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 Professional Responsibilities—Module 1 1

Financial StatementS, an audit and 
audited Financial StatementS

42 Module 1: Professional Responsibilities

As a starting point to thinking about the attest function, consider both the preparation of financial statements and 
the performance of an audit of those financial statements. The preparation of financial statements may be viewed 
as consisting of inputs (source documents) being processed (through use of journals, ledgers, etc.) to arrive at an 
output (the financial information itself). Or shown diagrammatically

Inputs Processing Outputs
Source
documents

Journals,
Ledgers, etc.

Financial
statements

While CPAs often assist in the preparation of the financial statements, the attestation function conceptually 
begins with financial statements having been prepared by management. The purpose of a CPA financial statement 
audit is to provide assurance that financial statements which have been prepared by management follow a financial 
reporting framework—usually generally accepted accounting principles, but sometimes a special-purpose frame-
work such as the cash or tax bases of accounting.

Financial
Statement

CPA Audit

Audited
Financial
Statements

Audit
Report

Prepared following a
Financial Reporting
Framework (e.g., GAAP)

Conducted following
Auditing Standards
(e.g., GAAS)

In performing an audit engagement, a CPA gathers various types of evidence relating to the propriety of the 
recording of economic events and transactions. For financial statements, this evidence will address the assertions 
that the assets listed in the balance sheet actually exist, that the company has title to these assets, and that the valu-
ations assigned to these assets have been established in conformity with generally accepted accounting principles. 
The evidence gathered will also address whether the balance sheet contains all the liabilities of the company and 
that the notes to the financial statements include the needed disclosures. Similarly, a CPA will gather evidence about 
the income statement and the statement of cash flows. In short, the attest function provides assurance for the overall 
assertion that the financial statements follow generally accepted accounting principles.

It is helpful to generalize the discussion to information other than financial statements covered by the attestation 
standards as follows:

Subject
Matter

CPA Attestation

Attested to
Subject
Matter
(or Assertion)

Attestation
Report

Prepared following
suitable criteria

Conducted following
attestation standards

c06.indd   42 09-05-2014   10:19:56

c01.indd   1 10/7/2014   6:18:36 PM

CO
PYRIG

HTED
 M

ATERIA
L

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



Focus on

 Professional Responsibilities—Module 1 2

DIAGRAM OF AN AUDIT

Plan Audit

Obtain Understanding of
Client and Its Environment
Including Internal Control

Assess Risks of Misstatement
and Design Further Tests

Perform Substantive
Procedures

Complete the Audit

Issue Audit Report

Perform Tests
of Controls
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 Professional Responsibilities—Module 1 3

Principles Underlying an Audit

•	 Purpose of audit—Provide	an	opinion.
•	 Premise of audit—Management	has	responsibility	for	preparing	financial	statements	and	

providing	auditor	with	all	needed	information.
•	 Personal responsibilities of auditor—Competence,	 follow	ethical	requirements,	main-

tain	professional	skepticism.
•	 Auditor actions in audit—Provide	 procedures	 to	 obtain	 reasonable	 assurance	 about	

whether	financial	statements	are	free	from	material	misstatements.
•	 Reporting results of an audit—Written	 report	with	an	opinion,	or	a	statement	 that	an	

opinion	cannot	be	obtained.
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Auditing Standard Requirement Categories

•	 Unconditional requirement—The	auditor	must	comply	with	the	requirement	in	all	cases	
in	which	the	circumstances	exist.	SAS	use	the	words	must	or	 is required	 to	 indicate	an	
unconditional	requirement.

•	 Presumptively mandatory requirement—Similarly,	 the	 auditor	 must	 comply	 with	 the	
requirement,	but,	in	rare	circumstances,	the	auditor	may	depart	from	such	a	requirement.	
In	such	circumstances,	the	auditor	documents	the	departure,	the	justification	for	the	depar-
ture,	and	how	the	alternative	procedures	performed	in	the	circumstances	were	sufficient.	
SAS	use	the	word	should	to	indicate	a	presumptively	mandatory	requirement.

