
auditors on the planning and execution of the external
auditar’s grocedures.

States the requireaent for the auditor to rossunicate
to senior sanagesent and the board of directors or its
audit comsittee material weaknesses in internal account-
ing control that came to the auditor’s attention,

Audit considerations where an audit client utilizes a
service organization and another auditor issues a special
purpose report on certain aspects of internal accounting
cantrol of that organization,

Describes the nature, coapetence, and sufficiency of evi-
dential matter, as well as guidance on evaluation of
evidence used to test the assertions of manageaent.

Provides guidance on the auditor’'s responsibility for
detecting errors or irreqularities. It also discusses
procedures that the auditor should perfors when his
exanination indicates that saterial errors or irregu-
larities aay exist.

Provides guidance when client acts which appear ta be
illegal cose to the auditor’s attention during an audit.

States that the confirmation of receivables and observation
ot inventaries are generally accepted auditing pracedures.
Provides guidelines to carry out those procedures.

IA6 No. & captures the essence of subject in a rela-
tively lengthy document which is more in a philo-
sophical vein than a handbook approach.

IAB No. 10 is essentially equivalent to U.S. GARS.

A single paragraph in IAG No. & states that saterial
ueaknesses should be comsunicated, usually in writ-
ing, to senior sanagesent on a tisely basis.

Not addressed.

IAB No. B describes considerations bearing on audit
evidence. Succinct but adequate treatsent.

IAG No. 1 is similar to U.5. requiresent,

Not addressed.

1A No. 8, Audit Evidence, in the paragraph on obser-
vation, "Far exasple, the auditor may chserve the
counting of inventories....® Iacluded in the two
short paragraphs on inquiry and confirsation is,
*For example, the auditor norsally requests confir-
aation of receivables by direct coasunication with
debtors. No other references are made to those
natters.
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Long-Tera lnvestaents

Client Representations

Related Parties

Using the Mork of a Specialist

Taquiry of a Client’s Lawyer Concerning

Litigation, Claias, and Assessaents

Morking Papers

Furnishes guidance for audits of companies with long-ters
investaents accounted for under the either the cost or
equity aethods.

Establishes a requiresent that the independent auditor
obtain written representations fram aanagesent as part of
3 GARS audit.

Provides guidance on pracedures that should be considered
by the auditor to idertify related party relationships and
transactions and to satisfy himself concerning the requir-
ed financial statement accounting and disclosure.

Recites instances in which the auditor say find it desirable
to use the work of a specialistj discusses the selection,

use of findings, and the effect of the specialist's work
on the auditor's report,

Sets forth guidance on the procedures an auditor should
tonsider for identifying litigation, claias, and assess-
sents and for satisfying hisselt as to the financial
accounting and reporting for such aatters,

Discusses the functions and nature of working papers,
as well as their content and ownership and custody.

Not addressed.

IAG No. 22 states that the auditor should obtain
evidence that sanageaent acknowledges its responsi-~
bility for the appropriate presentation of the fi-
nancial statesents and has approved thea. 1t goes
on to say, “The auditor can obtain evidence of man-~
ageaent 's acknowledqesent of such responsibility
and approval from relevant ainutes of meetings of
the sanagement board or similar body or by cbtaining
a wuritten representation froa managesent or a signed
copy of the financial statements.

A6 No 17 refers to International Accounting Standard
24 for definitions and required disclosures regard~
ing related party transactions. The guidance pro-
vided is similar to that under U.S. GAAS.

1AG No. 18 is at least as coaplete as U.S. stateaent,

Not addressed.

TAG No. 9 is sore desanding than U.S. requiresent in
that it refers to working papers *sufficiently
cosplete and detailed for an experienced auditor
to obtain an overall understanding of the audit.®
It also refers to peraanent files included in the
working papers. U.S. auditing literature does not
refer to persanent files,
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The Auditor's Considerations When a Buestion
Arises About an Entity's Continued Existence

Audit Sampling

Consideration of Omitted Procedures After the
Regort Date

THE FIRST, SECOND, AND THIRD STANDARD OF REPORTING
Adherence to Generally Accepted Accounting
Princigles

The Meaning of “Present Fairly in Conformity With
Generally Accepted Accounting Principles® in the
Independent Auditor's Report

Consistently of Application of Benerally
Accepted Accounting Principles

62~V-AI™

Adequacy of Disclosure in Financial Stateaents

Segaent Inforsation

THE FOURTH OF REPDRTING
Association With Financial Statesents

tinancial statements.

