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Peter J. Baldacchino, F.C.C.A., F.I.A., C.P.A. 

THE AUDITOR-MANAGEMENT RELATIONSHIP 
IN A MICROSTATE PERSPECTIVE 

ABSTRACT 

The main objective of this thesis is to examine the 
relationship problems that exist between external auditors 
and managers in the microstate of Malta. Such problems are 
discussed with twenty audit practitioners and an equal 
number of senior financial executives on the island. Issues 
in communication and independence are studied, followed by 
a focus on the complications of management fraud , a small 
company environment , and government control. In general, 
auditors are seen to exert a positive influence on 
managers, but the study points out in particular that: 

(i) A lack of communication skill training, management 
education in accounting and time pressures on both sides 
appear behind various barriers between the parties. 
Besides, existing written communications are not seen as 
constructive enough, and managers view even the statutory 
report itself as potentially more meaningful and useful. 
Both sides also see certain report qualifications as leading 
to the replacement of auditors, and the law needs to be more 
protective in this regard. 

(ii) While psychological and economic factors influence 
auditor independence, one problem more typical of a small 
country is that of close relationships. The implementation 
of ethics and professional standards also appears difficult. 
Both sides agree that the provision of accounting 
services in non-small companies is a threat to 
independence , and see as minimal the influence of third 
parties, beyond shareholders, on the auditor-management 
rapport. 

(iii) While, on his part, the auditor is also perceived as 
little able to give protection to outside third parties as 
regards management fraud, increased managerial duties are 
felt necessary as to the maintenance of internal controls. 

(iv) Relationships appear even closer in small companies, 
where a tax evasion mentality seems prevalent among 
managers, and changes in small company auditing are wanted 
by both sides. 

(v) As regards government-controlled enterprises, these 
seem to require more controls on the audit process, such as 
audit committees and auditor rotation. 

Clearly, there is ample room for improvement in the 
relationship, and, as one manager said, much more is needed 
than merely copying what has been done elsewhere. 
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PREFACE 

When, as a University lecturer, I was given the 
opportunity to undertake postgraduate research in an 
accountancy area, it seemed only natural to choose a topic 
related to auditing and financial management, my two 
lecturing subjects. However, the motivation for this study 
is to be traced back in years. In 1973/1983 , I had spent 
years relating, in practice, with auditors in my financial 
executive positions in different Maltese organizations. At 
the time, I had felt the need to know more about the man 
and his team whom, as a student accountant, I had been 
warned by a superior to treat carefully as " they speak 
softly and carry a big stick." As I progressed in my career 
to become a young member of a growing accountancy 
profession, I increasingly felt the need to improve my 
understanding of auditors and their relationship with 
management. 

Yet, defining the research problem and developing the 
research design in a way that yields worthwhile data was 
no easy task, especially given the traditional shroud of 
secrecy surrounding both the area of auditing and the 
location of the research, an island microstate. In this 
connection, I would like to thank my supervisor, Dr Andrew 
Higson, for his guidance, invaluable suggestions and 
encouragement over the last few years. 

This thesis was made possible by the financial support 
of my employer, the University of Malta, for which I am 
grateful. 

A word of special thanks must also be given to Prof J. 
Sizer, my Director of Studies, for his practical and 
continuous help; Prof D. Darmanin, Dean, Faculty of 
Economics, Management and Accountancy, University of Malta, 
and my colleagues at the Department of Accountancy, for 
their tolerance and support; the Institute of Chartered 
Accountants in England and Wales, for permitting access to 
their library and the help of their staff; Dr David Coates, 
Lecturer in Statistics at the Loughborough Business School 
for his advice; the Burgess family of Loughborough for their 
hospitality. I would also like to thank all survey 
participants, both auditors and managers, for giving their 
time despite many competing pressures, 

Finally, but certainly not least, a profound thanks to my 
wife Elsie and children Mariana and James for their 
encouragement and continuous support throughout the whole 
project . 

i 



• 

LIST OF CONTENTS 

List of 
List of 
List of 

Tables . .......................................... vii 
• • 0. 

F1gure~ .. : ...................................... v171. 
Abbrev1at1ons. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. . 1x 

CHAPTER ONE: GENERAL INTRODUCTION 

1.1 The Research Objectives and Question •••.•••••••...••• ! 

1.2 General Background Information ••••...•••.••..•••••••. 4 
1.2.1 Microstates and Related Studies ..•.•.•....•..•••.•••• 4 
1.2.2 The Microstate of Malta .......................•...... 6 

1.3 The Need for Research on Maltese Auditing •••••••.•..• 6 

1. 4 Scope of the Study . .................................. 7 

1. 5 Approach to the Study . ............................... 8 

1. 6 Importance of the Study ...•••...•••...•...•••••..•••• 9 

CHAPTER TWO: THE AUDITOR-MANAGEMENT RELATIONSHIP: 

2.1 

2.2 

2.2.1 
2.2.2 
2.2.3 

2.2.4 

2.3 
2.3.1 
2.3.2 
2.3.3 

2.4 
2.4.1 
2.4.2 

2.4.3 

2.4.4 
2.4.5 
2.4.6 

2.5 
2.5.1 
2.5.2 

THEORETICAL ASPECTS 

Introduction . ....................................... 10 

The Auditor's Relationship to Management: 
The Background • ••...•••...•••...•••••.••.•....••••.. 10 
A Complex Relationship .............................. 11 
The Distinct Roles of Auditor and Management ••.••.•. 12 
Incentives For Continuing Established 
Auditor-Management Relationships .......•............ 13 
Advocate or Adversary? ...•.....•...••............... 13 

Independence Issues ............................•.... 16 
Nature and Significance ............................. 16 
Factors Influencing Independence ...•.••...••.••....• 18 
The Question of Non-Audit Relationships ..••.....•••• 21 

Communication and Reporting Issues •••.••••••.••••••• 25 
The Communication Process ..... ...................... 25 
The Role of Auditing in the Accounting 
Corrununication Process ............................... 26 
Communication Barriers between Auditors and 
Management . .••.•••..........•..•...•••••.•.•...••.•. 2 8 
Communications during the Audit .•..••...•••••..••••. 30 
Communications in the Audit Report .•.......•••..•... 33 
Auditor-Management Disagreements on Audit 
Reports and Auditor Switching .•••..••.••••..•....••. 35 

The Auditor and Management Fraud ...•••••.••••••••.•. 37 
The Nature of Management Fraud •.•.•..••.....•••..•.. 37 
Circum~tances Leading to Fraud and its 
Detectl.on . ..••.....•..•.....•.•...•....••.•••••...•• 38 

ii 



2.5.3 Internal Controls and Fraud •..••...•....•....•••.••• 38 

2.5.4 The Auditor's Responsibility for the 
Detection of Fraud .................................. 40 

2.5.5 Due Audit Care and Fraud Detection ....••..•...••..•. 41 
2.5.6 The Reporting of Management Fraud •.•...•.••..••••... 42 

2.6 Small Company Issues ................................ 44 
2.6.1 Definition and Characteristics of a Small 

Company . ..•..•••..••.••••.••••..••...•••.••.•....••• 45 
2. 6. 2 Effect on Controls .................. ................ 46 
2.6.3 Consequences on the Audit Work ......•............... 47 
2.6.4 Aud1t Reporting Consequences ..•.•..••.•..•.•...•••.• 48 
2.6.5 The Relevance of the Audit •.•..••.....•...•••....•.. 50 

2.7 Other Issues Relating To Government-
controlled Enterprises . ............................. 53 

2.8 Conclusion .......................................... 56 

CHAPTER THREE: THE MALTESE ENVIRONMENT OF AUDITORS 
AND MANAGERS: A PROFILE 

3 .1 Introduction . ....................................... 57 

3.2 Environmental Influences On Accounting 
and Auditing Practices . ............................. 57 

3. 2.1 Economic Factors . ................................... 58 
3.2.2 Professional Factors ................................ 59 
3. 2. 3 Legal Factors . ...................................... 60 

3.3 Economic and Financial Systems and Auditee 
Companies: An Overview . ............................. 60 

3. 3 . 1 The Economy . ........................................ 6 0 
3. 3. 2 The Financ~al System ................................ 62 
3.3.3 The Taxation System and the Underground 

Economy ............................................. 62 
3.3.4 Limited liability Companies in Malta .......•.•.••••. 64 

3.4 The Regulatory Framework of the Maltese 
Auditor-Management Relationship: An Outline ..•...••• 68 

3.5 A Microstate in a Changing European 
Environment: Possible Effects on the 
Regulatory Framework . ............................... 7 2 

3.5.1 Independence Issues ................................. 72 
3.5.2 Other Related Issues ................................ 74 

3.6 Preliminary Studies in Malta Related to the 
Auditor-Management Relationship :A Review ••.•••••.• 76 

3.6.1 Independence Issues ................................. 76 
3.6.2 Communication and Reporting Issues -

Communications . ..................................... 77 
3.6.3 Communication and Reporting Issues -

Reporting . .......................................... 7 8 

iii 



3.6.4 Small Company Issues ................................ 79 

3.6.5 Government-controlled Enterprise Issues •........•.•. 82 

3.7 Conclusion .......................................... 83 

CHAPTER FOUR: RESEARCH METHODOLOGY 

4.1 

4.2 
4.2.1 
4.2.2 
4.2.3 

4.3 
4.3.1 
4.3.2 

4.4 

4.5 

4.6 

Introduction . ....................................... 85 

The General Methodology . ........................... 85 
The Research Design • ...•...•.••.•.••••••.•.•.•.•••.• 85 
The Survey Approach . ................................ 8 8 
Question Structure Technique ........................ 91 

The Survey Design . .................................. 95 
The Construction of the Questionnaire .•••.•••..•••.• 95 
The Selection of Respondents •.....•..••..•.....•...• 97 

Data Collection Limitations ....•.••..••..•....••... 102 

Other Possible Research Approaches ••.••••••••.••••• 103 

Conclusion . ....................................... . 104 

CHAPTER FIVE: RESEARCH FINDINGS 

5.1 

5.2 
5.2.1 
5.2.2 

5.2.3 
5.2.4 
5.2.5 

5.2.6 

5.3 
5.3.1 
5.3.2 
5.3.3 
5.3.4 
5.3.5 

5.4 
5.4.1 
5.4.2 
5.4.3 

5.4.4 
5.4.5 

Introduction . ..................................... . 105 

Communication and Reporting Issues •............••.. l05 
The Need for the Maltese Financial Audit ••..••..... 106 
Communication Barriers between 
Auditors and Management ............•...•••......... 108 
Communications During the Audit •...••..•.•.•••..•.. 128 
Communications In the Audit Report ..•..•...•....•.• 134 
Auditor-Management Disagreements on 
Audit Reports and Auditor Switching .•.•.•.•••.•.•.. 141 
Summary ............................................ 144 

Independence Issues ..................... .......... . 145 
Factors Influencing Independence .••••.••.•.•••.•••• 145 
The Provision of Non-audit Services •..•..•.•••.•.•• 157 
The Introduction of Audit Committees .....•...•..... 165 
Legislation Protecting Independence •..•..•.•••.•.•• 167 
Summary . ....•..•.....••.•.•..•••.•••..•..•.•.•.•••• 17 0 

Management Fraud Issues ................. .......... . 171 
The Detection of Fraud and Auditing •..•••••.•.•.••• 172 
Internal Controls and Fraud ..•••.•.....•.....•..... 174 
The Auditor's Responsibility for the 
Detection of Fraud ................................. 178 
The Reporting of Management Fraud •......•...... 180 
Common Management Fraud Areas and the 
Overall Relationship with Auditors ...•..•••.•... 183 

iv 



• 

5.4.6 

5.5 
5.5.1 
5.5.2 

Summary ............................................ 185 

Small Company Issues . ............................. . 186 
The Need for the Small Company Audit ..••.•..•... 187 
The Difference between Large and Small 
Audits ............... ............................. . 188 

5.5.3 Management Pressures to Minimise Tax 
Liabilities .. ..................................... . 190 

5.5.4 Changes to the Small Company Audit .••..•..•.••••.•. 191 
5.5.5 Financial Statement Secrecy ••..•.......•..•.•.••.•• 196 
5. 5. 6 Summary ............................................ 197 

5.6 Other Auditor-Management Relationship Issues ••••••• 199 
5.6.1 Issues relating Government-controlled 

Enterprises ........................................ 199 
5.6.2 Further Comments on Enhancing Auditor-

Management Relationships ........................... 207 
5. 6. 3 Surrunary ... ......................................... 208 

5. 7 Concluding Note . ................................... 209 

CHAPTER SIX: GENERAL CONCLUSIONS 

6.1 

6.2 
6.2.1 
6.2.2 

6.2.3 
6.2.4 
6.2.5 
6.2.6 

6.3 

6.4 

6.5 

Summary ....•...............•.•.••..............•... 210 

Conclusions and Implications ..........•...•...••... 210 
Communication Barriers ............................. 210 
Auditor-Management Letters and the 
Audit Report . ...................................... 211 
Influences on Independence .....•...••....•......... 212 
The Auditor and Management Fraud ....•....••••..•••. 215 
Small Company Audits .....•.............•.•.•.•••••• 216 
Further Issues .................................•... 217 

A Note on the Study Limitations •....••.•••••••••••• 218 

Suggestions for Further Research •••••••..••.••••.•• 219 

A Final Remark ..................... ................ 221 

APPENDICES 

APPENDIX I BACKGROUND NON-ECONOMIC INFORMATION 
ON MALTA • •••••••••••••••..••..•••••••••••.• 222 

APPENDIX II A MALTESE UNQUALIFIED AUDIT 
REPORT • •••••••••..••••••••••...•.•••.•••••• 223 

APPENDIX III AN "EXAMPLE SIX" REPORT ISSUED 

APPENDIX IV 

IN MALTA ••.••....•.•••..••..•..••.....••... 224 

RELEVANT DIRECTIVES OF THE COUNCIL 
OF THE EUROPEAN COMMUNITIES AND 
THEIR STATUS . .•.••.••••..•••.••.••••...•... 225 

V 



• 

APPENDIX V 

APPENDIX VI 

THE TWO INTRODUCTORY 

PAGE 

LETTERS ....••.. 226 

THE INTERVIEW DISCUSSION SCHEDULE •..••••• 228 

APPENDIX VII SCORE SCALES USED IN THE INTERVIEW 
DISCUSSION AND THEIR USE IN THE 
ANALYSIS .••...•.••........••••.•••.•.....•. 237 

APPENDIX VIII BARRIERS TO AUDITOR-MANAGEMENT 
COMMUNICATION - SCALE SCORE AVERAGES 
AND RESPONDENTS WITH BARRIERS BY 
GROUP • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • 2 4 0 

APPENDIX IX FACTORS INFLUENCING INDEPENDENCE -
SCALE SCORE AVERAGES AND RESPONDENTS 
BY GROUP •• •..••••...•••••••••••.•...•.••••• 241 

APPENDIX X LEGAL CASES CITED ...•..•........•.....•.•.. 242 

BIBLIOORAPHY • . • • • • • • • • . • • . . . . . . . . . . . . . . . . . . . . . . . . . . • • . • 243 

vi 



LIST OF TABLES 

3.1 PARTNERSHIPS REGISTERED DURING 
1989 . .......................................... . 65 

3.2 NUMBER OF COMPANIES WITH RESPECTIVE SHARE 
CAPITAL AS AT 31 DECEMBER, 1989 .....•........•.. 66 

3.3 FIRMS BY NUMBER OF EMPLOYEES AS AT 30 
APRIL, 1989 ..................................... 67 

4.1 SIZE OF RESPONDENT AUDIT FIRMS ..•..•.••......... 99 

5.1 RANKING OF BARRIERS TO AUDITOR-MANAGEMENT 
C011M:UNICATION •.••••••.•. .•....•.••.•..•.•....• • 109 

5.2 RANKING OF FACTORS INFLUENTIAL ON 
INDEPENDENCE .........•.••.•...•.•..•••.....•.•. 14 6 

vii 



LIST OF FIGURES 

1.1 THE AUDITOR-MANAGEMENT RELATIONSHIP ISSUES .•.•..•..•. 3 

1. 2 OUTLINE OF THE THESIS ... •..•.•.•••..•••............•. 9 

2.1 A MODEL OF THE COMMUNICATION PROCESS ..••............ 26 

2.2 THE COMMUNICATION OF ACCOUNTING INFORMATION 
AND THE ROLE OF THE AUDIT FUNCTION .•...•..•.......... 27 

viii 



A 
AAA 
AICPA 
A pp 
APA 
APB 
APC 
Art 
ASB 
ASR 
CA 
C&AG 
CAR 
CBM 
CPA 
CPAA 
CPO 
Def 
DIR 
EC 
ed/s 
edn 
ff 
Fig 
GAAS 
GNP 
IAG 
IAPC 
IASC 
IASS 
ICAEW 

IFAC 
IMF 
ISA 
ITA 
Qn/s 
M 
MIA 
NCFFR 

Para;s 
SAS 
S/Ss 
SEC 
SSARS 

UEC 

VFM 

LIST OF ABBREVIATIONS 

Auditor/s 
American Accounting Association 
American Institute of Certified Public Accountants 
Appendix 
Accountancy Profession Act, Cap. 281 (Malta) 
Auditing Practices Board (UK) 
Auditing Practices Committee (UK) 
Article 
Auditing Standards Board (USA) 
Accounting Series Release (SEC) 
Companies Act (UK) 
Comptroller and Auditor General (UK) 
Commission on Auditors' Responsibilities (USA) 
Central Bank of Malta 
Certified Public Accountant 
Certified Public Accountant and Auditor 
Commercial Partnerships Ordinance, Cap.168 (Malta) 
Definition/s 
Department of Inland Revenue (Malta) 
European Community 
Editor/s 
edition 
and the following pages 
Figure 
Generally Accepted Auditing Standards (USA) 
Gross National Product 
International Auditing Guideline 
International Auditing Practices Committee 
International Accounting Standards Committee 
Indicative Average Scale Score 
Institute of Chartered Accountants in England and 
Wales 
International Federation of Accountants 
International Monetary Fund 
International Statement on Auditing 
Income Tax Act, Cap. 123 
Question;s 
Manager;s 
Malta Institute of Accountants 
National Commission on Fraudulent Financial 
Reporting (USA) 
Paragraph/s 
Statement On Auditing Standards (by ASB) 
Section/Sections 
Securities and Exchange Commission (USA) 
Statement on Standards For Accounting and Review 
Services 
Union Europeenne des Experts Comptables, Economiques 
et Financiers 
Value-for-money 

ix 



CHAPTER ONE 

GENERAL INTRODUCTION 

1.1 The Research Objectives and Question 

An auditor is an individual, firm or organization carrying out the 

audit of an enterprise. on its part, the term •audit", as defined by 

the Auditing Practices committee of the UK, is "the independent 

examination of, and expression of opin~on on, the financial statements 

of an enterprise• (APC, l989a: para 2). There are different types of 

audit, and this study is concerned with the external or statutory type, 

which the same APC pronouncement describes as one Hwhere there is a 

statutory requirement for the aud~tor to express an opinion in terms of 

whether the financ~al statements give a true and fa~r view• [ibid.: para 

3(a)]. 

In formulating his opinion on the financial statements of an 

enterprise, such an external auditor needs to interact frequently with 

the management of h~s client companies ~n the course of formulating his 

opinion on the financial statements. By wmanagementH one here means the 

Board of Directors or equivalent in a company and also the executives of 

such a company acting within the delegated authority of the Board. This 

relationship between auditors and client management affects the whole 

nature of auditing and problems arising in it can render auditing 

difficult. In this connection, Mautz and Sharaf (1961) even stated that 

"from a practical standpoint an audit without the co-operation of 

management becomes virtually an ~mposs~bility• (p 68). 

As will be seen later (S2.2), academic researchers in auditing 

dedicate considerable effort to the auditor-client relationship, and 

even accounting policy makers, such as IFAC and AICPA, show concern in 

this direction in their promulgation of auditing and ethical 

statements. However, emphas~s has traditionally been placed on the 
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maintenance by the auditor of his independence of management, and on 

the problems that arise in this connection. Communication problems have 

been largely ignored, while more delicate issues such as those arising 

from the poss~bility of management fraud have started to receive 

importance mostly in the past few years. 

The objective of this research project is to examine such 

relationship issues. However, because of the environmental differences 

among countries , it will need to adopt a particular perspective, and 

this project is concerned with that of the microstate of Malta. 

Although the Maltese regulatory framework has been basically adopted 

from the UK one, Malta has its own microstate characterist~cs that may 

bear further influences on the auditor-management rapport. For example, 

its small-size economy not only lacks an advanced industrial base and a 

sophisticated financial system, but seems to allow a significant role to 

be played by the prevailing number of small companies and 

controlled enterprises. 

government-

This project is therefore an attempt at bringing an awareness of 

the particular problems arising between the two parties to the 

relationship in such a microstate environment. It w~ll also assess, as 

far as practicable, how both sides of the relationship want to respond 

to such problems • 

It deals with the follow~ng research quest~on: What relationship 

problems exist between auditors and managers in the microstate of 

Malta, and what can be done about them? 

As outlined in Fig 1.1, this question is investigated under the main 

headings of communications, independence, management fraud, small 

companies and other issues. The actual investigative questions are the 

following: 

Commun1cation Issues: What major communication issues ar~se during the 
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audit, and in the final report? 

Independence Issues: What factors are perceived by both auditors and 

managers to influence the independence of auditors from management? 

Management Fraud: What role do both parties consider the auditor is 

playing and should play in respect of management fraud? 

Small Companies: What are the problems of auditing small companies and 

what role does the auditor need to play in such entities? 

Other Issues: What other issues of relevance to the relat~onship are 

there, particularly in government-controlled enterprises? 

The project will consider also the impact of the regulatory 

framework on the above issues, and even the attitude of both parties 

toward relevant changes in such a framework. 

FIGURE 1.1 

THE AUDITOR-MANAGEMENT RELATIONSHIP ISSUES 

AUDITOR 
INDEPENDENCE 

ISSUES 

SMALL 
COMPANY 

ISSUES 

THE ENVIRONMENT 
INCLUDING 
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1.2 General Background Information 

In order to put the purpose of this project in proper perspective, 

microstates in general and the need of microstate-related studies are 

now first introduced, followed by basic information on Malta. 

1.2.1 Microstates and Related Studies 

(a) nicros~a~es Unfortunately, there is no generally agreed definition 

in the economic literature of either what constitutes a "m~crostate" or 

even a "small" state. Srinivasan (1986: p 206), for example, referred 

to the traditional theory of internat~onal trade which defines size by 

using the country's market power or its ability to affect its terms of 

trade by changing its volume of exports and imports. However, he 

dismissed such a definition as not operationally useful since, among 

other reasons, it cannot be applied to a whole economy. Other factors 

that have been identified include the country's energy consumption 

(Hein, 1989), land area and the gross national product (see, for 

example, Jalan, 1982). 

While it is agreed that a single variable for this purpose is too 

narrow a conception, there is one common factor used by most studies on 

the concept of small countries (or small islands) in economic and social 

terms. This is the size of the country's population. However, there is 

still much difference on where the cut-off point is as regards 

populat1on size. The World Bank, for example, in its World Development 

Report, annually publishes separate tables for United Nations/ World 

Bank members identified as "small countries" and defined as those with a 

population of less than one million. Authors like Chenery and Taylor 

(1968) and Chenery and Syrquin (1975) give a higher cut-off point, going 

up to 15 million, while the Commonwealth Secretariat (1983) defines 

mini-states as having populations of less than half a million. Jalan 

(1982) mentions microstates as a sub-classification of small states w~th 
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a cut-off point relating to a population of 400,000. What is certain is 

that Malta, with a population of about 350,000, can be conveniently 

classified as a microstate under most definitions. 

There is an apparent neglect on the common characteristics of 

microstates in the economic literature, and this is probably due to the 

lack of available data on truly small countries and territories. 

However, Hein (1989) claims that interest in the study of microstates 

has recently grown ~n Commonwealth circles owing to the fact that a 

large number of small countries decolonized in the last few decades 

were within the former British Empire. 

A further distinction can be made between "landlocked" microstates 

and wislandw ones. The latter will probably suffer more from their 

sense of isolation. Hein also points out that in UNCTAD (United 

Nations Conference on Trade and Development), resolutions since 1972 

have dealt w~th island developing countries and identified handicaps 

such as smallness, remoteness, heavy financial burdens, communication 

constra~nts including transport, great distances from market centres, 

highly limited internal markets, a lack of natural resources, heavy 

dependence on a few commodities for their exchange earnings, a shortage 

of administrative personnel and a lack of monetary expertise. Several of 

these are clearly the direct consequence of small size. 

(b) The Significance of ~cros~a~e-related Studies Studies related to 

microstates are probably worth pursuing in themselves in order to 

understand better their mechanisms and the options open to them. But a 

second important reason ~s that such a study may require in many ways 

nan entirely different approach to problems of soc~al, env~ronmental, 

pol~tical and economic managementw (Ib~d.,p 8). In fact Hein concludes 

that not only in economics but also ~n several other fields such studies 

would require a departure from standard approaches and even the forging 
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of new concepts. "Theories and concepts thus developed could throw l~ght 

not only on the problems of microstates themselves, but help in the 

understanding of issues applicable to the whole range of countr~es wh~ch 

lie somewhere between the extreme archetypes of microstates on the one 

hand, and the large countries of the world, on the other" (p 9). 

1.2.2 The Microstate of Malta 

Malta is a miniature archipelago in the Mediterranean Sea south of 

Sicily, an ex-British colony which gained its independence in 1964, with 

a system of Government very similar to that found in the UK. Its 

population is just over one-third of a million, and its official 

languages are Maltese and English. More details on ~ts geography, 

history 1 population and government are given in Appendix I and on its 

economic, financ~al and taxation systems in Chapter Three. 

1.3 The Need for Research on Maltese Auditing 

The majority of auditing research to date has taken place in the 

USA, and, until relat~vely recently, little research on this topic was 

carried out elsewhere. In the case of the UK, for example, Professor 

Bryan Carsberg stated in 1987 that "although auditing represents one 

of the princ~pal activit~es of many members of the accounting 

profession, relatively little attention has been given to research in 

this area of professional l~fe" (Gwilliam, 1987a• p vii). Problems 

claimed to be contribut~ng to this dearth of research include not only 

the difficulty of conducting experimental research in the area, but also 

the lack of access to researchers of confidential audit data (ibid.: 

p 15). 

It is no surprise, therefore, that this situation still prevails 

today to an even larger extent in microstates, like Malta, with 

traditional UK influence in the field and also with the added problem of 

more scant research resources. However, such research is important not 
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only from the viewpoint of the auditing profession, but also from that 

of the corporate auditees, and of society as a whole. 

1.4 Scope of the study 

In its treatment of the auditor-management relationship, this 

research project will limit itself to those aspects that are more 

relevant to a microstate like Malta. For instance, it will go into 

detail on issues such as the problems of small companies, while 

omitting, say, the effects on the relationship of security market 

reactions when the audit report is qualified. 

The work will take into account applicable aud4ting literature, 

particularly that in the UK and the us. As to professional literature, 

IFAC pronouncements will be given priority to APC ones, but the latter 

will also be referred to where felt significant. The project will also 

consider important find~ngs in previous Maltese studies which may have 

touched on 4ndivLdual aspects of this relationship. 

Coverage of relationship considerations in specialized audits such 

as banks, insurance companies and co-operatives, will be limited to 

cases where lessons can be drawn from the particular onto the general. 

The study is also lim~ted in its coverage to companies operat1ng 

under normal circumstances, that is, it excludes those facing 

particular difficulties such as going concern or bankruptcy, and those 

in the process of effecting material changes to their ownership and 

management. 

On the other hand, it includes within 4tS scope public sector 

companies and corporations, but, as explained more fully in S2.7, only 

insofar as it cons4ders issues relating to commercial rather than public 

sector auditing. 

Internal auditing is in itself a managerial control that can make a 

difference to the work of the external auditor. Nonetheless, discussion 
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on internal and also management auditing is limited as far as pos~ible 

in order to retain the focus of management's relationship with the 

external, rather than internal, auditor. 

Laws and regulations stated in this study are, as far as possible, 

up-dated to 1 January, 1992. 

1.5 Approach To the Study 

The overall outline of the study can be seen in Figure 1.2. 

Chapter Two will give a theoretical background to the auditor

management relationship, reviewing and evaluating the relevant 

literature on this relationship. 

Chapter Three will then present a profile of the environment in 

which the auditor-management relationship exists in Malta. This chapter 

will also include a review of previous preliminary studies carried out 

in Malta concerning this relationship. 

Chapter Four will then describe the research methodology used in 

this project. Interviews are to be conducted with audit practitioners 

and company financial executives. This chapter will deal with the 

general methodology, the actual survey design and the nature of the 

lim~tations. 

Research findings from the survey response are then analysed in 

Chapter Five. Such analysis provides detailed answers to the five 

investigative questions listed in Sl.l. 

Finally, Chapter Six presents the major conclusions and implications 

of this study , and suggests areas for further research. 
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1.6 Importance of the Study 

This chapter has introduced the subject of this thesis, reported on 

the need for research in the area, and set out its outline. 

It is hoped that this project on Malta will be of value to 

auditors, managers, and even to the public , not only in Malta, but also 

in other microstates and even larger countries, particularly the UK on 

whose regulatory framework the Maltese one is based, It is also hoped 

that it will serve as a stimulus to further research projects in the 

area. 
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CHAPTER TWO 

THE AUDITOR-MANAGEMENT RELATIONSHIP: 

THEORETICAL ASPECTS 

2.1 Introduction 

The objective of this chapter is to examine the auditor-management 

relationship theory and review and evaluate relevant literature on this 

relationship. 

The next section, 2.2, will give a general background and include-an 

explanation of how the various aspects of the relationship are to be 

classified for the purpose of this review. The main issues will then 

follow in the different sections. 

Section 2.3 will deal with independence issues, which are 

fundamental to the relationship. 

Section 2.4 w~ll then consider general commun~cation and report~ng 

issues. 

This will be followed by Section 2.5, which will treat the question 

of the auditor and management fraud. 

Section 2.6 w~ll then deal with small company issues affecting the 

relationship. 

Finally, Section 2.7 will cover other issues mostly relat~ng to 

government-controlled enterprises. 

2.2 The Auditor•s Relationship To Management: The Background 

Turley (1985) identif~ed auditor-client relationships as a main 

aspect of auditing research, and distinguished it from other aspects 

such as the audit process, the auditing profession and the role and 

usefulness of the audit. However, he limited this aspect to wresearch 

into the nature of auditor independence.w While, indeed, auditor 

independence is a main attribute of auditor-client relationships, 

Gwill~am (l987a) ~ncluded, in his more detailed survey of auditing 
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research, topic areas that can easily be inserted within this aspect, 

such as audit reporting, auditors' respons~bility for fraud detection of 

and auditors' liability. 

This study concerns auditor-management relationships and 

therefore it is appropriate to distinguish between the two words 

"client" and "management". In the literature (eg Goldman and Barlev, 

1974) "client" signifies the reporting entity itself, and this is not 

identical to, although commonly represented by, management: it denotes 

a wider class of persons than management. As a result, not all 

attributes in auditor-client relationships are necessarily applicable in 

auditor-management ones. In fact, this study will focus on the issues 

of independence, reporting and communication, and management fraud, but 

not on auditors' liability to shareholders and other third parties. In 

add~tion, other issues concerning the auditor-management relationship in 

a microstate, such as those relating to small company audits and 

government-controlled enterprises are also separately treated. 

2.2.1 A Complex Relationship 

The Commission on Auditors• Responsibilities (CAR, 1978: p 8) 

described the auditor's relationship to management as " the most complex 

of the auditor's relationships." Mautz and Sharaf (1961) made the point 

that this relationship is such that the auditor is closely associated 

with management and that he attempts to serve management's interests in 

as many legitimate ways as possible: 

"the management of the client company is the only interest 
with whom the auditor has any direct dealings. He d~scusses 

the proposed audit report w~th representatives of management; 
he appears at stockholders' meetings along with management to 
explain any questions raised about the report; he works 
closely with management ~ planning the annual report and in 
working the necessary disclosures for regulatory agencies" (p 
212). 

The auditor has even more crucial ties with management: it is the 

latter which normally engages h~m, negotiates his fee, and even takes 
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the initiative to dismiss him. These aspects may be traditionally 

associated with the direct contractual relationship a professional has 

with a client. However, management does not operate as an independent 

contractor for the auditor's services, but acts only as a representative 

of the entity audited. In fact, it is the entity's resources which are 

used to compensate the auditor, and its shareholders who ratify his 

appointment. 

2.2.2 The Distinct Roles of Auditor and Management 

The roles of management and auditor in the issue of audited 

financial statements are kept distinct. For example, Internat~onal 

Auditing Guideline (IAG) No:l (IAPC, l980a) states that "wh~le the 

aud~tor is respons~ble for forming and expressing his op~nion on the 

f~nancial statements, the responsibility for their preparation is that 

of the management of the entity" (para 4). 

The management is not therefore relieved of any of ~ts duties by the 

aud~tor. In the USA, such division of responsibility was examined by 

the Commission on Auditors' Responsibilities (1978), which concluded 

that this made sense and that the rationale of the relationship was 

sound. The argument went that it was best for judgments to be made by 

management because this had more fam~liarity and experience with the 

entity than the auditor and was continuously involved in its entity's 

operations. 

In any case, shifts, or even apparent shifts, in responsibility 

between the auditor and management may face heavy user opposition. For 

example, Carmichael and Winters ( 1982) suggested that the 

unprecedented opposition, in 1978, to a new audit report wording 

attempted by the American Accounting Standards Board was because the 

changes were seen as attr~buting more responsibility for the financial 

statements to the management and less to the auditor. 
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2.2.3 Incentives For Continuing Established Auditor-Management 

Relationships 

The economic interests of managers and auditors provide an incentive 

for both to continue an established relationship. 

For example, Arena and Loebbecke (1980) compared initial and repeat 

engagements and identified a number of areas in which it is necessary 

to perform more audit procedures for an initial engagement than for a 

repeat audit. These include procedures ~nvolved in becoming familiar 

with the clients' business operations and in determining opening account 

balances Therefore, as De Angelo (1981) suggested, clients• econom1c 

interest in their auditors is due to some extent to the s1gnificant 

economic start-up costs involved in first audits. 

Company legislation further induces the continuity of such 

relationships. For example, in the UK, the CA 1985 (S392) obliges a 

company to dissemLnate to members representatLons by a retiring auditor. 

An auditor switch may therefore easily lead to adverse outsider 

reaction. 

Outsiders may in fact view an auditor switch as •an 

information signal of changing economic cond~t~ons for the companyw 

(Fried and Schiff, 1981). After all, terminating an existing 

relationship will only lead to the managers' problem of finding a new, 

more compliant auditor. On the auditors' part, then, such a termination 

will mean that the specialized knowledge which they have acquired in 

respect of their client will probably not bear its economic reward. 

2.2.4 Advocate or Adversary? 

Despite retaining the distinction between the duties of 

management and those of auditors, the latter find it 

difficult to achieve a balanced attitude toward management in practice. 

wThe auditor should be ne~ther an advocate on management's behalf nor an 
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adversary~ (CAR, 1978: p 9). The question arises where is one to draw 

the line between these two extremes ? 

On the one hand, in order not to impose an enormous cost, the 

auditor cannot take the attitude of an adversary of management, but 

needs to maintain a co-operative and confidential relationship with it 

in order to be able to see whether the financial statements reflect the 

realities of the particular company. Owing to the need for this 

attitude of co-operation, in its Interpretations of the Rules of 

Conduct, the AICPA (1991) precludes an auditor from acting when 

management has started or intends to start litigation proceedings 

against the auditor. It insists that ~the relationship between the 

management of the client and ~he auditor must be characterized by 

complete candor and full disclosure regarding all aspects of the 

client's bus~ness operations" (para 101-6). 

In this respect, Mautz and Sharaf (1961) stated that the auditor 

will not assume that management is dishonest, but take as a basic 

postulate in his work that there is no necessary conflict of interest 

w~th it. Conducting the work on the basis of a contrary assumption, the 

audLtor would not be able to rely on explanations from management about 

the way its goals have affected the financial statements. The audit 

would therefore have to be extremely extensive and detailed : audLting 

would become impracticable and uneconomical. 

On the other hand, the CAR (1978) said that being in frequent 

contact with management and settling most problems solely with it, 

~can lead an auditor incorrectly to look on the interests of 
management as if they are the same as the interests of the 
company. Th~s relat~onship ••• ~sa potential threat to the 
auditor's ability to remain independent~ {p 12). 

Waller (1990) stated that accountants have to recognise that 

there needs to be 

wa less cosy relationship between client and aud~tor ... 
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Talk about accountants' skills in managing potential 
conflicts of interest is not enough to sooth outsiders' 
fearsw (p 9). 

Auditor independence is needed because of the inherent potential 

conflict of management with other users of financial statements. In 

this connection, Mautz and Sharaf (1961) referred to the close 

relationship of public accounting, and with it auditing, and business, 

including the maintenance of the confidential relationship between 

auditors and their client companies. They claimed that this raises the 

suspicions of outsiders: 

wDoes it seem likely to one who does not understand the full 
nature of the auditor-client relationship that a confidant 
could also be completely independent of the one who reposes 
conf~dence in him? In the simplest terms, secrets imply a 
considerable degree of intimacyw (p 212). 

In effect, auditors may actually often be treating directors as their 

real clients but at the same time managing to maintain their appearance 

of independence. For example, Waters (1987) stated that in the UK 

wthe fact that most auditors have not visibly lost their 
independence indicates the strength of the~r moral fibre. The 
f~ct~on of company law is that shareholders appoint auditors: 
the real~ty is that directors are seen by aud~tors as the~r 
real clientsw (p IV). 

Also, in the USA, according to Stevens (1985), Certified Publ~c 

Accountants enjoy an enviable position as trusted, thoroughly 

professional confidants and advisers whose honesty and integrity are 

generally held beyond reproach. 

Goldman and Barlev (1974) showed that there is a threat to the 

auditor's independence built into the structure of the auditor's role 

and that pressures on auditors not to perform according to professional 

standards are constantly created. To understand the relationship, there 

is therefore the overriding need to analyze independence issues. This 

will now follow. 
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2.3 Independence Issues 

This section will first introduce the nature and significance of 

auditor independence. Then it will discuss the factors affecting 

independence and, finally, the 

relationships. 

2.3.1 Nature and Significance 

related question of non-audit 

The concept of independence has been the focus of heavy controversy, 

debate and analysis for many years. Many have also stated this 

concept to be the cornerstone of the auditing profession (eg Mautz and 

Sharaf, 1961; Berryman, 1974). Researchers such as Sherer and Kent 

(1983) have even included independence standards as behavioural 

postulates of auditing, and Gwilliam (1987a: pp 46,103) while arguing 

against this, still held that in the real world it is likely correct 

to assert that independence is a fundamental aspect of the aud~t 

process; one has to count on it because the actions of an auditor 

failing in his duties are not always observable and it is therefore 

difficult in pract~ce to make him accountable for his actions. 