Note:	The	PCAOB	includes	a	third	level,	Responsibility to Consider,	in	which	the	auditor	follows,	
depends	upon	the	exercise	of	professional	judgment	in	the	circumstances.	Terms	such	as	may,	
might,	or	could,	indicate	a	responsibility	to	consider.
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 Professional Responsibilities—Module 1 5

cOde OF PROFeSSiOnal cOnduct 

Sections

•	 Preface,	applicable	to	all	members
•	 Part	1:		Applicable	to	Members	in	Public	Practice
•	 Part	2:		Applicable	to	Members	in	Business
•	 Part	3:		Applicable	to	other	members	(retired	and	unemployed)

Structure

•	 Principles	(6	general	statements)
•	 Rules	of	conduct	(11	overall	standards)
•	 Interpretations	of	the	rules
•	 Other	guidance	(e.g.,	definitions,	pending	revisions)	
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 Professional Responsibilities—Module 1 6

cOde OF PROFeSSiOnal cOnduct 
(cOntinued)

Principles

	 1.	 Responsibilities
	 2.	 Public	Interest
	 3.	 Integrity	
	 4.	 Objectivity	and	Independence
	 5.	 Due	Care
	 6.	 Scope	and	Nature	of	Services
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RuleS and aPPlicability 

Rules
Public 

Practice
Business Other

Integrity	and	Objectivity X X

Independence X

General	Standards X X

Compliance	with	Standards X X

Accounting	Principles X X

Acts	Discreditable X X X

Fees	and	Other	Types	of	Remuneration

•	 Contingent	Fees
•	 Commissions	and	Referral	Fees

X
X

Advertising	and	Other	Forms	of	Solicitation X

Confidential	Client	Information X

Form	of	Organization	and	Name X
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 Professional Responsibilities—Module 1 8

Conceptual Frameworks

Code	includes	3	conceptual	frameworks	for	situations	not	explicitly	addressed	by	a	Rule.

	 1.	 Members in public practice—1	independence	conceptual	framework	and	1	general	con-
ceptual	framework	to	address	issues	other	than	independence.

	 2.	 Members in business—a	general	conceptual	framework.
	 3.	 All	frameworks	use	an	approach	of	considering	seriousness	of	threats	and	whether	safe-

guards	reduce	the	risk	to	an	acceptable	level.
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 Professional Responsibilities—Module 1 9

Threats and Safeguards Considered by Conceptual Frameworks 

Threats Safeguards

•	 Adverse	interest •	 Created	by	the	profession,	legislation	or	regulation

•	 Advocacy •	 Implemented	by	the	client

•	 Familiarity •	 Implemented	by	the	CPA	firm

•	 Management	participation

•	 Self-interest

•	 Self-review

•	 Undue	influence
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Relationship or
circumstance that
potentially affects

compliance with Code 

Does Code directly address?
Does the relationship or

circumstance create one or more
threats to compliance with Code? 

May provide service 

Yes 

Follow Code requirements

Do qualitative and quantitative
factors, including existing

safeguards, reduce the risk of non-
compliance with the Code to an

acceptable level?

Do not provide professional
service 

May provide service 

No

No

No

Yes 

Yes 

General Conceptual Framework Code of Professional Conduct Approach
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Independence Rule

•	 Only	applies	to	members	in	public	practice	and	their	attest	clients
•	 The	concept	of	a	covered member	is	important	because,	in	general,	covered	members	

must	be	independent	for	the	firm	to	retain	its	independence:		Covered	members	include:
•	 Members	of	attest	engagement	team

•	 Person	who	may	influence	attest	engagement	(e.g.,	partner	who	supervisor	the	part-
ner	in	charge	of	the	engagement)

•	 All	partners	in	the	office	in	which	the	lead	attest	partner	practices

•	 Certain	partners	or	managers	who	perform	nonattest	services	to	the	client

•	 The	firm,	including	its	benefit	plans
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 Professional Responsibilities—Module 1 12

Independence Requirements for all Partners and Staff

	 1.	 No	partner	or	professional	employee	(or	their	immediate	family	members)	or	group	acting	
together	may	own	more	than	5%	of	attest	client’s	equity	securities.

	 2.	 No	partner	or	professional	employee	may	be	director,	officer,	employee	etc.	of	the	client.
	 3.	 CPAs	previously	employed	by	a	client,	but	now	employed	by	CPA	firm,	must	not	be	involved	

with	the	audit	of	any	period	during	which	they	were	employed	by	that	client.