Hatters to be considered by the auditor when information

toses to his attention that raises a question about an
entity's ability to continue in existence.

Provides guidance for planning, performing, and evaluating

audit samples.

Describes considerations and procedures to be applied by an

auditor who, subsequent ta the date of his report on
audited financial statesents, concludes that one or more
necessary auditing pracedures were ositted.

Construes the tera “generally accepted accounting principles®
to inciude not only acounting principles and practices but
It requires a qualified

also the methods of applying thea,
opinton if scope lisitation makes it ispossible for the
auditor to form an opinion about conformity with BAAP,

Explains the meaning of the phrase “present fairly...in con-
foreity with generally accepted accounting principles® in

the independent auditor’s report.

States the objective of the second reporting standard regard-
ing the requireaent to state whether accounting principles

have been consistenly applied between periods.

tlaborates the third standard of reporting regarding the

adequancy of inforsative disclosures in financial state-
sents.

Provides guidance to an auditor in examining and reporting

on financial statements that are required to include

segaent information in conforaity with FASB Stateaent 14,

The objective of the fourth standard of reporting is to
prevent sisinterpretation of the degree of responsibility

the accountant assumes when his naee is associated with

as that term is used in the fourth reporting standard.

This statement defines "association®

Not addressed.

IAG No. 19 provides adequate guidance in somewhat
less detail than U.S. statesent.

Not addressed.
Not addressed.

Not addressed.

Partially addressed in IA6 Mo. 13 which suggests iden-
tification of the frasework of accounting principles
within which he has reached his opinion, there is no
reference to consistency of application,

Not addressed.

Not addressed.

Not addressed.



Reports an Comparative Financial Statements This statement provides guidance to an auditor on fimancial  Not addressed.
statesents of one or more prior periods that are presented
on a cosparative basis with financial stateaments of the
current period.

Reports on Audited Financial Statesents This statesent distinguishes the types of report, describes  1AG No. 13, *The Auditor's Repart on Financial State-

the circuestances in which each type of auditor's report ments®, treats the same subject matter.
ate and gives examples,

Dating of the Independent Auditor's Report Covers audit reporting dating initially, for subsequent TAG No. 13 siaply states that the report should be
events, and upon reisstance. dated.
Other Conditions Which Preclude the Application of Calls for a qualified or disclaised opinion when auditor Not addressed directly although IAG No. 8, “Audit
Necessary Auditing Procedures is unable to satisfy hieselt as to opening inventories Evidence® should be sutficient for an auditer
or aaterial amounts of long-term investments. to reach appropriate conclusion.
Part of Examination Made by Other Independent Sets forth the eatters for an auditor to consider in deciding [A6 No. 5 is similar in content to U.S. statesent.
t; Accountant whether he aay serve as principal auditor and use the work
I and reports of other independent auditors who have exasined
v the financial statements of one or more of the components
w or investaents, and the form and content of the principal
auditor‘s report in those circusstances.
Lick of Conforaity with Generally Accepted States that GAAP also applies to companies whose accounting  Not addressed
ficcounting Principles practices are prescribed by gavernaental regulatory
authorities or comsissions. A auditor’s report on requ-
latory based principles ordinarily will contain a qualified
or adverse opinion it the financial statesents are to be
used for other than filings with supervisory agencies.
Inadequate Disclosure Calls for a qualified or adverse opinion where financial Not addressed.
Missing inforsation, where practicable, is to be provided
in the auditor's repart, unless GAAS persmits omission.
Reparting on Inconsistency Provides guidance for sndification of auditor's opinion Not addressed.
where there has been a change in accounting principle.
Other Information in Docusents Containing Audited States that the auditor's responsibility for information IAB No. 14 is sufficiently similar to U.S. requiresent
Financial Stateaents in a docusent does not extend beyond the financial infor-

mation identitied in his report. However, the auditor
should read the other information to assure hiaself that
it is not materially inconsistent with inforaation in the
tinancial statesents,
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Reporting on Inforsation Accoapanying the Basic
Financial Statesents in Auditor-Subaitted
Documents

Reporting an Condensed Financial Statesents and
Selected Financial Data

Supplementary Inforastion Required by the
Financial Accounting Standards Board

Supplesental Inforsation on the Effects of
Changing Prices

Supplesentary Mineral Reserve Inforsation

Provides guidance on the fora and content of reporting when  Not addressed.
an auditor submits to his client or to others a docusent
that contains inforsation in addition to the clients basic
financial statesents and the auditor's standard report.