Yet, as pointed out by Antle (1984), the phrase •auditor 

independencew traditionally has no agreed meaning. The rules of AICPA, 

SEC and even UK professional bodies have in fact abandoned attempts to 

provide a concise definition, while the academic literature has also 

associated various meanings to the concept. 

One common meaning is that of an attitude and approach of not being 

subordinate to clients, and this refers to professional qualities like 

honesty, integrity and expertise. Mautz and Sharaf (1961) put this as 

wa combination of self-reliance, freedom from client control, expert 

skill and ability and considered judgment based on training and 

experience not available to those who are not members of the professionw 

{p 231). 
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Yet another meaning, more specific to auditor independence, is the 

absence of any self-interest which may warp one's judgment, or what 

Carey and Doherty (1966) referred to as w the avoidance of any 

relationships wh~ch would be l~kely, even subconsciously, to ~mpair the 

CPA's objectivity as aud~tor• (p 41). Mautz and Sharaf (1961) referred 

to this as a second phase of independence, consisting of "freedom from 

bias and prejudice• (p 231). Lee (1986), for example, tried to 

combine further both meanings by defining auditor independence as •an 

a~~i~ude of mind which does not allow the v~ewpoints and conclus~ons of 

~ts possessor to become reliant on or subordinate to the influences and 

pressures of conflicting ~nterests• (p 8). 

A third meaning to independence concerns appearance: it is what 

Carey and Doherty (1964) also termed as "the avo~dance of any 

relationships which to a reasonable observer would suggest a conflict 

of ~nterest• (p 42). This leads to considerat1ons such as the provision 

of non-audit services, and independence in this context , has not 

only been the subject of several research studies but also the basis of 

many professional rules or codes of conduct. 

Related to the multiple meanings given to the concept, there is the 

added question of from whom the auditor needs to be independent. This 

work is concerned with ~ndependence from management, and the need for 

this becomes clear if we accept the stewardship/agency theories (see 

52.4.2) that the auditor's main role is to ensure the truthful 

reporting of the activities of the business to shareholders. However, 

as pointed out by Goldman and Barlev (1974), there may also be the need 

for independence from existing shareholders and this extension is 

due to the possibility of confl1ct between existing and potential 

shareholders: after all both management and present shareholders at 

least have one common interest: to make a good impression on third 
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parties such as investors, lenders and creditors. 

2.3.2 Factors Influencing Independence 

Much research on auditor independence to date has focused on 

investors' and other users' perceptions of audit independence when 

potentially incompatible functions are performed, eg Knapp (1985), 

Imhoff (1978) and Shockley (1981). Other research has dealt with 

whether perceptions of independence influence user dec~sion-making, eg 

Lavin and Libby (1977) and Firth (1980). Most of the findings in these 

studies relate to outside users rather than to managers and auditors 

and are therefore not directly relevant to this project. Nevertheless, 

it is worthwhile to point out that many of these studies have shown that 

the intended users of audits, such as bankers and investment analysts, 

appear to have a more rigorous and w~de-ranging view of factors which 

could threaten independence than has been recognized in professional 

recommendations (Turley, 1985). For example, in Firth (1980), users of 

accounts expressed concern on the proportion of total fee income derived 

from one client that could be a threat to independence: for them , it 

was difficult for auditors to maintain independence at much lower 

levels of fee income than those perm~tted by the UK ethical guidelines. 

The main factors perceived to influence auditor independence of 

management are now analysed. These can in fact be classified into 

psychological and economic factors, the technical competence factor, 

influences of the profession, and those of other third parties. 

(a} Psychoiogical Fac~ors These are the internal factors affecting the 

attitude of a practitioner. One is what Farmer, Rittenberg and 

Trompeter (1987) called objectivity or, more generally, "an 

~ndependent mental attitude." This attitude in itself attempts to view 

events on a purely factual basis without the influence of one's 

personal feelings, opinions or interests. Another related 
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attitudinal factor that may be separately identified is that of the 

integrity of the practitioner, in the sense already referred to in 

52.3.1 of intellectual honesty and non-subordination of one's judgment 

to that of others. 

Farmer et al (1987) examined auditor independence from the viewpoint 

of practising auditors and auditing students, and found that all 

categories of auditors and students gave priority to an independent 

mental attitude over any other factor. These findings went against the 

indications in previous social research (Becker and Greer, 1958 and 

Kelman, 1972) that the more experienced auditors would be influenced by 

more practice-oriented factors such as economic ones. 

A third psychological influences that may be separately considered 

is the aud~tors• sense of ~dealism. Farmer et al (1987) also included 

this in their study and defined it as "the nature of the auditor to 

determ~ne what the appropr~ate treatment or procedures are, and to 

pursue those judgments without regard to potential client impact.• They 

found that audit partners, but not other respondents, also ranked this 

after an independent mental attitude, but above other factors. 

(b) Economic Pressures These are often asserted to be a a major factor 

(eg, in Previts, 1985). Commonly, such pressures will be made in order 

to retain a client. These may derive from the size of the total fee 

already referred to, or other factors such as the many examples provided 

by Turley (1985): the provision of accountancy and management 

consultancy services to audit clients (see 52.3.3 below); the existence 

of a financial relationship, such as loans, between the auditor and his 

client, the relative size of the audit firm, and the degree of 

competition in the environment of the audit firm. Furthermore, 

particularly in larger audit firms, even if the total fee from a client 

may not be too large, an individual auditor may still have to depend 
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on such a client for his or her economic success in the firm. In 

addition, auditors, especially those below the rank of partners in audit 

firms, may have to face economic pressures to subordinate judgments to 

their superiors in the audit firm. 

Farmer et al (1987) found that audit managers and partners attached 

less importance to economic factors than audit seniors and staff. In 

addition, managers and partners agreed less often with the clients' 

position than did seniors and staff. In fact Farmer et al concluded 

that there may be too much of a tendency of the staff group to believe 

that retaining and pleasing a client is more important than partners 

themselves believed, and that this perhaps led the staff to be more 

influenced by a client's pos1tion. 

(c) The Technical Compeeence Faceor A technically competent auditor was 

described by Moizer (1991) as one who " w~ll have ehe necessary 

expereise eo d~scover all the sign~ficant errors and omissions present 

~n a set of financial statemenes.• (p 35). The ability to reach 

independent judgments is also dependent on such expert~se: as other 

research indicates (eg Rittenberg, 1977), without adequate competence in 

accounting and auditing, the auditor would be in the danger of having to 

rely on the management's judgment instead of forming his own independent 

opinions. 

(d) Professional Influences: Seandards and Eehical Codes Opinion 

shopping, or management seeking an auditor willing to support an 

accounting treatment wanted by it irrespective of how reliable it 1s, is 

cited as raising serious questions about audit independence 

(eg Hendrickson and Espahbodi, 1991). By defining accounting choices, 

accounting standards leave less area for judgment disagreements between 

management and the auditor. on the other hand, auditing standards and 

codes of ethics aim at a minimum level of professional performance that 
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may, among other things, make client abuse much more difficult. Reaching 

consensus in these areas removes the individual auditor from the need to 

defend positions different from those of a client (Connor, 1986). 

(e) Other third P~y Influences This represents the potential strength 

of organizational and societal action in maintaining auditor 

independence. Farmer et al (1987) breaks this down into the public 

servant attitude, the existence of legal liability, and, in large 

companies, the existence of an audit committee made up of outside 

directors. The public servant attitude means the sense of being a 

public servant, that is, not be~ng an agent for anyone including 

management, the controlling authority, investors, lenders or the general 

public. Existence of legal liability means the knowledge that the 

courts will make auditors accountable for their actions and reports. In 

view of these third party influences, the aud~tor considers h~rnself as 

part of the public information system. Besides Farmer et al (1987), 

researchers such as Lavin (1977), Shockley (1981), and Knapp (1985), 

also recognised similar influences on aud~tor independence. 

2.3.3 The Question of Non-audit Relationships 

It has been seen in s2.2 that the actual auditor-management 

relationship is asymmetrical, where management dominates because of its 

effective control on the appointment , remuneration and removal of the 

auditor. While managements may indeed voluntarily be hiring auditors 

reputed for their independence to observe and vouch for managements• 

actions, Antle (1984) has shown that there often exist financial incen

tives, such as profitable management advisory contracts, for auditors to 

be involved in non-independent activity by their co-operation or even 

direct collusion with management. In fact, he delineates "collus~on• and 

"no co-opera~ion" as extremes in a continuum, and puts the crucial 

question to be confronted by the auditor as the finding of the point 
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where the line is to be drawn between behaviour that is merely self-

interested and that which is collusive: 

"At the very least an independent aud~tor would not collude 
w~th the manager to the detr~ment of the owner. On the other 
hand, even an ~ndependent aud~tor would not be expected to 
act against his/her own best interests in carrying out 
his/her duties for the owner. But this self-interested 
behaviour must stop short of collusion" (P 15). 

In fact, in a pure audit environment, that is in the absence of non-

audit relationships such as management advisory services or personal 

and other relationships between auditor and client, users appear to be 

happy that auditors can and do maintain their independence (Gwilliam, 

1987: p 104). As a result, research to date has concentrated on the 

effect of the presence of such mentioned factors on the perceptions of 

auditor independence. 

Most research work to date suggests that many of these relationships 

do appear to weaken somewhat user confidence in auditor independence. 

Gwilliam (1987a: p 105) stated that it appears easy enough to devise a 

set of independence requirements which would remove the #undesirable" 

relationships as tested by the various surveys. This might include the 

prohibition of the provision of many non-audit services, and, in fact, 

the AICPA did take steps to prohibit members of the SEC Practice Section 

from offering questionable services such as executive recruitment, 

public opinion polls, merger and acquisition service (for a finder's 

fee), psychological testing and actuarial services for insurance 

companies (AICPA, 1981). However, research carried out by Pany and 

Reckers (1984) showed that there was little evidence that such services 

were seen as significantly more damaging to perceptions of independence 

than other non-audit services. 

(a) The Total Prohibition of Non-audit Services In order to eliminate 

any question about an auditor's conflict of interest, one may consider 

the total prohibition of non-audit services. At first sight, 
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prohibition may seem beneficial because it should increase user 

confidence in financial reports. However, research carried out by 

McKinley, Pany and Reckers (1985) indicated that one cost of prohibition 

may actually be a loss of confidence in the reliability of financial 

statements. They identified economic benefits in non-independence, such 

as a signalling of confidence when an auditor provided non-audit 

services that the financial statements were free from material fraud. 

In any case, the accountancy profession would probably not welcome 

such total prohLbition. For example, in the UK the ICAEW (1987) took a 

definite stand against this, citing in support a survey of the 

Commission on Auditors' Responsibilities (CAR,1978), which had found no 

evidence that the provision of such services had caused problems of 

independence. More recently, a survey undertaken by the ICAEW's Board 

for Chartered Accountants in BusLness (Accountancy, l99la) showed that 

InstLtute members thought that business people opposed an embargo on 

accountancy firms undertaking other work in addition to an audit. 

It is perhaps understandable that the profession would not welcome 

such total prohibition : after all, these services provide a large 

proportion of the income of the audLt firms. For example, Bernstein 

(1985) stated that non-audit fees of the top US CPA firms averaged about 

forty percent of total fees collected in 1985, and that the percentage 

could even increase. In addition, such services may even have a 

greater profit margin than audit services, particularly in view of the 

competitive market for audit services resulting in price cutting. Audit 

firms therefore seize the growth opportunities provided by non-audit 

services , and are keen on their reputation for their ability to offer 

a well-developed package of ancillary services. KLng and Carver (1984) 

also provided evidence that in meeting client demands, it was 

important for the reputation of accounting firms to be able to offer a 
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diversity of services. 

Hillison and Kennelley (1988) mentioned two other factors that may 

be encouraging audit firms to expand these services: one is their 

increased ability to attract to the profession creative new staff that 

has traditionally migrated to clients ; the other is the awareness of 

the risky legal environment faced in auditing, making the attempt to 

diversify into such services more attractive. 

Furthermore, there is evidence that non-audit fees are 

important because they appear to recur (Simunic, 1984 and Beck, Frecka 

and Solomon, 1988). Given also an increasingly regulated auditing 

environment, total prohibition might therefore drive many professional 

practices to consider, rather, discontinuing auditing altogether. 

(b) The Res~ric~ion or Disclosure of Non-audi~ Services Two 

alternative approaches have therefore been put forward by Hill1son and 

Kennelley (1988) in the USA to this question of provision of audit 

services. One is to provide these to non-audit clients only. This is 

already being carried out to a limited extent in the UK, where the 

preparation of accounting records is not normally provided to public 

company clients. Kaplan (1987) suggested that such a restriction of 

services may actually improve the quality of some audits: the 

interest of the audit firm could be more aligned with that of the 

financial statement users. But a potential disadvantage is that the 

potential cost savings from the combination of audit and non-audit 

services are definitely lost. 

The second recommendation by Hillison and Kennelley, is that all 

types of non-audit work be allowed but that full disclosure be made of 

these in the financial reports. In this way, it is projected that audit 

firms will become reluctant to provide certain types and quantities of 

service that might create questions of concern in the minds of 

24 



users. The sale of non-audit services would thus be monitored by the 

market, without the need for any intervention by any regulatory body. 

However, following a similar reporting requirement by the American SEC 

in 1979 in ASR 250, Scheiner (1984) concluded that the disclosure 

requirement did not appear to have a substantial impact on the amount of 

non-audit services provided by independent auditors to their clients. 

A main problem is that research efforts, spanning more than twenty 

years, to empirically determine what services are compatible with 

auditing are still inconclusive and that it is doubtful whether such 

efforts can be totally successful: practitioners will probably continue 

to contest the results of research which suggests that certain services 

are not compatible with auditing, at least until evidence is conclusive, 

which, in the least, is a far-off prospect. 

2.4 Communication and Reporting Issues 

This section will now examine communication and reporting issues 

insofar as they are relevant to the auditor-management relationship. It 

will first introduce the communication process, and the role of auditing 

in accounting communication. Communication barriers identified in the 

literature between auditors and management will then be reviewed. A 

discussion will then follow of the communications during the audit, 

and in the audit report itself. Finally, one will treat auditor

management disagreements on audit reports and auditor switching • 

2.4.1 The Communication Process 

The communication process itself is quite simple. As can be noted 

from Figure 2.1, there must be a message to be sent, and the process 

involves a sender, a receiver, a channel for sending such a message, 

and feedback. In effect, communication means sending a message 

to someone in such a way as to allow the receiver of that message to 
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understand exactly what the sender means. 

The message must be coded according to the channel of communication 

used, and for the message to be complete the receiver needs to signal 

that the message has been received in the form intended - that is, he 

must have feedback. 

FIGURE 2.1 

A MODEL OF THE COMMUNICATION PROCESS 

S e n d e r C h a n n e 1 Re c e i v e r 

I Keaning I I Encode I "" I lfessage I ... I Decode I llfeaning I , r 

f I Feedback I 
1 

source: Bamber, Bamber and Vincent (1985) 

2.4.2 The Role of Auditing in the Accounting Communication Process 

Account~ng information reaches users by means of a 

communication process. The primary purpose of this process is to 

convert and send information from the preparer or source of the 

information to a second party, the user of the information. 

As shown in Figure 2.2, the role of the auditor is not to change 

this process linking the user to the subject matter (indicated by the 

solid lines); it adds to it. What is added is a secondary 

communication process between the auditor and users (shown by the broken 

lines). The Committee on Basic Auditing Concepts (1973: p 12) stated 

that the role of the auditor is to assist the user in determining the 

quality of the information being received. As shown at the bottom 
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FIGURE 2.2 

THE COMMUNICATION OF ACCOUNTING INFORMATION AND THE ROLE OF 
THE AUDIT FUNCTION 

I \ 
SUBJECT MATTER E>Jdencc 

(Economic Events and Actions) 

\ ) 

PREPARER/SOURCE 
Evidence ... 

ACCOUNTING 
REPORTS ... Asseniors 

(Econom1c 
Information) 

USERS OF 
ACCOUNTI]'.'G <--

INFORMATION 

eo:--. DJTJO'-:S ConfliCt of Interest bctw~n pr:parcr and users 
Corsequcnce of 1'11orrnat10n to us.en. 
Com,tex.Jty of sub;ect matter ard aud1t process 
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AUDIT 
REPORT 
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Source: Committee on Basic Auditing Concepts (1973: p 12) 

of F~gure 2.2, there are "cond~tions" creating th1.s demand by the user: 

there may be bias 1.nserted 1.n 1.t by the preparer ow1.ng to a 

confl~ct of ~nterest, the ~nformat~on may be important and 

complex, and the user may be too far removed to conclude on h1.s own on 

the qoal~ty of the informat~on. 

Gwill~am (l987a: pp 49-58) stated that in auditing literature the 
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auditor can be seen to be serving many purposes. Most of these can be 

interpreted by the diagram above of the Committee on Basic Auditing 

concepts. If wusers of accounting informat~on" are taken to be 

shareholders, then the reason for the auditor's check of the quality of 

information can be taken to be that of monitoring the performance of 

management on their behalf - the wstewardship" or "agency" theory. If 

users include other third parties, then the auditor can be seen as 

providing third party protection against financial collapse - the 

"insurancew or "deep pocket" theory. Related to this is the third 

viewpoint that the auditor improves investor decision making by adding 

credLbility to the financial reporting of companies - the "information 

theory" viewpoint. Gwilliam also mentioned another purpose of auditing 

that, he stated, had received little attention to date in the literature 

- the "behavioural theory" viewpoint that the auditor can bring 

beneficial effects in terms of its influence on the behaviour and 

actions of all personnel, includLng the management, of the organization. 

2.4.3 Communication Barriers between Auditors and Management 

A communication barrier may be taken to be anything that prevents 

or restricts the conveyance of meaning of a message. In any 

communication, various barriers may exist. Brown (1975: pp 24-29 and 

1976: 15-21) distinguishes between macrobarriers and microbarriers. 

Macrobarriers are concerned with the environment within which the 

communication takes place - the increasing load and need for information 

with the variety of languages and media making the communication 

difficult to succeed. Important examples in auditor-management 

communication include the complexity of the subject-matter, the 

technical language which managers may need to know, and the pressures on 

auditors and managers that make it difficult to talk and listen. 

Microbarriers are those barriers encountered in the immediate 
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communication situation - the individual message, its transmission and 

receipt. Examples include the views which auditors and managers have 

towards each other and towards the situation, the feedback each party 

obtains, as well as the meaning attached to the messages themselves. 

Golen, Looney and White (1988) found that American practising CPA"s 

viewed four communication barrier dimensions between them and their 

clients : the most serious was the attitudinal dimens1on, which had the 

following highly rated barriers (in descending order of average 

rating): a hostile attitude, a tendency not to listen, a lack of trust 

and credibility, too many intermediate receivers and personality 

conflicts. 

The other barrier dimensions which they worked out were defensive 

(such as resistance to change), accounting background (such as lack of 

understanding of technical accounting jargon) and also, although less 

importantly, other personal and physical barriers (such as poor timing 

of message and speak1ng too loudly). 

They also found a few serious barriers not included under any of the 

above dimensions, the most serious of wh~ch was a lack of feedback. 

The important barriers found in the first three dimensions have, in 

fact, also been identified as serious barriers in the non-accounting 

area. For example, a host1le attitude was identified by Tafoya (1976), 

listening barriers by Tacey (1960), Lee and Lee (1957) and Lundstein 

(1971), lack of trust by Allen (1977) and Argyris (1966), 

credibility by Allen (1977), Burton (1977) and Stieglitz (1958), 

personality conflicts by Sigband (1977), resistance to change by Allen 

(1977), Blagdon and Spataro (1973), Burton (1977), Lee and Lee (1957), 

and Tacey (1960). 

Golen et al (1988) showed that the communication dimensions 

developed by them can be compared w1th others developed in the 
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non-accounting area by Berlo (1960), Thayer (1968) and Tafoya (1976). 

Although labels may be different, the components of the barrier 

dimensions are similar. 

In addition, several accounting studies have found that 

communication skills are perceived as being needed to achieve a 

successful career in accounting. For example, Ingram and Frazier (1980) 

indicated the need felt by most practitioners, public and private, and 

by educators for staff accountants and auditors to have more 

communication skills. In addition, Blocher, Moffie and Tower (1983) 

constructed five job dimensions among internal auditors and found that 

whaving decision-making, communications and social respons~bility" was 

rated as most important, with personal contact and other communication 

skills most highly rated with1n this dimension. 

2.4.4 communications during the Audit 

As stated in the literature (eg Bamber et al, 1985 and committee on 

Basic Auditing Concepts, 1973), oral communications take place in the 

course of an audit for the exchange of ideas or concepts, or where 

elaboration or feedback is required. For example, auditors may decide 

to give management the necessary feedback on the1r findings by 

attending the meetings of the board of directors. Oral communications 

are also useful because they permit more openness, and therefore, if 

auditors want to persuade rather than inform, they 

conducive to attitude change. 

can be more 

Yet, the importance of written communications during the audit 

cannot be over-emphasized. Bamber et al (1985) stated that such 

communications are particularly effective when sender and receiver have 

different vocabularies or problem orientation, such as when non-routine 

information or work is requested from the client - and it is probable 

that auditors and management do often have such differences. A widely 
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dispersed audience also gives rise to the use of written communications 

(Committee on Basic Auditing Concepts, 1973) : however such an audience 

is more often the case of the audit report at the end of the audit. 

An examination will now follow of the three main written 

communications during the audit between the auditor and management - the 

letter of engagement, the letter of weakness and the management 

representations. 

International Auditing Guideline No: 2 (IAPC, 1980b) describes a 

letter of engagement of an auditor to his client as one that "documents 

and confirms h~s acceptance of the appointment, the objective and scope 

of the aud~t, the extent of his responsibilities to the cl~ent and the 

form of any reports• (para 1). According to the same paragraph, this 

letter also helps to avoid misunderstandings with respect to the 

engagement. Summers, White and Clay (1987) conducted a study in the USA 

on the frequency and extensiveness of the use of engagement letters and 

the results refuted the belief that most auditors used engagement 

letters for all their services. Although responses for national firms 

indicated a high level of usage, the responses also indicated that many 

smaller-firm auditors did not always use engagement letters and that use 

became less prevalent with lesser assurance levels. The main reason 

that the letter was not used was that it was not considered necessary, 

particularly for lower levels of service, or was only needed for new 

clients or when existing circumstances changed. They also found that 

where engagement letters were not used, the engagement specifics were 

frequently communicated to the client. 

Letters of weakness are also known as management letters, reports to 

management, post audit letters and letters of weakness. Such letters, 

as stated by the relevant UK guideline (APC, 1986: para 3), are ma~nly 

for the auditor to give his comments on areas of weakness, and to 
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provide management with constructive advice. IAG No: 6 (IAPC, 1981: para 

28) indicates that weaknesses are not always communicated in writing, 

and even the APC guideline more clearly states that •given the volume or 

nature of his comments, a written report may be unnecessary, 

inappropriate or not cost-effective• (para 21). In such circumstances, 

the report may take the form of •a wr~tten record of a discussion held 

with management, to be included preferably in the aud~tor's working 

papers.• A relevant US development (ASB, 1988d) in this connection is 

that the auditor reports not only control weaknesses but also 

deficiencies in the control environment itself. Such an environment 

consists of the overall attitude, awareness and actions of management 

and others concerning the ~mportance of control. Two examples of items 

subJect to the wider report include management's philosophy and 

operating style, and the functioning of the board of directors. 

As regards representations by management, and in accordance with 

IAPC (1985), the auditor normally requires these as a source of evidence 

in the course of his audit. They are obtained in writing so as to 

reduce the possibility of misunderstandings. This is usually the case 

where the auditor is unable to obtain independent supporting evidence 

and could not reasonably expect it to be available. The APC (1983) 

gives two clear examples of this as wwhere knowledge of the facts is 

confined to management or where the matter ~s principally one of 

judgement and op~n~on• (para 4). 

In this connection, Gwilliam (1987b) referred to the statement by 

Lord Lindley in the London and General Bank (1895) case that there is 

little doubt that uncertain acceptance by the auditor of all management 

representations would result ~n little more than idle farce. 

In fact, the trend in decided case law has been to extend those 

areas where the auditor is expected to make enquiry and observation, 
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obtain third party evidence, and carry out specific audit tests and 

reduce management explanations. In Dominion Freeholders v. Aird (1966), 

the judge stated that auditors must not rely or depend on company 

officers in respect of matters where they are to conclude independently, 

and, if they do rely, they cannot shed their responsibility by casting 

the liability on to the company officerfs concerned. All this point to 

the need for caution in the use of these representations. 

2.4.5 Communications in the Audit Report 

Communication problems may also arise between auditors and managers 

because of their different interpretations of the audit report and its 

message. Such problems arise not only between these two parties; for 

example, Higson (1991) found differences of opinion even among auditors 

themselves as to what the report was trying to say. In this connection, 

the Committee on Basic Auditing Concepts (1973) listed three different 

levels at which auditors might face communication problems with readers 

of the report - technical, semantic and effectiveness problems. 

Technical problems arise in the transfer of messages from sender to 

rece4ver and relate to the accuracy of symbols transmitted and 

efficiency of "coding." nNoise" or interference, not intended by the 

sender, distorts the signal and therefore readers its effectiveness. In 

the audit report, this problem may arise because of unusual 

alterations of its form. In fact, in an effort to overcome this 

wno~se•, many standard-setting bodies recommend specific formats to the 

report that include several standardized coded messages. However, there 

is controversy as to how far a technically worded report is in fact 

superior. For example, Hatherly and Skuse (1991) argued for a •free

standing" audit report that would include words in their natural, not 

technical sense, while still using standardized language whenever 

possible. 
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Semantic problems relate to the congruency of meaning as interpreted 

by receiver w1th that intended by sender. This has previously (S2.4.3) 

been referred to as a microbarrier. As stated by the Committee on Basic 

Aud1ting Concepts (1973), 

wthe meaning of any message ..• is not in the message itself. 
Rather, ~t is in the sender and the receiver• (p 46). 

In fact, since no two minds are alike, nor are the meanings which they 

attribute to the same message. Symbols are therefore used to evoke 

similar meanings, and the message effectiveness of the auditor depends 

on his ability to choose those meanings which bring the intended 

meanings in the aud1t report reader. These usually take the form of 

standardized language. However, one danger is that as a reader becomes 

fam1l1ar with these chosen symbols, particularly in the case of the 

standard1zed unqualified report, he tends to treat the whole report as a 

single, although complex symbol that is no longer read (Seidler, 1976). 

Reader impression of what it means depends on his memory of what it 

says. He merely glances to see that the report is included and that it 

does not contain a departure from the usual language. Moreover, as 

stated in the CAR (1978) report, as a reader becomes more familiar with 

the standard language, "he might easily overlook minor mod~f~cat~ons ~n 

the standardized language ~n a report that appears to be about the 

standard length • (p 73). 

One possible way to avoid this is to issue a more expanded report, 

and an attempt in this d1rection was the release in 1988 of SAS No: 58 

by the Auditing Statements Board of the AICPA (ASB,l988c). This 

contained changes, mostly expansions, to a report that had not been 

substantially revised since 1948. Kelly and Mohrwe1s (1989) found that 

this SAS in fact significantly increased reader understandability 

regarding the purposes of the audit and the responsibility of management 
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for the financial statements. In the UK, Hatherly, Innes and Brown 

(1991) also concluded, following an experimental study, that reader 

perceptions of the audit report would probably be significantly 

improved if the report was expanded on the linea, although in 

somewhat more detail, of the SAS 58 requirements, and, in fact, a 

consultative paper issued by the APB (1991) made proposals on similar 

lines. Perhaps, one advantage of using more expanded reports is that 

the auditor no longer over-relies on words such as "true and fa~r" 

which can mean differently to different persons. For example, two recent 

UK studies (Nobes and Parker, 1991 and Parker and Nobes,l991) analyzed 

surveys on auditors and financial directors, and , found that this 

phrase was regarded differently by both parties. Auditors were even 

using this phrase to obtain quick support for views which were as yet 

uncovered by accounting standards. 

Finally, a third level of communication problem is the effectiveness 

level. Effectiveness means that the received meaning of the report 

affects the conduct of the reader in the desired way. As stated by the 

committee on Basic Auditing concepts (1973), in order to be effective 

with readers of the report, the auditor needs to understand his 

audience , and to relate to their knowledge, interests, attitudes and 

communication skills. In other words, the auditor is to use all 

possible applications to auditing of modern communications theory. 

After all, 

"Communication is not neutral. It does have an impact and can 
change behaviour" (p 52). 

2.4.6 Auditor-Management Disagreements On Audit Reports and Auditor 

Switching 

It has already been pointed out in S2.2.3 that the respective 

economic interests of managers and auditors provide an incentive for 

them to continue their relationship. Where a disagreement between them 
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occurs, auditors and managers may therefore compromise, especially where 

a planned qualification is not in an extreme form. 

If compromise cannot be reached, and the qualification or intended 

one is serious enough, managers may attempt to change auditors. This 

was and is still possible in the UK and other countries such as Malta 

despite the fact that the statutory obligation to appoint auditors rests 

with shareholders. In practice, executive and other directors, that 

is, the managers of the company, often have effective power through 

their nomination of the auditor and their control over the general 

meeting. An example of management's attempt to dismiss the auditor 

following qualification of the accounts happened was in England in 1963. 

The directors of the City of London R.P. Company Ltd did not, however, 

proceed with their plans following public criticism of their proposed 

action. 

Several authors (eg Burton and Roberts, 1967, Carpenter and 

Strawser, 1971, Chow and Rice, 1982 and Craswell, 1988) have 

discussed the role of accounting disputes and audit qualifications in 

firms' choice of auditors. Yet, in discussing those that have produced 

systematic evidence in this regard, it is pertinent to note that 

management surveys such as Burton and Roberts (1967) and Carpenter and 

Strawser (1971) consistently indicated other reasons than these in 

auditor switches. However, since it does not seem in the interest of 

the surveyed company management to reveal such reasons, the results may 

not be surprising. 

Using a sample from SEC-registrants, Chow and Rice (1982) found 

that firms tended to switch auditors more frequently after receiv~ng 

qualified opinions. This was confirmed in Australia by Craswell 

(1988), who found in an Australian survey that there was evidence that 

managers were switching auditors more frequently following 
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qualification, with wneww auditors giving unqualified opinions, 

irrespective of the type of previous qualification and of whether the 

audit firm was a Big Eight one or not. He stated that 

wif managers change auditors following qualification, 
regulators may be concerned about the threat of dismissal on 
auditors' inGependence. If managers can avoid subsequent 
qualifications as a result of changing auditors, regulators 
may be concerned about auditors satisfying their legal and 
professional obligationsw (p 23). 

In fact, in recent years there has been much media 

discussion, especially in the USA, as to whether auditors can fulfil 

their duties if managers can avoid later qualifications by changing 

auditors. For example, Knapp and Elikai (1988) included, in their list 

of references, articles on so-called wopznion shopping" in the wall 

Street Journal, Business Week and the New York Times. 

2.5 The Auditor and Management Fraud 

Management fraud and even its possibility raises important issues 

for the management's relationship with the external auditor. After 

defining its nature, this section will discuss the circumstances 

leading to it and to its detection, the relationship between fraud and 

the internal control structure, and finally, the responsibility of the 

auditor for its detection and reporting. 

2.5.1 The Nature of Management Fraud 

Fraud in the auditing environment is described as "the use of 

deception to obta~n an unjust or illegal financial advantagew (APC, 

1990: para 1). The IAG (IAPC, 1982: para 2) describes it widely as 

involving not only the intentional distortion of financial information, 

but also the misappropriation of assets. 

However, management fraud, unlike that of non-management employees, 

will probably not involve direct theft: the CAR (1978) referred rather 

to intentional misrepresentations leading to improper selection of 
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accounting principles or inclusion of false amounts in, or the omission 

of amounts from, financial statements. "Such fraud is often accompanied 

by acts of concealment, such as omission or manipulation of entries or 

documents (including forgery) or collus~on among ~nd~v~duals inside or 

outside the company• (p 32). Johnston (1986: p 12) stated that such 

misrepresentations happen for a variety of reasons, such as because of 

the wish of the perpetrators to enhance their remuneration or position, 

or, on occasions, to buy time for sick companies. 

In defining fraud, there is a problem in that, as stated by the Lord 

Benson Report (ICAEW, 1985), fraud is only finally established by a 

verdict in the Courts. An important on-going problem is therefore that 

the auditor will be concerned not with an established fraud, but with a 

susp1.cion of it. 

2.5.2 Circumstances Leading to Fraud and Its Detection 

Wells (1990) quoted a noted criminologist, who pioneered the study 

of embezzlement in the 19SO•s, that in most frauds there is a 

combination of three factors : a motive or "hidden need", a perceived 

opportunity to commit fraud without being detected usually caused by 

weak internal controls, and a defective set of values resulting in an 

ability to rationalize the theft. Wh~le fraud mostly occurs when these 

three factors are present at the same time, this is not necessarily of 

comfort to the auditors: in fact, doubts have been expressed as to the 

suitability or effectiveness of auditing to detect such fraud. For 

example, Corner (1985:p 10) reported the results of a USA study by the 

"Computer Fraud and Security " Bulletin this showed that most cases of 

fraud were detected by accident (51%), and only a minority detected by

auditors (19 %) and management controls (10 %). 

2.5.3 Internal Controls and Fraud 

It has already been stated in the previous section that often weak 
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internal controls are a main factor leading to fraud. The 

establishment and maintenance of a proper internal control structure are 

therefore relevant to fraud prevention and detection. In the USA, 

following the recommendation of the National Commission on Fraudulent 

Financial Reporting, or NCFFR (1987), to extend the concept of control 

beyond accounting controls, the ASB (l988b) defined such a structure as 

including not only the accounting system, but also control procedures 

and the control environment. The latter has already been referred to 

in S2.4.4. In addition, the ASB in the same statement required an 

assessment by auditors of such a structure in all audits, whether or not 

they intended to rely on such controls. This was therefore an attempt 

to enhance audit effectiveness by increasing the auditor's 

responsibility to obtain knowledge about a company's internal control 

structure. 

A related controversy is whether it is beneficial to have legal 

requirements on companies with respect to internal controls. Unlike the 

situation in the UK, public companies in the USA have, since 1977, been 

expressly required by the Foreign Corrupt Services Act to maintain such 

controls. This was a useful first step in the prevent~on and detection 

of fraud. 

Yet, given that what are required to be kept are primarily 

internal accounting controls, this is no longer being considered 

sufficient. An additional NCFFR (1987) recommendation, taken up for 

consideration by the Securities and Exchange Commission, or SEC (1988) 

is to require public companies to assess the effectiveness of their 

control structures and report the results to the public. The proposal 

is for a "Report of Management Responsibilities• to contain this 

assessment along with the company's response to significant internal 

control recommendations by the company's auditors. In addition, 
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management would acknowledge its responsibilities for preparing the 

financial statements and maintain~ng a proper system of internal control 

related to financial reporting. Proposals for a management report in 

the USA go back at least to the CAR in 1978, and the idea , which has 

been so long in gestation, may be one " whose t~me has come" (Solomon 

and Cooper, 1990), at least on that side of the Atlantic. 

2.5.4 The Auditor•s Responsibility for the Detection of Fraud 

Various writers, eg Flint (1971), Lee (1986), and Gwilliam (1987) 

have suggested that over time the responsibility of auditors for the 

detection of fraud has shifted a great deal. Early in the twentieth 

century, the detection of fraud was seen as a major objective of an 

audit in its own right. This role was by time taken by the need for the 

auditor to attest to the overall truth and fairness of a company's 

financial statements. As stated by Gwilliam (1987a: p 161), the 

profession in the UK and the USA for many years sought to abrogate any 

responsibility for the detection of fraud. 

However, since the sixties, the shift began to be reversed. A 

profess~onal statement at the time (AICPA, 1960) specified that auditor 

responsibility for fraud arose when this resulted from the auditor•s 

failure to comply with GAAS"s. In 1977, the ASB issued SAS 16 which, 

while still stressing the inherent limitations of an audit, effectively 

required the aud~tor to plan his audit to search for material errors 

and irregularities. However, according to Carmichael (1988), many 

aud~tors bel~eved that this meant that they could assume that management 

was honest unless information came to their attention that specifically 

contradicted that assumption. The new SAS (ASB, 1988a) requires 

auditors to be more sensitive to the possibility of material 

irregularities: the auditor is now to design the audit to provide 

reasonable assurance of detecting errors and irregular~ties material to 
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the financial statements. Very similar guidance is also provided by the 

IAPC (1982) and the APC (1990). 

However, the American statement goes further: it imposes a duty on 

auditors to be aware of the existence of "red flag" characteristics. 

NRed flagsN are indicators that fraudulent activity is in fact taking 

place. As stated by Cosserat (1990), the presence of red flags means 

that Nthe aud~tor must revise the normal presumption of neutrality 

towards management integr~ty and approach the audit w~th a greater 

degree of professional scepticism" (p 2). Several red flag lists have 

actually been developed by the accounting profession, eg SAS No: 6 (ASB, 

1975), Touche Rosa and eo (1974) and Coopers and Lybrand (1977). Also, a 

number of research studies have been directed at this approach, eg 

Albrecht and Romney (1986) and Sorensen, Grove and Selto (1982). 

2.5.5 Due Audit Care and Fraud Detection 

The concept of "reasonable assurance" of detecting errors, fraud 

and other irregularities in financial statements seems to be developing 

on the lines suggested by Mautz and Sharaf in 1961. They proposed the 

development of a concept of professional care under which 

"pract~tioners are expected .. to make a reasonable search for 

~rregularit~es, to provide the~r cl~ents and business generally with an 

important serv~ce and some effective protection ; they are not held for 

an examination unreasonably extensive or r~gorous " (p 131). 

Thus an auditor cannot be expected to detect all frauds. For 

example, he cannot be made necessarily to detect fraud involving the 

participation of top management, or where such fraud is highly 

sophisticated. Indeed, as stated by the CAR (1978), 

"the need to provide audits at a rational cost imposes 
limits. Soc~ety does not require perfect performance of any 
professionalw (p 37). 

Nevertheless, as stated by Gwilliam (l987a: pp 162-167), the courts 
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will go into the merits of each particular case, and their 

interpretation may even go beyond what many in the profession may expect 

to be normal audit boundaries. 

2.5.6 The Reporting of Management Fraud 

An auditor will seek to establish a normal professional relationship 

with his client. He expects to win his clients' confidence and vice

versa. The client wishes to have full freedom in his d1scussions with 

the auditor and have his confidence respected. Otherwise, the 

relationship will become difficult because in the course of his work the 

auditor needs to obtain knowledge of impending matters such as mergers, 

dividend prospects, trade secrets, future developments and so on. 

Therefore, it is no surprise that professional pronouncements, such as 

the Guideline on Ethics for Professional Accountants (IFAC, 1990) 

emphasize the need for the auditor to observe such confidentiality. 

"Confident~ality should always be observed by a professional accountant 

unless specif~c authority has been given to disclose informat~on or 

there ~sa legal or profess~onal duty to disclose" (para 4.2). 