If	any	of	the	above	situations	occur,	the	CPA	firm’s	independence	is	impaired	and	it	may	not	pro-
vide	attest	services	to	that	client.
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Additional Independence Requirements for Covered  
Members—Financial

Financial	relationships	that	impair the independence of both the member and the firm	include:

	 (1)	 All	direct	financial	interests	(e.g.,	stock	or	debt	investment	in	attest	client)
	 (2)	 Material	indirect	financial	interests	(e.g.,	investment	in	a	mutual	fund	heavily	invested	in	the	

attest	client)
	 (3)	 A	material	joint	closely	held	investment	held	with	an	attest	client	(or	one	of	the	client’s	offi-

cers	or	directors,	or	any	owner	with	significant	influence	over	the	attest	client)
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Additional Independence Requirements for Covered  
Members—Family

Interests	of	relatives	and	friends

	 (1)	 Immediate family	(spouse,	spousal	equivalent,	dependents)—same	requirements	as	cov-
ered	member,	with	limited	exceptions.

	 (2)	 Close relatives	(e.g.,	parents,	siblings,	or	nondependent	children)—overall,	CPA	firm	inde-
pendence	is	impaired	if	close	relative	has	(a)	a	key	position	with	the	client,	or	(b)	Is	mate-
rial	to	the	close	relative	of	which	the	accountant	has	knowledge.

	 (3)	 Other considerations for all relatives and friends.		Independence	is	only	impaired	unless	a	
reasonable	person	aware	of	the	facts	would	conclude	there	is	an	unacceptable	risk.
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 Professional Responsibilities—Module 1 15

Examples of Activities that Impair Independence

•	 Supervising	client’s	personnel
•	 Signing	client’s	checks
•	 Acting	as	client’s	stock	transfer	agent
•	 Accepting	gifts	from	client

c01.indd   15 10/7/2014   6:18:36 PM

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



Focus on

 Professional Responsibilities—Module 1 16

Independence—Unpaid Fees

•	 Unpaid	fees	may	impair	independence
•	 May	not	extend	beyond	one	year

•	 Audit	may	be	performed,	but	report	may	not	be	issued	until	prior	year	fees	paid
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Independence—Auditor on Engagement Considers or Takes 
Employment with Audit Client

•	 Individual	must	 inform	 the	audit	firm	when	seeking	or	discussing	potential	employment	
with	client.

•	 Individual’s	independence	impaired	(should	be	taken	off	job)	until	employment	by	client	is	
no	longer	being	considered	by	that	individual.

•	 Once	individual	accepts	employment	with	audit	client,	the	audit	firm	should	consider	the	
need	to	mod	ify	the	audit	plan	or	change	members	of	the	audit.

•	 In	any	audit	performed	within	a	year	of	 the	professional	 joining	the	client,	a	member	of	
the	audit	firm	with	no	connection	to	the	audit	must	review	all	work	to	ensure	it	takes	into	
account	independence	issues.
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Independence—Nonattest Services

•	 May	provide	advice,	research	materials,	and	recommendations
•	 Client	must	accept	responsibility	for	making	all	decisions
•	 Specific	client	personnel	must	be	designated	to	oversee	services
•	 Client	must	be	responsible	for	establishing	and	maintaining	all	internal	controls	and	may	

not	“outsource”	such	services	to	the	auditor
•	 An	understanding	of	the	objectives	of	the	engagement	and	client	responsibilities	must	be	

documented	prior	to	performing	the	nonattest	services	for	an	attest	client

A	member	shall	maintain	objectivity	and	integrity,	shall	be	free	of	conflicts	of	interest,	and	shall	not	
knowingly	misrepresent	facts	or	subordinate	his	or	her	judgment	to	others.

•	 Misrepresentation	of	facts:	Member	is	forbidden	to	knowingly	(or	let	someone	else)
•	 Make	materially	false	and	misleading	entries

•	 Fail	to	correct	financial	statements	or	records	that	are	materially	false	and	misleading

•	 Sign	a	document	containing	materially	false	and	misleading	information	
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Independence—Nonattest Services (continued)

•	 A	conflict	of	interest	may	exist	if	member	performing	a	service	and	the	member/	member’s	
firm	has	a	relationship	that	could	in	the	member’s	judgment	be	viewed	as	impairing	the	
member’s	objectivity.	For	example,	
•	 Suggest	that	the	client	invest	in	a	business	in	which	he	or	she	has	a	financial	interest.

•	 Provide	tax	services	for	several	members	of	a	family	who	may	have	opposing	interests.

•	 Have	a	significant	financial	interest	or	influence	with	a	major	competitor	of	a	client.