Provides guidance on reporting in a client-prepared docusent Not addressed.

on (a) condensed financial statements derived from audited

financial statesents of a public entity that is required

to file, at least annually, complete audited financial

statesents with a requlatory agency, and (b} selected

financial data derived fros audited financial statesents

of either a public or a nonpublic entity and that are

presented in a document that includes audited statesents.

Provides guidance on the nature of procedures to be applied  Inapplicable.
to suppleaentary inforaation required by the FASB, and
describes the circumstances that would require the auditor
to report concerning such inforaation.

Expands on the guidance provided in the section on supplemen- Not addressed.
tal information required by the FASB.

Expands on the guidance provided in the section on supplemen- Not addressed.
tal inforeation required by the FASB.
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Supplesentary 0il and Gas Reserve Inforsation

Subsequent Events

Subsequent Discover of Facts Existing at the Date

of the Auditor’s Report

Not applicable.

#(odification of Stateaents on Auditing Standards,

Aeerican Institute of Certified Public Accountants,

New York, New York (1985).
The statesents on auditing standards are organized
in the Codification in a sanner which confaras to
the specification of generally accepted auditing
standards; nasely, the general standards, the
standards of field work, and the standards of
reporting.

Expands on the‘guidance provided in the section on supplesen- Not addressed.
tal inforaation reguired by the FASB.

Describes the effect of past-balance sheet events on IA6 No. 21 is essentially equivalent to U.S. BAAS.
tinancial stateaents and the auditor’s report. It alse
addresses auditor consideration of transactions occurring
atter the balance sheet date but before cospletion of the
field work.

Describes procedure to be followed by the auditor who, sub-  Not addressed.
sequent to the date of his report upon audited financial
stateaents, becomes aware that facts say have existed at
that date which might have affected his report had he then
been aware of such facts,

Not applicable The subject matter of IA6 Nos. 2, “Engagesent Letters®

and 13, 1, and 20, each dealing with some aspect of
data processing are addressed in various U.S. audit-
ing stateaents.
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COMPARISON OF IFAC AUDITING GUIDELINES WITH
GENERALLY ACCEPTED AUDITING STANDARDS IN THE U.S.

IFAC GUIDELINE

COMPARISON WITH U.S. GAAS */

No. 1--Objective and Scope of the
Audit of Financial Statements

No. 2--Audit Engagement Letters

No. 3--Basic Principles Governing
an Audit

No. 4--Planning

No. 5--Using the Work of an Other
Auditor

N/A

International Auditing Guideline 2 may be more
demanding or conflict with generally accepted
auditing standards in the United States in the
following respects: This international Audit-
ing Guideline provides guidance on the prepa-
ration of an audit engagement letter. Although
the guideline does not explicitly require the
auditor to send an engagement letter, the gui-
dance is provided in a manner that presumes the
use of an engagement letter. Generally accepted
auditing standards in the United States do not
require the auditor to send engagement letters
and do not provide guidance on the preparation
of such letters.

International Auditing Guideline 3 may be more
demanding or conflict with generally accepted
auditing standards in the United States in the
following respects: Paragraph .21(b) of this
Guideline requires the auditor to conclude
whether the financial information complies with
relevant regulations and statutory requirements.
Although generally accepted auditing standards
in the United States do not require the auditor
to form a similar conclusion, the auditor
should be aware that certain governments may
require the auditor to form such conclusions

as a statutory obligation.

SAS No. 22, Planning and Supervison, states
that the auditor "should prepare a written
audit program (or a set of written audit
programs) ™ as part of planning his examination.
SAS No. 22 does not require that the auditor
prepare a written audit plan, but states, "the
auditor may wish to prepare a memorandum
setting forth the preliminary audit plan.”
International Auditing Guideline No. 4, Plan-
ning, requires the auditor to prepare both a
written audit program and a written audit
plan.