On the other hand, IAG ll of IAPC (1982: paras 13-19) states that 

the auditor will try to confirm or dispel a suspicion of fraud, and, if 

suspicion is confirmed, will see that it is "properly reflected" (para 

14) in the financial information. The auditor will also need to 

consider the possible impact of any unconf1rmed suspicion of fraud on 

the financial information and on his audit report. wHe may wish to 

obtain legal advice before rendering any report on the financ~al 

information or w~thdrawing from the engagement• (para 15). As regards 

reporting to management itself, the IAG also states that the auditor 

should normally report fraud on a timely basis to a higher level of 

management than that implicated in the fraud. Furthermore, if those in 

overall direction of the ent1ty are doubted, the auditor would again 
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•seek legal advice to assist him in the determination of the procedures 

to follow• (para 19). In any case, the auditor is told to consider his 

reporting responsibilities to regulatory author1ties if fraud w~s 

actually found to exist• (para 18). 

The UK Guideline on the subject (APC, 1990) is even more specific. 

First, if, as a result of the fraud, the financial statements do not 

give a true and fair view, the auditor should qualify his opinion (para 

25). In extreme circumstances, such as where the entity refuses to issue 

the f1nancial statements, or the auditor has considerable doubts about 

management's integrity and there is no immediate occas1on for reporting 

to members, he should resign so that use can be made of the existing 

legal provisions designed to keep members informed of the preva~ling 

circumstances (paras 28-29, see also 55.3.4 (a)]. 

Another question dealt in more detail by the same APC Guideline is 

that of reporting to outside third parties. As stated by Tweedie 

(1991), attitudes towards fraud have recently hardened in the UK. 

Since the mid-eighties, three Acts were passed - the F1nancial services 

Act 1986, the Building Societies Act, 1986, and the Banking Act, 1987 -

which, among the increased powers to regulatory bodies in the financial 

sector, gave the statutory right to the auditor to report to such 

bodies when the auditor suspected that fraud had been committed by 

senior management. Overall, the chang1ng att1tudes have led to wa 

gradual evolution of the aud~tor's general right to report sen~or 

management fraud to third part~es• (p 32). 

Thus, only in 1985, the Benson Report (ICAEW, 1985) spoke against 

pressures being put on the auditor "which cause h~m to be regarded as a 

possible mole or informer, with the result that he takes action without 

h~s client's knowledge, or when there is no duty to do so.w However, 

following more controversies on the subject and even questionnaires to 
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interested persons, such as the APC one analyzed in an audit brief 

(Allan and Fforde, 1986), the 1990 APC guideline placed more emphasis on 

the need to "weigh the public ~nterest in mainta~ning confidential 

client relationships against the public ~nterest in disclosure to the 

proper authority" (para 3). 

In effect, while it may st1ll be in the interest of the auditor to 

take legal advice before taking a decision, the guideline indicates that 

the auditor is protected from the risk of breach of confidence or 

defamation if: 

- information is disclosed to one who has a proper interest to receive 

information (para 35) 

the suspicion of fraud or other irregularity is reasonable (para 30) 

disclosure is made in the publ1c interest (para 34). 

Probably the latter is most difficult to determine, because the "public 

interest~ is an undefined legal concept. Yet, even where one decides in 

favour of disclosure, according to the APC guideline, normally the 

auditor should first request management to report to the proper 

authority w1thin a specified time. An exception occurs where there is 

no confidence in the integrity of senior management, or the management, 

when so requested, fails to do th~s or to provide evidence of such 

action: in this case, the auditor should report directly to the proper 

authority (paras 37-38). 

2.6 Small Company Issues 

This section will first define and bring out the characteristics of 

a small company. It will then deal with the effect of these 

characteristics on internal controls; the consequences on the work and 

reporting of the auditor and, finally, the relevance of the audit to 

management-owners. 
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2.6.1 Def1nition and Characteristics of a Small Company 

A "small company" is difficult to define. In a UK survey among 

auditors, Carsberg, Page, S~ndall, and Waring (1985) found that most 

respondents preferred a definition based either on turnover, or on 

number of employees or on the proprietoral nature of such companies. It 

is worthwhile noting that the definition of a small company in UK 

company law (S246 CA 1985), and following the EEC 4th Directive of 1978 

as amended (see Appendix IV) is any one which can meet any two or more 

of the following conditions: turnover does not exceed GBP2.8 million, 

total assets do not exceed GBP 1.4 million and average number of 

employees do not exceed SO. 

Following the IAPC (1989) Statement, the phrase is used here to 

refer to companies that 

"have few employees or a low turnover or total assets. Such 
businesses usually display e~ther or both of the following 
characteristics 

l~mited segregation of dut~es 
dominat~on by the sen~or management over all essential 
aspects of the business• (para 2). 

The first characteristic will be due to the small number of accounting 

and administrative personnel employed by such a company. The full 

division of responsibilities attainable 1n larger companies is simply 

not practicable. One possible consequence of this ~s that 

"record-keeping may be informal or inadequate. There ~s 
therefore a greater r~sk that financial statements will be 
inaccurate or incomplete" (ib~d., para 5). 

The second characteristic, the domination by senior management on 

all the vital aspects of the company, often happens because members of 

management and their families own all or a large part of the enterprise, 

and therefore need to act in their dual capacity of owner-managers. 

Even where this is not the case, that is, the manager LS not the owner, 

the company is still composed of a sole or few persons who will 

therefore be necessarily involved in many of the day-to-day operations. 
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The small company management will combine all or most of the key 

functions of purchasing, manufacturing, personnel, finance and 

accounting. 

2,6,2 Effect on Controls 

Professional literature such as the IAPC (1989) statement on the 

audit of small businesses and a related statement by the UEC (1985) 

refer to the effect of small size characteristics on the existing 

accounting system and controls. In all entities, even small companies, 

the accounting system needs to be designed in such a manner as to 

provide reasonable assurance of the completeness and accuracy of the 

accounting records. However, one difference is that in small businesses 

the limited number of employees makes ~t impossible to operate complex, 

formal systems that will prevent company personnel from having, say, an 

easy access to assets. Therefore, simple controls are often adopted, 

such as supervisory controls, for wh1ch there is little or no record of 

actual operation. In add~tion, management, consisting of a sole or a 

few dominant persons, is often in a position to override all controls 

operated by staff, and such controls may only be effective as a check 

for management's use. 

In fact, the usually close 1nvolvement by the management or owners 

in the day-to-day running of small companies has both its advantages and 

disadvantages. For example, the senior management or owner may be able 

to personally sign all cheques, in cases where there is a limited 

segregation of duties in the area of purchasing and cash disbursements. 

This in itself will reduce the risk of employee fraud or error. 

However, in such a situation, there may be an opportunity for senior 

management to override prescribed procedures, and to direct personnel to 

make disbursements that they would not otherwise make in the absence of 

supporting documentation. 
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The above can give rise to particular difficulties for the auditor 

both as regards the audit work and the actual audit report. 

2.6.3 Consequences on the Audit Work 

The auditor needs to face the increased risk made up of the above-

mentioned lack of controls or of insufficient documentation of their 

operation. There are particular difficulties relating to the profit 

and loss account - the possible overstatement of expenses and 

understatement of income (IAPC, 1989: para 18). For example, the 

personal expenses of the proprietor may be included with the business 

expenses as little distinction may be made by him between business and 

personal transactions [APC, 1991 para 9(b)]. In particular, omissions 

of sales transactions may be diff~cult for the auditor to find out, 

especially where they are mostly for cash, or where there is no regular 

pattern of margins or volumes of turnover. Furthermore, an 

owner-manager may be particularly motivated to cause the reported 

profit of the business to be materially misstated and his involvement in 

the business may make this easy to achieve [~b~d., 1991: para 9(d]. 

It may be that, owing to many of these problems, the auditor decides 

not to rely on the system of controls in expressing his opinion. 

Additionally, as stated by the IAPC (1991: para 19), it may appear more 

efficient for the auditor to confine audit procedures to those of a 

substantive nature even where there appears to be effective 

controls. 

Extensive substantive tests, such as the full rev~ew of costs and 

margins, may still need to be supplemented by management 

representations. For this reason, as stated by BPP Publishing (1990) , 

the auditor needs to: 

•form an opinion as to the honesty and reliability of 
management, based on previous exper~ence and having due 
regard to the prevail~ng circumstances. Reliance on 
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management assurances must be justified, and should be 
supported by written representations where appropria~ew 

(p 340). 

The requirement in the USA, referred to in a previous section (S2.5.3), 

for auditors to consider the control environment as part of the internal 

control structure is also relevant here. Monk and Tatum (1988) claim 

that, prior to the introduction of SAS no: 55 (ASB, l988b), many 

American auditors failed to consider the significance of this 

environment when placing reliance on management representations. 

one important aspect of this environment is management's philosophy 

and operating style. For example, if management is absent from the 

business or neglects the exercise of day-to-day control, its 

representations will probably not be dependable ; also, if the auditor 

knows that the owner-manager places emphasis on minimizing income taxes, 

the auditor will be more cautious about the possibility of material 

misstatements in stock. 

Another problem faced by the small company situation is that 

greater reliance may need to be placed on auditors to assist ~n the 

preparation of accounting records and financial statements. One danger 

of this is that, as a result, wthe managers of small businesses may 

~ncorrectly assume that they have been rel~eved of their respons~bility 

for accurate f~nancial reporting" (IAPC, 1989: para 5). Instead, they 

may concentrate their efforts on operational areas such as sales and 

marketing. The IAPC Statement attaches importance to the roles of the 

letter of engagement (in para 15) and the letter of representation (in 

para 20) in clarifying such a misunderstanding. 

2.6.4 Audit Reporting Consequences 

The UK accountancy profession's response to the mentioned problems 

relating to small company audits was the use, in the eighties, of a 

special small company qualified audit report known as "Example 6," This 
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was originally an example given in an auditing guideline (APC, 1980) as 

an illustration of meeting the auditing standards, but throughout the 

eighties it was adopted widely by practitioners. Keasey, Watson and 

Wyarnczyk (1988) found that between 1980 to 1982 about a quarter of 

small company reports had the small company qualification. This 

proportion was again quoted by the Certified Accountant (1989: p 5). 

Also, according to the APC (1987), wMore than half of the qualified 

audit reports issued on the financial statements of limited companies 

are in the form of Example 6w (para 2.1). 

There was therefore the tendency for this report to become regarded 

as a standard small company qualification, and this was beyond the APC's 

original intention. Such a report qualified the auditor's opinion on 

the grounds of uncertainty, subject to the acceptance of management 

representations. It included the controversial wording "where 

independent conf~rmation of the completeness of the accounting records 

was therefore not available we have accepted assurances from the 

d~rectorsfmanag~ng d~rector that all the company's transactions have 

been reflected ~n the recordsw (APC, 1980). 

The APC (1987), Ln drafting a revised audit reporting standard, 

argued against this report, mainly because there was some internal 

inconsistency in this wording. After all, if the auditor considered it 

fit to accept the representations of management, this acceptance could 

not justify a qualified opinion in unspecific terms. This example was 

therefore omitted from the subsequent revised auditing standard (APC, 

l989b), and opinions similar to the old form wexample 6w report are now 

expected to be LSSued only in exceptional cases. The current normal 

requirement for the auditor is either to support the management 

representations and not qualify, or to qualify in specific terms, 

referring to the areas and amounts in the financial statements affected 
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by the uncertainty. In this connection, the IAPC (1989) issued an ISA 

recommend1ng a similar type of report except for using - more in line 

with American practice - an Nexcept" rather than a 

opinion. 

2.6.5 The Relevance of the Audit 

"subject to" 

In the UK there has been a long-standing debate concerning the 

relevance or otherwise of independent audits for small companies. For 

example, prior to the implementation of the Fourth Directive in the 

Companies Act, 1981, the APC (1979) issued the audit brief •small 

Companies -The Need for Aud~t." This was in response to a Government 

Green Paper (Department of Trade, 1979) deliberating the poss1bility of 

change. The brief put forward arguments for and against change from the 

viewpoint of various users, includ~ng management and shareholders. It 

was argued, among other things, that the audit provides management with 

a useful independent check on the accuracy of the account~ng systems and 

that the auditor is frequently able to recommend improvements in the 

systems. 

However, arguments aga~nst the audit are particularly strong where 

all the shareholders are also executive directors or closely related to 

them; the benefit gained from an audit may not be worth its cost. For 

example, Woolf (1986: p 13) argues that there is "something ludicrous• 

about directors supplying information to the auditor so that the latter 

reports back to them as shareholders. Furthermore, in mid-1985 the UK 

Department of Trade and Industry again issued a consultative document 

suggesting, among other things, that the audit was not essential in 

such circumstances. Yet, it still acknowledged that the interests of 

other investors such as banks and trade creditors required protection 

and that such parties could demand their own independent audit in the 

absence of any statutory requirements. Although the controversy was 
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raised again, the small audit requirement was unchanged. 

Nevertheless, although the small company is subject to statutory 

audit only in a few countries, such as Belgium, Denmark, Sweden and 

Switzerland, there is still strong support to it in the UK. For 

example, a 1991 survey by the Manchester Business School showed that the 

vast majority of 2,000 UK small businesses agreed that the benefits of 

an audit outweighed the costs (Accountancy, 199lb). 

It may be argued that a review accompanied by a management 

consultancy report would represent a greater benefit for a similar cost. 

While supporters of the review have often failed to define ~ts nature 

and scope, the 1979 APC audit brief mentioned above described it as "a 

procedure whereby an accountant, rely~ng upon the assumption that his 

cl~ent has made a full and fair disclosure of all the relevant 

informat~on, satisfies himself (after completing work ~n accordance 

with an approved review standard) that on the basis of the information 

and explanations so provided the financial statements give a true and 

fair v~ew" (para 43). According to the brief, the review is 

substantially less in scope than an audit, excluding the collection of 

independent evidence or the carrying out of any examination of internal 

control, but including at least a limited examination of the accounting 

system, in case the information provided by management is not as 

accurate or as complete as management believed. As explained by Gemell 

(1977), a review consists primarily of wenquiry, comparison and 

discuss~on of financial statements, and of the information and 

explanat~ons supplied." A comparable idea is found in American 

literature: in their GAAS Guide, Miller and Bailey (1991) state that a 

review performed under the SSARS's of the AICPA 

wis a level of serv~ce lower than an audit of f~nanc~al 
performance .•. The more prom~nent auditing procedures not 
required by a review are 
-an evaluation of internal control structure; 
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-tests that the internal controls are as represented and are 
properly functioning 
-observation of ~nventories 
-confirmat~on of accounts receivable" (para 40.26). 

No opinion is therefore expressed in a review performed according to 

American standards; rather, such a review results in a negative 

expression of wlimited assurance.w The limited assurance is contained 

in a report by the accountant stating that he is wnot aware of any 

material mod~f~cations that should be made to the accompanying f~nancial 

statements in order for them to be in conform~ty with generally 

accepted accounting principles" (Miller and BaLley, 1991: para 40.65) • 

The APC (1980) audit brief referred to above states that review 

procedures are similar to those already being carried out in respect of 

unaudited financial statements. However, by contrast, the AmerLcan 

review places the review on a higher level than a preparation of 

unaudited financial statements or wcompilat~on", because this latter 

service simply means that the financial statements are appropriate in 

form for the client and the industry Ln which it operates and are free 

from obvLous materLal errors (Miller and Bailey, 1991: ~ara 40.19). 

More importantly, here the auditor expresses no assurance at all. 

However, even the review has its opponents. A common 

argument against it is that it would not be sufficiently distanced from 

the audit to avoid the danger of confusion (Page, 1991). Moreover, Shaw 

(1978) argues that the review procedure "requires the reviewer to make 

manifestly clear by his unambiguous discla~mer that his review was to 

all purposes worthless." 

Probably a less contentious remedy to the small company audit 

problem is to take up the suggestion made by the UK Department of Trade 

(1979) Green Paper: that is, that of "developing further standards 

sett~ng out the different approach and methods appropriate to the 
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circumstances of smaller companLesw (Chapter 2: para 14). An audit can 

still be carried out, but, as stated by Page (1991), one may decide to 

adopt "lower auditing standards of evLdential supportw (p 218). After 

all, small company audits are relatively uneconomical in comparison with 

large companies: 

wthere are econom~es of scale in aud~ting: it does not cost 
twice to audit one company which is twLce as big as 
another .. there is an element of fixed cost in many audit 
procedures (such as compliance wLth the Companies Acts and 
accounting standards, audit planning, audit revieww (Ibid.: 
p 217). 

Auditing standards or guidelines may therefore be developed to make 

the small company audit more cost-beneficial, such as by allowLng the 

scope of such an audit to be reduced and its procedures simplified. 

2.7 Other Issues Relating To Government-controlled Enterprises 

States often intervene in a large, and diverse, number of trading 

and quasi-trad~ng activ~ties. This intervention normally materializes 

through the creation of new entities such as companies or corporations 

with their own special statutes or by the acquisition of part of the 

equity share capital in private sector companies. Although the UK and 

other countries have effected major privatizations in the 1980's, the 

significance of entities remaining in public sector control will 

probably continue for a long t~me. 

This work is concerned with the relationship between management and 

statutory, not public sector auditors. Auditing in the public sector is 

a vast and separate area in itself and this part will therefore focus on 

the particular ~ssues affecting the statutory auditor-management 

relationship in business enterprises - companies and corporations -

where the state has a majority stake or complete ownership. 

common examples of such enterprises include energy utilities, 

communication services and national railways. The International Public 

Sector Guideline No:l (International Public Sector Committee, 1989), 
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states that "government business enterprises are normally required to 

operate commercially, that is, to make profits or to recoup, through 

user charges, a substant~al proport~on of the~r operating costs" (para 

5). Such businesses "usually take the same legal form as pr~vate sector 

business enterprises" (para 7). However, some may be subject to specific 

legislation giving them a different legal form, such as that of a public 

corporation. Their main difference from other entities within the 

public sector is that they "have the financial and operating author~ty 

to carry on business, usually including the power to contract in their 

own name, and some are able to raise finance from non-government 

sources" {para 6). 

According to Lapsley (1988), who surveyed academic research on 

public sector accounting, one aspect of audits in the public sector in 

general which attracted the attention of account~ng researchers was 

that of the regulation of the external auditor. In the UK, the role of 

the Secretary of State ~n such audit regulation of nationalised 

industries was questioned by Glynn (1987). Each year, the relevant 

Secretary of State of each nationalized industry appoints a firm of 

auditors to carry out financial and regulatory audits. The audited 

accounts and accompanying audit report are sent to him , and he, in 

turn, presents them to Parliament. Glynn suggested that to improve 

matters private audit firm reports should be presented to the 

Comptroller and Auditor General (C & AG) rather than to the respective 

Secretary of State, whose government can regulate many of the activ~t~es 

of such industries. He further suggested that the C & AG appoints the 

auditors of each nationalized industry, and thus strengthen their 

independence wnot only in relation to an ~ndustry's sponsor~ng 

department but also with respect to the potential pressures of 

overbear~ng ~naustry chairmen" (p 108). 
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Another area in which there has been a high degree of academic and 

profess~onal interest in recent years is the extension of statutory 

auditing to include value-for-money (VFM) auditing, or, as is commonly 

known, the three E's aud~t: economy, efficiency and effectiveness. For 

example, in an ICAEW-sponsored research report, Glynn (1985), has 

documented the institutional background to the development of this 

concept in six countries. As stated by Hepworth (1990) , with VFM, 

both the financial manager and the auditor experience a changed role in 

the delivery of public services: 

"The auditor must understand the business and be able to 
assess ~ts performance. His reports should ~nform the 
politician about the performance of the manager. He must be 
able to mobil~ze public opin~on "(p 4). 

On the other hand, the financial manager/ accountant •must produce 

reports for the polit~c~an, consumer (elector) and regulator to allow 

JUdgments to be made about performance• (p 4). A related question 

ar~s~ng in the context of VFM auditing is the extent to which the 

auditor should cons~der policy aspects in sat~sfying himself as to the 

VFM achieved. For example, as pointed out by Gwilliam (1987a: p 85), in 

the UK public sector, the VFM audit is yet restricted to the execution 

of policies alone, and the auditor is unable to call into question 

policy decisions themselves: it is not his duty to consider political 

merits as part of his work. Yet, such a distinction may not be clear 

enough in practice, particularly when policy aims are less than clearly 

defined. In add~tion, restricting the VFM auditor in this manner may 

make his end-product less than satisfactory to users of his report. In 

this connection, Tomkins (1986) found that there existed difficulties 

of identifying and measuring the attainment of policy objectives. The 

same study also supported a previous finding by Grimwood and Tomkins 

(1986) that l~ttle "effectiveness• audit was undertaken on two public 
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sector audit engagements which they examined. 

2.8 Conclusion 

This chapter has attempted to outline the main issues in the 

literature that concern the complex auditor-management relationship. 

The auditor•s independence from client management was seen to be 

affected by various factors, but one issue as yet much subject to 

debate, despite considerable research effort, is the desirability of 

the provision by the auditor of non-audit services to client companies. 

Furthermore, while the auditor was seen as playing diverse roles in 

the accounting communication process, difficulties in auditor-management 

communications were pointed out both during the audit and in the 

statutory audit report. With regard to the latter, research studies 

have indicated that disagreements between the two parties contribute 

to managers sw~tching their auditors. The chapter has then shown that 

the possibility of management fraud, and the fact that compan~es may 

be small or government-controlled, may bring further complications to 

the relationship and, in particular, controversies concerning auditor 

responsibilities. 

This project now intends to introduce the environment of the 

Maltese microstate to such relationship issues, as a preliminary to 

studying how these issues evolve w~thin such an environment. 
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CHAPTER THREE 

THE MALTESE ENVIRONMENT OF AUDITORS AND MANAGERS: 

A PROFILE 

3.1 Introduction 

The objective of this chapter is to present the Maltese environment 

in which auditors and managers relate to each other. 

Section 3,2 will introduce environmental factors - economic, 

professional and legal - that have a bearing on Maltese auditing and 

the auditor-management relationship. 

This will be followed by Section 3.3 which will give an overview of 

the Maltese economic and financial systems and of limited liability 

companies. 

An outline of the regulatory - professional and legal - framework 

related to the relationship will follow in Section 3.4, and Section 

3.5 will then point out the possible effects on this regulatory 

framework of a changing European environment. 

Finally, Section 3.6 will examine any exploratory studies in Malta 

concerning this relationship. 

3.2 Environmental Influences on Accounting and Auditing Pract1ces 

Environmental differences give rise to different accounting and 

auditing practices and can explain groupings of countries (Frank, 1979 

and Nair and Frank, 1980). Different groupings have been made by 

various authors on account of these differences. 

For example, Mueller (1967) classified international accounting 

practices into four groups: (l) systems that emphasize macro-economic 

uses of accounting data, such as Sweden; (2) systems with microeconomic 

uses that focus on measuring the economic net worth of firms, such as 

the Netherlands; (3) systems of accounting based on existing business 

practices such as the UK and the USA, and (4) systems that require the 
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use of a uniform code, such as France. 

On the other hand, Seidler (1967) developed a classification based 

on spheres of influence of certain countries identifying three models: 

the British, the American and the Continental European. 

Furthermore, the AAA International Accounting Committee (AAA, 1977) 

identified five zones of influence: British, Franco-Spanish, 

Portuguese, Germanic-Dutch, US and communistic. 

Environmental factors influencing accounting and auditing practices 

are relevant also to the auditor-management relationship. They can be 

divided into three categories: 

and Mueller, 1984: p 41). 

3.2.1 Economic Factors 

economic, legal and professional (Choi 

Following the classification used by the World Development Report 

of the World Bank, Malta can be classified as an upper-middle-income 

developing country (Briguglio, 1989: p 33). Now, Hussein et al (1986) 

stated that in developing countries most of the accounting 

practices laid out during colonial times are st~ll in use: the majority 

of such countries are economically closely linked to their former 

colonial power or to a major economic power on whom they depend for 

capital and technical knowledge; and most of them train their 

professionals in Europe or the us. British and French accounting, 

existing at the turn of the 20th century, was exported to other British 

Commonwealth countries and to French possessions in Africa and Asia. 

Therefore, it is no surprise that Malta uses many of the accounting 

practices of the United Kingdom, of which it was a colony for one 

hundred and sixty-four years of its recent history (1800/1964). Malta 

now remains a Commonwealth country and is still closely linked 

economically to the UK: for example, the UK is one of Malta's major 

trading partners, and, by the end of 1990, most of the tourists to Malta 
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were still coming from there (CBM, 1991a). Add~t~onally, many 

professional practitioners, such as medical specialists and even 

accountants are UK trained. In addition, Malta has systems of 

accounting based on existing business practices, as in the UK and the 

USA. 

However, one economic factor that should bear out differences 

between the UK and Malta is the nature of business ownership. Choi and 

Mueller (1984: p 42) asserted that widespread ownership of corporate 

secur~ties as in the USA or the UK suggests financial reporting and 

disclosure requirements which are different from those applicable to 

predominantly family or bank-owned corporate interests, as in Germany: 

for example, the German audit report is much shorter than that of the 

USA. While the ex~st~ng small Maltese economy, the financial system and 

the available company information will be overviewed later (S3.3), it 

seems clear that in Malta the situation is d~fferent from that in the 

UK. Thus, for example, the number of traded stocks is as yet 

neglig~ble, and the financial community is less sophisticated. 

3.2.2 Professional Factors 

The level of development of the accounting profession has been cited 

as having a significant impact on accounting and auditing practices 

(Hussein, Bavishi and Gangolly, 1986). Factors that indicate this are 

the presence of codified auditing standards, the number of professional 

accountants per 100,000 of the population, licensing, education 

requirements and certification through examination. The presence of 

codified accounting and auditing standards in the UK and the fact that 

there are as yet none applicable for the whole accountancy profess~on in 

Malta might be taken as evidence that the Maltese profession is less 

mature. The number of professional accountants per capita in Malta is 

also less than in the UK: Hussein et al (1986) give the UK figures in 
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1986 as 235 per 100,000 of the population, while the Maltese ratio, 

although on the increase, was still far away from this by the end of 

1990: the Malta Government Gazette (1991) gave the total number as 439, 

which comes to about 125 per 100,000 of the population. In both 

countries, certification by examination exists, although in Malta 

licensing and education requirements are somewhat different (see 53.4). 

3.2.3 Legal Factors 

Although civil law is largely based on the Napoleonic Code, and the 

Criminal Code is Italian 1n or1gin, existing commercial and company 

legislation is modelled on its British counterpart. Insofar as is 

relevant to auditor-management relationships, this is outlined in S3.4. 

Unlike countries with company legislation based on Roman law, there is 

not so much rigidity in legislation, although, owing to the process of 

European Directive harmonization, this situation on the British side has 

been changing in the eighties. On the Maltese side, legislation is 

outdated and includes provis~ons modelled on the Companies Act 1948 that 

have since long been amended in the UK itself, such as, for example, 

lower accounting disclosure requirements for private exempt compan1es. 

3.3 Economic and Financial Systems and Auditee Companies: An Overview 

3.3.1 The Economy 

Until early 1979, Malta was used as a naval base for the British 

Mediterranean fleet, and rece1ved in return a rent, which, together with 

other revenue indirectly generated from such use, accounted for a 

substantial portion of the country's total income. 

The loss of such revenue was offset by increased emphasis on 

manufacturing and tourism industries. Manufacturing became the leading 

gross domestic product contributor. The main industries in the 

manufacturing sectors are the clothing, food and beverages, machinery 

and transport, equipment and furniture ones. In these sectors, 
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subsidiaries of foreign-owned companies which export the~r production 

are prevalent. One disadvantage of being a microstate is, as Briguglio 

(1989) put it, "the concentration on a few categories of products and 

services in export trade" (p 35). This has shown itself in the Maltese 

textile and clothing industry, which makes up a very high percentage of 

exported goods. 

Malta's Gross National product also rose from 423 million Maltese 

liri in 1980 to 790 million lir~ in 1990. (CBM, 199lb: p 85). This 

meant a per capita income of over Lm2,200 or GBP3,800. In fact, among 

the countries annually classif~ed by the World Development Report of the 

World Bank, Malta is one of the richest ~n terms of GNP per capita, much 

higher than that of many countries ~n Asia, Africa and Latin America. 

One distinguishing feature Ln Malta•s economy is its very small 

size. As a microstate, Malta tends to lack natural resources, and the 

import bill tends to be large. For example, in 1990, total imports 

totalled Lm620 million compared to total exports of Lm 357 million 

(~bid.: p 87). The substantial visible trade deficit is bridged by 

heavy dependence on the tourism industry, a volatile and therefore 

r~sky industry, and also by earnings deriving from shipbuilding, ship 

repairs and other services. 

In addition , the Maltese public sector is significant in size. For 

example, Briguglio (1989: pp 51-2) pointed out that in mid-1989, 

this sector employed about 38% of the work-force, of which 16% worked in 

public corporations and companies controlled by government or its 

agencies. He maintained that this sector had a particular problem of 

low labour productivity, which gave rise to an inefficient use of 

resources. With regard to the accountability of corporations and 

companies, as pointed out by the F~nancial Secretary (Wadge, 1990: pp 

13-15), the Boards of such entities are probably still not subject to 
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suff~c~ent controls by Parliament or government authorities. 

3.3.2 The F1nanc1al System 

The Maltese financial system is not as yet much soph~sticated and 

one ind~cator of this is the key role still played by government in 

controlling ~t. The main f~nanc~al institutions are the Central Bank of 

Malta and the four local commercial banks. As regards the former bank, 

this not only carr~es out perennial central bank functions such as the 

issu~ng of currency and the maintenance of the external reserves, but 

also, by virtue of the Exchange Control Act, 1972, administers rigorous 

controls on foreign exchange dealings and the export of domest~c 

currency from Malta. With regard to the commercial banks, the three 

main ones are government-controlled and, while they offer a range of 

banking and commercial services, they neither have to face stiff 

competition among themselves nor do they have to d~ffer 

substantially ~n the1r banking products. In addition, interest rates on 

bank deposits, loans and advances are fixed by government, wh~ch thus 

even controls the banks' profit margins. The commercial banks are also 

the maJOr shareholders in three spec1alist financial institut1ons 

furnishing long-term finance to the business sector as well as home 

mortgages. 

In addition, it was only as recently as 1990 that the Malta Stock 

Exchange Act was passed to provide for the establishment of a local 

stock exchange. Th~s was in fact established and started limited 

operations ~n government securit1es 1n January 1992. However, the 

number of local public companies is very limited, and it will probably 

take a number of years before th~s institution can start playing any 

sign1f1cant role in the local financ1al system. 

3.3.3 The Taxation System and the Underground Economy 

The main tax in Malta is 1ncome tax. Other taxes 1nclude death 
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and donation duty, customs duty, and stamp duty, but there ~s no 

cap~tal gains tax. An expend~ture levy was introduced in 1990 on 

overseas travel and sales in catering establ~shments, and this was 

probably the f~rst in a series of consumption taxes planned to implement 

the value added tax system found ~n the European Community, which Malta 

~ntends to join. 

Income tax on company profits went up from 32.5% ~n the eighties to 

35% in 1990. The tax ~s charged on account~ng profits as disclosed ~n 

the audited accounts and as adjusted to take account of capital 

allowances and certain other items. 

Tax on individuals is calculated on the taxable income of 

individuals. The top rate was reduced from 65% to 35% in 1990, 

bringing it to the same level of tax as that charged on company profits. 

one of the main reasons for this change, as stated by Zarb and Fiott 

(1989), was to eliminate the exaggerated use of companies just because 

compan~es were taxed at a lower rate than individuals. 

An ~ndication of Malta's black economy is the ratio of currency in 

circulation to the Gross National Product. In Malta, this tends to be 

extremely high when compared to the same ratio in other countries. For 

example, us~ng the 1986 IMF Yearbook Financial Statistics, Br~gugl~o 

(1988) showed that 

"Maltese currency in c~rculation in 1985 amounted to over 
50% of GNP, whereas ~n many other countries th~s ratio ranged 
from 5% to 10% during the same year. In Cyprus, wh~ch is a 
small Hed~terranean island l~ke Malta, the ratio for 1985 was 
JUSt 7%" {p 94). 

He put forward a reason for holding cash related to the underground 

economy, 1n which transact~ons are settled in currency so as to evade 

taxation. He also put this excessive currency in circulation as 

ev~dence that rnarg~nal tax rates in the personal sector were relat~vely 

high. 
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Indeed, as further indicated by Zarb and Fiott (1989), the 

prev~ous top income tax rate of 65% was a threshold which many 

taxpayers found unacceptable. It created a disincentive to work 

coupled w~th an incentive to cheat. 

Although Lt is as yet too early to relLably assess Lts effect, the 

1990 lowering of the max~rnum 1ncome tax rate will therefore 

probably prove to be a contributor to the reduction of Malta's black 

economy. 

3.3.4 Limited Liability Companies in Malta 

There are three main types of registered commercial partnerships in 

Malta, the partnership •en nom collect~t· (ordinary limited 

partnership), that •en commandite" (with some but not all partners 

enjoying limLted liability), and the limited liability company, or 

partnership "en anonyme." In addition, there are overseas 

companies and partnerships, and offshore companies registered also 

under the Malta International Business Activities Act of 1988. No 

statutory audit is required of partnerships "en nom collect~f", 

partnerships "en commandite", overseas partnerships and offshore 

companies. Furthermore, overseas companies are often subject to audits 

in accordance with the law of their place of ~ncorporation or 

registration. Therefore, Maltese auditing LS maLnly applicable to 

limited !~ability compan~es. However, there are special undertak1ngs 

also subject to audit~ng on the same lines. Examples of such 

undertak1ngs are co-operatives, w1th their particular provisions under 

the Co-operative Societies Act, 1978, government-owned publ1c 

corporations with provisions very s1milar to the CPO in their found1ng 

Act, insurances subject to the Insurance Bus1ness Act, 1981 and banks 

subJeCt to the BankLng Act, 1970. 

As regards lim1ted liabil1ty compan1es, these may be public or 
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private. Private compan~es are those which(i) restr~ct the transfer 

r~ghts on the~r shares, and may offer shares for sale to the public; 

(ki) limit the number of their shareholders to fifty (CPO: 5147). 

Private companies may attain private exempt status mainly if there 

are no more than fifty persons holding debentures in such companies, 

they do not have any company as their director, none of their 

shareholders or debenture holders is a company (unless a prkvate exempt 

company subject to condktions), and there is no arrangement whereby 

persons other than directors, members or debenture holders are capable 

of determinkng the policy of the company (CPO: 5149(2)]. According to 

statistics supplied to author by the Registrar of Commercial 

Partnerships, as at 31 December, 1989, the Registry contained a total 

of 8,800 limkted lkabklity compankes, excluding companies that had gone 

into lkquidation. Of these, 7,679 were private exempt, 1,080 were 

private non-exempt and 41 were public companies. As can be 

calculated from Table 3.1, new limited liability companies were being 

registered at an average rate of about under 88 per month. The 

majority of companies therefore benefited from the exempt~ons 

available to private exempt companies, and enjoyed financial 

statement secrecy in that they did not have to 

TABLE 3.1 

PARTNERSHIPS REGISTERED DURING 1989 

1,051 
5 
3 

37 

1,096 

Source: 

Lim~ted L~ab~lity Companies 
Partnersh~ps Nen nom collect~fN 
Overseas Companies 
Offshore Cornpan~es 

Total Number of Partnershkps 

Reg~strar 

Unpubl~shed Stat~st~cs, 

of Commerc~al Partnersh~ps 
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statements or the auditors' or directors' reports WLth the Registrar 

[CPO: Sl49(1)]. However, as in all other compan1es, they had to file 

their accounts with the Inland Department each year together with their 

tax return. 

The number of companies with their respective share capital as at 31 

December, 1989 was as shown in Table 3.2. It can easily be seen that 

more than half the companies had a share capital below Lml,OOO and that 

97% of them had a share capital less than LmlOO,OOO. The 

preponderance of low-capital companies may be due to the taxation 

advantages of incorporation up to 1989 that have already been referred 

to in S3.3.3. 

Further statistics supplied by the Registrar showed that the country 

w1th the largest number of companies with foreign participation was the 

UK, while Libya had the largest investment of all countries. 

TABLE 3.2 

NUMBER OF COMPANIES WITH RESPECTIVE SHARE CAPITAL 
AS AT 31 DECEMBER, 1989 

Issued Capital Number of 
Companies 

Lm 
Under 1,000 4,678 
1,000 and under 5,000 1,927 
5,000 10,000 837 
10,000 20,000 473 
20,000 50,000 399 
50,000 100,000 202 
100,000 .. 200,000 140 
200,000 " 300,000 45 
300,000 .. 400,000 25 
400,000 .. 500,000 16 
500,000 " 750,000 18 
750,000 • •• 1' 000,000 8 
Over 1,000,000 32 

TOTAL 8,800 

Source: Unpubl~shed Stat~stics, 

Commerc~al Partnersh~ps 
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Total Issued 
Capital 

Lm 
2,411,956 
3,518,740 
4,786,468 
5,613,722 

11,514,220 
12,839,968 
18,575,429 
10,547,817 

8,652,998 
6,721,514 

10,073,419 
7,217,214 

116,149,915 

Lm218,623,380 

Registrar of 



The number of employees in an organization is an indicator of its 

size, There were no available statist~cs at the Registrar on the number 

of employees in companies, and statistics available in another 

Government Department were obtained to arrive at this additional 

indicator of size. These are shown in Table 3.3. The figures excluded 

self-employed persons, government departments, and the Armed Forces but 

included parastatal companies. They were not directly comparable to the 

statistics already given because they were not all limited liability 

companies, although most were so, and the figures related to an earlier 

date in 1989, One may note that the big majority of firms are small 

ones employing less than ten employees, 

TABLE 3.3 

-----------------------------------------------------
FIRMS BY NUMBER OF EMPLOYEES 

AS AT 30 APRIL, 1989 

No of Employees No of Percentages Private In Firms Firms (%) Sector 

1 - 10 7,698 91 7,688 11- 49 602 7 582 
50 - 99 100 1 84 lOO - 499 91 l 74 500 - 1,000 4 4 Over 1,000 9 1 

8,504 100% 8,433 

-----------------------------------------------------
Source: Department of Labour and Social Services 
- Unpubl~shed Stat~stics - Number of Employers by 
Industry Group and Range of Employees excluding 
Self-employed, Government Departments, Armed Forces 
and De]ma, April, 1989 
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3.4 The Regulatory Framework of the Maltese Auditor-Management 

Relationsh1p: An Outl1ne 

The framework regulating the Maltese auditor-management 

relationship contains two major pieces of legislation: the Commercial 

Partnerships Ordinance, Cap. 168 (CPO) and the Accountancy Profess~on 

Act, Cap.281 (APA). The CPO requires the audit of a company's accounts, 

and lays down the rights and dut~es of auditors in this respect. On the 

other hand, the APA regulates the accountancy profession. Besides the 

law, there are no official standards or guidelines for the whole Maltese 

profess~on. However, the local professional accountancy body, the Malta 

Inst~tute of Accountants, requires its members to adhere in their aud~ts 

to its Code of Ethics and to the International Auditing Guidelines 

(IAG's) of the International Federation of Accountants (IFAC). 