•	 Obligations	of	a	member	to	his	or	her	employer’s	external	accountant
•	 Must	 be	 candid	 and	 not	 knowingly	misrepresent	 facts	 or	 knowingly	 fail	 to	 disclose	

material	facts
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Responsibilities to Clients  

A	member	in	public	practice	shall	not	

•	 Disclose	any	confidential	client	information	without	the	specific	consent	of	the	client
•	 Accept	a	contingent	fee	for

•	 An	audit	or	review	of	a	financial	statement	

•	 A	compilation	of	a	financial	statement

•	 An	examination	of	prospective	financial	information

•	 Prepare	an	original	or	amended	tax	return	or	claim	for	a	tax	refund	for	a	contingent	fee	for	
any	client

A	CPA	must	maintain	client	information	as	confidential.	May	disclose	client	information	to

•	 Comply	with	a	subpoena
•	 Cooperate	with	a	quality	control	review
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Other Responsibilities and Practices

A	CPA	should	not	perform	acts	discreditable	to	the	profession,	such	as

•	 Retaining	client	records
•	 Understating	anticipated	fees	for	services
•	 Accepting	a	commission	in	relation	to	an	attest	client
•	 Practice	under	a	misleading	name

A	CPA	shall	be	competent.

•	 Agreeing	 to	 perform	professional	 services	 implies	 that	 the	member	 has	 the	necessary	
competence	to	complete	those	professional	services	but	is	not	infallible

•	 Involves	both	the	technical	qualifications	of	the	member	and	staff	and	the	ability	to	super-
vise	and	evaluate	the	quality	of	the	work	performed

•	 If	the	member	does	not	have	the	necessary	competence,	may	perform	additional	research	
or	consult	with	others

•	 But	if	cannot	attain	competence,	should	recommend	client	seek	help	from	someone	else
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Quality control

CPA	firms	should	establish	quality	controls	to	ensure	compliance	with	professional	standards

Nature	and	extent	of	quality	control	policies	and	procedures	will	depend	on

•	 Size	of	firm	and	number	of	offices
•	 Knowledge	and	experience	of	personnel	and	authority	allowed	to	personnel
•	 Nature	and	complexity	of	firm’s	practice
•	 Cost-benefit	considerations

Quality control elements

•	 Leadership	responsibilities	for	quality	within	the	firm
•	 Relevant	ethical	requirements
•	 Acceptance	and	continuance	of	client	relationships	and	specific	engagements
•	 Human	resources
•	 Engagement	performance
•	 Monitoring
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Tax Preparer 

Actions	by	an	accountant	preparing	a	client’s	tax	return	can	result	in	penalties	for	

•	 Not	providing	client	with	copy	of	return
•	 Failing	to	sign	return	as	a	preparer
•	 Endorsing	and	cashing	client’s	refund	check
•	 Failing	to	file	a	timely	return	
•	 Not	advising	client	of	tax	elections
•	 Neglecting	evaluation	of	joint	versus	separate	returns

A	CPA	performing	tax	services

•	 May	not	recommend	a	tax	position	that	lacks	merit
•	 Must	make	a	reasonable	effort	to	answer	applicable	questions	on	the	return
•	 May	rely	on	client	information	when	preparing	the	return
•	 Must	make	reasonable	inquiries	about	questionable	or	incomplete	information
•	 May	use	estimates
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Standards for Consulting Services

When	performing	consulting	services,	a	CPA	must	adhere	to	certain	general	standards

•	 Professional	competence
•	 Due	professional	care
•	 Planning	and	supervision
•	 Obtaining	sufficient	relevant	data
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GaO code of ethics 

Federal	auditors,	or	CPA	firms	auditing	federal	dollars,	should	not	perform	management	functions	
or	make	management	decisions.

Federal	auditors,	or	CPA	firms	auditing	federal	dollars,	should	not	audit	their	own	work.

Federal	auditors,	or	CPA	firms	auditing	federal	dollars,	should	not	provide	nonaudit	services	that	
are	material	to	the	subject	matter	of	an	audit.	