Paragraph 9 of this IAG specifies certain mat-
ters related to using the work of an other
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No. 6--Study and Evaluation of
the Accounting System
and Related Internal
Controls in Connection
With an Audit

No. 7--Control of the Quality of
Audit Work

No. 8--Audit Evidence

No. 9--Documentation

No. 10--Using the Work of an Internal
Auditor

No. 1l1--Fraud and Error

-2 -

auditor that the principal auditor must docu-
ment. Although auditors complying with generally
accepted auditing standards in the U.S. generally
document such matters, there is no explicit
requirement to do so.

No apparent conflict.

No apparent conflict.

No apparent conflict.

IAG 9 is more specific than U.S. GAAS as to
the form and content of working papers. It
requires, among other things, that working
papers be "sufficiently complete and detailed
for an experienced auditor to obtain an over-
all understanding of the audit.” It also
requires that "all significant matters which
require the exercise of judgment, together
with the auditor's conclusion thereon," be
included in the working papers. Those
requirements are more demanding than the
standards established by SAS No. 41, Working
Papers. SAS No. 41 states that working papers
are the "principal record" of the work per-
formed and the conclusions reached concerning
significant matters, but allows the auditor to
support his opinion and his representation as
to compliance with auditing standards "by
other means in addition to work papers.”

IAG 9 also identifies several specific items
that are normally to be included in working
papers which are not specifically required by
SAS No. 41 or other Statements on Auditing
Standards. For example, IAG 9 states that
permanent files included in the working papers
should be updated currently with "information
of continuing importance to succeeding audits.”
U.S. GAAS does not discuss permanent files.

No apparent conflicts

No apparent conflicts
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No. 12--Analytical Review

No. 13--The Auditor's Report
on Financial Statements

No. 14--Other Information in Documents
Containing Audit Financial
Statements

No. 15--Auditing in an EDP Environment

No. 16--Computer-Assisted Audit
Techniques

No apparent conflicts.

IAG 13 may be more demanding or conflict with
generally accepted auditing standards in the
U.S. in the following respects:

IAG 13 requires that an appropriate title,
such as "Auditor's Report," be used to
identify the auditor's report and to easily
distinguish it from reports that might be
issued by others. Generally accepted auditing
standards in the U.S. do not require that

the auditor's report be titled, even though

it is customary to do so.

IAG 13 requires the auditor's report to be
signed in the name of the audit firm, the
personal name of the auditor, or both, as
appropriate. U.S. GAAS does not address
signing auditors' reports.

IAG 13 requires that the auditor's report
name a specific location, which is usually
the city in which the auditor maintains his
office, as the auditor's address. U.S. GAAS
does not require thé auditor's report to
include disclosure of the auditor's address.

IAG 13 would prohibit the auditor from
accepting an audit engagement when a scope
limitation imposed by the client in the
terms of the engagement is such that the
auditor believes he would need to issue a
disclaimer of opinion. U.S. GAAS states
that when restrictions that significantly
limit the scope of the audit are imposed by
the client, the auditor generally should
disclaim an opinion on the financial
statements. They do not, however, prohibit
the auditor from accepting the engagement.

No apparent conflicts.

No apparent conflicts.

IAG 16 addresses a subject that is not address-
ed in U.S. GAAS. Nonetheless, the guideline
does not include any statements that appear to
conflict with precedures normally applied when
computer-assisted audit techniques are used

by auditors in the United States.
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No. 17-~Related Parties No apparent conflicts.
No. 18--Using the Work of an Expert No apparent conflicts.
No. 19--Auditing Sampling No apparent conflicts.
No. 20--The Effects of EDP No apparent conflicts.

Environment on the Study and

Evaluation of the Accounting

System and Related Internal

Controls
No. 21--pate of the Auditor's Report; No apparent conflicts.

Events After the Balance Sheet

Date; Discovery of Facts After

the Financial Statements have

Been Issued
No. 22-Representations by Management No apparent conflicts.
*/ As identified by the American Institute of Certified Public Accountants, AICPA

Professional Standards, at Section 8000, Commerce Clearing House New York (1986)
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IAG 1

1IAG 2

IAG 3

IV-A~37 o e

INTERNATIONAL AUDITING PRACTICES COMMITTEE

International Auditing Guidelines - (IAG's)

Objective and Scope of the Audit of Financial Statements

The Guideline describes the responsibility for financial statements
and the overall objective and scope of the audit of financial state-

ments of an entity by an independent auditor.