The auditor ~s the holder of a warrant of Certif~ed Public 

Accountant and Auditor (CPAA) given by a government-appointed 

Accountancy Board to proper persons who, among other things, have 

obta~ned an accountancy degree or an equivalent professional 

qualification, and have attained proper experience in accounting and 

audit~ng. Practitioners need also to be covered by professional 

indemnity insurance (APA: Ss3,5 and 11). 

The aud~tor is normally appointed at each annual general meeting of 

a company to carry out an examination of its financial statements, 

establish compliance with the CPO and give an opin~on on whether such 

statements give a true and fair v1ew. The audit report is required by 

law to state also whether aud~tors have obtained all the information 

and explanations whtch they believed were necessary, whether proper 

books of account have been kept, whether proper returns were recetved by 

the audttors from branches not visited by the~, and whether the 

ftnancial statements agree with the books of account and returns (CPO, 
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5sl40, 142). Although no standard format of aud~t report for the whole 

profess~on ~s as yet applied Ln Malta, a model of an unqual~f~ed Maltese 

aud1t report drawn up in compl1ance 

in Appendix II. 

with the regulations is given 

The aud1tor is also given a right of access at all t1mes to his 

company's books, accounts and vouchers, and the right to acqu1re from 

the officers of the company such information and explanations as he 

th1nks necessary. He is also entitled to receive, lLke any shareholder, 

the notices and other communications on any general meeting held dur1ng 

his tenure of office. Furthermore, in any general meeting which he 

attends, he has the right to be heard on any business concerning h1m as 

auditor (CPO: 5143). 

The auditor cannot act as auditor Ln a company where he is an 

officer or servant. Additionally, except where a company is private 

exempt, he cannot be a partner or in the employment of an offLcer or 

servant of such company. Furthermore, with the same exception, he or 

his partner cannot be related by consanguinity or affinity up to the 

th~rd degree to any officer of the company [CPO: 5141 and 149(4)]. 

Accountancy Profession Regulations issued by virtue of the APA 

(Malta Government Gazette, 1987) also preclude an aud~tor from acting 

where he or his partner or employee performed or had the power to 

perform executive decisions in respect of his client's affairs withLn 

the previous two years. Moreover, the auditor LS not allowed to act if 

he holds a direct or indirect Lnterest in the affaLrs of hLs client. The 

MIA also has a code of eth~cs appl~cable only to its own members (MIA, 

1986a). SubJects covered are professional independence, confLdentiality, 

limits on advertising, obtaLning professional work, the determination 

of fee levels and clients' accounts and monies. It LS a short code 

based mainly on the UK model, and is not much restrict1ve to auditors 
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beyond deta~ling a procedure to use when there is a change of aud~t 

practLt~oner in a company. 

As regards discipline, both the Accountancy Board and the MIA are 

empowered to take the necessary measures , and commonly this follows 

any complaint in writing against a defaulting practitioner 

(Malta Government Gazette, 1987: Schedule 1, S4 and MIA, 1986b: 56.02]. 

An auditor is not an officer of a company (CPO: 5196), but, 

according to Cremona (1989: p 120) may be considered to be the 

mandatary of its members. As such , he has the right to resign and the 

members, as mandators, have the right to remove h~rn at any time. 

However, the CPO provides no specific safeguards ~n these circumstances 

of termination of office. 

Furthermore, in accordance with the general law of mandate, the 

auditor is to exerc~se a reasonable standard of care. "If he acts 

negligently, or ~f he del~berately fails to reveal ~naccuracies in the 

company's accounts, he ~s l~able to the company ~n damages" (ibid.: 

p 120). However, his position as regards legal liability towards third 

parties is unclear. There are no local cases on the matter, and there 

appears legal dissent as to how far third parties have any right of 

action to claim damages against the auditor. 

Regarding the auditors' responsibility for the detection of fraud, 

local law is silent on the matter. However, some guidance is given to 

MIA members by IAPC (1982), already referred to in 52.5.4. As for the 

reporting of fraud outside the company, the MIA Code (MIA, 1986a) 

states that "information requ~red ~n the course of profess~onal work 

should not be disclosed except where consent has been obtained from the 

cl~ent, employer or other proper source or where there ~s a publ~c duty 

to d~sclose or where there ~s a legal or professional r~ght or duty to 

disclose" (para 4). However, the code does not deta~l when such dut~es 
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or r~ghts may arLse in the local context. There LS in fact no general 

provision in Maltese law obliging the auditor to reveal client offences 

and unless compelled by a specif~c law or by the order of a judge, the 

auditor faces a legal problem ~f he wants to dLvulge that information. 

Yet, even if he decides not to, he often still needs legal help so as to 

avoid the danger of becoming deemed an accomplice to crimes by clients. 

A company is managed by two organs, the general meeting of 

shareholders and the board of directors. The general meeting normally 

has the power to appoint and remove the board and determine its 

conditions, but undoubtedly the board of directors is the more 

Lmportant of the two because it LS responsible for the day-to-day 

running of the company. Company directors owe a fiduciary duty towards 

their companies derLved both from the varLous duties prescribed by the 

CPO and from the general pr~nciples of the laws of agency and mandate. 

In their external dealLngs with third parties, directors are agents of 

the company, while in their internal dealings with the company they are 

its mandataries. Pro£ Cremona (1989) encapsulates their management 

responsLbLlLties under the guiding principles of diligence and 

honesty. Each dLrector wacts with that reasonable care and sk~ll an 

ordinary man might be expected to take in the same c~rcumstances on his 

behalf" (p 113). The required standard of care and skill of an ordinary 

dLrector is therefore not that of what rnLght be expected of a more 

professional man such as an auditor. 

Regarding the annual audit, the d1rectors have a specific duty to 

see that proper books of account are kept and that audited accounts 

giving a true and fair v~ew are laid before the company (CPO: Ss 133 to 

136 and 139). They are also to attach with the annual accounts a 

directors' report containing the amount of recommended dividend and the 

amount proposed to be carr1ed out to reserves {CPO: Sl37). However, the 
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Maltese auditor is not required to check th~s report for consistency 

with the financial statements. 

3.5 A M~crostate in a Chang~ng European Environment: 

Possible Effects on the Regulatory Framework 

An important factor to consider in studying the various issues 

relating to the Maltese aud~tor-management relationship is that Malta is 

a European microstate, and is at present re-assess~ng its relat~onship 

the European Community (EC), which is its main economic partner. While 

Malta has enjoyed an association agreement with the Community since 

1970, Ln 1990 it applied for full membership, and the European 

CommunLty LS still considering such an application. 

With this membership in perspective, Malta is now in the long 

process of harmonizing its laws with those of the Community. The latter 

in fact has a set of DLrectives - the EC Council DirectLves on Company 

Law Harmonization - a~med at creating a unif~ed business area in which 

all Member States apply harmonized rules relating to the structure, 

accounting and auditing of companies. 

A list of the current issued and proposed Directives relevant to 

this study is found in Appendix IV. Here the main possible implications 

of the implementation in Malta of these Directives on the relevant 

regulatory framework will be pointed out. 

3.5.1 Independence Issues 

Article 23 of the Eighth DirectLve (see App IV) provides that 

member states are required to prescribe that duly qualified statutory 

auditors must carry out aud~ts w~th professional integr~ty, and Article 

24 requires that auditors are to be ~ndependent in accordance with their 

national laws. In add~t~on, Article 26 states that member states must 

ensure appropriate sanctions in the case of persons not carrying out the 

aud~t w~th professional integrity and ~ndependence. However, there are 
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no further detaLls on how these broad requLrements are to be 

Lmplemented. For example, thLs DLrective ~s s~lent on the prov~sLon or 

not of other servLces by the aud~tor of a company. 

Additionally, the controversial Fifth DirectLve (see App IV), 

makes further significant proposals which may bear effect on auditors' 

independence. They mainly concern the legal status of the audLtor. 

Regarding appoLntment, the FLfth Directive (Art 56) proposes that 

the auditor would be appointed for a per~od not exceeding six years, but 

not less than three. At the end of this period, the same auditor could 

be re-appointed, and thus the maximum appo~ntment would not exceed 

twelve years. This would represent a maJor change the Maltese CPO 

requirement for annual re-appoLntment referred to earlier Ln thLs 

Chapter. 

There are also related dLsm~ssal provisions to the effect that only 

if there are proper grounds, members in general meeting can dismiss the 

auditor before the end of their period in office (Art 61). 

Besides, the courts, or perhaps, the Registrar of CommercLal 

Partnerships ("the judicial or admin2strat~ve author~ty") would have the 

power to dismiss the auditor, again on proper grounds if an 

applLcatLon had been made either by a director or by shareholders [Art 

55 (3)]. Currently the Maltese auditor can be dismissed for any reason 

because there are no specific provisions Ln the local law. 

For the UK, on whose 1948 company law Maltese legislatLon is 

modelled, some of these provisions may still not go far enough. Malta 

can therefore easily opt also to adopt current UK provisions. It can, 

say, enable the auditor threatened w~th d~smissal to have written 

representatLons distributed to members (CA 1985: Ss 386-388,391-393). 

Sim~larly, it can ~ntroduce resLgnation provisions on UK lines (CA 1985: 

Ss 390 (2), 394). 
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3.5.2 Other Related Issues 

(a) Detailed Report To Non-Executive Directors The proposed FLfth 

D~rectLve also requires aud~tors to prepare a detailed report relatLng 

to the results of their work and containing observat~ons concerning "any 

~nfr~ngements of law or of the memorandum or articles wh~ch have been 

found in the company's accounts, annual accounts or annual (d~rectors') 

report ~n the course of the aud~t" and concerning also "any facts noted 

in the course of the audit which const~tute a ser~ous danger to the 

f~nanc~al position of the company"(Art 60(b) and (c). The CornrnLssion 

explained, in this respect, that the purpose of the latter observat1ons 

by the auditor would be to serve as an "alarm bell." It wanted this 

report to be addressed to the shareholders in general meeting. However, 

the European Parliament has suggested that this deta~led report should 

be made exclus1vely for the benefit of the non-executLve directors of 

the board of a company, or its equivalent in a two-tier system of 

management (Commission of the European Communities, 1983: p 18). 

(b) The Di.xect.ors' Report A new duty for Malta proposed by the F~fth 

Directive 1S for auditors to verify the consistency of the directors' 

report with the annual accounts for the same financ~al year [Art 58(1)]. 

The application of such a proposal would also bring the auditors' 

duties ~n line with the existing UK law [CA, 1985: S235(c)]. 

(c) Small Companies The Fourth Direct~ve (Art 51) gives the option to 

member states as to whether or not to requ~re the statutory audit of the 

accounts of small companies. An attempt by the EC Commission to 

abolish the small company audit failed in November 1990 as it was not 

accepted by the Counc1l, and the question of the role of the statutory 

auditor in such companies remains largely an open issue. 

(d) The Re~lation of Audit.ors As stated by Borg (1988: pp 343-347), as 

regards the regulat~on of aud1tors required by the 8th D~rective, the 
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necessary framework already ex~sts ~n the Accountancy Profess~on Act, 

Cap. 281, and some changes thereon w~ll suff~ce. For example, the 

Accountancy Board or the MIA may, after proper study, adopt regulat~ons 

to carry out monitoring of aud~tors on lines similar to the Joint 

Monitoring Unit of the UK's Chartered Institutes. As from October, 

1991, th~s has carried inspections on practising units of members ~n 

order to ensure that the object~ves of audit regulation are met. These 

are encapsulated in the UK Companies Act 1989 (S24) and, as descr~bed by 

Wool£ (1991), their broad intention is that waud~ts should be carried 

out by qual~f~ed and supervised aud~tors whose work should be conducted 

properly, w~th integrity and the requisite degree of ~ndependencew 

(pl12). 

(e) Other Changes Further changes to be brought about are mostly of an 

account~ng nature, and bear only remote l.nfluence on the 

auditor-management relationship. Foremost among these are the f~nancial 

reporting changes due to both the Fourth and Seventh Directives. In 

practice, owing to the heavy British influence, many companies already 

probably draw up accounts in a manner that is s~m~lar to the Directives 

as adopted in the UK. For example, both the Source and Application of 

Funds and the Notes on the accounts have probably been normal practices 

for a number of years, despite the fact that they are not requ~red by 

the CPO. Therefore, much of the exercise with respect to financial 

reporting would probably ~nvolve the enshrining of current pract~ces 

into law. However, a noteworthy change is that a new classification of 

companies by size would come into effect that would do away w~th the 

commonest type of company - the private exempt one - that at present 

does not file its accounts at the Registrar of Partnerships. In 

addition, the abr~dged forms of filing for small and medium-sized 

companies may take some time to adjust to. Again, with respect to the 

75 



seventh Directive, many groups of companies probably already prepare 

consolidated accounts although these are not required by the CPO. 

3.6 Preliminary studies in Malta Related To the Auditor-Management 

Relationship: A Review 

Academic projects related to Maltese accountancy were virtually unknown 

until 1983, when the first B.A. (Hens) Accountancy students graduated at 

the University of Malta. A requirement of that degree course, which 

covers the academic content for the granting of a warrant of a certified 

public accountant, is to present a dissertation relevant to Malta. 

Topics covered up to December, 1991 related to accounting, taxation, 

company law, auditing and financial management. As a university 

lecturer since 1983 in the latter two subjects, the author has been 

involved in the promotion and supervision of most studies related to 

these two areas. Although these short, unpublished works were also of an 

undergraduate and exploratory nature, a review is now presented of the 

findings in these studies that are of relevance to this study. This 

review follows the same topic order of the literature review in Chapter 

Two. 

3.6.1 Independence Issues 

Borg (1983) posted questionnaires on auditor independence to 

thirty-two auditors and forty companies, but received a reply from only 

about one-half of them. Company respondents were mostly against auditor 

rotation. Addit~onal services appeared mainly related to tax advice and 

financial accounting services. Factors taken into consideration in 

choosing an auditor included the time the latter promised to finish the 

audit, and the additional services which he might offer free of charge. 

Practitioner respondents considered independence important and most 

indicated agreement to a limitation of fees to be received from 

individual clients. However, most of these, too, were against the 
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rotation of audit firms, and also thought it appropriate for auditors 

to participate in the preparation of the accounts of a company. More-

over, they were divided on whether audit committees would alleviate the 

problem of audit independence. 

Sciortino (1983) mailed a questionnaire to the 119 auditors at the 

time about auditing standards in Malta. He received a reply from about 

one-third of them. Regarding independence, respondents suggested that a 

standard on independence was to be given priority. However, many did 

not want such a standard to include the regulation of the type and 

extent of other services, such as accountancy and management 

consultancy, given by the auditor to his clients. 

3.6.2 Communication and Reporting Issues - Communications 

Mercieca (1986) interviewed eleven audit firm partners and nine sole 

practitioners on the audit evidence process in Malta. He found that 

pract~tioners felt that their work was not yet understood or 

sufficiently appreciated by client companies or the Inland Revenue 

Department. Both tended to view the auditor with some distrust, and as 

a result, the auditor frequently had to defend himself against the 

att~tudes of both parties: 

~on the one hand, the client at t~mes may regard the 
aud~tor as an agent of the tax people. On the other hand, 
the Inland Revenue may grow susp~cious of an auditor-client 
alliance for the evasion, and not mere avo~dance, of taxw 
(p 65). 

This contrasted with findings by Vella (1988) in a later questionna~re 

survey on the auditor-client letters of communication with fifteen audit 

practitioners - nine audit firm partners and six sole practitioners. 

Most stated that they enjoyed both a profess~onal and friendly 

relationship with their clients (p 75) and agreed that effective 

communication with their clients was essential in the conduct of their 

audit (p 74). They added that in fact the client was frequently 
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commun~cating effect~vely w~th them in the sense that they understood 

exactly what he meant (p 75). They also all cons~dered that the~r 

relationships with their cl~ents were at least frequently based on 

"mutual respect that perhaps permits a frank and stra~ghtforward 

d~scuss~on of d~fferences of opinion" (p 76). 

According to the latter study, the contents incorporated in 

engagement letters (pp 77-81) were often uniform, mostly modelled on APC 

auditing standards or on a particular version of the practitioner's firm 

that d~d not follow any specific APC or IAPC pronouncements. Most 

respondents did not send these letters every year in repeat 

engagements when the terms of engagement remained the same, but very 

often when extra duties were required of the aud~tor, or where there was 

a significant change ~n aud~t~ng standards. Cl~ents also appeared to 

have rarely reacted negatively to such letters. 

Regarding weakness letters (pp 61-2, 82-86) respondents considered 

them as an important tool whereby matters otherwise leading to 

qualificat~on could be corrected in time. However, clients were 

apparently not keen to feed the aud~tor with written follow-up on such 

weaknesses, and, although they took such letters ser~ously, many of the 

same weaknesses seemed to recur from year to year. 

With respect to representation letters (pp 87-90) respondents 

considered them very important where other evidence was d~ff~cult or 

impossible, and to confirm oral statements made by management. Cl1ents 

often lacked the necessary knowledge to participate in draft1ng such 

letters, which were in fact drawn up by auditors for client 

signature. However, respondents could normally obtain the required 

representat1ons. 

3.6.3 Communication and Reporting Issues - Report1ng 

Mugliette (1988) carr~ed out a ma~led questionnaire with eighteen 
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audit practLtioners, and backed this by an interview with twelve of 

them. She found that they mostly favoured brief and standardized 

reports. Nevertheless, they wanted the report to continue to refer in 

every instance to the duties stipulated by the law such as to whether 

proper books had been kept, and whether accounts were in agreement with 

the books. Practitioners also indicated that qualifications were on 

the increase, and that the small company audit qualification was the 

commonest audLt qualifLcation in Malta at the time. They considered the 

'sub;ect to' opinion as both necessary and useful, and that dropping it, 

as suggested at the time and since effected in the USA was too 

revolutionary. They were also mostly against the local implementation 

of other changes suggested in the USA, such as the addition of the word 

·~ndependent' in the report title. Additionally, most auditors 

indLcated that they had had instances where their appointment had been 

terminated after the issue of a qualLfied audit report. 

3.6.4 small Company Issues 

Farrugia (1984) carried out a questionnaire survey with twelve 

audit f~rms and six sole practitioners on the audit of small firms. 

According to these respondents, in the majority of small companies, 

management had little accounting knowledge, and the staff was 

inexperienced (P 76). In such cases auditors appeared undecided on how 

far to rely on management (p 79). Farrugia also claimed that, while 

small company auditors often felt management representations were 

unsupported, some were unwilling to state this explicitly to clients for 

fear of beLng misunderstood by them. They were therefore using wsub;ect 

tow qualifications referring to "limited ~nternal control procedures" (p 

59). 

Magri (1991), in a concurrent study with this project on the 

possibility of introducing reviews and compLlations for the small firm, 
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interviewed, besides other groups mentioned later, six auditors and six 

management accountants, and she found that most respondents agreed only 

mildly to the introduction reviews, and did not want compilations at 

all. They were afraid not only of a resulting distorted picture to 

users, but also of the undermining of the auditors' profession because 

such reviews could be carried out by accountants (p 90). Local 

auditors were seen to rely for most of their work on substantive 

testing mainly based on personal knowledge, and experience with, the 

client. Internal control systems in small companies were often poor or 

non-existent, and therefore rarely resorted to. Management 

representations were considered important, although not easily 

attainable from management. 

Sciortino (1983: p 26), already referred to above, also indicated, 

in relation to this top~c, that auditors seemed concerned with the 

poss~bility of tax evasion in those compan~es which had l~mited 

segregation of duties in relevant accounting functions, or where most 

shareholders were directors or in management. However, he noted that, 

despite the fact that income tax leg~slation [ITA: SSl (4)] required 

audited accounts for tax assessment purposes, the audit report remained 

one of stewardship aimed at the members of the company, and not for the 

spec~fic use of the Commissioner of Inland Revenue. 

It is not within the scope of this thes~s to analyze the 

perceptions or expectations held by financial statement users of 

auditing in general. Nonetheless, it is felt important to refer here to 

indications on the small company audit given in preliminary studies on 

users' perceptions of such an audit. In such a small country, audit 

report users found in larger economies like the United Kingdom, such as, 

for example, creditors, employees and investment analysts, do not seem 

powerful or interested enough to make regular use of financial 
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statements. Therefore the users who are really important appear to be 

the banks and the Inland Revenue Department. However, while both the 

latter users require the audited financial information for their own 

purposes, they have both shown that they are often diffident of small 

company audit reports. 

An ~llustration of this were the findings of Saliba (1987). She 

worked on the banks• role in small business finance, interviewed 25 

managers of the main local banks, and found that in the opinion of 24 of 

them, small company audited accounts were produced primarily Nfor the 

Inland Revenue.w This implied that such accounts understated profits 

for tax purposes and therefore did not really portray a true and fair 

v~ew. 

Further insight on the matter was given by two stud~es by Galea St 

John (1990) and Magri (1991), both carried out s~multaneously with this 

study. Galea St John (1990) interviewed bankers (15), income tax 

assessors (5) and trade creditors (4) on the small audit report. She 

found that users did not perceive much independence on the part of the 

small company auditor, and often lacked confidence in his reports, which 

they considered frequently to be lacking in clarity, detail and 

uniformity. For example, nine out of f~fteen bankers stated that they 

did not believe that the auditor's report added to the credibility of 

the financial statements of a small enterprise (p 93), and three out of 

f~ve bankers also found little or no increased credibility. 

Furthermore, Galea St John found that a local version of the UK small 

company qualification or "Example 6" report was in extensive use. 

App III reproduces a typical report of this kind included by Galea st 

John. Such a report was often regarded by users as more a form of 

protection for auditors who did not perform sufficient audit work, and 

therefore as virtually adding no credibility to the accounts. 
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Magr~ (1991) carr~ed out another interview with the same 

respondents of Galea st John on the possibility of 1.ntroduc1.ng 

compilations and reviews for the Maltese small firm. She found that 

comp~lat~ons were generally seen as unprofessional, but that an 

~n-between level of attestation such as a review was acceptable to most 

of them as an alternat1ve to an audit. About users, she found further 

that 

- banks insisted on getting an aud1t from small companies. However, it 

was not the basic factor in a loan decision. The reputation of, and 

their relat1onship with, the cl1ent as well as the loan size appeared to 

be the main cons1derations. 

the Inland Revenue Department required an audit from small companies, 

but again, an aud1t qualification was not the fulcrum of the assessment, 

and detailed information, mainly a breakdown of sales and expenses, was 

often requested. It also seemed that an unqualified audit report often 

did not in itself reduce the chances of a tax investigation. 

trade creditors stated that they were unaffected by the audit 

report, and for some the access itself to the audited accounts was not 

possible. 

3.6.5 Government-controlled Enterprise Issues 

Scott (1989) carried out a preliminary study on the external audit 

function in government-controlled enterprises. 

representatives ~n eleven audit firms and 

She interviewed sen~or 

four employed CPAA"s. 

Moreover, she posted a questionnaire to a further forty-six CPAA's not 

employed in audit firms, of whom thirteen responded. 

She found agreement that, for the sake of more publ1.c 

accountability, the scope of aud1.ting needed to be extended ~n these 

enterprises. She therefore recommended the introduction of value-for-

money and financ~al propr~ety and regularity audits. Wh1.le 1.n the long 
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run these could be performed by state and internal auditors 

respectively, at present this appeared to be inhibited by severe 

limitations claimed at the Government Audit Department. Scott therefore 

suggested the immediate utilization of private sector 

fulfil such extended responsibilities for the time being. 

auditors to 

Scott (p 68) also found that managers in government-controlled 

enterprises often seemed to lack the necessary resources and autonomy to 

effect the required internal control improvements on which they had been 

advised by their external auditors. 

3.7 conclusion 

This chapter has introduced a Maltese background to the major 

~ssues concerning the auditor-management relationship. As an island 

microstate, Malta has its own environmental characteristics. Although 

Maltese accountants and auditors are clearly influenced by their UK 

counterparts, the Maltese profession seems as yet not as developed as 

the UK one. Thus, for example, there are no local audLting standards 

applLcable to all Maltese practitioners. 

Overall, the Maltese economy is very small and its financLal sector 

is stLll unsophisticated and controlled, while a strong black economy 

exists, apparently as a reaction to the taxation system. Furthermore, 

government-controlled enterprLses and small, private exempt companies 

have an important role in the economy, and these probably create their 

own special difficulties in professional practices. 

The present Maltese regulatory framework of auditors and managers is 

partly modelled on the Companies Act, 1948, on which, in fact, Maltese 

company law (the CPO) is still mostly based. The other major component 

of this framework is the local Accountancy Profession Act, Cap. 281 

(APA), which regulates Maltese audLtors by means of a government

appointed accountancy board. 
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As Malta Lntends to up-date Lts laws Ln lLne wLth EC legLslatLon, 

the chapter has also pointed out possible applLcable changes Ln this 

dLrectLon, relatLng to independence and other issues. 

FLnally, Maltese preliminary studies relevant to this project have 

also been reviewed. Yet, this proJect intends to go beyond these and 

fLnd more empirical evidence on how the audLtor-management relationship 

Lssues are evolving WLthLn this Maltese environment. It wLll therefore 

next go into the research 

out. 

methodology adopted so as to carry this 
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4.1 Introduction 

CHAPTER FOUR 

RESEARCH METHODOLOGY 

The objective of this chapter is to explain the research 

methodology used in this project, and in particular to discuss the 

sources and means of collecting and analysing the empirical data. It 

deals with the general methodology, the actual survey design and the 

nature of the limitations. 

First, the next section (S4.2) discusses the research methodology in 

general and goes into the choice of research design, the survey approach 

and the technique of question structure. 

Then, Section 4.3 goes into the details of the survey design, 

dealing with both the construction of the actual questLonnaire, and the 

selection of the two groups of respondents. 

Finally, the limitations in data collection and other possible 

research approaches are expounded in Sections 4.4 and 4.5 respectively. 

4.2 The General Methodology 

4.2.1 The Research Design 

A research design comprises the methods and procedures for the 

collection, measurement, and analysis of data. It may be cons~dered 

from different points of view (Emery, 1985: p 59 ff). 

One point of view is the distinction between exploratory and 

formalized research design. Exploration, including methods such as 

literature searches, is indeed a first major step in any research study. 

However, a formalized study, like the present one, goes beyond this: it 

is typically structured with a research quest~on or hypothesis. 

Another point of view concerns data collection methods. An 

observational approach is contrasted with a survey, which involves the 

questioning of subjects, the approach adopted here. In the survey, the 
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researcher has no control of independent variables as in an experimental 

study, but aims at giving a report of a state of affairs, all other 

factors being equal. In other words, where true experimentation is not 

possible, controlled enquiry is (Kerlinger, 1986: p 359). Advantages of 

the survey, both large and small-scale, include its wide scope and its 

accuracy - within sampling error - and drawbacks may be its lack of 

depth and its demands on the investigator's time, money and research 

knowledge (ibid.: p 387) • 

The obJective of a study distinguishes between a descriptive study, 

which finds out essential aspects of a situation, and a causal one, 

which seeks to explain the effects of one variable on others. Although 

the causal study is more idealized, the descriptive study can be just as 

demanding of research skills. As implied in Chapter One, the aim of the 

present study is descr~ptive of the relat~onship problems between 

financial auditors and managers in Malta. 

Moreover, research design may be either cross-sectional, which is 

carried out at one point in time, or longitudinal, that is the research 

is repeated to find out what changes occur over time. The time 

dimension of this project is cross-sectional, set in 1990-91. 

Research studies may also be basically qualitative or quantitative. 

The present study is essentially qualitative. According to Patton 

(1980), one main distinction is that in quantitative studies , samples 

of data are typically large so as to enable various statistical 

techniques to be used while qualitative techniques, on the contrary, do 

not emphasize on the size of the sample but more on depth and detail, so 

that one may understand the subject's point of view. Lofland (1971) 

states that in qualitative studies the researcher needs to get close to 

the people or situation at the centre of the study, and record 

accurately what is said or what happens, with data consisting of direct 
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quotations. He also needs to obtain pure descriptions of people, 

act~vities and interactions. 

The researcher also needs to consider the quality of the research 

results. Two major cons~derations are validity and rel~ab~l~ty. The 

term validity refers to the extent to which any measuring ~nstrument is 

measuring what it is intended to measure. An important type of val~d~ty 

LS face or content valLdLty. This is the extent to which the 

instrument covers the topic under study. As stated by Emery (1985: 

p 95), the determination of such validLty is judgmental. However, he 

adds that such validity can be determined by the researcher by the 

adoption, in the formulation of his measuring ~nstrument, of the 

research question hierarchy referred to later (54.2.3). This is because 

this has as its aim the orderly fractionat~on of the major research 

question into the detaLled specifLc questions. While for descriptive 

studies, the establishment of such face validity LS normally 

sufficLent, one may also refer, if possible, to other forms of validity 

requiring more information, such as construct val~d~ty and cr~terion

related validity (Bailey, 1982: pp 72, 327). 

Rel~ability is concerned with the degree to which a measurement gives 

consistent results (Emory,l985, p 98). It can be improved by 

standardizing, as far as possible, the conditions under which the 

measurement takes place. Reliab~lity has two ma~n perspectives: 

equivalence and stab~l~ty. While equivalence is concerned with 

variat~ons at one point in time among invest~gators and even samples of 

items, stability ~s concerned with personal and situat~onal 

fluctuations from one time to another. The measurement of stability is 

usually more diff~cult in survey studies and tnterest has centered on 

the Lmprovement of equLvalence (ibid.: pp 98-99). In thLs proJect, 

equtvalence has been parttcularly enhanced by the use of only one 
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mot~vated invest~gator, the author himself, to conduct the whole survey. 

4.2.2 The Survey Approach 

A survey may be conducted by a mailed questionna~re, a telephone 

interv~ew or a personal interview. 

A mailed questionnaire is low-cost and allows the respondent time to 

consider and check his responses, but the percentage of non-response or 

incomplete response can crLpple the fLndings (Bailey, 1982 : pp 156-7). 

A telephone ~nterv~ew ~s also relatively econom~cal in time and money 

and ensures the respondent's anonymity as ~n the mailed survey but he 

may be distrustful or uncooperat~ve and term~nate it prematurely. 

Moreover, the busy executive might not find the timing of the telephone 

call convenient. The interv~ewer has no control over the situation and 

~s unable to gather the deta~led ~nformation or even relevant non-verbal 

data (ibid.: pp 207-8). 
I 

I (a) The Personal Interview "The personal ~nterv~ew far overshadows the 

other {methods] as perhaps the most powerful and useful tool of soc~al 

sc~ent~fic research" (Kerlinger, 1986: p 379). The face-to-face 

~nterview ensures accuracy in the interpretation of the questions and 

adequate thought and attentLon on the part of the respondent (Moser, 

1971). Interviewing allows flexibility as well as opportunLty for 

probing and more spec~fic answers and the obtaining of supplementary 

information. The interv~ewer can repeat or re-phrase a question 

according to the respondent's needs, thus making sure that the answer 

given contains the information sought; moreover, he can motivate the 

respondent to cooperate (Emory, 1985: pp 160-1). Disadvantages of 

interview~ng include the time and cost required and the 

poss~b~lity of b~as and errors in the sarnpl~ng and questionna~re 

designs. The ~nterviewer himself can be a source of bLas by h~s 

conduct of the ~nterv~ew, h~s personal characteristics or errors 
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in recording the response. On the part of the respondent, he has no 

anonymity and h1s response may conta1n deliberate or accidental 

m1stakes. He has inadequate time to ponder his reply and h1s reasoning 

abLlLty might be affected by inconvenLences croppLng up unexpectedly 

durLng the interview (Bailey, 1982: p 183 ff). 

The management of an interv1ew involves establishing a friendly 

relationship, gathering information and recording it accurately. The 

rapport between interviewer and respondent is enhanced if the 

interviewer's appearance and behaviour, both verbal and non-verbal, are 

acceptable to the respondent. It 1s up to the 1nterviewer to ensure the 

adequacy of the setting and the time of the interview and to establish a 

relat1onship of confidence and understanding. He must clearly give the 

facts, define vital terms and provide the right context so that the 

respondent's interest is aroused, his memory aided , his experience and 

qualifLcations acknowledged and he feels no threat to his ego (Gordon, 

1987: p 313 ff). 

To gather information wh~ch ~s relevant, complete and clear, the 

interv1ewer needs to direct the respondent's tra1n of thought by 

probing. A probe is a verbal or non-verbal reinforcement such as a 

neutral question or comment, a request for clarifLcation or elaborat1on, 

the repetLtion of the question or the respondent's reply, the indication 

of understanding and 1nterest or even an anticipatory pause. 

The interviewer must dec1de wh1ch method to adopt to record the 

interview so that the data collected will be reliable and val1d and the 

analysis effic1ent. Unless the information 1s ant1cipated and the 

1nterv1ewer is simply expected to tick a box or circle or number, note

takLng may lengthen the interv1ew session, d1stract the 1nterviewer from 

l1sten1ng and prob1ng, interrupt the respondent's flow of thought and 

w1ll obv1ously also demand a subsequent thorough rev1ew of the notes to 
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ensure clarity and logic and eliminate possible recording errors. 

Tape- or cassette- recording an interview has the advantage that 

the relevance of the response can be decided later, so that the 

interviewer can concentrate on the exchange and achieve a favourable 

inter-personal relationship. Though the use of a cassette recorder 

increases the expenses, and the playback and coding task is 

time-consuming and delays the analysis stage, it promotes the collection 

of complete and accurate information. However, loss of data may st1ll 

occur through poor recording or even power breakdown. To guard against 

this, the operator must know how to operate the machine well, position 

it properly, and also maintain the power source, say, by regularly 

replacing the batteries. Taking some notes is an additional safeguard. 

If the interviewer treats the cassette recorder as a routine part of the 

interview and assures the respondent that once the relevant information 

is transcr>bed, the tape will be re-used so that anonymity is kept, he 

is unlikely to meet with obJections to its use. 

(b) Typology of Interviews Stud>es on interviewing, for example, Can

nell and Kahn (1957, 1968), Richardson, Dohrenwend and Klein (1965) and 

Gordon (1987) give a 

dimensions. 

typology of interviews using different 

One dimension >s the distinction between standardized and non-

standardized interviews, which is a variation between a closed and open 

situation. The standardized or structured interview involves a f>xed 

set of questions which are asked in a fixed order to each respondent to 

obtain information relevant to the research problem. The 

non-standardized or unstructured interview covers a set of topics but 

the actual questions and their order depend on the flow of the exchange 

with the respondent. Such an interview may give rise to data which, 

although seemingly unquantifiable, provide powerful insights. 
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Another d~mens~on of interview style involves the extent of control 

of the var~ables of content, wording, sequence and actual number of 

questions asked. Thus an interv~ew may be scheduled or non-scheduled. 

A completely scheduled interview uses fixed quest1ons Ln a f1xed 

sequence, whLch facilitates data analysis. However, th~s straitJacket 

means the loss of data whLch do not fit into formal categories. A non

scheduled interview allows flexibil~ty in the phrasing of the questions 

and their sequence, and, in addition, the quest~ons need not all be 

asked because the respondents are allowed to talk freely and the 

topics are covered to d1fferent extents by d~fferent respondents. The 

analysis of such data is d~fficult and time-consuming. 

A non-standard~zed, non-scheduled interview is sometimes only used 

in the init~al, exploratory stage of the study before determ~ning the 

relevant questions, their wording and their order. 

An 1nterview~ng exper1ence may contain all sorts of compromises 

between the given idealized poles, hav~ng different degrees of structure 

~n different parts of it. For ease of reference the term 

"semi-structured" or "sem~-scheduled" is used. In such an ~nterv~ew, ~t 

~s still possible for the interviewer to structure the answers and to 

record the responses on a multiple-choice code sheet. This elirn1nates 

having to convert verbatim notes 1nto code categories. Also, if the 

correct category for the answer is unclear, the interviewer can probe 

for further clarificat~on (Gordon, 1987: p 329). 

4.2.3 Quest1on Structure Technique 

Where the interview is the main tool of the research , the interv1ew 

schedule l.ncludes questions which, apart from be1ng 

informatl.on-gathering dev1ces, are intended to measure the variables of 

the study (Kerl~nger, 1986: p 440). 

The research quest~on, wh~ch guides the direct1on of the study, l.S 
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broken down into subs~diary investigative questions to delineate further 

the scope of the study. These need to be further broken down into more 

specific measurement questions which are actually asked to the 

respondents. The questions are checked for content, wording, response 

form and sequence (Emery, 1985: p 207). 

(a) content and wording Each question must seek information which is 

relevant, not too wide in coverage, and which the respondents are able 

and willing to give. Since bias in question content distorts responses 

by suggesting possible answers or excluding other possible answers, it 

is important to examine carefully the wording of questions and avoid 

words with strong emotional connotations. Leading questions, whose 

phrasing hints to the respondent that the interviewer prefers or expects 

a particular answer, are only justified if they obtain more valid 

information than neutral questions. 

(b) Response Form Question design ~nvolves the degree of response 

structure to be adopted or how far to use closed and open-ended response 

items. A combination of both is found to achieve opt~mum results. 

closed-ended or fixed-alternative questions, which can be 

dichotomous or multiple-choice, give uniformity of measurement and 

thus greater reliability, but the alternatives suggested may not be 

exhaustive and may show the designer's bias while random answering is 

not ruled out. Open-ended questions have the advantage of discovering 

the respondent's opinion, his frame of reference or his amount of 

knowledge and perhaps providing unanticipated data. The non-restrictive 

approach gives the respondent the possibility of thinking over a reply 

and reduces ego threat as regards sensitive areas. Disadvantages of 

open-ended questions include the non-standardization of data and the 

difficulty of coding it. 

A third type of response is the scale item. 
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wA scale ~s a set of verbal ~tems to each of wh~ch an 
~nd~vzdual responds by expresszng degrees of agreement or 
dzsagreement or some other mode of response. Scale ~tems 
have fzxed alternat~ves and place the respond~ng indzv~dual 
at some po~nt on the scale" (Kerlinger, 1986: p 443). 

Scale ~terns can ~mprove the usefulness of the interview because they 

supply scores for each respondent and these can be checked aga~nst data 

obtained by open-ended questions (~b~d.: p 444). Therefore the use of 

these items in comb~nat~on with open-ended questions can be a way to 

retain the above advantages of closed-ended questions. 

A convenient measuring instrument is the rating scale which ~s used 

to Judge properties of objects or variables by assigning them to 

categor~es. There are different types of rating scales w~th different 

numbers of points, usually rang~ng from three to seven. In a graphic 

rating scale the respondent assigns h~s response or evaluation along a 

continuum with numerals ass~gned to it. This scale is clear and easy to 

understand and use because of the continuum and equal intervals fixed in 

the respondent's mind. But his tendency to make errors cannot be 

ignored. In fact, constant rating error takes such forms as "errors of 

len~ency, central tendency, and halo effect" (Emery, 1985: p 247). 

The error of leniency, the tendency to rate too high , and its 

opposite, the error of severity, occur mostly when the persons rated are 

known. The error of central tendency, the avo1dance of extreme 

Judgments, is seen when the persons are unfamiliar. The halo effect 1s 

the tendency to g~ve a biased rat~ng to sustain a general impression of 

the subject, as in the case of JUdging a well-behaved student to be 

~ntelligent. Cop1ng w1th these errors 1nvolves the design~ng of the 

rat~ng scales to ant~c~pate them by adJusting the descr~ptive phrases 

and the ~ntervals between them or avo1ding the rating of d~fferent 

tra~ts ~n close sequence. 