Emphasis:	

•	 Accountability	of	government	officials	to	the	Congress	
•	 Accountability	of	the	auditor	to	conduct	work	professionally
•	 No	requirement	to	evaluate	management	controls	
•	 Executive	leadership	of	the	audited	agencies	is	not	the	primary	customer	
•	 Management	input	not	solicited	as	part	of	the	audit	process
•	 Management	input	not	solicited	in	development	of	solutions	
•	 Management	is	presented	with	“findings”	to	which	it	must	“respond”
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institute of internal auditors code of ethics

The	IIA	Standards	focus	on	improvement of risk management, control and governance processes 
within	 an	 organization	 so	 that	 issues	 of	 concern	 can	 be	 identified	 and	corrected be	fore	 they	
become	persistent	or	pervasive	problems.

•	 Mandate	organizational	 independence	of	 the	audit	 department	 and	mandate	 individual	
auditor	objectivity.
•	 Internal	auditors	(IA)	must	report	to	a	level	within	the	organization	that	permits	the	au	dit	

department	to	fulfill	its	responsibilities.

•	 IA	must	not	perform	management	functions	or	make	management	decisions.

•	 IA	must	not	audit	their	own	work.

•	 IA	must	determine	the	nature	and	scope	of	their	work.
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Sarbanes-Oxley act

Regulation	S-K	requires	companies	to	disclose:

•	 Whether	they	have	a	written	code	of	ethics	that	applies	to	their	CEO,	CFO,	Controller,	or	
persons	performing	similar	functions

•	 Any	waivers	of	the	code	of	ethics	for	these	individuals
•	 Any	changes	to	the	code	of	ethics

Code	must	be	designed	to	promote:

•	 Honest	and	ethical	conduct,	including	the	ethical	handling	of	actual	or	apparent	conflicts	
of	interest

•	 Full,	fair,	accurate,	timely,	and	understandable	disclosure	in	company	filings	and	publica	tions
•	 Compliance	with	applicable	governmental	laws,	rules,	and	regulations
•	 Prompt	 internal	reporting	of	violations	of	the	code	to	the	appropriate	person	or	persons	

identified
•	 Accountability	for	adherence	to	the	code
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Sarbanes-Oxley act (continued)

Audit	committee	(AC)	responsible	for	the	appointment,	compensation,	and	oversight	of	audit	firm

•	 Each	member	of	the	AC	is	a	member	of	the	board	of	directors	and	independent
•	 One	financial	expert	required	on	AC
•	 AC	reports	directly	to	Board

CEO	and	CFO	must	certify	accuracy	and	truthfulness	of	financial	statements

•	 Civil	($5,000,000)	and	criminal	(10	years)	liability
•	 Any	person	who	knowingly	attempts	to	or	commits	fraud	in	sale	of	securities	has	civil	and	

criminal	liability	(up	to	25	years)
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international ethics Standards 

The	 International	 Ethics	Standards	Board	 for	Accountants	 (IESBA)	 is	 a	 standard-setting	 body	
within	the	International	Federation	of	Accountants	(IFAC)	that	issues	ethical	standards	for	accoun-
tants	throughout	the	world.	The	IESB Framework applies	to	all	professional	accountants

•	 Integrity
•	 Objectivity 
•	 Professional	competence	and	due	care 
•	 Confidentiality
•	 Professional	behavior
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department of labor independence Requirements for 
employee benefit Plans

An	accountant	is	not	independent	with	respect	to	the	plan	if	he/she

•	 Has	direct	financial	 interest	or	any	material	 indirect	financial	 interest	 in	the	plan	or	plan	
sponsor

•	 Is	a	promoter,	underwriter,	investment	advisor,	voting	trustee,	director,	officer,	or	employee	
of	the	plan	

•	 Maintains	financial	records	for	the	employee	benefit	plan
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international auditing and assurance Standards

International	 auditing	 standards	 are	 developed	 by	 the	 International	 Auditing	 and	 Assurance	
Standards	Board	(lAASB)	of	the	International	Federation	of	Accountants	(IFAC)

•	 International	standards	do	not	require	an	audit	of	internal	control,	while	PCAOB	standards	
do	so	require

•	 International	standards	do	not	allow	reference	to	another	audit	firm	involved	in	a	portion	
of	the	audit	

•	 International	standards	for	documentation	are	less	detailed	than	PCAOB	standards,	leav-
ing	more	to	professional	judgment

•	 International	standards	in	the	area	of	going	concern	include	a	time	horizon	of	at	least,	but	
not	limited	to,	twelve	months	

•	 International	standards	are	based	on	a	risk	assessment	of	effectiveness	of	quality	control	
policies	and	procedures
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