Audit Engagement Letters

The Guideline says that an auditor's engagement letter to the client
is designed to document and confirm the auditor's acceptance of thé.
appointmert, the scope of the auditor's work, and the extent of the
auditor's responsibilities and the form of any'feports. The guide-
1ine describes the principal contents of an engagement letter, and

the appendix contains and example of a letter.

Basic Principles Governing an Audit

This Guideline describes the basic principles governing an auditor's
professional responsibilities which should be exercised whenever an
audit is carried out. The basic principles identified involve:
integrity, objectivity and independence, confidentiality, skills and
competence, work performed by others, documentation, planning,
obtaining audit evidence, reviewing accounting systems and interna)
control, reviewing conclusions reached, and reporting. These basic

principles are the cornerstone for all succeeding International
Auditing Guidelines.

Iv-A-37
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* JAG 4 Planning
This Guideline applies to the planning process of the audit of both
financia) statements and other financial information. It s framed
in the context of recurring audits, identifies key elements in the
planning process and provides practical examples of items which
should be considered when planning an audit. Adequate audit planning
helps to ensure that appropriate attention 1s devoted to important
areas of the audit, that potential problems are promptly identified,
and that the work 1s completed expeditiously. Planning also assists
in proper utilization of assistants and in coordination of work done

by other auditors and experts.

° JAG 5 Using the Work of an Other Auditor

This 6uideline describes considerations to be made when intending to
use the work of an other auditor. It applies when an independent
auditor reporting on the financial statements of an entity uses the
work of another independent auditor with respect to the financial
statements of one or more divisions, branches, subsidiaries or asso-
ciated companies included in the financial statements of the entity.
For the purposes of this Guideline, offices of the principal
auditor's firm in a different country, affiliated firms, correspon-
dents, and unrelated auditors who are involved in the sudit of com-

ponents of the entity are considered as other auditors.

Iv-A-38
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IAG 6

1AG 7

IV-A-39

Study and Evaluation of the Accounting System and Related
interna) Controls in Connection with an Audit

Nanagement 1s responsible for maintaining an adequate accounting
system incorporating various internal controls to the extent
appropriate to the size and nature of the business. However, the
auditor needs reasonable assurance that the accounting system {s ade-
quate and that all the accounting information which should be
recorded has, in fact, been recorded. Internal controls normally
contribute to such assurance. This Guideline describes accounting
systems, elements, objective and limitations of internal control and
the audit procedures for the study and evaluation of internal

control.

Control of the Quality of Audit Work

Controlling the quality of audit work is esseﬁtia\ in maintaining the
high standing of the profession. This Guideline distinguishes bet-
ween controls on individual audits and general quality controls
adopted by an audit firm. While recognizing the interrelationship of
the two types of controls, the Guideline states that general quality
controls “"augment and facilitate" controls on individual audits but
do not replace them. This Guideline deals with the controls over
delegation of work to assistants on an individual audit in order to
comply with the basic auditing principles, and provides practical
assistance to an audit firm in controlling the general quality of
their practice. The Guideline also contains an appendix with

examples of procedures to assist a firm in implementing quality
control policies.
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IAG 9

IAG 10
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Audit Evidence

Audit evidence 1s information obteined by the suditor in arriving at
the conclusions upon which an opinion on the financial information 1s
based. This Guideline describes the nature and sources of audit evi-
dence, sufficiency and appropriateness of audit evidence and the
methods by which it is obtained by the auditor in the performance of

compliance and substantive procedures.

Documentation

This Guideline provides guidance on the general form and content of
working papers as well as specific examples of working papers nor-
wmally prepared or obtained by the auditor. It also contains a

discussion of the ownership and custody of working papers.

Using the Work of an Internal Auditor

When an entity has an internal audit department, management may
delegate to it some of its supervisory functions, especially with
respect to the review of internal control. The internal audit func-
tion constitutes a separate component of internal control undertaken
by specially assigned staff within an entity. The objective of the
internal auditor is to determine whether internal controls are well
designed and properly operated. Much of the work of the internal
audit department may be useful to the independent auditor for the
purpose of his examination of the financial information. This
Guideline provides guidance as to the procedures that should be con-
sidered by the independent auditor in assessing the work of the

internal auditor.
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1AG 12

IAG 13

Jv-a-41

Fraud and Error

This Guideline defines fraud and error, and indicates that the
responsibility for the prevention of fraud and error rests with mana-
gement. The auditor should plan the audit so that there 15 a reaso-
nable expectation of checking material misstatements resulting from
fraud and error. The Guideline also suggests procedures which should
be considered when the auditor has an indication that fraud or error

may exist and includes an appendix which gives examples of conditions

or events which increase the risk of fraud or error.