Rating scales are widely used ~n behavioural research. Kerlinger 
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(1986) po~nts out that 

"they can be used as ad;uncts to other methods. That ~s , 
they can be used as ~nstruments to a~d behav~oural 

observations , and they can be used in conJunct~on w~th other 
objective ~nstruments, w~th ~nterviews, and even w~th 
proJective measures• (p 496). 

(c) Sequence A final consideration in question des~gn ~s the sequence of 

the questions. A logLcal order LS to be kept and change Ln subJect 

matter and frame of reference should be minLmal since respondents are 

apt to interpret questions without chang~ng the~r perspect~ve. To 

motivate the respondents to participate, the introductory question of 

the interview should be broad and non-threatening, and sensitive 

quest~ons left to the later part of the meeting. Within any subtopic, 

the questions may move from the s1mple and general to the more complex 

and specific, or v1ce-versa. The latter case, called winverted funnel" 

sequence by Cannell and Kahn (1957: p 160), may serve to help the 

respondent formulate a judgment when he does not have one or prevent him 

from stating a hastily formulated judgment based upon preJud~ce , which 

he later tr1es to maintain to save his face. 

Once the interview schedule has been drafted, it must be tested on a 

small number of persons typical of the proposed respondents, if the 

survey is to be scientific and produce valid results. Such a 

pilot-scheme is necessary to check how effective the questions are. 

While the respondents must not be told of the testing stage, they should 

afterwards be asked about their understanding and interpretat1on of the 

quest1ons and ease of answering. In the present study, the proposed 

respondents are representat1ve in that they form a sample of ind1v1duals 

w1th s1m1lar characteristics who can g1ve informat1on directly relevant 

to the ObJectives of the interv1ew. 
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4.3 The Survey Des1gn 

4.3.1 The Construction of the Quest~onnaire 

The study required the carry1ng out of a number of personal 

interv~ews. These would gauge the opinion and attitude prevalent among 

auditors and managers regarding the maJor issues affecting the~r 

relat1onship. The interview quest1ons were to be framed in such a 

manner so as not to restrict dLscussion as far as possible and to obtain 

adequate coverage of the issues. 

On the other hand, a balance needed to be found so that 

respondent opLnions would also, as far as poss1ble, be given with 

suff1c1ent clarity to satisfy later analysis 

possible inconvenience being created to the 

over-lengthy discussion. 

and w1th the least 

respondent through 

It was therefore decided to hand to the respondents a discussion 

schedule to be used as the bas1s for a personal interview (see App VI). 

Such an interview was to be semi-structured in the sense that, 1n order 

to allow the response to flow more freely, the questions did not have to 

follow a strict numerical sequence. In addition, all questions were 

open-ended and therefore did not conta~n any formal response 

categor1es. The same questions except one (Qn B.3a in Appendix VI) were 

set to all respondents so as to facilitate comparisons. However, the 

interviewer's copy included five-po~nt scale items that were to be used 

in conJunct~on w~th many of the above questions, as referred to in 

discussing response form in 54.2.3 (b). At the beginning of the 

~nterv~ew, it was emphasized that the respondent's free comments were 

be1ng pr1marily sought and not his marks to questions, but that such 

marks were also to be a concludLng point in several instances. To help 

the respondent award a mark for the relevant question, a separate sheet 

showing e~ther the vert1.cal ("~ntens~ty" or "frequency") score scale or 
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the horizontal ("op~n~on") score scale, as shown ~n Appendix VII was 

presented after each relevant response, and the response recorded by 

the interv~ewer on his copy of the ~nterv~ew schedule. Respondents 

would therefore concentrate on th~nk~ng on the ~ssue ~nvolved and 

elaborating on it to a point when they felt clear enough to cl~nch the~r 

position on the f~ve-point mark scale. 

As an interviewer, the author concentrated not on taking notes of 

the response, which was being taped, but on seeLng that respondents dLd 

cover the scope of each question, and also on prompt~ng them at the end 

to crystallize their v~ews on such a scale. Thus the ultimate marking 

for most quest~ons did not cut short the actual discussions, while it 

still tried to ensure that the gist was tackled. 

With the attention given to the background discussion to each 

question, together with the rapport establ~shed, respondents were not 

~nclined to give a random reply on the ~ssues, nor were theLr answers 

prompted as in a questionnaire that emphasized formal response 

categories. At the same t~me, the mark given enabled a compar~son of 

the response between the groups, and in add~tion, indicative average 

scale scores for both groups and overall, referred to as IASS's in the 

next chapter, could be worked out for most questions to help further ~n 

the analysis. 

Questions asked varied considerably. Some attempted to establish the 

facts in the m~crostate while many others necessitated the respondent's 

objective evaluation and the submission of an op~n~on. Other questions 

required the respondent to describe his probable react~on to poss~ble 

changes in legislat~on. 

The questions varied in type and length to help maintain the 

respondent's interest, and were divided into f~ve main areas Ln line 

with the f~ve ~nvest~gat~ve quest~ons of the study (see 51.2). The 
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questLons were tested Ln November and December 1990 by means of fLve 

pilot LntervLews, and the necessary amendments carried out. The 

JUstif~cation of the questions as amended is given in the introduction 

to the analysis of each section in Chapter F~ve. The final interv~ew 

schedule is given in Appendix VI. 

4.3.2 The Selection of Respondents 

In order to analyse the opinions and attitudes on both sides of the 

relationship, respondents were to be selected both from financial 

aud~ting and management. 

In November, 1990 the following alphabetical lists were obtained as 

at 31 October, 1990 from the Accountancy Board 

(i) A list of the seventeen audit firms registered with it. 

(ii) A list of 230 Certified Public Accountants and Auditors, which 

included the partners of all firms listed in (i). 

(iii) A list of 209 CertifLed Public Accountants. 

All three lists were later published in the Malta Government Gazette 

(1991). 

(a) The Se~eceion of Audie Respondenes In the selection of audit 

respondents, the main aim was to obtain the views of the more 

influential persons in as many different practising entities as was 

feasible. List (ii) above contained the total population of auditor 

warrant holders, but an unknown number of these was concentrated in the 

I I 

1 audLt firms included in List (i). It was therefore consLdered best to 

~ntervLew all the available senior or techn~cal audit partners of the 

firms in (i), and a corresponding number of warrant holders who were 

sole practit~oners. 

A practical problem was the ident~f~cation of the sole practitioners 

Ln (ii). Upon further contact with the Accountancy Board, it was found 

that such identification could, and, in fact, was made from their 
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records of current holders of compulsory ~ndemn~ty insurance cover for 

the year 1990. A l~st of s~xty-one such holders was suppl~ed in 

confidence to the author from such files. Upon checking th~s l~st, it 

was found to include warrant holders who were partners in two of the 

seventeen audit firms listed ~n (i). By personal contact w~th their 

partners, it was confirmed that these fLrms were new and not in 

effective operation as their partners were still work~ng as sole 

practitioners. It was therefore decided to treat them as such for the 

purpose of select1on of respondents. 

Piloting was carrLed out with a senior partner of one of the 

remaLnLng fifteen audit firms and with a sole practitLoner. After 

appropriate amendments to the interview discussLon schedule, the 

respondents were then selected. 

A preliminary contact was established with fourteen audit firms by 

telephone. This secured immediate success with seven of these audit 

firms, and an appointment was fixed for interviews with their 

representatives. At this stage, one audit firm ~nformed the author that 

it was unava~lable for ~nterview as it was in the process of 

amalgamating with another of the audit f~rms being contacted. The 

rema~ning six audit firms, who did not give a definite reply within a 

week, were contacted in writing. The communication included two 

letters: a general introductory letter by the supervisor and the other 

by the author himself explaining briefly the subject of the research 

studies and asking for partic~pation (see Appendix V). This brought a 

favourable reply from a further three audit firms. Two of the rema~n~ng 

firms, known by the author to employ less than ten aud~t employees, did 

not accept to be interviewed citing pressure of time, wh~le another firm 

again failed to reply. Thus a total of ten f~nal interviews were 

secured w~th aud~t f~rm partners. Th~s included all representat~ves 
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TABLE 4.1 

SIZE OF RESPONDENT AUDIT FIRMS 

Ind~cated Number 
of Audit Employees 

Number of Respondent 
Aud~t FHms 

1 - 9 
• 10 - 19 

20 - 29 
30 - 39 
40 - 49 
50 - 59 
60 - 69 
70 - 79 

of wBig Sixw firms and also three 

1 
4 

1 

3 

1 

10 

representatives of other 

international firms. Table 4.1 indicates the size range in terms of 

audit employees of the firms whose partners responded, based on 

information supplied by such partners themselves during the ~nterviews. 

As regards the sole practitioners, random selections were made from 

the warrant holders identified as such from List (ii) mentioned above. 

In order to arrive at a corresponding number of sole practitioners, a 

total of thirteen random selections needed to be made, as three were 

unsuccessfully contacted. The same contact procedure as with audit 

firms was used. In eight cases, appointments were f~xed by the 

preliminary telephone contact, while in two cases appointments were 

fixed after written communications. Of the three unsuccessful contacts, 

two refused to be interviewed, citing pressure of time, while one was 

known to be away from the island for an extended period of time. 

All twenty-two personal interviews, includ~ng the two p~lot ones, 

were held in respondents' offices with the senior or technical partner 

in each aud~t firm, or with the sole practit~oner concerned. The 

~nterviews took two sess~ons each, typ~cally one sess~on follow1ng the 
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other w~th~n a week, and each sess~on was about one-and-a-half hour 

durat~on. They were all cassette-taped and the interv~ews took place 

as follows: 

P~lot interviews: November and December 1990 

Final interviews: December 1990 to April 1991 

(b) Selection of the nanagement Respondents Management respondents 

needed to be able to go deeply into the more techn~cal aspects of 

auditing, and also possibly to beyond the commoner small company 

auditing ~ssues. As importantly, however, they st~ll needed to g~ve a 

fa~thful and representat~ve p~cture of the management relat~onships 

with external auditors. 

Senior financial executives, who were poss~bly but not necessarily 

CPA's, and who could not work as auditors, would fit into this picture 

provided that they were either directors or participated in the board 

meetings related to auditors, and felt that they could themselves give 

the above required picture of the existent auditor-management 

relat~onships in their compan~es. 

At the p~lot~ng stage, it was decided to interview three such senior 

financial executives, two CPA's and one a non-CPA. For the final 

interviews List (iii) of CPA's referred to at the beginning of this 

section was ut~l~zed. A pract~cal problem regard~ng this list was that 

not all the listed persons were employed in relevant management 

pos~t~ons and that there were other senior financ~al executives who were 

non-CPA's and therefore not 1ncluded. Given that there were no other 

more suitable lists to refer to, the following approach was 

adopted to tackle th~s limitation: 

(~) Initially, an exercise was carr1ed out where the name of any person 

known reliably not to be employed in a company management posit~on was 

removed from the list. For the scope of this exercise, enquir1es were 
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held with the local audit firms, the Government Finance Section, Audit 

and Inland Revenue Departments, and also with the Department of 

Accountancy, University of Malta. In this manner, thirty-nine persons 

were removed from the l~st, most of whom were recent University 

graduates, often employed with audit firms or still in Government 

service. The list, now totalling 170, was used to select randomly twenty 

managers - a number corresponding to that of auditor respondents. In 

all, twenty-six managers were contacted for the final interview, and of 

these six were unsuccessful. Three could not be contacted, of which two 

were on extended leave abroad, and one could not be traced. A further 

three declined to be interviewed, two citing pressure of work and the 

other giving no specific reason. 

Seven of the CPA•s contacted referred the author to a more senior 

financial executive within their company. In these referred cases, the 

higher execut1ve was a non-CPA, and the interview was held with him 

instead. 

Six of the twenty management respondents were executives in small 

companies as defined in the interview discussion schedule (Def G.l in 

App VI), while another nine were also senior financial executives in 

smaller companies besides their main one. In addition, ten of the 

respondents were engaged or had previous experience in 

government-controlled enterprises. The job titles of the management 

respondents were as follows: 

Chairman and financial director 1 

Financial Directors 4 

Financial Secretary 1 

Financial Controllers 9 

General Managers - Finance 5 
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4.4 Data Collect~on L~m~tat~ons 

(a) Xhe V~ews of Unqualified Managers The use of the CPA list for 

selecting management respondents that was referred to in the previous 

section meant that the final sample could not include unqualified 

senior financial executives whose companies did not engage CPA's, at 

least part-time. One poss~ble result of this was the under-

representation, in the final sample, of managers 1n smaller companies, 

because such compantes probably tended not to engage qualified 

accountants as f1nanc1al executives, as larger companies did. 

However, in mitigation of this limitat~on, it is to be noted that, 

as stated in the previous section, the f1nal sample, as selected, still 

had fifteen of 1ts twenty respondents who were connected 1n one way or 

other with small companies. Therefore the problems in such companies 

were still reflected in these managers' replies. Furthermore, even if a 

list includ1ng non-CPA financial managers were available (which was 

not), a sample using such a list would probably have had an opposed 

limitatton: it would not have gone so much beyond the commoner small 

company auditing 1ssues, and therefore treated too little on the larger 

company ones. 

(b) The Non-recording of More Sens~tive Information The response was 

in a few instances not cassette-recorded where the respondent considered 

the part of the interview as too sensitive to be put on cassette. In 

these cases, data was recorded from memory after the interview, and this 

rendered it more subJect to error. 

(c) Lnterv~ew Interruptions In v1ew of their hLgh status ~n the1r f1rm 

or company, many respondents were subJect to repeated interruptions 

during these interviews held in their own work environment. These 

consisted ma1nly of urgent staff intrus1ons or telephone calls, and 

have probably resulted Ln a lack of depth in some of the replies. 
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(d) The Lack of Anonymity Despite the >ntroductory assurances given by 

the author to the respondents as to the conf1dent1al1ty of their 

replies, the lack of anonym1ty ensuing from face-to-face 1nterviews 

still rendered a few respondents from both groups reluctant to open up 

and elaborate in some of the1r replies. 

rather than the rule. 

Yet, this was the except1on, 

(e) Responden~ Treatment of Score Scales Most respondents d1d not treat 

the score scales referred to in 54.3.1 and Append1x VII as interval. 

One indicat1on of th1s 1s that, except or a few responses 1n the 

1ntensity score scales, which were half-way between allotted number 

values (eg 1 1/2 ), there was no ind>cation of continuous data. In 

addition large scale score differences were noted between adjacent scale 

categories in some cases. For this reason, no parametric tests l~ke the 

"t" test were used in the analysis of the data. Instead, for each 

relevant question, chi-squared tests were used to compare each group's 

lASS's for significance. However, as stated earlier (54.2.1), the study 

remains essent~ally qual~tat~ve, not quantitative in nature, and this 

scale score analysis must therefore be seen as of an ~nd~cative, 

secondary significance. The deta>ls of these tests are expla>ned in 

Appendix VII. 

4.5 Other Possible Research Approaches 

Alternative approaches for the collect>on of data for the project 

were considered, but, unl~ke the selected approach, were discarded 

because they were found e~ther impracticable or not el~cit~ng the right 

type of response. One that was particularly considered was the adoption 

of a case study approach of a few specific relat>onsh>ps: this would 

have >nvolved an even more qualitative approach than that actually 

adopted and already descr>bed. However, g~ven both the conf~dent1al 

nature of indiv1dual relat1onships and the smallness of the country, 
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the practical difficulty lay in finding subjects who were willing to 

furnish the required detailed information. 

4.6 Conclusion 

This chapter was mainly concerned with the research method designed 

in order to obtain the relevant data for this project and with the data 

collection limitations. The study has a formalized, descriptive, cross

sectional, essentially qualitative and survey design. The adopted 

strategy of the survey consists of an examination of the auditor

management relationship issues by means of semi-structured personal 

interviews held with representatives on either side of the 

relationship, that is, wLth both senior audit practitioners and senLor 

financial executives in local companies. 

interviews will now be analysed in detail. 
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5.1 Introduction 

CHAPTER FIVE 

RESEARCH FINDINGS 

The objective of this chapter is to examine the survey, the 

methodology and design of which were described in Chapter Four, and to 

analyse the response to it. The survey questions will treat the major 

issues in the relationship set out in Fig 1.1 in Chapter One, and their 

analysis will also, as far as possible, follow the same section 

sequence of the discussion based on the literature in Chapter Two. 

The next section, 5.2, will analyze the introductory question and 

questions relating to communication and reporting ~ssues. Section 5.3 

will then consider independence issues, and this will be followed by 

management fraud issues in Section 5.4. Section 5.5 will then treat 

small company issues affecting the relat~onship, while other 

relationship issues including government-controlled enterprises will be 

dealt w~th in Section 5.6. 

The analysis of the questions will follow the order of the 

interview discussion schedule shown in Appendix VI. It is to be noted 

that, unlike the section order in Chapter Two, independence issues are 

in fact treated after communication and reporting issues. This is 

because in the interviews independence issues were considered too 

delicate to be raised towards the beginning. In presenting the 

analysis it was also considered helpful to give, either directly in the 

text or in brackets, the number of audit practitioners and managers 

subscribing to any statement or opinion. 

5.2 Communication and Reporting Issues 

The main purpose of this section in the interview d~scussion 

schedule was to answer the investigative question: What major 

communication issues arise during the audit, and in the final 
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report? 

An introductory question was asked to find the need perceived by 

audit practitioners and managers of the auditor in the accounting 

communication process. This was followed by a question on the barriers 

to auditor-management communication, questions on written communications 

during the audit and on the audit report itself, and, finally, a 

question on disagreements on audkt reports and auditor switching. 

5.2.1 The Need for the Maltese Financial Audit 

In response to the first question (A.l, see App VI) on whether 

respondents found a real need for the financ~al audit of companies, all 

auditors and managers interviewed saw at least some need for it. The 

overall intensity IASS (or indicative average scale score, see 54.3.1) 

was 3.8, with auditors reaching 3.7 and managers 3.9. The question 

contained no check-list of content categories, but replies could and in 

fact were analyzed into four different types of need. These were 

- to play a co-operat1ve influence on management and staff; 

- to monitor management on behalf of shareholders; 

- to protect the interest of third parties; 

- to help investors in their decision-making. 

(a} Influence on Nanagemen~ and S~aff A number of auditors (9) and 

managers (10) saw that a main need for auditing was to help and 

influence the management and even the staff of the company. Audktors 

emphasized that the audit assisted managers to maintain the company's 

reporting standards (5), had a deterrent value on staff against errors 

and fraud (3) and also afforded management an opportunity to discuss new 

ideas affecting accounting staff (3). On their part, managers saw it as 

giving them access to financial expertise (4), and helping them to 

improve their systems and controls (5). One managing director stated, 

wwe spend good money on auditing because we believe in 

106 



it •.• There are always points which auditors extract Irom the 
reports for us, such as product~on wastage figures.~ 

Some managers (3) also believed in the deterrent value of the aud~t 

against staff default, although one manager's contrary view was that 

"they may be spending too short a time in our company for this.• 

(b) Shareholders• Need To Monitor A number of auditors (7) and also 

managers (9) saw a further need for an audit to provide a service to 

shareholders controlling management, and some [4 Auditors(A), 4 Managers 

(M)] added that this was especially so where there was a spread of 

shareholdings and owner-management divorce. Three of these auditors, 

however, emphasized an equal need in the prevalent fam~ly companies, 

because it was common there for one family member to control the 

financial information, and the aud~tor was needed to mediate in 

shareholder-director d~sputes 

(c) Third Party Protection Again, an almost equal number of auditors (6) 

and managers (7) saw the further need for an audit to protect the 

interest of third parties. Here, more auditors (6) than managers (3) 

referred to the needs of the Inland Revenue Department, while managers 

(7) referred more than auditors (3) to the interest of banks. 

(d) Help To Investors A few (3A, lM) of the interviewees expressed the 

need for an audit to help investors in their decision-mak~ng. Perhaps 

this was no surprise, in view of the largely undeveloped financial 

markets in this microstate. Most of these (2A,lM) added that this need 

was expected to increase in view of the new Malta Stock Exchange, which 

was expected to start operating within a short time. In fact, the 

Malta Stock Exchange did start operations, although on a small scale, in 

January, 1992. 

(e) Alternative viewpoints Unlike managers, four auditors, three of whom 

sole practitioners, saw only little need for an audit. Most local 

companies were owner-managed, and audit results did not add much new 
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information to the proprietors as it mostly involved reporting to them 

what they themselves did. One audit firm partner concluded that "were 

the aud~t not compulsory most companies would not do it, as managers 

cons~der us parasites/" 

However, judging from the managers' responses, the facts seemed 

otherwise. There seemed to be not just a demand for auditing from the 

traditional agency theory viewpoint of the auditor performing a 

monitoring role for shareholders, or from the insurance theory 

viewpoint of the auditor providing protection for third parties (see 

S2.4.2 for both viewpoints in literature): the above indicated that the 

need in Malta was even more pronounced from the behavioural theory 

viewpoint of the auditor influencing staff at all levels - including 

executives in the organization. 

5.2.2 Communication Barriers between Aud1tors and Managers 

Ten items, mainly selected from the literature, were then listed 

(Question B.l) so that respondents would pinpo1nt and discuss their 

barriers to aud~tor-management communication. A barrier is here taken 

to be, as already described in S2.4.3, anyth1ng that prevents or 

restricts the conveyance of meaning of a message. Seven of these items 

(a tendency not to listen, a lack of feedback, personality conflicts, 

resistance to change, a lack of trust, too many intermediate receivers, 

a hostile attitude) were barriers identified by Golen et al (1988) study 

as most serious (see S2.4.3). To these were added three other 

barriers: one to represent another dimension identified by Golen - that 

of accounting background - for which the barrier of a lack of 

understanding of meaning of accounting terminology was included; a 

barrier arising from the level of standardization of audit reports, 

which piloting indicated might be important; and a general "other" 

category that could include the "personal and physical" dimension 
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TABLE 5.1 

RANKING OF BARRIERS TO AUDITOR-MANAGEMENT COMMUNICATION 

Ranking Total Number Auditors Managers Chi-squared Indicative 

Order Barrier of Respondents With With Test of Average 

Number With Barr1ers Barriers Barriers Significance Scale Score 
(5% Level) 

l A Tendency not to listen 33 18 15 No 2.45 

1 A Lack of Understand~ng 
of ./leaning of Account~ng 
Term~nology 33 20 13 Not Reliable 2.30 

l A Lack of Feedback 33 18 15 No 2.30 

l Personal~ty confl~cts 33 20 13 Not Reliable 2.08 

5 A Lack of Trust 29 16 13 No 1.95 

6 Resistance To Change 26 18 8 Yes 1.99 

7 A Hostile Attitude 23 8 15 Yes 1.69 

8 Too ./!any Intermed~ate 22 11 11 Unnecessary 1. 74 

Rece~vers 

9 The Level of 
Standardization 
of Aud~t Reports 20 11 9 No 1. 73 



identified by Golen et al as well as any other barriers. This last 

item contained no rating score and is separately considered later. 

However, taking the other nine items, these were ranked as shown in 

Table 5.1, which includes not only the number from each group of 

respondents finding that item a barrier, but also the overall intensity 

!ASS for each item as well as whether there are significant differences 

between each group (see 54.3.1 and App VII). A synthesis of the 

findings on each of the above items now follows in descending order of 

importance. In this connection, one can also refer to Appendix VIII, 

which gives a further breakdown of the scale scores by group. 

(a) A Tendency Noe eo Liseen As can be seen from Table 5.1, 

33 respondents (18A,l5M) stated that a tendency not to listen was a 

barrier to them, with no significant difference between the groups. 

This was therefore one of the four highest barriers. The overall 

intensity IA55 was highest at 2.45, being 2.63 for auditors and 2.28 for 

managers. The significance of this attitudinal barrier was not 

surprising, in that even in the Golen et al (1988) study mentioned in 

52.4.3, U.5. auditors ranked it only below one out of 33 barriers. 

Listening, as distinguished from hearing, is a mental rather than 

phys1cal activity. It is the means by which the receiver decodes the 

message of the speaker, or, as defined by Lundstein (1971) "the process 

by which the spoken language is converted to meaning by the mind" (p 1). 

Both auditors and managers found this a relatively high barrier. On 

their part, auditors were almost divided in attributing this problem to 

managers (10) and to themselves (8). On the other hand, almost all 

managers finding this item a barrier ( 14) attributed it to 

auditors. 

Most (8) of the auditors pointing a finger at managers gave one of 

two reasons. A few (2) argued that managers were too much in a hurry. 
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However, the commonest argument (6) was that many managers did not 

listen carefully, and distorted the message or over-simplified it 

because they lacked basic accounting knowledge. This rendered them 

unable (lA) or unwilling (2A) to accept the reality of their company's 

financial situation, such as (2A) their need to implement change. 

Interestingly, four auditors referred to blocking tactics used by 

managers in exchanges with them. Managers tended to shift topics to more 

convenient ones, or to stop communication at the outset - saying that 

they were ~n a rush (2). Others resorted to postponing tactics - "w~ll 

see this later on" (2). 

Three auditors emphasized the listening barriers of managers in 

government-controlled enterprises. Some of these were not "expert" or 

"competent" enough to listen fruitfully (2), while others simply 

rejected involvement in any discussions, "passing the buck from one to 

another" (1). One practitioner contrasted their "low mot~vat~on to 

listen" with that of managers in private industry, particularly in local 

subsidiaries of German companies, where "even a slight remark to a 

manager w~ll suffice." 

On the other hand, most (12) of the managers pointing a finger at 

auditors gave almost similar views: auditors had too limited a period 

of time, and therefore could not get involved in lengthy d~alogues with 

managers. Two managers attributed this to auditors having more jobs than 

they could reasonably do. Another said, "Where I would l~ke half a day 

of discuss~ons, it typically boils down to fifteen minutes of talk, with 

very l~ttle listening by my auditor." 

A few (3M) pointed out that auditors may be working so hurriedly 

because the fees were too low, while others (2M) claimed that because of 

their rush, auditors ignored the complex~ties of their clients' 

business, and continued to report "at a superficial level", or "within 
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established paeeernsw, without rising to the occasion. 

A number of respondents (SA,lM) maintained that it was their own 

group that created listening barriers. One manager confirmed the 

viewpoint of some auditors (6), stated above, that managers tended not 

to listen because they often did not have enough accounting knowledge to 

understand the reality of the situation. On the other hand, two auditors 

confirmed what some managers (3) have already been quoted as saying: 

many auditors could not afford the time to listen to their clients. 

Other audit practitioners (5) stated that managers would not listen 

because their auditors lacked communication skills. Auditors had not 

been trained to wput themselves ~nto managers' shoesw, or empathize 

with them so as to be able to understand fully their circumstances 

(3A). "Th~s had eo include serious efforts eo understand the da~ly 

environment of the manager, such as the factory floorw (lA). OWing to 

this lack of empathy, auditors were also unclear in some of their 

advice (2A). One partner also claimed that managers' listening attitudes 

were adversely influenced by the inadequate image as professionals some 

auditors were building with managers. 

In summary, many managers seemed to be seeing in the tendency not 

to listen the symptom of an audit professional with too many demands on 

his time. But for several auditors this tendency in one or the other of 

the two parties to the relationship meant something deeper, or, as 

stated by one aud1tor, w;use the obv~ous tip of an iceberg.w For 

most, it indicated problems due either to deficiencies in the 

auditors' communication approach or to the managers' lack of accounting 

knowledge. 

(b) A Lack of Understanding of Neaning of Accounting Terminology The 

accounting terminology was taken to be the set of technical terms or 

jargon used in accounting which, as in other professions, varies from 
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general usage. 

Th~s lack of understanding ranked overall as one of the highest 

overall of all barriers, with 33 respondents (20A,13M) finding this a 

barrier to them. The overall intensity !ASS was second highest at 

2.30, being 2.80 for auditors and only 1.80 for managers. The 

chi-squared test of significance could not be relied on here, because of 

the smallness of the sample (see App VII regarding the use of Intensity 

Scales in the analysis), but it is still clear from the different 

number of respondents in each group find~ng th~s item a barrier that 

auditors found more difficulty in this than managers. The high 

ranking of this item is particularly significant in that ~n the Golen et 

al (1988) study, US auditors ranked it well below other barriers. 

The main auditor argument was that the problem was due to managers! 

lack of a high enough level of education (6) or of at least a working 

knowledge of accounting (10), especially in very small companies (4). 

In such companies, auditors needed to explain terminology in everyday 

terms (4). In the case of non-English speaking directors, there was an 

added difficulty, in that the technical jargon had no Maltese language 

equivalent (1). 

Many managers (10) said that they met similar problems due to lack 

of education in their companies, both large and small, and personally 

needed at times to explain in laymen terms the auditor's jargon. A 

number (4) saw the technical communications to Boards of large and small 

companies as an unnecessary time-waster. As one manager said, "In 

companies of d~fferent s~zes, t~nancial managers at times even have to 

re-draft such communications, in an attempt to simplify to their Boards 

who cannot understand them." However, a number (5) of managers 

emphasized, in agreement with the auditors mentioned above, that the 

problem was particularly acute for auditors in very small companies. 
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Such companies often had no financial executive or only a part-time one, 

and auditors themselves frequently needed to explain the terminology to 

accounting-illiterate directors. 

Yet, the existence of this communication problem even in larger 

companies indicated the need for more emphasis on the 

education of management. 

accounting 

(c) A Lack of Feedback Feedback was defined as "the information which 

the other party gives you on your work, so that you can make the 

necessary adjustments or modifications 2n the future." This definition 

was adapted from the one given in the Penguin Dictionary of 

Psychology (Reber, 1985: p 27). At the piloting stage, it was decided 

to limit the question to feedback to respondent and not by hLm, as both 

managers and auditors dLd not comment much on feedback given by them, 

except, typically, that thought that they always gave the necessary 

feedback whether orally or by letter. 

Table 5.1 shows this lack of feedback ranked as highest overall, at 

par with the previously d~scussed barrier, at 33 respondents. There was 

no significant difference between auditors (18) and managers (15) 

finding this a barrier. In addition, the overall intensity IASS of 

2.30, with auditors 2.20 and managers 2.40. Interestingly, the ranking 

of this factor by Maltese auditors was approximately similar to that by 

US auditors in the Golen et al (1988) study. However, the latter study 

did not contain a definition of this barrier, and therefore 

comparisons are necessarily lim~ted. 

Respondents from both groups claimed that the other party dLd not 

give them enough feedback. A common problem (13A,10M) was that they 

were not given what they wanted in tLme, most (llA, lOM) adding that the 

other party seemed too pressed for time to forward the feedback more 

quickly. Some (3A,4M) claimed that it took the other party even "up to 
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the follow~ng year's audit" {lA,2M) to give the information. 

Auditor and manager respondents also seemed to differ on the nature 

of the desired feedback. Many auditors (12) wanted more formal feedback 

on their weakness suggestions: "Too often we have to read between the 

l~nes in managers' comments for this" (lA). 

In contrast, a number of managers (8) indicated that, beyond the 

weakness suggestions, auditors needed to give them more feedback on the 

financial performance of their companies, with a few (2) adding that 

auditors should go beyond what managers happened to ask for. On such 

informat~on, one public company respondent stated, 

"Auditors already have it ~n the~r f~les. I cannot see why 
they are not passing it on to management." 

However, auditors seemed to treat different companies 

differently in this respect. One large company respondent, in fact, 

expressed satisfaction on "A Report on Comparative F~nancial 

Performance• on his company which he received as part of his annual 

audit service: this report compared in detail the performance of his 

company with that of the previous year. There were indications that 

the level of feedback actually varied with the fees which clients were 

prepared to pay. For example, one small company manager stated that he 

received no feedback at all, adding that "probably this is because the 

fees are too cheap." one auditor was equally clear: "I cannot be 

expected to g~ve much feedback on the reduced fees I have to charge.• 

Significantly, two managers stated that they did not want any feedback 

at all - they did not believe it was useful enough. 

A number in each group (4A,4M) pointed out the problem of the 

informal meet~ngs held during the audit. They were unscheduled and too 

~nformal (2A,lM), and both parties seemed too busy to render them more 

useful (lA,lM). One audit partner spoke of different corporate cultures 

on this, varying with company size. 
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"In large companies, feedback is clearer than in small ones, 
and does not depend so much on makeshift meetings. Managers 
come back, often in writing, after rece~ving the management 
letter, and tell us what they felt was right or not ••• they 
will also spell out the action they have taken, and that is 
useful for us to consider ~n giving our audit opinion." 

Another problem that emerged was the question of feedback to 

auditors on their general approach. There seemed to be a dilemma on 

this: seven auditors declared that they did not encourage such 

feedback, with one adding that probably managers did not know how to 

give it. On the contrary, a number of practitioners (8) wanted more 

feedback on better liaising with staff (4), audit timing (2), and even 

on audit efficiency (2). 

Other comments included small and government-controlled companies. 

As regards small companies, both parties seemed to face more problems. 

Some auditors (3) had to apply more pressure than in other companies to 

obtain feedback on their weakness suggestions, while a few managers (2) 

thought that genuine feedback on performance was impossible. 

"Here the real account~ng figures, particularly stocks and 
sales may easily be understated for tax evasion reasons. 
MOst auditors will have little idea of the real figures• 

(lM). 

As regards government-controlled companies, a number of audit 

pract~tioners (3) stated that in these entities, they had to press more 

for feedback than in other companies, as financial managers were less 

motivated to act. 

Overall, each party seemed as yet unsat~sfied with the feedback 

being forwarded from the other, but especially with the delay in its 

being received and its nature. Therefore, more attention to this 

factor seemed warranted for the sake of improving the relationship. 

This may include tackling the time pressures leading to such delay, and 

to the use of communication skills to identify and pass on the needed 

feedback. 
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(d) Personality Conflicts Personality is defined as wa compendium of 

one's traits or characteristic ways of behaving, thinking, feeling, 

reacting etcw (Reber, 1985: p 533). Personality conflicts are 

therefore taken to be those conflicts arising from such traits. Table 

5.1 shows that this factor was ranked one of the highest four barriers, 

with 33 respondents (20A,l3M) considering it a barrier. The overall 

intensity !ASS was 2.08, with auditors 2.25 and managers 1.90. As in 

the case of the analysis of the accounting terminology barrier [(b) 

above), the chi-squared test of significance could not be relied on here 

because of the smallness of the sample (see App VII). However, it is 

still clear from the difference in the number of respondents in each 

group finding this item a barrier, that auditors found it more 

difficult than managers. The high ranking of this item is significant 

in that in the Golen et al (1988) study, American auditors ranked it 

below s1x other barriers. Yet, again, comparisons are limited in that 

the term 'personality' was not defined in the latter study. 

Both groups identified character traits in the other group which 

they found causing conflicts. The commonest traits mentioned were 

different for each group: auditors claimed that managers were careless 

and secretive, while managers claimed auditors had tactless and 

impractical audit staff. 

The question of managers' carelessness was raised by a number of 

auditors (6), who found this a barrier in all accounting-related work, 

particularly in small companies. Other auditors (5) stated that many 

managers also were not completely open with them, especially in the 

auditors' first years of engagement. Auditors also referred to other 

wtroublesomew traits of managers: a lack of financial prudence (3); 

undependability, with auditors having access to press managers to keep 

their promises (2); and managers' tendency to dominate the less 
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assertive audit staff (2). Some small owner-managers, such as building 

contractors, seemed particularly "unrefined" in their treatment of 

auditors (2A). "They think we are no more than their calculating 

machines" (lA). 

On the other hand, according to many managers (8), the tactlessness 

of some audit staff was evident in their dealings with company 

management and staff. They treated unqualified staff in a demeaning way 

(3M), or hankered constantly for more information, without any 

ind~cation why they needed ~t· (lM). Company staff often retaliated to 

similar treatment by withdrawing their co-operation (4M). Some audit 

staff were also found impractical, concentrating on trivialities (3M) or 

taking "too theoretical" a viewpoint (3M). 

A few respondents (3A,2M) blamed their own side. Auditors found 

some aud~t staff breaking confidentiality rules or not practical enough 

(3A), whLle some managers transmitted to theLr staff the feelLng that 

audLtors were a nuisance (2M). 

In order to avoid conflic,ts, a number of auditors (8) stated that 

they took pains to match a suitable member of staff, or, at least, 

adapt themselves, to the "more d~fficult" or " ~ncompat~ble" managers. 

In contrast, no manager spoke of such self-adaptat~on. Probably it is 

true that, as stated by one audit partner, "auditor-client 

relationsh~ps will not improve unless auditors take the in~tiative to 

deal with problems of this type or~ginating not only from the~r staff, 

but also from their client managers." 

(e) A Lack of Trust This was taken to mean as lack of mutual trust -

that LB, both respondents' lack of trust in the other party and the 

other party's lack of trust in them. Table 5.1 shows that this factor 

ranked as the fifth highest barrier, with 29 respondents considering 

it a barrier, and no significant difference between the groups 
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(16A,l3M). The overall intensity IASS was 1.95, with auditors 2.05 and 

managers 1.85. The ranking here was lower than that by US auditors in 

the Golen et al (1988) study, where u.s. auditors ranked it only below 

two other barriers. However, aga~n, it is unknown whether a different 

meaning was attached to trust in the latter study. 

Managers• lack of trust in auditors will be examined first, followed 

by the examination of auditors' lack of trust in managers, as the two 

were attributed to d~fferent factors. 

Managers• Lack of Trust In Auditors Both auditors and managers 

attributed this mostly to a lack of accounting education, but also to 

the non-involvement by the auditor of other services, and to auditors' 

conflicts of interest. 

Lack of accounting education to management led to misunderstandings 

as to the auditor's function (8A,6M). For instance, one manager stated 

that in his company most directors v~ewed the auditor suspiciously as 

"the tax ~nspector whom we have to pay for." 

On the other hand, the non-involvement of the auditor in other 

services was also claimed (SA,3M) to be the cause of lack of trust, 

mainly (3A,3M) because it kept the relationship at a •superf~cial" 

level, as auditors were often "indifferent" or even "~gnorant" towards 

what was really being done by the management of the company. According 

to one auditor, 

"Without such services there is too little contact and chance 
of us~ng our expert~se. The relat~onsh~p cannot be that 
intense." 

There were also problems of conflicts of interest. According to 

some auditors (3), managers mistrusted fieldwork audit staff who in 

Malta could easily be blood related to their company's competitors. 

Management respondents (2) also claimed ~nstances of the same audit firm 

which was doing their company audit while working also for main 
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competitors, and giving advice to both. Such conflicts led managers to 

doubt even auditors who had had a long-standing engagement with their 

company. 

Two managers in government-controlled enterprises complained of 

their trust being shaken by the charging of excessive fees for 

accounting services. They claimed that auditors were doing this to make 

up for the originally agreed audit fee, that had often been set too low 

in view of an over-compet~tive tender system. 

"Take one recent case brought to my not~ce. Additional 
charges amounted to twice the audit fee, and simply related 
to thirteen journal entr~esJ• (lM). 

Auditors• Lack of Trust in Managers Auditors' lack of trust seems to 

relate mainly to the lack of openness of small company managers, and 

also to fears of over-friendliness by managers, and dilemmas 

concerning the auditors' relationship with the financial controller. 

As ~n the response to the lack of feedback barrier ((c) above], a 

number (8A,4M) of respondents again referred to the fact that small 

company managers were often not open enough to reveal all relevant 

information to auditors and that therefore the latter had to be more 

caut~ous. A few (1A,2M) added that management took this attitude because 

it wanted to evade taxation. 

In addition, a number of auditors (SA) sa~d that they were afraid 

that managers would become over-friendly and too familiar w~th them, 

exerting too much influence on auditors and their staff. 

There also appeared dilemmas as to how far auditors could trust 

financial controllers at board level. One audit partner stressed the 

importance of such trust: controllers were his main point of reference 

on the management's side and communications needed to be channelled 

through them. However, another partner thought differently: he often by-

passed some financial controllers at board level because he did not 
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consider them wstrong enough.w According to a number of managers (3), 

some auditors, in fact, did not let financial managers take the lead in 

finance-related matters at board level, and this caused mistrust. wA 

few auditors communicate at Board level in a way that implies that their 

presence is essential and that there is nobody in finance to refer 

tow (1M). This is one area where guidance by the accountancy profession 

may create a better image for both auditors and accountants. 

(f) Resistance To Change Table 5.1 shows that this factor ranked as the 

sixth highest barrier, with 26 respondents considering it a 

barrier, and with significantly more auditors (18) finding it so than 

managers (8). The overall intensity !ASS was 1.99, with auditors 2.38 

and managers 1.6. The overall ranking here was a little higher than 

that by US auditors in the Golen et al (1988) study, where it was ranked 

below six other barriers. Again, however, caution needs to be exercised 

in making comparisons because of the possLbility of differences in the 

meanings attached to the terms used in the two studies. 

The question here related both to resistance of respondents to 

changes proposed by the other party, and also to the resistance of the 

other party to the proposed changes of respondents. Some managers (6), 

but no auditors, commented on the first type of resistance. The latter 

resistance of managers concerned auditors' proposed changes which they 

considered not cost-beneficial (5). wAuditors are too theoretical, 

trying to close all system loopholes at any cost.w Regarding changes 

proposed by respondents, two managers and almost all auditors (18) 

stated that they met with problems from the other party. 

The two managers found auditors too inflexible to accept quick 

changes that were unlike those of other companies. One of these 

managers in fact stated that he did away with such resistance simply by 

implementing changes without informing the auditor. 
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On the other hand, the auditors meeting with resistance from 

management on proposed changes were divided as to whether this was 

attributable to managers (9) or to auditors themselves (8), with only 

one attr~buting it to both. Those pointing at managers stated that these 

resisted because in their cost-benefit considerations they were 

unwilling to pay for the cost of the change (7), or under-estimated its 

benefits (2), such as that "of not going into deterioration and 

decline." A few (3) stated also that many managers resisted owing to 

their self-interest. "They are obsessed with the problems that could be 

created for themselves" (lA). one auditor illustrated this: in annual 

general meetings of family companies, arguments easily arose between 

close relatives, and in self-protection managers opposed any auditor's 

ideas of more accounting disclosure. 

Auditors attributing this managerial resistance to auditors 

themselves mainly blamed this on the undue use of the threat to qualify 

the audit report (2), and on the lack of general communication skills, 

specifying presentat~on ones (4), and a lack of the powers of 

persuasion (2). 

A few respondents from both groups stated that in small (3A,2M) and 

government-controlled (lA,lM) companies, problems seemed even more 

acute (3A,2M). In small companies, the level of accounting education 

was even lower than was the case in other companies, and as a 

result change was less appreciated than in larger companies (2A). 

Managers resisted change to the point of inhibiting growth, preventing 

delegation to accounting staff, and often dismissing suggestions for 

formal procedures as unnecessary paperwork. In government-controlled 

companies, managers particularly resisted change simply because they 

were afraid of them (2A) 

non-accountable pos~tion" (lA). 

w~t may work against their easy 
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In summary, this barrier seemed to emerge as much from the auditors' 

lack of communication skills as from managers' lack of accounting 

education and narrow self-interests. 

(g) A Bos~i~e A~~i~ude "Hos~ile", according to the Chambers• 20th 

Century Dictionary (1983), means "per~aining to an enemy, showing enmity 

or unfr~endl~ness" (p 607). A hostile attitude is here taken to mean 

one between the two parties showLng such characteristics. 

Table 5.1 shows this factor ranked the seventh highest barrier, with 

23 respondents consider~ng it a barrier, and with significantly more 

managers (15) find~ng it so than auditors (8). The overall intensity 

lASS was 1.69, with managers 1.98 as against auditors 1.40. The low 

overall ranking was surprising, taking into account that in the Golen et 

al (1988) study, u.s. auditors ranked it highest of 33 barriers. Even 

after considering the possib~lity of slight differences in mean~ng 

attached to the term in the two stud~es, the contrast is still 

noticeable. 

Respondents not find~ng this factor a barrier (12A,SM) described 

their relationships with managers as "friendly", "helpful" or simply 

"not hostile." Furthermore, of all respondents, only a few (4) managers 

referred to the possibil~ty of direct hostility between auditors and 

higher management. Two of these stated that this happened when such 

managers tried to exert pressures on their auditors on accounting 

treatments and met with opposition from them. Additionally, according 

to two other managers, in small, family-controlled companies, problems 

were arising with managers because they were often controlled not by 

one, but by at least two competing families. In order to avoid hostile 

attitudes, the auditor needed to "walk on a tight-rope" because of the 

existing power-sharing in management. 

"If related closely to one side or not tactful enough to keep 
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or even appear neutral, he will easily find himself 
embroiled in the family feuds that flare up. This happens 
particularly ~n the annual general meetings of these 
companiesw (lM). 

As to the respondents finding such a barrier, many of these 

(5A,l0M) emphasized that this mainly existed between auditors and lower 

levels of management and staff, in particular storekeepers. A number 

(3A,5M) again raised here the audit staff problem, discussed previously 

in personality conflicts [(d) above], of tactlessness. 

However, some managers (4) found staff hostility "natural", and one 

said that he positively encouraged such an attitude among his staff so 

that the auditor would remain an effective deterrent. One sole 

practitioner confirmed this managerial viewpoint: "This attitude is 

generated by the ~nspector image g~ven of us by financial execut~ves 

themselves." 

The low emphasis on this item, particularly on the auditors' side, 

indicated that many Maltese audLtors considered themselves friendlier in 

their relationship with the management of local companies than the 

managers themselves, and even more their client staff, considered them 

so. 

(h) Too Kany Intermediate Receivers Intermediate receivers are here 

taken to be persons who go between the sender and the ultimate receiver; 

in other words , those through whom the message is passed. As shown in 

Table 5.1, this ranked the eighth highest barrier, with 22 respondents 

considering it so, being equally auditors and managers (llA,11M). The 

overall intensity IASS was 1.74, being 1.75 auditors and 1.73 managers. 

The relatively low ranking for this factor was lower than that obtained 

in the Golen et a1 (1988) study, where it was ranked below only three 

other barriers. A possible reason for this was that forwarded by a 

number of respondents (6A,4M): companies and even audit firms in this 

microstate were smaller and therefore had fewer tiers of management. 

124 



Three main issues emerged: the need to build auditor-management 

relationships at different levels, the problem of audit staff changes, 

and the accessibility of audit firm partners. 

A number of auditors (8) stated that, in large companies, messages 

could be distorted when passing through the var~ous intermediaries 

unless auditors were particularly cautious. In order to tackle this, 

they tried to build matching relationships at different levels between 

auditors and managers, but this took them time (3). Two sole 

practitioners found this particularly difficult to achieve because they 

had few members of staff. Most of these auditors (6) often also 

resorted to written communications, so as to reduce the distortions. 

Moreover, both auditors and managers (6A,9M) were finding 

difficulties because of the frequent changes in fieldwork audit staff. 

This was due both to the firm•s internal rotat~on policy, and to the 

high levels of turnover in audit staff (4M). As a result, new staff 

often misunderstood company staff (3M) and ~nformation had to be 

repeated (9M). "This year (1991), all aud~t staff has been changed 

except for the partner and audit manager; it ~sa waste for us." 

A final issue raised was that audit firm partners were not always 

accessible to small company managers: this led to misunderstandings with 

other members of audit staff (4M). 

In conclusion, all three issues seemed to point to the need for 

auditors to better liaise with company managers in the formulation of 

their audit management strategy. 

(i) The Level of Standardization of Audit Reports As shown in Table 5.1 

this was the lowest ranked of nine barriers, with 20 respondents 

considering it so, with no significant difference between auditors (11) 

and managers (9). The overall intensity IASS was 1.73, being 1.85 

auditors and 1.60 managers. 
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As stated in 53.4 , in Malta there is no standardized audit report 

but auditors follow the legal requirements, and, if members of the local 

Institute, the relevant IAG's. Appendix II gives a model report abiding 

with both, to which, however, there may be several variations in 

practice. 

About half of the few respondents finding this factor a barrier, 

mostly auditors (8A,3M), considered the report not standardized enough, 

and, as a result, at times confusing to management, users or subsequent 

auditors. Many of these (SA,2M) pointed out that new auditors often 

changed the report wording of a previous auditor, and that this raised 

problems with management, who required explanations. Three (2A,lM) also 

pointed out that particular problems were raised when an audit report 

qualification became necessary in small companies. They felt that in 

order to avoid confusion in such circumstances, there was a 

particular need for "more applicable standards." 

On the other hand, the few other respondents finding this factor a 

barrier, mostly managers (3A,6M), saw the report as already not 

sufficiently freeflowing. As a result, they did not find it 

"mean~ngful" or "communicat~ve" enough. This message of the audit 

report was taken up further in a later question [see 55.2.4 (a) for Qn 

B.4]. 

Finally, given that all the prev1ous barr1ers d1scussed 1n this 

question were found to be higher than this one for this purpose,it may 

be true that, as stated by one manager, "for the sake of ~mproving 

auditor-management communicat~ons, the audit~ng profession should be 

g~ving those other factors at least as much, ~f not more, consideration 

as report standard-setting, although the latter factor may appear more 

useful to outside users." 
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(j) Oeher Barriers (Lack oE oeher Communicaeion Ski~~s inc~uding 

Persona~ and Physica~, any oeher) Very little emphasis was made on 

personal and physical skills such as physical appearance (lA) and manner 

of speaking (2M). This was not unexpected as in the American study 

referred to previously (Golen et al, 1988) these barriers ranked below 

other barriers. 

However, comments expressed by six managers again emphasized, as in 

the previous discussion on personality conflicts, the lack of general 

communication skills among fieldwork audit staff, often repeating what 

had already been stated in discussing the personality conflicts 

barrier. One typical comment was "the further down the l~ne you go the 

more problems you will find in auditors' communication sk~lls." Most 

(4) of these managers thought that audit staff needed more training, 

especially for meetings with management. One group controller explained 

that fieldwork auditors, including aud~t managers, seemed "overtaken by 

the deta~ls in the~r audit file, and unable to make a proper 

presentation case." This lack of communication skills in audit staff 

tallies w~th what was found by Ingram and Frazier (1980) in the USA (see 

S2.4.3). 

Four audit partners stated that presentation skills for meetings 

with managers were much more ~mportant than they were made out to be by 

the traditional training and education of auditors. This was because 

these skills determined whether auditor-management relationships thrived 

or not. One partner added an example of this: his firm placed 

particular attention to the skilful presentation of the end-of-year 

results of their client companies, using audio-visual aids and putting 

the right man to help the partner ~n his delivery: "We even try to match 

the age and personality of managers with someone on our part." 

Finally, three of these partners also pointed out that, in order to 
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sustain the relationship with management, auditors needed also to give 

importance to a proper location where to discuss their difficulties 

with management. They felt that, wherever possible, their usual 

preference was their own office. As stated by one of them, 

"misunderstandings are less likely to ensue in a warm environment w~th 

cosy seats, potted plants, gentle lighting and fitting decor/N 

5.2.3 Communications During the Audit 

The next set of questions concerned the normal communications 

recommended by the profession through the IAG's - the letter of 

engagement, the management letter and the representations required of 

management. The aim was to see the significance of these letters in the 

overall relationship, and to gauge respondents' 

implementation of changes in this area. 

views on the 

(a) Usefulness of Engagement Letter The first part of the next question 

(B.2i) asked about the usefulness of the engagement letter. Twenty

four respondents found this letter useful, and there was also a 

s1gnificant difference in the response between auditors (16) and 

managers (8). The overall intensity IASS was 2.74, auditors reaching 

3.35 and managers 2.13. 

Most auditors finding the letter useful stated that it safeguarded 

the interests of both parties, especially in the case of disputes with 

clients (10), and also clarified matters (6), Nenshr~ning the right 

concept of an auditN(1). Different views were expressed on its use: 

some (3) said that they used it in every engagement, while others (4) 

never used it because they did not consider that it offered them any 

protection and that they never needed to refer to it. Even more (8) 

stated that they did not use it in small companies, except as a 

precautionary measure when the previous auditor had been dismissed (4). 

Personal contact was such in small companies that this letter was turned 
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into a mere formality (3), given that not even the distinction between 

auditing and other services was necessary, as the services needed in a 

small company were not that specialized (2). 

On the other hand, many managers (10) had never referred to such a 

letter and some (4) saw no point ~n it except as a protective device for 

the auditor if he wanted to charge for additional services. 

Interestingly, three managers in large companies stated that they had 

never even seen such a letter. Most (6) of the managers who found this 

letter useful stated that they found it so only in the first year of 

engagement of an aud1tor, before the relationship became established. 

After that, the letter was forgotten (2) or became a formality (4). 

Often it was unclear and not up-to-date even about the charging of fees 

for other services (4). Two managers also confirmed the above view of 

auditors that in small companies the letter turned out to be a mere 

formality. 

In summary, despite the aim of the accountancy profession to use 

this letter to "avoid misunderstandings in respect of the 

engagement• (see 52.4.4), this letter seemed to be playing a minor role 

in this respect, particularly in small companies or after the first 

year. 

(b) Usefulness of the Kanagement Letter The second part of the same 

question (B.2ii) asked about the usefulness of the management letter. 

All respondents (20A,20M) found this letter useful. The overall 

intensity !ASS was 3.41 in terms of usefulness, auditors reaching 3.6 

and managers 3.23. 

The main use of this letter as seen by most respondents (l6A,lSM) 

was to advise management to take action on company deficienc1es, and 

both parties agreed that managers generally appreciated this. 

wAs auditors, we sit down and discuss this letter with 
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managers, often after the accounts are signed by the 
directors. They come to expect it from year to yearw (lA). 

Respondents, but more auditors (lSA,SM), also stated that the letter 

helped their relationship with managers from decaying and enabled 

auditors to be helpful and use their expertise. A number (6A,9M) also 

saw it much more important than the statutory audit report for the 

auditors' relationship with management, because the report was pr~marily 

made up for third parties, not managers. 

However, a problem conceded by a number of aud~tors (8) was that 

management letters might conta~n trivialities, at least from the point 

of view of managers. This was, perhaps, because, as one practitioner 

added, "~t was d~fficult to retain a good letter year after year." Many 

managers (10) also referred to such trivialities, and some (3) stated 

that these were more common when a new auditor was on his first-year 

audit with a client company. 

Many managers (9) also stated that at least some of the aud~tors' 

suggestions were often impracticable; to make matters worse, according 

to some of these managers (4), auditors often insisted on repeating 

these suggestions year after year. A few (4M) attributed such 

suggestions to insufficient insight of client companies, or to audits 

be~ng carried out superficially. Some (SM) were also annoyed by the 

fact that reports included points or facts which managers themselves had 

passed on to auditors, and that these appeared in such reports in a way 

that led readers to believe that they were new and unknown to financial 

executives. 

On the other hand, a few auditors (3) lamented that some managers 

did react adversely to constructive criticism. Special reference was 

made to government-controlled enterprises, where ~t seemed to these 

auditors that even pointing out system loopholes often met with more 

resistance than in private companies. One auditor even suspected that, 
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in one particular recent case, he had not been re-appointed following 

and in consequence of a particularly strong management letter. 

Clearly, most audit respondents (12A,l4M) did not normally send this 

report in writing to managers of small companies and preferred oral 

discussions on the subject with them. Respondents from both sides 

(SA,4M) felt that way communications were much more frank and genuine. 

As one auditor put it, "Small size means having to do away with such 

formal~ties." 

A few auditors (3) felt irritated by other practitioners who were 

abusing of this report as a protective device; it was claimed that on 

the pretext of advising managers, such auditors included in the letter 

very serious matters that warranted an audit report qualification. In 

this context, one manager wryly observed that •probably the true 

rat~onale for the management letter ~s that some problems are too 

sens~tive for audit report readers." 

One point of difference that emerged among respondents was the 

extent to which auditors consulted with managers and staff before 

finalizing this letter. Fifteen respondents (8A,7M) said that managers 

received the report in draft form first, and that this was subJeCt to 

discussion and amendment. However, a further seven managers lamented 

that they received such a report only in its final form It seems that 

such consultancy var~ed with the trust built up between auditors and the 

particular financial managers in question. 

Overall, the letter did therefore seem to matter for both parties. 

Probably, as stated by one manager, "One sure hallmark of a growing 

auditor-management relationship is a high quality report that is used by 

management." 

(c) The Letter o£ Representation Two preliminary local studies (see 

Vella, 1988 and Farrugia, 1984 in Ss 3.6.2, 3.6.4) had already delved 
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~nto the issue of the usefulness or importance of the letter of 

representation, and indicated that most auditors found this letter 

useful. Therefore, in this study, a question was asked in two parts on 

th~s letter: the first part was made to managers so as to gauge their 

attitude towards auditors on it, and the other to both groups, so as to 

compare their frame of mind about the introduction of legal safeguards 

on representations in Maltese company legislation. 

Auditors and Shifting Responsibility To Management. The first part 

(B.3a) asked managers whether they felt that their auditors were trying 

to shift their responsibility on to them by means of this letter. Just 

over half the managers (ll) responded that they felt so, while the 

others (9) did not agree, and the opinion IASS averaged 2.60. 

It seemed that the response was divided because some, but not all, 

auditors were asking for comprehensive letters that were seen as too 

deta~led. In fact most of the managers in agreement referred to the 

undue length (6), or excessive routine details(4) asked for inclusion in 

this letter. They were also mostly convinced that auditors were 

demanding these as a ~self-protect~ve device" (6) or because they were 

"risk-averse"(2). Some (3) added that the letter clearly ind~cated 

that auditors were not sufficiently self-confident. 

"I feel that aud~tors should act more respons~bly here. There 
should be no need for us to certify practically anyth~ng 
which they have to use to build their opinion on the 
accounts." 

On the other hand, most (6) of those who did not see the letters as 

an attempt by auditors at shifting their responsibility claimed that 

the letters which they were asked to sign were generally concise and 

to the point. They viewed requests for such letters as only "fair"(4) 

or "to be expected" (3). After all, as most (5) of these managers 

added, they could understand that audit tests were limited ~n scope. 

132 



"Aud~tors cannot poss~bly go beyond sampl~ng ~n their job, and I can 

see that there will be some important areas where they need to rely 

on us.w 

Overall, therefore, the response pointed to the unfavourable 

perceptions of managers on auditors when the latter asked too much from 

these letters. 

Legislation on Misleading Representations To the Aud1tor Both groups 

were then asked (Qn B.3b) whether they thought that it was important to 

have legislation specifying that it was a criminal offence to give 

misleading representations to the auditor. This change would make 

company law in this respect at par with the United Kingdom legislation 

(CA 1985: S393). This fact was not mentioned to respondents. 

Generally, respondents (16A,l2M) considered such a change in local 

legislation as ~mportant, with no significant difference between the 

groups. The overall intensity !ASS was 3, w~th auditors reaching 3.25 

as against a score of 2.75 by managers. 

The main argument in favour put forward by both groups (9A,BM) was 

that this would lead to more attention or seriousness on the part of 

Boards of Directors in dealing with the auditor. Many (6A,6M) also 

emphasized that this was ~mportant because these assert1ons were the 

basis of the financial reports. The change would also lead to more 

awareness of the possibility of omissions that could make a difference 

to the results (3A,2M), and of the directors' legal responsibilities 

(7A). Another related argument was that such legislation clarified the 

current position, in that there would be no need to refer to the general 

laws of the country (4A,3M). 

However, there was a marked difference in the arguments put against 

such legislation by both groups. Some managers (6) stated that such a 

law would tend to reinforce the self-protective mentality of auditors. 
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For them, it was more a matter of trust than law. On the other hand, 

most auditors (5) seeing such legislation as unimportant doubted how far 

this would really be effective in making management take this letter 

more seriously. Three of these auditors added that the difficulty lay 

in proving that mangers were trying to mislead, and that the change 

would not make that any easier. 

The overall frame of mind was perhaps best summed up by one 

chairman: 

"Such a change will hopefully make management more aware that 
we are s~gning this letter not for the aud~tor's sake, but 
because we owe it to users to produce reliable financial 
statements. However, auditors will still have to be careful 
on how much detail to ask for.w 

5.2.4 Communications In The Audit Report 

This section treated with communications as seen by both parties in 

the audit report itself. One question sought to compare the meaning 

given to the message of the audit report, while the other sought the 

two parties' views towards changes in the normal contents of the audit 

report. The objective was to identify and compare the different 

perceptions and opinions wh~ch they held towards this statutory end-

product and how relevant it was to the auditor-management relationship. 

(a) Message Conveyed By an Audit Report The f~rst question (B.4) asked 

both part~es what message they saw being conveyed by an audit report. 

The meaning to both groups can probably best be summarized in two 

typical sentences, that are almost the exact words used by some 

respondents (1A,2M). To audit practitioners the auditor normally seemed 

to be saying, •z have found tha~ you can be~ieve and rely on this set of 

accounts.• On the other hand, to managers the auditor is mainly saying 

something similar, though not identical: •r have not found anything to 

bother you in this se~ of accoun~s.• An analysis of both messages now 

follows. 
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"I" Respondents in both groups emphasized on who was nthe man pass~ng 

the accounts in their professional testn (2A,lM). A number (4A,7M) 

emphasized that the credibility of the report varied with the reputation 

of the auditor. A few managers (3) added that both the local banks and 

the Department of Inland Revenue (DIR) seemed to give less weight, 

unoff1cially, to the opinions of certain practitioners. One auditor 

added that the Banks and the DIR knew who the "black sheepn of the audit 

profession were, and, apparently because they were bound by their own 

secrecy rules, they did not do anything about it. Another senior 

partner added on this that, nthis situation has been l~ke that 

throughout my long career.w 

"You" As to who was the receiver of the message, a number (16A,l5M) of 

managers and auditors specified these in their reply as one or more of 

the shareholders ( 7A, SM), in particular those not involved in 

management (3A,3M) , the DIR (8A,SM), and the banks (6A,SM). A few of 

these (3A,2M) added prospective investors, and fewer still (lA,lM), 

creditors. 

some (2A,4M) remarked the DIR was not important as a user. Two 

managers, one of whom claiming strong contacts with small companies, 

said that, unless it was qualified, a small company audit report did not 

normally mean much to the DIR : the latter often assumed that profits 

were understated for tax reasons. A few aud1tors (3) doubted how much 

expertise existed at the Department to interpret the audit report 

properly. However, the distrust held by the DIR was justified by one 

audit partner who mentioned that his firm had recently come across 

three instances of companies with clean audit reports and gross 

understatement of prof1ts. 

Other respondents (3A,3M) claimed that the message was less 

important to bankers because they used criteria other than audited 
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financial statements for granting financial facilities to clients, such 

as their personal knowledge of them. 

The above views regarding the limited weight given on the audit 

report by bankers and the DIR was confirmed in respect of small 

companies by what Galea 5t John (1990) and Magri (1991) found the same 

users were themselves say~ng with respect to such company audit reports 

(see 53.6.4). 

Managers: "I have not found" Many managers (12) emphasized that the 

message in an unqualified auditors' report was a negative one. This 

negativ~ty persisted despLte the additional statements required to be 

inserted by the CPO: the report did not detail what the auditor 

actually found in order to come to his true and fair view (1). For 

this reason some managers stated that the message looked like wa short 

conclusion to an undisclosed long essayH(l), Ha sealH (7), or even "a 

clean sheetw(l). For these respondents, in order to place any meaning 

to the message, one had to examine the accounts themselves. 

However, many (10) saw the report was more than this when it was in 

fact qualified. Then the message often became more explicit (5) or 

stronger (6), although wording controversies persisted, particularly, as 

also referred to in the literature (52.6.4), on the small company audit 

report. 

A few managers (3) also complained that audit reports fa~led to warn 

users by signalling ~mportant issues in time, such as system or 

performance weaknesses. wThe report will carry a red flag only when the 

company has already burnt ~ts fingers: it is then too late for 

everybodyw (lM). 

Auditors: "I have found that" In contrast to managers, no auditor 

referred to the negativity of the clean report, and it seemed that the 

current way of report~ng was taken far more for granted. A few (3A) 
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even emphasized that the message of the report, both if qualified and 

not, was wclear enoughw. 

Managers:" ••• anything to bother you" Most managers ( 14) also saw the 

message in an unqualified report as that of releasing users from their 

worry, and putting them more at ease. For many (9), this did not mean 

that users could become complacent but that they could go ahead with 

their enquiries about the company. As one manager put it, 

"The auditor ~ntorms users that the picture is reasonably as 
dep~cted and not substantially distorted. But these st~ll 
carry out their enquiries before judging these accounts.w 

This interpretation of the auditors' message d1ffered signif1cantly 

from that of the auditors themselves. 

Auditors:" •.• you can believe and rely" In fact, many auditors talked of 

the report doing more than this: for them, it revealed the truth on the 

accounts and increased the1r reliability. 

Many (11) talked of the auditor showing the "true" or "right" or 

even "correct" position. Furthermore, as two put it, it was a question 

of "having fa~th" or "believ~ng" in "a report of a professional man." 

Most auditors (15) also referred to the report as increasing the 

reliability of the accounts: the message was that users could rely on 

the fairness of those accounts. 

Therefore there was an assurance that the financial results and 

position were as shown and that users could act on the accounts: "Once 

he puts his name on them, the auditor makes himself respons~ble tor any 

question or figure in the financial statements" (lA). 

In summary, managers saw the report as more limited in 

influencing users than auditors seemed to expect. 

" •• on/in this set of accounts" Both groups also saw the aud1t opinion 

as restricted to a set of accounts prepared by management. Therefore a 

clean report signified to management that it had done a good 
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preparatory job (7A,9M). This was important for its image or reputation 

with all users (3A,5M). 

A number of respondents (2A,BM) still emphasized that other aspects 

of the audit were of more significance and had more value to them than 

an unqualified audit report in their in~erna~ dealings of their 

company. They gave as examples areas discussed in earlier questions such 

as the management letter, and the auditor's deterrent effects on staff. 

Therefore, the audit report was significant in the auditor

management relationship mostly in so far as it helped managers in their 

ezeernaL commun~cat1ons with the main Maltese users banks, the DIR 

and shareholders. However, particularly in small companies, the report 

seemed not to be succeeding much in building the bridge of trust and 

rel~ability with such users as professed by auditors: in fact, it 

seemed little more than a startLng-po~nt towards that end. 

(b) Changes in the Audi~ Repo~ The second question (B.S) suggested two 

changes in the audit report and sought the opinions of both groups on 

them so as to see their attitude towards change ~n this area. It asked 

respondents whether they would agree to an audit report being requested 

by the auditing profession 

i - to dist~nguish between the responsibilities of auditors and 

managers 

ii - to explain that an audit is planned and performed to obtain 

reasonable assurance that financial statements are free of material 

misstatements. 

These suggestions were in fact two of the more important changes carried 

out ~n the USA by the issue of SAS 58 (ASB, 1988c). 

Distinction Between Responsibilities The distinction between the 

responsibilities of auditors and managers was marginally favoured by 

respondents, but there was a marked d~fference between the groups, 
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with managers (17) being significantly more in agreement with the 

suggested change than auditors (5) • This was also indLcated by the 

each group's opinion !ASS, which was 2.92 overall - auditors having 

3.50 as against managers' score of 2.35. 

According to a number of respondents in agreement (3A,9M), this 

change could help to clarify matters with users, but particularly with 

management. This was because, as some (3) added, managers were often 

not sufficiently aware of where their duties lay, especially in small 

companies, where aud~tors were often also employed in other capacities, 

such as to do accounting work. However, a number of these respondents 

(2A,5M) cautioned that for the sake of increasing the understanding of 

the more unsophisticated user, the distinction would probably have to 

be a detailed one. Otherwise, some (2A,lM) claimed that it might have 

the opposite effect of increasing theLr mistrust 

On the contrary, many (10A,2M) of those not in agreement, 

particularly auditors, said that such insertions would not add much to 

the understanding of anyone and would therefore render the report 

unnecessarily longer. A few (3A,2M) felt that management should 

include such a distinction elsewhere, such as in the notes to the 

accounts (lA,lM) or in the directors' report (2A,lM). Some auditors (4) 

even stated that the current report had stood the test of time, and that 

therefore they found its format "hard to question." 

Overall, the response to this part indicated that many auditors 

found it more difficult than managers to consider changing the audit 

report - it was harder for them to question its 

means of communication. 

usefulness as a 

Explanation of an Audit The second suggested change, that of 

explaining the nature of an audit, was almost as controversial. Over 

half the respondents (7A,l4M) were in favour, and again there was a 
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significant difference between the two groups, with only 7 auditors as 

against 14 managers being in agreement. The overall opinion IASS was 

2.83 1 auditors being 3.3 and managers 2.35. 

Most of the respondents agreeing with the wording (SA,lOM) did so 

because it clarified the position of the auditor. As one manager 

stated: 

"Such an explanat~on goes beyond the mere statement of the 
true and fair view. Not all users are sophisticated, and i& 
would certainly have an impact in the local environment." 

Another manager added that it would "destroy the myth that aud~tors 

eliminate all bias from the accounts: the words 'reasonable' and 

•material' speak for themselves". A few respondents (2A,3M) stated 

that, given this explanation, many managers would understand better the 

function of the auditor. 

Most (9) of the auditors opposing this addition again brought the 

argument that there was no need to change the traditional report for 

this purpose, as it would not add much to the understanding of anyone. 

The report was not a place to educate users on the meaning of an audit 

(2A). In addition, this change might make outside unsophisticated 

users more distrustful because ~t would bring more into focus the 

subjectiv~ty of the audit process (2A). 

On the contrary, many (3) of the managers opposing this saw some 

need for explanations but stated that they were afraid that some 

auditors would indeed seek to derive advantages from this. "Auditors 

m~ght eas~ly exploit such explanatory statements to seek further 

reduction of the~r responsib~lity, such as in case they do not detect 

gross frauds" (lM). 

The response to this part continued to indicate that changes in the 

aud~t report seemed not as important to aud~tors as to managers, and 

that auditors seemed to take their current way of reporting more for 
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granted. 

It is probably true that, as stated by a manager, 

wfor many auditors, the report, rather than a l~ve 

message, is more of a traditional formula, whose or~gins 
appear to have been lost t~me ago. They do not cons~der the 
word~ng of their report as really open to question.w 

5.2.5 Auditor-Management Disagreements on Audit Reports and Auditor 

Switching 

Reference has already been made in the literature (S2.4.6) to 

evidence in other countries that auditors qualifying their opinions were 

more likely to face dismissal. In addition, it was stated in S3.6.3 

that in a preliminary local study (Mugliette, 1988) a number of audit 

respondents referred to instances where their appointment had been 

terminated after the issue of a qualified audit report. The next 

question (B.6) focused on th~s important issue to the auditor-

management relationship, ask~ng both auditor and management 

respondents whether auditors were being replaced by clients as a result 

of auditors qualifying their audit report. 

All respondents (20A,20M) stated that Maltese auditors were being 

replaced by clients, at least rarely, as a result of report 

qualifications. The frequency IASS was 2.95, ind~cat~ng that on 

average respondents thought that auditors were being replaced almost 

half the time they made a qualification. This indicative assessment, 

however, varied from 2.65 for auditor respondents to 3.25 for 

management ones. 

Many respondents claimed that some qualifications were often taken 

by management to imply an end to the auditor-management relationship 

(llA,l2M). As a result, management tended to use its influence wLth 

owners to engineer an auditor change as soon as poss~ble (9A,8A). A 

number (7A,6M) of these respondents emphasized that change occurred more 
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frequently in small companies. Most of them (4A,3M) implied that the 

managers in such companies, who were often also their owners, were much 

more sensitive than others to the tax implications of certain 

qualifications: some would even try to have their aud1tors removed as 

soon as the latter indicated that they were determined to qualify. One 

large company manager typically claimed that small company managers 

"will go to any length to find auditors to accommodate them by dropping 

such qualif~cations." In any case, particularly in small companies, 

there seemed to be a lack of that mutual respect that 

practitioners in Vella (1988, see S3.6.2) claimed to exist when 

differences of opinion arose. It seemed that fears of having to pay 

more tax were here overriding any good intentions. 

A number of respondents (9A,8M) emphasized that not all types of 

qualifications were leading to this state of affairs. Qualification 

types that were in fact specified as often leading to auditor change 

were those relating to specific control weaknesses in areas such as 

turnover (2A,3M), stock-tak1ng (2A,2M), and current assets and 

liabilities (lA, 3M). On the other hand, one qualification most 

commonly mentioned (SA,6M) as not having such effect at all was the 

small audit qualification based on the old UK "Example 6" model 

referred to in the literature (see Ss 2.6.4, 3.6.4). It seemed that 

such a report was treated like an unqualified one. As one auditor 

stated, "It ~s so much in use, no-one sees much of a difference from 

the unqualified report.• Another qualification that seemed to be 

treated in similar fashion was that of go1ng concern. According to some 

auditors (5), this interested more bankers than the Inland Revenue, and 

although common enough was often issued too late to be of any practical 

significance. 

Many respondents (8A,l2M) added that change normally took place 
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after several attempts at some type of compromise. However, there were 

also factors preventing change from happening too often. One was that 

the DIR and even the banks often demanded to know the reasons for the 

change ( 6A, 7M). It was also not always easy, in the circumstances, to 

find new auditors ready to replace the old ones (7A,4M). Furthermore, 

management disliked disclos1ng its private matters to a new auditor and 

tried to avoid need (3A,2M). 

Finally, a number (SA,4M) also referred to the preventive effect of 

the Code of Ethics of the MIA (1986: SS), which required the 

incoming auditor to communicate with the old one. However, even more 

respondents (4A,9M) questioned the effectiveness of this latter code: 

in order to practice one did not need to be an MIA member and therefore 

not everybody was subject to it. As one manager added, "In our small 

financ~al and business community, we need much more monitor~ng and 

discipline than at present." Perhaps even more importantly, the 

outgoing auditor was often unwilling to pass on to the new one many 

helpful comments (3A,4M), or, at times, even in violation of the code, 

the new auditor did not communicate at all (2A,3M). 

It is probably also true that in this microstate, 

"pract~tioners know each other too well to lodge off~cial compla~nts 

against each other• (lA) and that this causes d1fficulties to the MIA in 

exerting its discipline. An even more serious example of the 

consequences of th1s was given by some respondents (3A,2M) to this 

question. They claimed that a very small number of practitioners 

were repeatedly not fulfilling their proper duties: for an 

uncompetitively cheap fee, they were at times s1gning accounts without 

even examin~ng them at all, and nobody seemed able to discipline such 

ethic busters. 

In conclusion, therefore, Maltese auditors did seem to be facing a 
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substantial real threat from management in several circumstances that 

called for qualifications of their reports. This was particularly so 

in the case of small companies, apparently because of more management 

sensitivity to the tax consequences of the qualifications. 

5.2.6 Summary 

This section attempted to tackle the major communication issues 

between auditors and managers as seen by both parties. 

(a) The Need Both saw the auditor as needed, because, among other 

reasons, he exerted a positive Lnfluence on management and staff. 

(b) The Barriers Various communication barriers were identified, of 

which the highest overall were four: a tendency of both parties not to 

listen, the managers' lack of understanding of the meaning of 

accounting terminology, a mutual lack of feedback, and personality 

conflicts. Two other barriers were found sign~ficantly higher by one of 

the parties: these were the resistance to change by managers according 

to auditors, and the managers' view of auditors having a hostile 

attitude, particularly towards company staff. Most of the barriers 

~ndicated the need for more training in communicat~on skills to both 

parties, while others pointed to the need for more emphas~s on 

accounting education to management, or betrayed undue time pressures on 

both sides. 

(c) The Letters As for the three written communication letters, their 

usefulness could be definitely enhanced. However, while management 

letters already seemed helpful in the relationship, engagement ones 

appeared not effective enough in reducing misunderstandings. 

Furthermore, detaLled representation letters seemed to cause adverse 

reactions in management. 

(d) The Report As for the statutory audit repcrt itself, the auditor

management relationship banked on it mostly insofar as it expressed a 
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message to outside users that helped the position of management with 

them. However, managers seemed to see the existing report as having a 

more limited role than auditors did, and saw the latter as tak~ng 

their current way of reporting too much for granted. 

(e) D1sagreemen~s and Sv1~ch1ng Finally, some audit report 

qualifications often threatened, and even signalled an end to the 

auditor-management relationship: the real poss~bility of replacement 

often needed to be faced by auditors in such circumstances. This 

seemed more so where management feared that the qualifications had 

adverse tax implications. 

5.3 Independence Issues 

The main purpose of this section in the interview discussion 

schedule was to answer the investigative question: What factors are 

perceived by both auditors and managers to influence the 

independence of auditors from management? 

The interv~ewees were first asked for the views of respondents on 

listed factors which could be considered influential on auditor 

independence. This was followed by four other questions: one on the 

provision of non-aud~t services by the auditor, one on aud~t committees, 

while the final two enquired on new legislation to protect 

independence, the first question concern~ng the statement of 

circumstances, and the second concerning auditor rotation and dismissal 

on proper grounds as proposed by the Fifth EC Directive. 

5.3.1 Factors Influencing Independence 

Ten items were first listed (Qn C.l) so that both parties would 

select and discuss those factors which they considered influential on 

independence. Nine of these consisted, with a few modifications after 
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TABLE 5.2 

RANKING OF FACTORS INFLUENTIAL ON INDEPENDENCE 

Total Number Auditors Managers Ch1-squared Indicative 

Ranking of Respondents Finding Finding Test of Average 

Order Factor Finding Factor Factor Factor significance Scale 

Number Influential Influent1al Influential (5\ Level) Score 

1 Integrity 40 20 20 Unnecessary 4.90 

1 Objectl.vity 40 20 20 Unnecessary 4.38 

3 Econom~c Pressures 38 19 19 Unnecessary 4.02 

4 Tact 36 18 18 Unnecessary 3.99 

5 Technical Competence 
and Experience 28 15 13 No 3.20 

6 Standards and 
Ethical Codes 26 17 9 Yes 2.65 

7 A Sense of Ideal1.sm 23 15 8 Yes 2.43 

8 Ex~stence of 
Legal L1.ab1.lity 16 8 8 No 1.73 

9 A Public Servant 
Att1.tude 11 8 3 No 1.50 



piloting, of the more pertinent attributes found to be associated with 

auditor independence in the literature review (52.3.2 and 53.6.1). A 

tenth category was also inserted in the question to encourage 

discussion of any other factors considered influential; this 

contained no rating score and is separately considered later. However, 

taking the other nine items, these were ranked as shown in Table 5.2, 

which includes not only the number from each group of respondents 

finding that factor influential, but also the overall IASS for each item 

as well as whether there were significant d~fferences between each 

group. A synthesis of the findings on each of the above items 

now follows, in descending order of influence. In this connection, one 

can also refer to Appendix IX, which gives a further breakdown of the 

scale scores by group. 