Analytical Review

This Guideline provides the auditor with an understanding of the
nature of analytical review procedures as well as guidance on the
objectives, timing and extent of reliance to be placed on such proce-
dures in performing an audit. It also discussed the auditor's

investigation of unusual fluctuations.

The Auditor's Report on Financial Statements

This Guideline provides guidance to auditors on the form and content
of the auditor's report issued in connection with the independent
audit of the financial statements of an entity. The Guideline inclu-
des suggested wording to express an unqualified opinion and discusses
circumstances that may result in other than an unqualified opinion.
An appendix to the Guideline sets forth examples of an unqualified,

qualified, and adverse auditor's report and a denial of opinion.

IV-A-kL1



IAG 14

1AG 15

IAG 16

Other Information in Documents Containing Audited Financial
Statements

This Guideline defines “other information” as financial and non-
financial information included in a document which contajns an
entity's audited financial statements together with the auditor's
report thereon. An entity usually issues such a document on an
annual basis which is frequently referred to as the “annual report”.
In certain circumstances, the auditor has a statutory obligation to
report on other information and in other circumstances he has no
such obligation. This Guideline deals with the auditor's con-
sideration of other information on which he has no obligation to
report and provides guidance on the actions he should undertake if a

material inconsistency or material misstatment of fact is discovered.

Auditing in an EDP Environment

This Guideline provides guidance to auditors on the additional proce-
dures necessary to comply with IAG 3, "Basic Principles Governing an
Audit”, when auditing in an EDP environment. The Guideline describes
the skills and competence required of the auditor as well as his

responsibility when he delegates such work to assistants or uses work

performed by others.

Computer-Assisted Audit Techniques

This Guideline provides guidance to the auditor when using computer-
assisted audit techniques (CAATs) - particularly audit software and
test data. The IAG outlines instances when CAATs may be used, fac-
tors to consider 1n Qeternining whether to use a CAAT and the major
steps to be performed in CAAT application. In addition, the
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IAG 17

IAG 18

IAG 19

Iv-a-43
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Guideline highlights special considerations when using CAATs in a

small business computer environment.

Related Parties

This Guideline provides guidance to auditors on the procedures to be
considered in obtaining sufficient appropriate audit evidence con-
cerning the existence of and transactions with related parties. This
Guideline 1s premised on the definition and disclosure requirements
set out in JAS 24, "Related Party Disclosures.” IAG 17 provides
guidance to assist auditors in determining whether management of an
entity has properly disclosed related party relationships and tran-

sactions with such parties in accordance with the provisions of IAS

24.

Using the Work of An Expert

This Guideline provides guidance to the auditor in instances when
using the work of an expert (specialist) engaged or employed by the
client or auditor. The IAG outlines examples of cases when an audi-
tor may need to use the work of an expert and provides guidance on
considerations relating to the expert's skills, competence and objec-
tivity. IAG 18 outlines considerations that should be made by the
auditor for communicating with the expert and offers specific

guidance on evaluating the work of an expert.

Audit Sampling

This Guideline identifies the factors that an auditor should consider
when designing and selecting an audit sample and evaluating the

IV-A-L3
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results of audit procedures. The IAG contains guidance that applies
to both statistical and non-statistical sampling methods. The
Guideline provides fundamental yet practical guidance on such matters
as sampling risk, stratification, selection methods and projection of

errors.

The Effects of an EDP Environment on the Study and Evaluation of the
Accounting System and Related Internal Controls

This Guideline provides guidance to the auditor on the study and eva-
luation of the accounting system and related internal controls in an
EDP environment. The Guideline is an extension of the guidance con-
tained in IAG 6, “Study and Evaluation of the Accounting System and
Related Internal Controls in Connection with an Audit" and IAG 15,

*Auditing in an EDP Environment”.

The Guideline describes the common characteristics of an EDP environ-
ment, including the factors that affect the organization and struc-
ture, nature of processing and design and procedural aspects of the

system of accounting and internal control.