(a) Integrity In the interview discussion schedule, this factor was 

defined, after piloting, as "intellectual honesty and non-

subordinat~on of one's JUdgment to that of others.~ As can be seen 

from Table 5.2, all respondents stated that integrity was a factor 

influential on audit independence, and it was one of the two 

h~ghest ranked factors. The overall intensity !ASS was 4.90, being the 

same for both auditors and managers. 

Respondents stressed that audit practitioners, above all, needed 

this quality. Most of them (16A,l5M) also remarked that they cons~dered 

Maltese auditors persons of integrity, although there were some who were 

not: a few auditors added that this was •as ~n any other profession.• 

Many, particularly auditors (llA, 4M) stated that for them the 

influence of this factor meant that practitioners would not give in to 

fraudulent, misleading, or even meaningless reporting or to agree to 

self-interested management viewpoints which they knew to be dishonest. A 

number, mostly managers (2A,6M), thought that most auditors, as 
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persons of integrity, would not change their opinions or judgments too 

easily, but only where reasonable or justifiable. 

Overall, therefore, the personal integrity of the practitioners 

seemed the most important positive influence on independence from 

client pressure. 

(b) Objectivity Objectiv~ty was defined in the discussion schedule as 

•a mental attitude that views events on a purely factual basis 

without the influence of one's personal feelings, opinions or 

interests.• This definition was adapted from the Concise Oxford 

Dictionary (1990). There was again no question as to the influence of 

this factor: all agreed to the influence of such an attitude. The 

overall intensity IASS was also high at 4.38, reaching 4.43 for auditors 

and 4.33 for managers. 

However, most (12A,12M) commented that, in their experience, it was 

not possible for the auditor to be completely objective, and some 

(6A,2M) attributed this to insuffic~ent evidence independent of 

management, particularly in small companies. 

blurred or known only to management.w 

There, "the facts were 

Some (4A,6M) even thought that auditors tended to become too 

attached to some clients, a few (3A,3M) referring here to the fact that, 

particularly in smaller companies, friendly or close relations h~ndered 

them from retaining their sense of detachment. One manager even felt 

that "the question ~s really how long before ~t takes auditors in such 

companies to lose their obJect~vity.• 

Overall, this psychological factor seemed also as unquestionably 

important as the previous one of integrity, 

independence. 

in relation to auditor 

(c) Economic Pressures As can be seen from Table 5. 2, 38 

respondents (l9A, l9M) saw this factor as influential on independence, 
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and there was no difference in response between auditors and managers. 

It was ranked third highest, and the overall intensity lASS was 4.02, 

being 4.1 for auditors and 3.93 for managers. 

The two respondents (lA, lM) seeing this factor as not 

influential held that independence was a question of integr~ty, and had 

no economic aspects. However, the majority (l6A,15M) took a different 

viewpoint: they stated that there were important pressures on aud~tors 

to retain particular clients when the audit fees coming from them were 

too large: the possible loss of such fees could become threatening to a 

practice. This emphasis on client fees ~n fact agreed to what had been 

indicated by some audit practitioners in a prel~minary survey by Borg 

(1983, see S3.6.1). Some respondents from both groups (4A,3M) here 

added that there was the real danger for company management to 

dominate such aud~tors: wthey may start treating auditors as the2r 

employees" (1M). Most respondents (12A,11M) wanted some limits in this 

connection to be set for the whole local profession. Emphasis was laid 

on the need for not only for the profession to set these, but for it to 

see also that they were effectively implemented (6A,5M). Some (4A,5M) 

also pointed to the need to treat differently in this respect new 

practices that were still in the process of establishing themselves: 

some (2A,2M) wanted these to be g~ven more allowances, while others 

(2A,3M) emphasized the need to mon~tor them 

Probably, it is a question of both. 

even more closely. 

A few (2A,3M) referred also to another economic factor, the added 

competition from the increasing number of auditors in the local market: 

they claimed that this was in itself making it harder for practitioners 

to remain independent of their clients. 

In general, however, it seems that economic pressures due to the 

size of the fees were considered to be only a little less influential 
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on independence than the previously discussed psychological factor. 

(d) Tact According to the Chambers• 20th Century Dict~onary (1983), 

this means "adroitness in managing the feelings of persons dealt w~th: 

nice perception in seeing and doing exactly what ~s best in the 

circumstances• (p 1316). Tactlessness has already been referred to in 

the communications section (55.2.2 (d)]. However, following the 

emphasis placed on it by the piloted respondents, tact was included here 

as an additional psychological factor to be tested for its influence on 

independence • 

Tact ranked the fourth influential factor: thirty-six respondents 

(18A,l8M) agreed to its influence, with equal response from each group. 

The overall intensity IASS was also high at 3.99, reaching 4.05 for 

auditors and 3.92 for managers. 

Many (12A,l3M) emphasized that auditors had in practice to exercise 

much tact in order to remain independent. For them, it was essential in 

healthy interactions with management. 

wThe right auditor tactics at the right time mean that the 
aud~tor is not overpowered by managers, but ~s, JUSt as 
importantly, not al~enated to them• (lA). 

"Tactfully, many managers can often be persuaded to 
improve their att~tudes towards aud~tors and fa~r f~nancial 
reporting•. (lM) 

A number (2A,4M) referred to the need to exercise tact in view of 

the particular challenges placed by a cl~ents in a small country where 

there was a h~gher possibility of close or fr~endly relationships. Such 

relationships have already been mentioned in d~scussing objectivity in 

(b) above, and will be taken up more in (j) below (other factors). 

There were also a few respondents (2A,2M) who did not see any 

relevance of tact to independence. In the opinion of three of 

them (2A,lM), independence was a question of fact, rather than 
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tact. wDiplomacy plays no part in itw (lM). 

Clearly, however, the majority disagreed: they recognized it as a 

necessary ingredient in keeping the right balance or distance in the 

Maltese auditor's relationship with management. 

(e) Technica~ Compe~ence and Ezperience Technical competence was 

defined, on the lines described by Moizer (1985, 1991) in the 

literature [52.3.2 (c)], as wthe possession by an ind~v~dual of the 

necessary expertise to discover all the s~gnificant errors and omissions 

present in a set of unaudited annual accountsw. Following the piloting 

stage, this item was combined with wexperience" because respondents were 

reserving practically identical comments and scores to both. 

The factor ranked the f~fth most influential factor: twenty-eight 

respondents agreed to its influence, with no s~gnificant difference 

between the groups (1SA,l3M). The overall intensity IASS was also high 

at 3.20, reaching 3.40 for aud~tors and 3 for managers. 

As expected from the literature [S2.3.2(c)], most auditors (10A,l2M) 

stated that they believed that the lack of this factor was in fact 

making some auditors dependent on the expertise of management. 

However, most of these (SA,BM) also argued that the presence of this 

factor could not by itself make auditors necessarily independent: they 

also had to have personal ~ntegrity. 

A minority of respondents (SA,7M) saw no relevance of this factor to 

independence. Most of them (3A,4M) believed that the latter was 

influenced solely by other factors, because all warranted auditors had 

the minimum level of expertise not to have to over-rely on management: 

if they needed, they could consult other auditors. 

However, some (lA, 2M) of those seeing technical competence as 

relevant showed their scepticism of the safety of a warrant or of the 

possibility of auditors consulting others. For example, as for the 
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latter possibility, one audit partner remarked, "I£ you need technical 

competence and experience in the rield, you will rar more l~kely seek 

help rrom your client than rrom other auditors.• 

overall, therefore, technical competence was another influence to 

consider in assessing a practitioner's independence. 

(f) Standards and Ethical Codes This factor ranked the sixth in 

influence out of the nine listed factors. Twenty-six respondents found 

this factor influential, with auditors (17) finding it significantly 

more so than managers (9). The overall intensity IASS was also high at 

2.65 , reaching 3.30 for auditors and 2 for managers. 

Most respondents (14A,SM) in favour stated that they viewed any 

professional pronouncements influential, and referred in particular to 

those issued or adopted locally by the Malta Institute of Accountants. 

However, many of these (llA,4M) added that the influence of the current 

MIA pronouncements could be much higher if they were made to apply to 

the whole Maltese profession, not just Institute members. Some of these 

respondents (SA,3M) even referred to insufficient or ineffective 

monitoring by the Institute. 

On the other hand, many managers (ll) and a few auditors (3) were 

more pessimistic: they saw standards and ethics as not influential at 

all. Most of them (2A,l0M) thought that th~s was so because, in their 

experience, practitioners who wanted to ignore them could not be 

effectively mon~tored in practice; s~milar problems have already been 

discussed in SS.2.5 with reference to the Institute's Code of Ethics. 

Additionally, a few managers (3) thought that this lack of influence 

was rather due to the MIA's approach towards the issue of such 

standards and codes. They stated that all IFAC/IASC statements were 

adopted by it •practically wholesale", and that was the root of the 

problem. 
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"Why are these assumed to be suitable in the local 
context? I believe that, before being issued, they need 
first to be carefully studied and adapted for their 
applicability to the local context• (1M). 

In any case, the experience to date appears to render managers less 

impressed than auditors at the 1nfluence of standards and ethics on 

audit independence. 

(g) A Sense of Idealism Sense of idealism was defined as "the nature of 

the auditor to pursue the appropr~ate judgments w~thout regard to 

potent~al client loss.• This def1nition was adapted from the Farmer et 

al (1987) study referred to in the literature (S2.3.2). 

This factor ranked seventh in its influence on independence, much 

behind the related psychological concept of integrity discussed above 

[in (a)]. The response to this factor was divided with most 

respondents (23) finding it influential on independence. The difference 

between auditors (15) and managers (8) finding it so was stat1stically 

significant, and the overall intensity !ASS was 2.43, auditors reaching 

3.30 and managers only 1.55. 

Respondents finding a sense of idealism influent1al stated 

mainly that to be independent, auditors needed to uphold their 

principles whatever the circumstances. However, some (5A,5M) declared 

that, 1n practice, this could be difficult to do and were convinced 

that not all auditors were in fact ready to go on pursuing judgments to 

the point of sacrificing clients for the sake of principles. 

On the other hand, most (3A,l1M) of the managers and auditors who 

saw this factor not influential stated that, in their experience, most 

auditors did their best not to lose clients. They were •pract~cal, not 

idealist~cw in their approach (3M), ready to "discuss and revise their 

views" with management (3M) especially in areas where management "knew 

best" (2M), and also to change their views where •sensible" to do so 

(4M). "To be independent does not mean that an auditor needs to 
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remain ~n a world of his own making" (lA). 

Moreover, most (2A,9M) of these respondents stated that a few aud~tors 

were known to be clearly ready to forsake all principles as long as 

they retained their clients, although two (lA,lM) acknowledged that 

"after all, in the long run, that does not pay•. 

Interestingly, one auditor even admitted that, in his work, 

"I have to accommodate some clients. This is a small place, 
and people can make life diff~cult to surv~ve." 

It is worth noting the difference in response to this item, from the one 

to integrity as discussed in (a) above, and which all respondents, 

~ncluding managers, found influential on independence. It seems that 

managers want their auditors to retain their integrity, and yet see 

managerial influence on the auditor's judgment as justifiable. As one 

manager opposed to the influence of sense of ideal~sm put it, 

"We expect our aud~tors to take seriously into account what 
we are saying and if necessary change the~r judgment - and 
that ~s really no compromise to their integrity. After all, 
with proper d~scuss~on, even our own views may change" (lH). 

However, it could be that managers are really attempting to 

rationalize their influence on auditors, refusing to admit that they may 

actually be pressing auditors towards a compromise with their 

integrity. 

(h) The Bzistence of Legal liability This factor was taken to mean the 

knowledge that the court system will make auditors accountable for their 

actions and representations. Overall, it ranked penultimate in its 

influence on independence and only a minority (16) found it 

~nfluential, with no difference between the groups (BA,BM). The 

overall intensity IASS was 1.73, auditors reaching 1.65 and managers 

1.80. 

Most (BA,lOM) of those not seeing this factor as influential stated 
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that few, if any, auditors were concerned with the poss~bility of legal 

liability. A typical comment was that "it seems that no-one as yet 

believes that one will poss~bly be sued." Some (3A,SM) suggested that 

the probable reason for this attitude was that there had been no decided 

court cases to date that tested auditors' liability to third part~es. 

Some respondents (3A,2M) added that in fact little resort was made to 

the courts as far as professional work in general was involved, even in 

the case of other more traditional professions; this situation did not 

change noticeably as a result of compulsory indemnity insurance cover 

being required by the APA (Section 11) for auditors in 1986 (2A,2M). 

In contrast, most (4A,SM) of those respondents finding this factor 

influential argued that they felt that there were risks involved and 

that these bore some practical influence: as a few (2A,2M) added, 

auditors still retained these risks at the back of the~r mind because 

they feared being discredited, particularly with the banks and the DIR. 

However, generally treating legal liability as little influential 

on independence was much in line with the response to the ~tern of public 

servant attitude, discussed next. 

(i) A Public Servant Attitude This factor was defined as "the 

auditor's sense of serving all interested parties and not anyone ~n 

particular.• It ranked the last of nine items in its influence on 

independence, with only eleven (8A,3M) finding this attitude as 

influential, and no statistical difference in response between the 

groups. The overall intens~ty IASS was 1.50, auditors reaching 1.70 and 

managers 1.30. 

The main argument of both groups (14A, 11M) was that this attitude 

was largely irrelevant and that it did not affect independence because 

auditors could not possibly cater equally in their work for the needs of 

all potential users of their reports. Most of these respondents 
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(10A,9M) emphasized that auditors in fact often kept in mind serving 

the company itself and its shareholders who appointed them. A typical 

comment was that wsuch an attitude does not exist: other parties besides 

the company are served only indirectly, and you do not feel as ~f you 

are working on their behalf at all" (lA). 

However, eight auditors and three managers were of a different 

opinion. They felt that auditors needed to balance the shareholders' 

interests with those of the other users, and that this need was a factor 

pressing them not to be unduly influenced by their client. Two auditors 

emphasized that this was the rationale of a public warrant. However, 

some of these (4A), all auditors, added that they felt that although 

users were not yet insisting enough for their rights, the situation was 

changing and that they therefore felt that this attitude would become 

much more influential in future years. 

As yet, however, other external parties beyond shareholders seemed 

to be exerting min~mal influence on the auditor's independence. 

(j) Other inf~uentia~ factors Other factors were also included by 

respondents as influencing independence. 

One negative influence that was commonly mentioned by respondents 

here, besides being already referred to ~n (b) objectivity and (e) tact 

above, was that of close relationships. Most respondents (llA,l4M) 

referred to the fact that, in a small country like Malta, there was more 

probability that clients knew their auditors on a personal, business or 

social level, and that this was therefore a potent~al threat to 

independence (SA,lOM). This was more part~cularly so in small 

companies, where sole practitioners often performed all the work. 

(6A,4M) 

A particular problem referred to here was that of blood 

relationships. As previously stated in 53.4, there were no blood 
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relationship restrictions applicable to private exempt companies: here, 

a number of respondents (llA,lOM) referred to the existence of such 

relationships as a widespread problem affecting independence, and 

wanted the law to be more restrictive. Some auditors (3), audit firm 

partners (2) and a sole practitioner, thought that it was a particular 

problem among sole practitioners, particularly ~n the~r initial years, 

and two added that their audit firm could and did tackle such a problem 

by seeing to it that no partner or staff connected with any client job 

was related to any official of that client, even if that was a private 

exempt company. 

A few respondents (2A,lM) also referred to fear of loss of 

reputation as an added factor affecting independence: they claimed that 

the more reputable firms avoided over-dependence on management so as 

not to incur such a loss either among clients (lA) and report users 

(lA,lM). However, two of these respondents (lA,lM) also indicated that 

auditor reputation was not generally a priority concern, at least in the 

context of independence. 

5.3.2 The Provision of Non-audit Services 

The next question (C.2) related to the provision of non-audit 

services by the auditor. The few specific limitations ~n this respect 

in Malta have already been described in S3.4, and this question was 

placed here in order to find out whether this factor was felt locally to 

affect auditor independence from management. Respondents were f~rst 

asked for their general views on the provision of non-audit services 

(C.2a). This was followed by a request for views in respect of 

particular services (Qn C.2b). The final part of the question (C.2c) 

was then aimed at identifying steps that could be taken in this area -

it sought respondents' views on proposed new requirements. 
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(a) General Views on ~he Provision of Non-audi~ Services Many 

respondents (13A,12M) were not in favour of the auditor providing all 

kLnds of non-audit services, and there was no significant difference 

between respondents in this regard. The overall opinion IASS was 2.7, 

being 2.75 for auditors and 2.65 for managers. 

Many (8A,6M) of those not in favour were of the opinion that the 

provision of certain services could cause the auditor particular 

problems. He might become too complacent (2A,lM) or fLnd himself in 

conflicting situations, where the auditor would have to wact as his 

own Judgew(SA 1 4H), or would have to wconceal his own incompetence" 

(lA,lM). However, while restrictions in the provisions of some services 

were essential, this was often uneconomical or impracticable in smaller 

companies (4A,2M). 

In contrast, many of the respondents in favour of the provision of 

all kinds of other services, mostly managers (5A,7M), felt that 

auditors were trustworthy or competent enough to remain independent when 

they performed such services. A few (2A,lM) reiterated what had been 

stated Ln 55.2.2 (e) that they felt that the provision of such services 

in fact helped to establish more trust between auditors and managers. 

Moreover, most auditors in favour (4A) also stated that companies Ln 

Malta were not that large, and that therefore such a separation of 

functions would probably be too expensive to clients. A number of audit 

firm partners (3A) added that the fact that they had offshoot companies 

owned by them that offered services to audit clients was enough of a 

Chinese wall to safeguard independence, because these companies acted 

separately of the audit firm and had different employees. However, 

other respondents (2A,1M), including both an audit firm partner and a 

sole practitioner, referred to such an arrangement as wartif~cialw or 

wmerely cosmet~c.w The two auditors stated that if future regulations 
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would still allow such arrangements, the sole practitioner, who often had 

no offshoot companies, would be discriminated against. 

At this stage, it appeared overall that, while the issue of non

audLt services was controversial even locally, preference would be given 

by the majority towards restrictions in some services only. However, it 

was as yet unclear where such restrictions were mostly preferred, and 

this was taken up by the next part of the question. 

(b) Views on Particular Services Respondents were asked for their views 

on the provision of particular services: two of these had been those 

indicated in a preliminary study to be mainly provided in Malta (see 

Borg, 1983 in 53.6.1), that is, tax advice and financial accounting 

services, while another - executive recruitment for clients - was 

claimed by two pilot respondents as a relatively new service the 

provision of which was particularly controversial with respect to 

auditor independence. In addition to comments on these services, 

respondents were asked to comment on any other particular services they 

wanted to. 

The Provision of Tax Advice Almost all respondents (20A,19M) found no 

objection to the provision of tax advice by the auditor, and the overall 

opinion !ASS and the average one of each group was 1.75. Most 

(1SA,14M) added that an auditor was usually the most su~table person to 

give such advice, because he already knew much about the company in his 

work: "After all, he is normally the best man around to provide an 

effective and cost-eff~cient service" (lA). The general attitude by 

auditors themselves seemed to be, as one auditor put it, weo give good 

tax avoidance advice in order to help cl~ent as much as poss~ble, while 

remaining on the right side of the law.• A number of auditors (9) also 

claimed that this service by the auditor was a spur for clients to be 

wpersuadedw or winfluencedw to abide with the tax law. As one auditor 
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said, "Were ~t not for the auditor acting as a tax consultant, most 

clients would be evading tax." 

Only one manager disagreed with auditors prov~ding tax advice, and 

he disagreed only where sole practitioners did such work . 

"Sole pract~tioners tend more to adopt the mentality of a 
cl~ent's advocate and this eas~ly spills over to the auditing 
work ~tself. Moreover, unlike audit firms, they often find 
it more difficult to have somebody else doing the tax work 
for them." 

However, 1n general, tax advice seemed to be taken as a service to 

be expected by both parties out of all auditors. 

The Provision of Financial Accounting Services Most respondents 

(13A,12M) were not in favour of auditors providing financial accounting 

services, and there was no significant difference between the groups in 

this view. The overall opinion !ASS was 3.3, being 3.4 for auditors and 

3.2 for managers. 

Those not in favour were mostly emphatic on the need for an 

independent •second opinion• (SA,4M) or for the auditor not to be 

"his own ;udge"(4A,6M): they also felt that such an opinion was not 

possible unless accounting and auditing functions were given to 

different pract~tioners. Various conflicts of interest would remain 

possible unless such restrictions were made (2A,lM). Two (lA,lM) also 

saw particular dangers to auditor independence where practitioners 

sought regular accounting work from audit clients simply to keep staff 

busy at a time of year when the audit work was at a low. 

However, some respondents not in favour (2A,lM) still emphasized 

that financial account~ng services should be allowed on a temporary 

basis where the company's accountant has left and not yet been replaced 

(2A,lM). Others, also not in favour (6A,3M), reiterated, as in the 

response to Part (a) of the question, that in case of smaller 

companies, exceptions could be made to allow even such services, as this 
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was clearly more economical or practicable. 

On the contrary, most (5A,6M) of those who agreed to the provision 

of such services found it unnecessary to have it abolished. A number 

(5A,6M) referred, as a few auditors had done in Part (a) of the 

question, to the fact that many auditors were already ensuring any 

necessary internal controls in their practices, such as avoiding 

conflicts of interest by segregating staff that was doing accounting 

from that doing aud~ting work. Some (5A,2M) felt that the provision 

of accounting services gave auditors invaluable insight for audit work, 

while for a few others (3A,1M) it was often much more economical to 

leave both functions in the same professional firm. 

Nonetheless, overall practitioners seemed more willing to accept 

restriction on this service than 1n others, and therefore this area is 

probably the least controversial to start from if any form of 

regulation were to occur. Given the contrary previous indications by 

audit practitioners in Borg (1983, see S3.6.1) that it was appropriate 

for auditors to participate in the preparation of the accounting records 

of their clients, it also seemed that practitioners were even more 

willing to accept this than before. However, as will become more 

evident later [S5.5.4 (a)], an exception still needed to be made in the 

case of small compan1es. Perhaps even here the influence of UK 

practices was evident, as in the UK the preparation of a company's 

accounting records was restricted in public companies as described in 

the literature [S2.3.3 (b)]. 

Executive Recruitment For Clients Many respondents (14A,14M) found 

nothing wrong with the provision of such a service. The overall opinion 

!ASS was 2.58, and there was no significant difference between the 

groups, auditors being 2.7 and managers 2.45. Many managers (12) 

thought that often auditors were most wf~t", "trustworthy", "expert" 
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or "competent" for this, a few (SM) adding that the company reduced its 

risks when it relied on them. Many audLtors (9A) also thought that 

there was nothing wrong in auditors doing this, as long as the top 

management continued to take the final decision. They were trustworthy 

enough (SA), or had sufficient integrity (4A). 

Many of the respondents (6A,6M) who disagreed stated that they 

viewed such work concerning managerial posLtions as leading to a 

reductLon in auditor independence. Only a few (3A,lM) expanded on thLs, 

saying that they felt that with such a service there was a greater 

possibility of too close relationships being established. 

However, response indicated that both parties were not generally so 

concerned with independence considerations: for many, auditors were 

trustworthy enough to be in a position to help managers Ln takLng such 

important decisions. 

Other services Provided By Auditors Services opposed by some 

respondents were in fact financial advisory services (2A,lM) and 

secretarial services (2A,2M). Provision of financial advisory services 

could deter the audLtor from commenting on the adverse performance of 

the company in the area covered by the advice (2A,lM), while secretarial 

services could result in audLtors adopting a "dependent" or 

"employee" mentality (lA,lM). In contrast , many respondents did not 

list any services at all, with some adding that they felt it "natural" 

or •cost-effect~ve" for auditors to offer services which did not 

tantamount to their taking executive decisions in the company (3A,4M), 

or which audLtors were competent enough to offer (2A,3M). 

Overall, there was no other service opposed by more than any four 

respondents, and this continued to indicate that, with the exception of 

financial accounting services, no non-audit services currently 

provided seemed to be of much concern to respondents with respect to 
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independence from clients. 

(c) Restriction or Disclosure of Non-audit Services The final part of 

the question proposed two alternative requirements on non-audit 

services, that were proposals made in recent American literature [see 

S2.3.3 (b)], with some adaptations following the piloting. Respondents• 

views were sought on these requirements. 

Restriction of Other Services To Non-audit Clients This alternative 

would restrict non-audit services to non-audit clients in the case of 

public companies and those with a significant public interest. The 

latter companies were defined ~n the interview discussion schedule (see 

A pp VI) as w fiduciary companies and government-controlled 

companies and corpora~ions.w On their part, "fiduciary compan~es" 

were defined in the same schedule as "those eo which eh~rd party or 

publ~c funds are entrusted, such as banks." 

Most respondents (12A,16M) did not agree to such a 

restrict~on of non-audit services, with no significant difference 

between auditors and managers. The overall opinion IASS was 3.10, being 

3.05 for auditors and 3.15 for managers. 

Most (SA,lOM) of those not in favour saw such a restriction 

as unnecessary. A number of them (3A,5M) repeated the reasons given 

earlier, mostly in respect to the provision of accounting services in 

(b) above, that there were good internal controls within the practices 

themselves or that such services gave useful insights to auditors. A 

few (4A,2M) emphasized that such a general restriction was not 

cost-effective, even in larger companies. Some others (4A,5M) pointed 

out that they would be ready to accept such a restriction if it was 

limited to the provision of accounting services, already discussed in 

(b) above. 

Most (7A,3M) of those in favour of carrying out restrictions saw 
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this as necessary for the appearance of independence or to help maintain 

the necessary standards. However, a few also pointed out that they were 

still concerned as to the cost-effectiveness of such restrictions. 

Disclosure of Non-audit Services The second alternative proposed not 

placing any restrictions as in (i) but requiring, instead, full 

financial statement disclosure of such services by the auditor. Most 

respondents again disagreed (l2A,l3M), with no significant difference 

between the groups. The overall opinion IASS was 3.15, being 3 for 

auditors and 3.3 for managers. 

Of the auditors who disagreed to such a disclosure, most (9) were 

afraid that users of financial statements would interpret this wrongly 

and that this would "reduce the credibil~ty" or make them "doubt the 

integr~ty" of the auditor. Additionally, many (8) of the managers who 

disagreed saw no need to provide auditor-related information to users, 

two adding that anyone really 1nterested could enquire directly with 

company management, as banks sometimes did. In contrast, a few other 

managers (3) disagreed because they saw the measure as not strong enough 

to effect independence in fact. 

On the other hand, most respondents (6A,4M) who agreed stated that 

disclosure satisfied users' right to know without placing too many 

restrictions: ·~t is a practicable non-restr~ctive system • (lM). A few 

managers (3) added that this would make aud1tors more aware of the need 

to retain their independence 1f they wanted to remain reputable. Others 

(3A,3M) saw this as a minimum in small companies where it was often not 

practicable for these non-audit services to be carried out by someone 

other than an auditor. 

In summary, neither auditors nor managers seemed to see much need 

for either a general restriction or a disclosure on non-aud~t services, 

even though such measures are limited to public and public interest 
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companies. This is in line with the response to the earlier parts of 

the question: overall, for many respondents, the prov~sion of most non

audit services scarcely seems to beckon change, as it has little 

relevance to aud~tor ~ndependence. 

5.3.3 The Introduction of Audit Committees 

In the literature [52.3.2 (e)], audit committees were described by 

Farmer et al (1987) as a third party influence on auditor independence. 

such committees are as yet not introduced ~n Malta, this potential 

influence was therefore treated separately by the next question (C.3), 

which asked for respondents' reaction if such committees, as defined 

in the interview discussion schedule (App VI), were introduced as 

financial report~ng watchdogs and buffer between auditors and 

management in the case of public companies and those with a significant 

public interest. 

The views of both auditors and managers showed no significant 

difference: most respondents (llA,l4M) were favourable to the 

introduction of such committees, and the overall opinion IASS was 

2.58, being 2.7 for auditors and 2.45 for managers. However, the almost 

divided response on the part of auditors was consistent wLth what 

Borg had indicated in 1983 (53.6.1). 

Most of those favourable to the introduction of committees (lOA,llM) 

thought that these would lead to a more independent audit. Such 

committees could act as a check against pressures on auditors by 

managers, particularly by those with a dominating personal~ty (6A,3M). 

Reference was commonly made to the fact that such committees could 

review and even recommend action to the Board of Directors on matters 

related to the auditor's appointment or its termination, such as on 

remuneration (3A,2M), services to be provided (4A,lM), disagreements 

particularly with the main executives (5A,4M), and on a lack of 
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cooperation with auditors on the part of management and staff (3A,lM). 

Such non-executives committees could therefore also improve the 

auditor-management communication (2A,3M). "Aud~tors would not have to 

deal w~th too many d~rectors on the main board who are often at present 

too busy do~ng other businessw (lM). Here a number (8A,4M) also 

referred to the implementation of the letter of weakness: it stood a 

much h~gher chance of being quickly implemented with the presence of 

such a watchdog. 

However, many (7A,6M) of the respondents in favour stated that such 

committees would yield positive results only ~f the persons appointed in 

them had sufficient professional expertise. A few (2A,2M) doubted 

whether enough persons of the right calibre could be available locally. 

Most (7A,2M) of those who did not agree to such committees felt 

that such an idea would not be implemented well, particularly in 

government-controlled companies, because the appointed people would 

probably not be of the right calibre. A number (6A,3M) felt sceptical 

of comm~ttees in general, stating that these would end up being 

bureaucratic- wasting too much time (SA,lM), or even spl~tting the 

board (1A,2M). A number (4A,3M) felt that there would be better results 

~f, instead, internal audit sections were established that would help 

external auditors by reporting more frequently to the Board of 

Directors. Finally, a few (3A,lM) felt that a prior~ty was the 

appointment of a higher cal~bre of directors to the Boards in the first 

place. 

It is to be noted that, although no respondent referred to such a 

possibility, this committee made up of non-executive directors would 

probably be the opt~mal venue for proper act~on on the deta~led report 

by auditors proposed by the Fifth Directive. This report, which has 

already been referred to in 53.5.2 (a), relates to the results of the 
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auditors• work and their ~rnportant observations on the company. 

In conclusion, most respondents considered that the appointment of 

such committees could be a posit~ve step towards improving auditor 

independence, but that their projected success seemed to hinge on 

whether suitable people would be found and asked to JOin such 

committees. The Maltese accountancy profession, particularly the MIA, 

w1.ll probably do well to foster member interest in this 

direction. 

5.3.4 Legislation Protecting Independence 

The next two questions (C.4 and C.S) gave examples of 

legl.slation that may be considered protective of auditor independence 

and asked respondents on their opinion as to their introduction. The 

objective was to see how far both groups wanted such tighter laws in 

order to enhance auditor independence. 

(a) A Statement of Circumstances The f1.rst question (C.4) 

specifically asked whether an auditor should be required to make a 

Br~tish-type statement of circumstances, as defined in the ~nterview 

discussion schedule (App VI), to his client company, the Registrar of 

Commercial Partnerships and, if considered necessary by him, to company 

shareholders, irrespective of whether he resigned, was d~smissed or did 

not seek re-appointment. 

Most respondents (14A,l6M) agreed to such a requirement, and there 

was no significant difference between the groups. The overall opinion 

IASS was 2.24, with auditors being 2.28 and managers 2.2. Many 

(SA,lOM) felt that this would strengthen the position of the auditor as 

regards independence; a number (7A,7M) specified that the auditor would 

be protected against unfair dismissal. Some, mostly auditors (7A,4M) 

saw this new prov~s~on as important because they considered 

insufficiently effective the letter of etiquette or "clearance letter" 
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required by the code of Ethics of the MIA (1986: SS). Many (5A,4M) here 

repeated what has been already laid out in 55.2.5, that the 

Institute could not effectively monitor defaulting members. Other 

respondents (4A,3M) stated that with such a statement management would 

probably exert less pressures on the company to dismiss auditors. 

Unfair dismkssals would become more easily known outside the company 

(2A,2M), and even new potential auditors would think more seriously 

before accepting appointment in such circumstances (lA,lM). 

on the other hand, most (6A,lM) of those not agreeing to this 

statement feared increased court action by client managements for 

claimed defamatory matter, or the difficulty of ensuring a clear, non

controversial statement. Some (4A,3M) saw no need to send such 

information outside the company, and were mostly (3A,2M) afrakd that 

this would lead management to mistrust because of the possibility of 

auditors disclosing to outside parties. 

The overall response to this question indicated that most 

respondents wanted to tighten the legal framework in such a way as to 

bring the regulation of the termination of the auditor's appointment 

more ~n line with the UK one. 

(b) Audieor Roeaeion and Dismissal on Proper Grounds The next question 

(C.5) asked respondents on the introduction of the proposals in the 

draft Fifth European Directive on Company Law Harmonization (see 53.5.1) 

that: 

i - the auditor be appointed for a 3-to-6 year period, subject to 

re-appointment and therefore a maximum period of 12 years; 

ii - his dismissal within his period of appointment to be only on 

"proper grounds" either in general meeting or by the commercial Court 

or similar administrative authority (eg Registrar of Commercial 

Partnerships) on application by the board of directors, a director or 
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one or more shareholders. 

As regards proposal (i), respondents mostly (l3A,l2M) did not agree 

to such a rotation system, with no significant difference between 

auditors and managers. The overall opinion lASS was 3.03, being 3.10 

for auditors and 2.95 for managers. This overall unfavourable reply 

confirmed the indications given by Borg in 1983 (see S3.6.l). 

Most were against such a system because this would commit audLtors 

and managers unnecessarily to the termination of sound relationships, 

often built on trust over the years. 

wonce you know the history of an enterprise, you can g~ve it 
good advice. It takes years for an aud~tor to build up the 
experience" (lA). 

The lack of familiarity of new auditors with the company led to 

several disadvantages, including extra costs in the search for evidence 

(2A,lM), and much more emphasis on trivialities (2A,3M). A number 

(6A,3M) of respondents stated that they preferred that the audit 

partner or, at least manager, on the job would be changed. Also, 

according to a few audLtors (2A), most prLvate company managers did 

not like having to divulge their affairs to different, transient 

auditors. 

On the contrary, those in favour mostly spoke of the need to 

eliminate auditor complacency (4A,3M), or to make easier for the 

maintenance of a standard of independence (2A,3M). Some (4) managers 

were of the opLnion that wa new broom will sweep clean." 

As regards proposal (ii), respondents (l3A,9M) were marginally in 

favour that dismissal should occur in such a manner, with no 

significant difference between auditors and managers. The overall 

agreement lASS was 2.78, auditors being 2.65 and managers 2.9. 

Most respondents in favour thought that such a provision would 

reduce management pressures on auditors, particularly where the 
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auditor's opinion was in conflict with that of management. Such a 

provision would help dismissal to be done for serious reasons, and even 

reduce inter-auditor "poach~ng." 

Most of those not in favour felt that the client freedom to change 

to auditors who give the best possible service was more important 

(4A,6M), or that large problems would arise in interpreting what were 

•proper grounds."(2A,3M). Others (1A,3M) said revealing reasons to the 

person or body who needed to decide would often worsen any existing 

tensions and animosities between auditors and managers. Examples given 

were personality problems on the part of the auditor or his staff (2A), 

and even professional ~ncompetence (lA). 

The overall response to both proposals indLcated that, although, 

as shown also in the previous question (C.4), most respondents were in 

favour of a tighter legal framework so as to improve auditor 

independence, they found such proposals, going beyond existing UK 

requ~rements, more controversial. 

5.3.5 Summary 

This section studied the factors perceived by both partLes to 

influence auditor independence of management. 

(a) The Nain Znfluen~ial Fac~ors The independence of auditors was seen 

to be most highly influenced by their integrity and objectivity and, 

to a lesser extent, by the economic pressure of large fees coming from 

particular clients. 

Tact, technical competence and experience were also important for 

independence, but other factors - standards and ethical codes , and a 

sense of idealism - were considered significantly less influential in 

practice by managers than by auditors. Managers particularly 

considered the local monitoring of standards and codes as largely 

ineffective, and perceived some practitioners ready to forsake 
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principles for the sake of retaining their clients. 

The relatively low influence of third party factors - the public 

servant attitude and the existence of legal liability - also indicated 

that, except perhaps for shareholders, part~es external to the auditor-

management relationship were exerting 

independence. 

minimal influence on 

Finally, the ~nfluences of close, friendly relationships particularly 

in small companies, including blood relationships in private exempt 

ones, were also identified as peculiar factors in this microstate. 

(b) Non-Audi~ Services The provision of such servLce was not 

considered a partLcular problem for independence with the exception 

of accounting services, unless the latter was provided on a temporary 

basis or for small companies. Other non-audit services, including 

executive recruLtment for clients, were generally unopposed. As for 

tax advice, auditors were even expected to provide this servLce. In 

general, regulating non-audit services was therefore generally seen as 

unnecessary or even harmful. 

(c) Audi~ Commi~~ees The appointment of such committees was seen as 

positively helping auditor independence provided that suitable persons 

could be found to run them. 

(d) Legisla~ion Respondents wanted to tighten up the law relating to 

independence by the introduction of the UK-style statement of 

Circumstances. However, going beyond the UK model appeared more 

controversial: auditor rotation was opposed and the proposal for 

companies to forward proper reasons for their auditors' dismissal, was 

only marginally accepted. 

5.4 Management Fraud Issues 

The objective of the questions in this section was to exam~ne the 

major issues faced by the auditor in most cases where management 
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deliberately acts irregularly. From the in~t~al piloting it was thought 

that many respondents would probably be unwilling to divulge details 

on specific fraud cases which they had experienced, and therefore the 

interview questions were drawn up to answer generally the 

investigative question: What role do both parties consider the auditor 

is playing and should play in respect of management fraud? 

In order not to impair discussion, fraud was defined widely as Nthe 

use of deception to obtain an unjust or illegal advantage, ~ncluding the 

~ntentional distortion of financial statements and the m~sappropr~at~on 

of assetsN (App VI). 

5.4.1 The Detection of Fraud and Auditing 

The first question (D.l) asked what led to the detection of 

management fraud. This question sought to find out whether auditing was 

considered 1mportant in management fraud detection, particularly s~nce 

doubts had been expressed in the l1terature as to how effective 

auditing was in this respect (see 52.5.2). 