The IAG differentiates and explains the interrelationship of general
EDP controls (those that affect the EDP environment) and EDP applica-
tion controls (those that affect accounting applications). The
Guideline explains to the auditor operating in an EDP environment,
the steps involved in a) making a review and preliminary evaluation,
b) performing compliance procedures, and c) making a final eva-
Juation, of the accounting system and related internal controls. The
IAG reminds the auditor to communicate to client management
weaknesses in EDP internal control and weaknesses that affect the

safeguarding of date and continuity of processing.
IV-A-hh
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Date of the Auditor's Report; Events After the Balance Sheet Date;
Discovery of Facts After the Financial Statements Have Been Issued

This Guideline provides guidance on dating of the auditor's report;
the auditor's responsibility in relation to subsequent events, which
are significant events occuring after the balance sheet date, and
the auditor's responsibility in connection with the discovery of facts
after the financial statements have been issued. This Guideline
describes steps the auditor generally performs to identify subsequent
events, responsibilities in relation to events after the date of the
auditor's report but before the financial statements are issued, and
discovery of facts after the financial statements are issued. An
appendix to the guideline sets forth an example of an auditor's

report on revised financial statements.

Representations By Management

This Guideline provides guidance to the auditor on using management
representations as audit evidence, procedures the auditor should
apply in evaluating and documenting them, and circumstances in which
written representations should be obtained. The Guideline indicates
that with regard to representations for wmaterial financial statement
matters, the auditor should seek corroborative evidence, evaluate
the representations for reasonableness and consistency with other
audit evidence and other representations, and consider whether the
individual making the representation can be expected to be well-
informed. The Guideline notes that representations can be documented

in the working papers by summarizing oral discussions or by obtaining

written representation. The Guideline also notes the conditions for

obtaining letter from management and considerations of the auditor
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when management refuses to provide or confirm representations on mat-

ters considered necessary.

® 1AG 23 6oing Concern

This Guideline provides guidance to auditors in discharging their
responsibilities in situations in which the appropriateness of the
going concern assumption as a basis for the preparation of financial
statements is in question. The Guideline notes that an entity's con-
tinuance as a going concern is assumed in the absence of information
to the contrary. If this assumption is unjustified, an entity may
not be able to realize its assets at the recorded amounts and there
may be changes in the amount and dates of maturity of liabilities
resulting in the need for financial statements to be adjusted. 1AG
23 provides examples of indications that continuance as a going con-
cern should be questioned, outlines the standard for collecting audit
evidence when such a question arises, and describes the audit proce-
dures that may be performed to obtain such evidence. In addition, it

sets out the auditor's reporting considerations in such circumstances.

° IAG 24 Special Purpose Audit Reports

This Guideline provides guidance to auditors that issue audit reports

that are other than those covered by IAG 13, notably

® Financial statements prepared in accordance with a comprehensive
basis of accounting other than international accounting standards
or relevant national standards.

® Specific accounts, elements of accounts, or items of a financial
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statenents.

. * Compliance with contractual agreements.
* Summarized financial statements.

The appendices to the propoéed IAG contain 11lustrations of special
purpose audit reports.

Exposure Draft - (ED's)

° ED 25 Materiality and Audit Risk

This proposed Guideline defines and describes the concepts of
materiality and audit risk, their interrelationship and application
to planning and executing an audit and evaluating audit procedures.
In the exposure draft, materiality is defined as the magnitude or
‘ nature of an omission or misstatement of financial information either
individually or in the aggregate that, in the light of surrounding
circumstances, makes it probable that, as a result of the misstate-
ment the judgment of a reasonable person relying on the information
would have been influenced, or his decision affected. It is noted in
the proposed Guideline that the assessment of materiality is a matter
of professional judgment that is influenced by an auditor's percep-
tion of the needs of a reasonable person who will rely on the finan-
cial information. The audit is planned and executed in order to have
a reasonable expectation of detecting material misstatements. Audit
risk is defined as the risk that an auditor may give an inappropriate
opinion on financial information. Audit risk 1s considered at the
financial statement level and the account balance and class of tran-

‘ sactions level. ED 25 describes and 11lustrates the 1nt§rreh-
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ED 26

tionship between materiality and the level of audit risk, and states

that they should be considered together when determining the nature,
timing and extent of auditing procedures and evaluating the results
of those procedures. The proposed Guideline states that the audit
should be planned so that audit risk is kept at an acceptably low
Tevel. It also states that the auditor's preliminary judgment of
materiality should be related to specific account balances and
classes of transaction enabling the auditor to decide such questions
as what items, if any, to examine one hundred percent and whether to
use sampling or analytical review techniques. The Guideline contains
two appendices, one providing an illustration of the interrelationship
of the components of audit risk and the other giving examples of
rules-of-thumb that can be used to measure materiality.

(Comment period ending November 30, 1986.)

Audit of Accounting Estimates

This proposed Guideline provides guidance to auditors on the proce-
dures that should be performed in order to obtain reasonable
assurance as to the appropriateness of accounting estimates contained
in financial information. The 6uideline recognizes that accounting
estimates are an important element of financial reporting and are
often dependent upon management judgment and thus are subject to
bias. The ED describes the nature of accounting estimates and provi-
des examples of simple and complex estimates encountered in an audit.
The Guideline describes five main steps involved in an audit of
accounting estimates as follows:

examination of the data and assumption on which the estimate is
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. based,

examination of calculations involved in the estimate,

comparison of previous estimates with actual results,

examination of management's approval procedures.‘ond

° assessment of the results of the audit procedures.

Because of the imprecision of accounting estimates, evaluating errors
can often be more difficult than in other areas of the audit. Thus
the proposed Guideline on materiality and audit risk provides good

background for applying the principles contained in the audit of
accounting estimates guideline.

(Comment period ending November 30, 1986.)

° ED 27 Basic Principles Governing Limited Assurance Engagements

. ED-27 is the first of the IAPC's proposed pronouncements on limited
assurance services and establishes the basic principles for such engage-
ments. ED-27 is a parallel document to IAG 3, Basic Principles Governing
an Audit, setting out the basic principles and general and reporting
guidelines for limited assurance engagements. ED-27 notes that in an
audit engagement the auditor will use more extensive audit procedures than
in a limited assurance engagement because his objective is to express a

high but not absolute level of assurance on the reliability of the finan-

cial information.

The proposed guideline notes that in order to perform a 1imited assurance

engagement the auditor should:
® Possess or cbtain a knowledge of accounting principles and practices
‘ of the industry in which the entity operates,

IV-A-L9
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® Possess or obtain an understanding of the entity's business and proce.
dures,

® Carry out inquiry and analytical procedures, and

® Carry out additional or more extensive procedures when deemed necessary
to achieve Yimited &ssurance based on the results of the inquiry anc
analytical review when there is a suspicion that the41nfornat1on on
which the auditor {s reporting is not presented fairly in accordance
with the basis of accounting indicated or is otherwise incomplete or
unsatisfactory.

(Comment period ending March 31, 1987.)

Proposed Framework of International Auditing Guidelines

The proposed Framework of International Auditing Guidelines:

® describes certain services that may be performed by auditors and the
levels of assurance resulting from the work performed,

° provides a general framework for such services performed by auditors,

° describes the conditions for changing the scope of an engagement, and

® describes the concept of auditor association with financial informatior..

The proposed Framework of International Auditing Guidelines describes four
types of engagement which may be undertaken by an auditor: audit, revies,
agreed-upon procedures, and compilation, categorized according to the
Tevel of assurance expressed by the auditor. These engagements resul’ 1r
three levels of assurance being expressed: high (audit assurance),
moderate (1imited assurance), and no assurance, such terms being used ¢ -
indicate their comparative ranking. The proposed framework notes that
high assurance does not indicate absolute assurance. #Absolute asseranc

in auditing is not attainable as a result of such factors as the nee ¢
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Judgment, the use of testing, the inherent Vimitations of interna)

control, and the fact that much of the evidence available to the suditor

1s persuasive rather than conclusive in nature.

The principal objective of the proposed framework is to put {nto perspec-

tive future pronouncements of IAPC dealing with 1imited assurance services

and no assurance services. The proposed framework notes that in the

future International Auditing Guidelines will fall into three categories:

® International Auditing Guideline Series (there have been 24 Guidelines
issued in thiS series so far)

® International Auditing Guideline/Limited Assurance Engagements Serjes

°® International Auditing Guideline/No Assurance Engagement Series

(Comment period ending March 31, 1987.)
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