Most managers and also a number of auditors (9A,l4M), in fact, said 

that fraud detect~on came only rarely through the auditor (Nrevealing 

the t~p of the icebergN (3M)] while a few respondents (3) even claimed 

that the auditor was never a source of fraud detection, but only 1ts 

deterrent. Some, mostly managers (2A,6M), claimed that when auditors 

d~scovered fraud, this was generally accidental: 

Nit is not from his tests that an auditor at times detects 
such frauds. It is rather from unexpected events occurring 
when on the client's premises or from unusual information 
given by mistake by managers themselves when ~nteracting w~th 
h~mN (lM) • 

Auditors did not emphasize fraud because they were not bloodhounds 

(5A,4M) and normally took a neutral attitude particularly as regards 

management honesty (3A,4M). A few respondents (2A, 3M) even added that 

auditors could not carry out deeper investigations because they either 
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did not understand enough about the company's business (2A) or did not 

have sufficient time to carry out such investigations (3M). Not being 

present throughout the year, they often missed out important clues in 

small companies (2M) such as •telling family disputes• (lM). some 

respondents (2A,3M) added that, in any case, auditors were often in too 

close a relationship with management, and, as a result, found it 

difficult to take "rigid", wf~rm", "clear" or "uncompromising" stands 

when management wanted, for example, to misstate financial statements. 

Many respondents, but more managers (lOA,lBM), stressed that, after 

all, most frauds were discovered accidentally. Commonly, many managers 

(13) stated that it was the case of one manager casually following up 

some query from outside the company, often in the absence of the manager 

perpetrating the fraud (l3M). Respondents from both groups (l2A,9M) 

also stated that detect~on was brought about as a result of inter

management dissension, particularly (2A,6M) if the collusive circle 

became too large. 

Interestingly, many managers (l2M), as against only a few auditors 

(2A), stated that good internal controls, particularly management ones, 

also played a role in the detection of management fraud, although most 

of these managers (7) added that such controls were far more 

~mportant for the prevent~on of such fraud. Two stated ,as an example, 

that an inappropriate segregation of duties often made ~t easier for a 

senior manager to override procedures and commit fraud. Finally, a 

small number of respondents (2A,2M) thought that employees often came to 

suspect senior management fraud and spread rumours within their 

company, putting aud~tors (2A) or other managers (2M) on the enquiry. 

As one manager emphasised, "one common difference in a small country is 

that indicators like extravagant lifestyles of those committing the 

fraud are easier to f~nd out.w 
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overall, however, no respondent attached much importance to the 

existing role of the auditor in management fraud detection. 

5.4.2 rnternal Controls and Fraud 

The next question (0.2) treated the need for legal requirements 

relating to internal controls and an increased role for the auditor in 

this respect. Its objective was to see, beyond the attitude of both 

parties towards changes in this area, whether such changes were 

considered important and beneficial as aga~nst management fraud. The 

question concentrated on those companies which were of direct 

interest to the public and therefore more subject to outside concern, 

that is, public companies and those with a signif~cant public interest. 

(a) A Proper System of Controls Part a.i of the quest~on asked whether 

in such compan~es management needed to be specifically required by law 

to maintain a proper system of internal controls in addition to proper 

books of account. There was no s~gn~ficant difference in the response 

of auditors and managers - most respondents in both groups (l2A,l7M) 

agreed to such a requirement and the overall opinion lASS was 1.95, 

being 2.30 for auditors and 1.65 for managers. 

Many of those in favour thought that such controls would be 

"effective in preventing fraud" (9A,llM), or would "lead management to 

be more careful" (2A,SM), or ·~ncrease public trust• (3A,4M). However, 

they often (SA,lOM) mentioned the need for the law to clarify what was 

meant by "proper• internal controls; a few (3A,4M), although agreeing in 

principle, felt that the law could not achieve such a clarification. 

Add~tionally, some (SA,2M) of these respondents thought that it would 

also be helpful if the law was more stringent on what were proper books 

of account, which were previously referred to in 53.4. They wanted the 

law to require that records and details be kept even of the end-of

year stocks held by the company. 
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On the other hand, those not in agreement (8A,3M) saw no need for 

legislation, mostly (6A,2M) because they felt that the management in 

such companies already generally felt that it was in its interest to 

install internal controls and that there was no need to impose this. 

Nonetheless, in general, such a legal requirement was considered 

worthwhile for the prevention of fraud. 

(b) Addi~ional Sanagemen~ S~a~emen~s Part a.ii of the question then 

asked for the opinion of both groups as to requiring the following 

statements Ln the directors' report or Ln a separate additional report 

(i) an acknowledgement by management of ~ts responsibility for 

preparing the financial statements and maintaining a proper system of 

~nternal controls. 

(iL) an assessment of the effectiveness of internal controls and how 

management responded to any material weaknesses identified by the 

auditor. 

These proposed requirements were substantially similar to the 

proposal by an American Comrn~ssion (NCFFR, 1987) already referred to in 

52.5.3. 

Management's Acknowledgement of Responsibility This first statement had 

21 respondents Ln its favour, but there was a significant difference 

between the response of managers and auditors. Most managers (14), as 

against only a few auditors (7) were in favour and the opinion IASS was 

2.82 overall, with 3.25 for auditors and 2.4 for managers. 

Those in favour argued that such an acknowledgment clarified matters 

and made directors more aware and careful of their duties. However, 

most (12A,6M) of those not in favour claimed that such statements would 

be misunderstood by users as an indication that fLnancial statements 

were not reliable, or that the auditor was not taking full 

responsibility for his opinion on the accounts. 
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In addLtion, a number of respondents (9A,SM), while seeing such a 

new requirement as beneficial, stated that, for clarity purposes both to 

management and to outside users, this needed to be accompanied by 

another requirement already discussed [55.3.2 (b)]: the prohibition of 

the provision of financial accounting services by the auditors of such 

companies. 

Overall, however, auditors were here clearly more pessimistic than 

managers that such an acknowledgement would indeed be of overall 

benefLt• 

Effectiveness of Internal controls and Response To Auditors This second 

statement assessing the internal controls and management's response to 

any material weaknesses identified by the auditor was also a 

controversial question. Just over half the respondents (llA,llM), were 

in favour of this requirement, with no response difference between the 

groups. The overall opinion lASS was 2.8, aud~tors showing slightly more 

disagreement at 2.95 as against managers' 2.65. 

On the one hand, most respondents in favour (6A,l0M) thought that 

this would help prevent the incidence of errors and fraudulent 

activities, mostly (4A,6M) because the management team would feel 

pressures to devote more attention towards improving internal controls, 

once it knew that such information was to be more in the public eye. 

As one auditor put it, wit made management more accountable.w 

On the other hand, most (8A,6M) of those not in favour did not refer 

to such pos~t~ve effects but were concerned that, as in the case of the 

previous statement, this would give rise to user misunderstandings 

(3A,4M) and even harmful shareholder over-reactions (3A,2M). Some 

managers (3) even felt that by pointing out the weaker control areas one 

might actually help to generate new employee irregularities. 

Interestingly, in their reply, most respondents in favour (8A,10M) 
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also ~ndicated that they wanted the directors' report to be expanded 

beyond the present requirements to include, besides the information 

referred to in the question, that at present being provided optionally 

by a few interested compan1es. Common examples included an outline of 

the year's events (SA,4M) and the prospects for the following year 

(6A,3M). 

In general, while both the required statements in Part a of the 

question were marginally considered beneficial, the fact that no similar 

changes had been made in the UK seemed to render them as yet too new to 

be read1ly acceptable to respondents. 

(c) The Ro~e of ~he Audi~or Part b of this question then asked 

respondents about the role which they saw for the auditor ~f the 

requirements in the preceding parts were to become law, with the 

required statements in a.ii forming part of an enlarged d~rectors' 

report. 

Regard~ng the requirement in Part a.i, most respondents (12A,14M) 

felt that such a spec1fic legal provision on internal controls d1d 

not need to be accompanied by any changes to the auditor's present 

practice - that of not testing in detail the system of internal controls 

unless this was intended to be relied on. A common comment (9A,7M) was 

that the auditor was already doing sufficient reporting at present in 

this area by means of his letter of weakness to senior management. A 

few (4A,3M) thought that auditors should present this letter to the 

annual meeting of shareholders, but others (2A,2M) feared that this 

could be a source of unnecessary controversies at such a meeting. 

As for the required statements in Part a.ii and their forming part 

of an enlarged directors' report, most respondents (12A,l5M) felt 

that, particularly if in any way enlarged, the directors' report needed 

to be reviewed by the auditor for consistency in the areas relating to 
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financial statements. This would bring the auditors' duties in line 

with existing UK law and EC Directives [see 53.5.2 (b)]. 

However, most (10A,9M) emphasized that if those particular 

statements required in Part a.ii came into effect, the auditor should 

not actually extend his current level of tests because of them. 

They were clearly willing to effect change only up to the point of 

bringing the local position in line with the existing UK one. 

On the contrary, a minority of managers (5M) wanted the auditor 

to assume more duties in respect of all requirements in Part a.ii. 

These felt that, in order that the auditor in these companies may become 

more "successfulw or "effect~vew against management fraud, he should be 

made, as part of his work, always to test those controls, and report his 

findings on their strength to the shareholders. 

In conclusion from both parts of this question, respondents 

marg~nally accepted the importance of most of the proposed legislative 

changes related to management's duties on internal controls, and most of 

those accepting them appeared to do so for the sake of fraud 

prevention. However, respondents still did not really want any 

significant change in the auditor's current role in this area, and, in 

particular, any change taking the Maltese auditor beyond the 

existing role in the UK. 

5.4.3 The Auditor's Responsibility for the Detection of Fraud 

The next question (0.3) dealt with the auditor's responsibility in 

respect of the detection of fraud. It asked for the opinion of 

respondents as to whether the auditor should have a wider responsibility 

for such detection than he had at present. Ne~ther group agreed to any 

extension of responsibility, and there was no statistical difference in 

each group's response, with only one audLtor and six managers agreeing 

to it (lA,6M). The IASS opinion score was 3.65 for auditors and 3.2 
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for managers. 

Most respondents (14A,llM) started by stating what they understood 

to be the existing posktion: this was approximately that the auditor had 

a duty to express an opin~on on the accounts and therefore, to perform 

this duty properly, he had the resultant duty to work in such a way as 

to detect any fraud that was material to such an opinion. 

Many (8A,8M) of those not in favour of extending responsibklities 

beyond this added that such an extension was not normally desirable, 

because it was harmful to the relationship with management. The reason 

for this was that the auditor would have to take up the role, unwanted 

by management, of the policeman (2A, 2M) or internal auditor (2M) or 

would be doing the job which management felt belonged to itself (lA,4M). 

If the company really needed this, then it could engage the auditor to 

do an extra service in this connection (4A,3M). An exercise combined 

with the annual audit could have undesirable consequences: "W~th a 

comb~ned exercise aud~tors could be bogged down by details and made to 

tone down their current role of render~ng reliabil~ty to financial 

statements" (lM). 

Others thought that it was impracticable to go beyond the present 

level of responskbilities (10A,6M) and the main reasons given were that 

most local companies would find such an audit too expensive (6A,3M) 

and that auditors had not evolved enough techniques or expertise for 

this, particularly in respect of fraud not relating directly to 

financial statements (4A,2M). There were also those (2A,3M) who claimed 

that it was too difficult, except perhaps for owner-managers themselves 

in small companies, to discover most management frauds: "Even if 

auditors watch management closely throughout the year, such an exercise 

will probably st~ll prove ~nconclusive" (lA). 

The few respondents, mostly managers, (lA,6M) in favour of extending 
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responsibilities to auditors stated that auditors were too risk-averse 

as a profession and that shareholders and users demanded more of them 

than what they were currently delivering. 

However, it seems from the above that extension of auditor 

responsibilities is generally opposed by both auditors and managers. 

Perhaps what is really needed is what a number of managers (4) termed a 

"tougher" attitude on the part of auditors in dealing with management. 

As one manager typically put ~t: 

"The auditor needs to be more 'pushy', asking more questions 
and less of a passive watchdog when dealing with 
management. He cannot simply assume that management is 
honest or reliable." 

One practical way of implementing this is to recommend, and, 

eventually require, Maltese auditors to be on the lookout for the 

existence of "red flag characteristicsw as referred to in the 

l~terature (see 52.5.4). 

5.4.4 The Reporting of Management Fraud 

The next question (0.4) dealt with the reporting of management 

fraud. It presented the case of the aud~tor uncovering mater~al fraud, 

in which management was implicated, and asked for respondents' views on 

a suggested procedure that mainly followed the recommendations in the 

relevant UK aud~ting guideline (APC, 1990); these have already been 

described in the literature (see 52.5.6). It was suggested, in the 

first place, that unless the aud~tor had no confidence in the integr~ty 

of senior management, the latter should be informed by the auditor and 

requested to deliver an adequate company report with~n a specified time 

to persons or bodies with a Hproper interestH to receive such 

information. In addition, the question suggested that the auditor 

should be empowered by law, in case of management not complying w~th 

this, to override his duty of confidentiality and report directly to the 

persons concerned. Shareholders were also included with the 
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these interested persons particularly because, as already discussed in 

ss.3.4(a), unlike the existing position in the UK, where on 

termination of appointment, the auditor is required to send a 

statement of circumstances that he may choose to pass on to 

shareholders, the Maltese auditor has no similar prov~s~ons enabling 

communication. 

A minority of respondents (10A,6M) agreed to this procedure without 

reservation and the opinion IASS score in this regard was 3.1 for 

auditors and 3.3 for managers, with no significant difference between 

the groups in their overall acceptance of the proposal. 

In the first instance, most respondents (1SA,l8M) stated that they 

knew of no case to date where the aud~tor had reported management fraud 

to parties beyond shareholders. 

Those ~n favour then indicated that they saw ~t useful to protect 

all those concerned - auditors, shareholders and outside third parties. 

Some (3A,3M) added that this extension of reporting rights would enable 

the auditor to fulf~l better his current role. 

On the contrary, most respondents (10A,12M) were ready to accept 

that the auditor be required to request senior management to del~ver a 

report to all concerned, but were still of the opinion that if 

management did not act accordingly, the auditor should not report 

himself to the interested parties, but should resign (6A,SM) or simply 

consider resigning (4A,7M), some adding that, in the latter case, if he 

stayed on he would at least ensure that the financial statements showed 

a true and fa~r view (4A,SM). 

Many of the respondents not in agreement (9A,8M) also stated that 

the whole procedure could be made to apply to shareholders only, but 

not to outside persons or bodies. A number of these (SA,4M) emphasized 

that such information needed to be so given without being made publ~c, 
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while others ( 4A, 3M) added that it was to be given even to 

shareholders only as a last resort. Some added that this would commonly 

be when the routine annual reports, such as the directors• or 

auditors• reports were not seen enough for this purpose (3A,3M) or, in 

the case of an auditor terminating his appointment, as long as there was 

no newly required statement of circumstances, as already mentioned 

above ( 2A, lM). 

A common reference by most respondents (9A,l2M) not in agreement 

was to the importance of professional secrecy for the auditor to 

retain the trust of senior company management. Some (SA,2M) were 

particularly afraid that if the auditor was •empowered" to override 

easily his duty of confidentiality, this right would soon give way to 

a duty expected out of him from users and part~cularly from the public 

author~t~es. One view (4A,2M) was that the auditors would f~nish off as 

a "government ~nspector", mistrusted by the company appointing him, and 

often, as a result, becoming much less informed on what was really 

happening. The overall frame of mind of those particularly opposed to 

giving the aud~tor such power is probably best reflected in the comments 

of two respondents: 

"In our small community , the mentality is that if you 
over stones ~n the end you will hurt your toes. So 
auditors will prefer the authorities to find 
~rregular~t~es for themselves• (lA). 

roll 
most 
any 

"People in a small place l~ke Malta often know much more 
than they dare ~nform the authorit~es.If aud~tors are 
required to blow the wh~stle, management will start keeping 
them in the dark" ( lM). 

Probably, rather than legislating for wider reporting 

responsibilities for auditors, a better start may be for the relevant 

outs~de bodies or authorities to be empowered to perform a "direct" or 

"more effective• monitoring role themselves. In fact, a repeated 

example given by respondents (6A,4M) was that of "giving teeth" to the 
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Registrar of commercial Partnerships by amending the CPO to allow for 

the appointment of inspectors to carry out investigations on 

companies. Nonetheless, the Malta Stock Exchange Bye-Laws (Malta Stock 

Exchange, 1991: para 4.12) issued recently , although relating to a 

specialized audit, may be indicating the writing on the wall: in the 

audit of stockbroking firms, the auditor was required to lodge a report 

in writing to the Chairman of the Stock Exchange (with a copy to the 

firm itself) "as soon as pract~cablew after becoming aware of any matter 

which in his opinion adversely affected the financial posit~on of the 

firm wto a material extentw, or after discovering evidence of a 

contravention by the stockbrok~ng firm of the regulations. Therefore, 

although they may not l~ke it, both auditors and managers probably need 

to accept fast change in th~s direction. After all, as seen in the 

l~terature (S2.5.6), someth~ng sim~lar has already happened in the UK. 

5.4.5 Common Management Fraud Areas and the overall Relationship w~th 

Auditors 

Respondents were finally asked (Qn D.S) whether they could mention 

any cases of management fraud encountered , their views on auditors' 

responsib~lity thereon, and for any further comments on how th~s type of 

fraud affected the overall auditor-management relationsh~p. 

(a) Fraud Cases Nine respondents (3A,6M) opted not to refer to 

specific cases, while another ten (6A,4M) stated that they had never 

personally encountered management fraud. Response was in general 

concise, and cases referred were as follows; kickbacks from suppliers 

inflating purchase pr~ces (4A,3M), collusive purchasing or selling 

(2A,3M), favours for friends and relations (2A,3M), including the award 

of uncompetitive contracts detrimental to the company (2A,3M), ~ncome 

tax evasion (2A,4M) and customs duty evas~on (lA,lM). 
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(b) Auditors• Responsibility in the Cases Many of these respondents 

(8A,9M) claimed that no auditors were personally implicated in these 

frauds. Furthermore, many (8A,6M) stated that most of these nfraudsw 

were no more than wreasonablew suspicions to company auditors, most 

(7A,5M) adding that the auditors had not reported any such frauds to 

third part~es beyond shareholders. Furthermore, some (1A,4M) said that 

they knew auditors who were implicated in tax evasion, but only two 

managers elaborated here, adding that some auditors would unfortunately 

close an eye to what was happening, often, as one stated, "opt~ng not 

to bite the hand that they fed on.• As regards pressures by management 

to minimize tax, this subject is taken up again in another section 

(55.5.3). 

(c) Overall Effect on the Relationship In a final comment on how 

respondents saw management fraud as reflecting on the overall 

relationship with the auditor, many (10A,14M) stated that the fact that 

this could occur without being detected or reported showed, more than 

anything else, that auditors prov~ded "l~ttle or no protection" against 

bad managers: the latter could be "much stronger" (4M) or "more 

powerful" (3A,2M) and were able to render auditors "largely 

impotent"(6A,5M). Some respondents (6A,5M) also indicated that, for 

the same reason, in the eyes of users the financial audit was therefore 

l~kely to remain a restricted exercise, not worth emphasizing. As two 

respondents put it, 

"Users know that management can manipulate the situation to 
a large extent and that th~s can render aud~tors subject to 
the dictates of less scrupulous directors. One cannot do 
much about that• (lM). 

wManagement can forego proper behaviour ana easily get away 
with it as regards company outsiders. The aud~tor is really 
lim~ted in his work by how honest management is" (lA). 

In other words, not only was the auditor-management relationship 
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adversely affected when management acted fraudulently because it 

rendered the auditor largely impotent, but even the possibility itself 

of such frauds seemed to be devaluing the whole worth of auditing to 

users. 

5,4.6 Summary 

This section attempted to examine the major issues faced between 

auditors and managers regarding management fraud 

(a) Audi~or•s Role in De~eceion The auditor did not seem to play an 

important part ~n management fraud detection: this was claimed to be 

occurring mostly by accident. 

(b) Ineernal conerols and ehe Audieor The need was mostly agreed for 

legal changes on controls in public or public interest companies in 

order to prevent, rather than detect, such fraud. These would specify 

management duties towards internal controls and also require, possibly 

in the directors' report, management to acknowledge such duties and to 

disclose information on the controls. Yet, the auditor's role ~n this 

control area was not felt as needing change, except for the related 

adoptLon of the existing UK auditor requ~rement of rev~ew~ng the 

directors' report for its consistency with the financial statements. 

(c) Ezeension of Deeeceion Responsibiliey The auditor was not known to 

be reporting management fraud to third parties beyond shareholders, 

and the extension of his responsibility for the detection of fraud was 

generally unwanted by both parties, as this was seen undesirable and 

harmful to the relationship, or even impracticable. 

(d) Extension of Repo~ing Responsibili~y Both parties were also mostly 

opposed to reporting such fraud to outside parties, but not to 

shareholders. They felt that the exist~ng secrecy fostered auditor-

management trust. Outside bodies or authorities wanting such 

informat~on probably need to be empowered to effect their own 
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supervision on companies. 

(e) Common Frauds and Overall Effece on ehe Relaeionship In the 

mentioned fraud cases, auditor involvement was claimed, by a few, in 

client evasion of income tax. Furthermore, despite being generally 

against change, both parties agreed that the fact that auditors could 

leave management fraud undetected or even unreported showed that he 

served little or no protection as against managers abusing their 

powers. 

5.5 Small Company Issues 

The main purpose of this section in the interv~ew discussion 

schedule was to answer the investigative question: What are the 

problems of auditing small companies and what role does the auditor need 

to play in such entities? 

The interv~ew d~scussion schedule (see App VI) gave the meaning of 

a •small company• as •one hav~ng the following character~st~cs: 

(i) only a few employees in relevant accounting and adm~n~strat~ve 

functions lead~ng to a limited or inex~stent segregation of dut~es; and 

(~~) with dom~nat~on by the senior management or owner over all 

essent~al aspects of the bus~ness." This was a version, amended during 

piloting, of the IAPC (1989) definition given in the review of the 

literature (52.6.1). 

The first question asked respondents whether they saw the need for 

the small company audit, how far such an audit should be different from 

that of larger companies, and for any complications seen by respondents 

in such an audit. The second question sought to find whether management 

pressures to minimize tax liabilities were an increasing problem in the 

presentation of small company financial statements. A further question 

sought respondents' views on a few suggested small audit requirements, 

if such were to be introduced by auditing standards set specifically 
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for small companies. The f~nal question related to private exempt 

compan~es, as many small companies probably are, and asked for 

respondents' views on abolishing the permitted secrecy in respect of the 

financial statements and the auditors' and directors' reports of such 

companies. 

5.5.1 The Need For the Small Company Audit 

On the need for the audit of small companies (Qn E.la), there was no 

sign1ficant difference between the response of aud1tors and managers. 

Only eleven respondents (4A,7M) saw no need for the small company audit. 

The overall intensity lASS was 3.03, with auditors reaching 3.22 and 

managers 2.85. 

Many respondents (SA, lOM) mostly reiterated what they had stated in 

Question A.l (see 55.2.1 (a)] for all companies, stating that even more 

in the case of a small company, an audit was a positive 1nfluence on 

management in running 1ts company. 

"For small companies, the audit is often the only chance in 
practice for managers to meet financ~al professionals and 
benefit from the~r expertise" (lM). 

"It settles ~nter-management d~sputes on how the company is 
really do~ng" (lA). 

"It is a psychologzcal deterrent, a positzve dzsciplzne for 
management and staff" (lA). 

However, most (8A,7M) of these respondents added that such help in 

itself was often not enough to justify its statutory cost: a number 

(5A,5M) felt that there was little need for such an audit where the 

management of the company ~nvolved all the owners (4A, 3M) andfor the 

company had no bank or s~milar loan finance (3A,2M). In such cases 

there was "little need to pay such a price for limited liab~lity" (lM). 

There was no need for shareholders to monitor what was going on, and 

not even a main normal user, the bank, was interested. However, a 

number (2A,2M) stated that there was often another interested party, 
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the Department of Inland Revenue, to whom an audit would probably be 

more suitable in the small company case. 

A further number of respondents (8A,3M) stated that a small company 

audit was needed for other reasons. Besides a few again referring to 

the needs of the Inland Revenue (lA,lM) and the banks (2A), in the 

opinion of others it was a mistake not to requ1re it, because that was 

how investors (3A,lM) and even owner-managers themselves (2A,lM) were 

informed of how their investment was really faring. 

All those who found no need for an audit (4A,7M) thought that the 

question of the small company audit should become a voluntary one to the 

shareholders of each individual company. Many (3A,6M) also added that 

these companies were mostly proprietary or owner-managed, and that the 

outside users of their financial statements were strong enough to 

requ~re an audit from them if they wanted to. In the experience of 

these respondents, users did not on fact find the audit report as an 

"~mportantw or "rel~able" product, and the aud1t only amounted to an 

unnecessary cost. 

From the above analys1s, there seemed to be a case for allowing 

small, owner-managed compan1es to decide whether they wanted an aud1t or 

not, particularly if they had no bank or similar loan finance. However, 

for this to occur, changes needed to be made not only to the 

requirements of the CPO but also those of the Income Tax Act, Cap 123. 

An alternative taken up in a subsequent question (E.3) involved having 

an audit tailor-made for the small company. 

5.5.2 The Difference between Large and Small Audits 

The second part of the first question (E.lb) started by asking for 

respondents' views on how far a small company audit was different from 

the audit of larger companies. Almost all respondents (l8A,20M), with 

no statistical difference between the groups, said that there were 
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differences. The overall intensity lASS was 3.76 with auditors reaching 

3.72, and managers 3.8. The general reply (14A,l6M) was that it 

1nvolved the same basic "principles" or "objectives" as that of a 

larger audit, but required a different •approach", "methods" or 

•techn~ques.• Most (11A,l3M) added that the relationship with managers 

was necessarily more "~ntense" or "close." Many added that this 

occurred because auditors needed to rely more on them (10A,l1M). 

"Here you really have to know better the manager - often 
the owner-manager. That is how you w~ll manage to extract 
out of him the relevant information wh~ch often only he 
knows• (lA). 

"The difference is that auditors do have to establish a 
closer relationship with managers. Otherwise, what will 
there be to help them decide on what managers are tell~ng 
them? Unl~ke the situation in large companies, they often 
cannot obtain independent sources of ~nformat~on" (lM). 

However, here a few (3A,2M) referred again to barriers against the 

development of the des~red level of closer relationsh1ps, which were 

already mentioned Ln discussing auditors' lack of trust in managers [Qn 

B.l see S5.2.2 (e)] : in short, the auditors' fear of over-familiarity 

by managers and the lack of openness by managers. 

Moreover, many respondents (11A, 9M) also stated that, more often 

than in large companies, auditors still found 1t more d1fficult to 

assess how far management representations were reliable. Most (9A,8M) 

added that it was particularly difficult to be sure that the recorded 

transactions were complete, and to rely on such records, as in most 

larger companies: Natter all, given its strong domination and the small 

number of employees, management could always be tempted to 

manipulate records or controls" (1M). 

Therefore, it seemed that while getting closer to managers was 

helping auditors to assess better their reliability, they still often 

remained doubtful on whether to rely on managers' representations, 

particularly as regards completeness of records. 
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Other mentioned differences between large and small audits were that 

a system-based approach relying on controls was often impracticable 

(6A,7M), and that much more vouching work was needed (5A,3M). 

5.5.3 Management Pressures To Minimize Tax Liabilities 

References to the understatement of profits and to the possibility 

of tax evasion in local small companies were already made in the 

review of preliminary studies [5ciortino (1983) and 5aliba (1987) in 

53.6.4]. Furthermore, various references to tax evasion have already 

been made earlier in this survey itself [see 55.2.2 (e), 55.2.5 and 

55.4.5 (b)]. The next question (E.2) took up this issue in respect of 

small companies with both parties, enquiring whether "management 

pressures to minim~ze tax liab~l~ties" were an increasing problem in 

the presentation of small company financial statements. The views of 

both groups of respondents were very sLmilar, and only five respondents 

(3A,2M) agreed that this was an increasing problem. Additionally, the 

overall opinion IA55 was 3.35, with auditors being 3.55 and managers 

3.15. 

Most respondents (16A,l4M) stated that management pressures to 

minimise tax were "constant" or "f~xed." In fact, they did not appear 

to vary to any noticeable degree even following cuts in tax rates a 

short time before (llA,8M). Most (13A,llM) added that tax evasion 

attempts on the part of the small businessman were common because 

they originated from an att~tude" or •mental~ty• that could only 

change in the long term. In this connection, the chairman of one small 

company openly admitted that "few small compan~es cons~stently declare 

all their ~ncome, and my company is not among them." One manager 

emphasized that "the way a small businessman looks at an auditor ~s that 

he ~s good as much as he can tolerate tax dodg2ng.• A few (2A,lM) gave 

as the probable reason for the existing local "low fiscal morality• 
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that taxation was still thought to be excessive. Some respondents 

(SA,SM) pointed to the high level of cash transactions in small, owner-

managed companies as a symptom of such tax evasion. 

NMany owner-managers are wary of the possib~lity of an 
Inland Revenue investigation, that often includes requests 
for bank statements. So they ask for or pay in cash so as 
to leave no trace of their hidden extra income• (lA). 

About auditors' role in tax evasion, a few managers (4M), mostly the 

same as in SS.4.5 (b), stated that some auditors often gave in to such 

pressures in smaller companies. 

"Where they come to know about management misstating 
financ~al statements so as to evade tax, aud~tors are rarely 
able to put their foot down and stop it • (lM). 

"Hy experience has been that if small company profit 
figures are seen too high by management, some aud~tors w~ll 
be prepared to reach a comprom~se and accept lower 
figures• (lM). 

On the other hand, a number of auditors (SA) said that it was difficult 

for them to know when small company management was understating profits, 

and a few audit firm partners (3A) also emphasized that they made no 

comprom~se in this respect, and would simply resign from their audit 

job if their clients continued to press them. 

A few respondents (2A,2M) were also of the opinion that management 

pressures to minimize tax liabilities were in fact decreasing because, 

over time, more managers were realizing that the understatement of 

profits ~nhibited their company's growth, mostly (lA,lM) because it 

resulted in the portrayal of too adverse a picture to outside potential 

lenders, particularly banks. 

However, as seen, the majority saw it as a practically static 

problem. 

5.5.4 Changes To the Small Company Audit 

The next question (E.3) asked for respondents' views on suggested 

changes in the audit small companies through the issue of auditing 
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standards for small companies. The objective of the question was to see 

how far both groups of respondents felt that changes in this type of 

audit would be beneficial. 

(a) A~~oving Both Compi~ation and Audit The first part of the 

question (E.3i) asked for the views of respondents if, in the case of 

small companies, new standards would still expect management to retain 

responsibility for financial statements, but allow audit practitioners 

both to compile them on its behalf and to audit them. In a previous 

question [see SS.3.2 (b)], it was stated that while most respondents 

(l3A,l2M) were not in favour of the provision of financial accounting 

services by the auditor, a number of them (6A,3M) referred 

immediately, though unasked, to exceptions which they wanted to be made 

in small companies. In comparison, response here showed that most 

respondents (l9A,l5M), with no significant difference between the 

groups, agreed that, in the case of such companies, auditors would be 

allowed also to compile the financial statements. The overall opinion 

lASS was 2.09, 1.82 for auditors and 2.35 for managers. 

The common (lSA, l3M) argument of respondents in favour was that for 

the auditor to do financial accounting services was often 

cost-beneficial in this case: "follow~ng contact with the auditor 

for accounting purposes, the small aud~t w~ll remain eff~cient and less 

costly" (lM). Requiring different practitioners for compilation and 

audit was therefore considered a •waste• (8A,6M) or •a luxury" (lA,3M) 

because the engagement of a separate financial statement compiler gave 

rise to costs that small companies could not afford. On the other hand, 

those against mostly (lA,3M) maintained that the audit was useless ~f ~t 

did not render a second opinion on what the compilers did. A few (2M) 

were even afraid that, if this was generally accepted, some auditors 

would actually do no work beyond the compilation of the financial state-
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financial statements of the company. 

(b) Changing the Audit Report It was found in the literature (S2.6.3) 

that auditors may find partLcular difficulties in placing reliance on 

small company Lnternal controls, and in her study Magri (1991, see 

S3.6.4) confLrmed that this situation in fact existed locally. In 

addition, some of the piloted respondents (lA,lM) stated that auditors 

were at a loss on how to refer to such a lack of reliance on controls 

attributable to company size. One of these piloted respondents, an 

auditor, suggested that some new standard report was needed for use in 

such common cases that was to be more suLtable than the 

"notor~ous Example 6 report of the UK." This latter report and 

developments thereon were already referred to in reviewing the 

literature (Ss 2.6.4, 3.6.4 and App III). 

Therefore, the next part of the questLon (E.3LL) enquLred whether 

respondents agreed WLth a proposal on the small company audit report, 

aimed at making it taLler-made to the situation. It was suggested that 

small company audit standards would stipulate that a lack of relLance 

on internal controls would be taken as normal and that therefore the 

auditor would not have to refer to this fact in his reports relat~ng 

to such companies; if, then, the auditor did rely on such controls, he 

would have to dLsclose the extent of such reliance. 

Three-quarters (15A,15M) of the respondents agreed with this 

proposal, with no difference between the groups. The overall opinion 

!ASS was 2.30, auditors being 2.25, and managers 2.35. 

Respondents who agreed added that such a report would be more 

"positive• (2A,5M), "usefu1"(3A,4M) or "mean~ngful"(lA,4M) to readers 

than existing reports or that ~t would encourage management to improve 

controls so that the auditor could report increased relLance (9A,5M). 

"I agree to th~s. You can see the progress ~n the company's 
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systems by it •• It makes sense where there is growth 
~nvolved, and encourages management to improve" (lA). 

"Stating in which control areas the aud~tor ~s actually 
trusting management enables the user to compare w~th the 
prev~ous year: he can obtain an idea on how the company and 
its management are improv~ng its control areas" (lM). 

Some managers emphasized that such a "small company report" needed 

also to explain, more clearly than in existing practice, the general 

circumstances of the small company (SM) or the mean1ng of "internal 

controls" for this purpose (2A). 

It is relevant to point out that only a minority (4A,2M) of 

these respondents who agreed showed that they were aware of the 1989 UK 

audit report standard that practically dropped the "Example 6" report 

(see 52.6.4). Given the influence of existing UK practice, it is 

probable, as becomes clearer below, that some respondents would have 

changed their opinions had they known th1s. 

In fact , auditors (SA) not agree1ng to the change suggested by the 

question all indicated awareness of the UK changes. Most (4) of them 

stated that they did not want to adopt a new report on the proposed 

l1nes which was "very d~fferent" from the new one prescribed by the UK 

aud1t report standard. Three of these even added that they would even 

st~ll prefer to cont~nue to use, although "except~onally", or, "only 

where necessary", the "Example 6" report. 

On the other hand, the managers who were not in agreement with the 

question proposal (S) did not 1ndicate any awareness o~ UK changes. 

Most (4) stated that they were sat1sfied with the current way of 

reporting for small companies, and that they simply saw no reason for 

changes in this area. 

Overall , there appears to be a case for introducing the proposal in 

this part of the question. However, before deciding on this, it seems 

that auditors need to solve what seems to be a repeatedly 
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resurfacing dilemma: how far to continue to follow UK auditing 

standards and guidelines. 

If th~s proposal is indeed taken up, the auditor would still need to 

evaluate the control systems in order to be in a position to decide 

whether to rely on them or not. Therefore, his level of attestation 

would always remain higher than that of a review as described in 

the American literature (see 52.6.5), which does not require such an 

evaluation. 

(c) Adopting A Different Testing Approach However, the remaining part 

of the question put forward proposals, which, if taken up, would 

further change the nature of the small company audit from that of the 

nor~al audit: the former would definitely have more of the 

characteristics of a review (see 52.6.5). This part (E.3iii) proposed 

that while analytical review procedures and internal substantive tests 

(transaction tests, inspections etc) would be the main aud~t tests, 

external verification procedures, such as the observation of stocks and 

the confirmation of debtors, would not normally need to be carr~ed out. 

Almost all respondents (l7A,l8M) agreed that analytical review 

procedures and 1nternal substantive tests would be the main audit tests, 

and most stated that this was already existing practice. However the 

issue of whether or not the auditor should carry out external 

verification in small companies was much more controversial. As a 

result, there was a significant difference between the number of 

auditors and managers in overall agreement with the proposal in the 

quest1on: in fact, only a few auditors (6) as against most managers 

(17) were in agreement. The overall opinion IASS was 2.68, being 3.15 

for auditors and 2.2 for managers. 

Most (5A,l3M) of the respondents agreeing that such external 

verification procedures should not normally be carried out stated that 
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such work was not cost-beneficial because completeness could not be 

ensured in this type of audit. 

"There is a stronger poss~bility of om~ss~ons in small 
companies. External ver~fication will, in most cases, need 
to be lim2tea to the places 2ndicatea by the one manager• 
(lA) • 

Some auditors (4) referred ~n particular to debtor circularization 

and said that response rates in small company audits were often low, 

because the debtors contacted were often themselves small and 

disorganized companies. 

However, most (13A, 2M) of those against change emphasized that they 

felt that, despite the limitations of external verification procedures, 

their omission would lead to an inferior type of exercise and opinion, 

because new relevant inforrnat~on could poss~bly be gained by such 

procedures. 

This was an area where auditors sign~f~cantly saw much more po~nt ~n 

their existing practices than managers, and where the former were, as a 

result, clearly less inclined to change them. 

5.5.5 Financial Statement Secrecy 

The f~nal question in this section (E.4) asked respondents whether 

they agreed that the secrecy permitted by Maltese law [CPO: Sl49(1), 

see 53.3.4] to private exempt companies ~n respect of financial 

statements, and including the auditors' and directors' reports, should 

be removed. Most respondents (l2A,l4M), agreed to the removal of such 

secrecy, and there was no significant difference between the groups in 

th~s respect. The overall opinion IASS was 2.42, auditors being 2.45 

and managers 2.40. 

The main argument in favour (SA,lOM) was that both auditors and 

managers often felt the need to have more access to basic financial 

information on the majority of Maltese companies, who were private 

exempt. 
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wAt the moment you can hardly know anyth~ng about the 
company you are deal~ng withw {lM). 

"Too often nothing is officially available tor inter-t~rm 
comparisons, and you are unable to gauge one company's 
performance against that of competitors" {lA). 

Some {SA,7M) added that such a new requirement would put the 

auditor-management relationship in the small company on a "more 

formal" and "sounder" basis, as public access to the figures would be a 

new deterrent for auditors not to accept their misstatement. Three of 

these respondents {lA,2M) added also that having such financial 

information on public record by far reduced the possibility of 

management ~ssu~ng more than one set of financial statements for the 

same period to dLfferent users. 

A number {SA,3M) cons~dered the removal of secrecy as part of the 

pr~ce of the company of having limited liability, a few {2A,3M) adding 

that this step was particularly important for the protection of trade 

creditors. 

On the other hand, most (6A,4M) of those who did not agree to the 

removal of secrecy stated that this would frequently result in the 

provLsLon of informatLon on a small company that would be useful to its 

larger and more powerful competitors, and that therefore this would be 

detrimental to it. A number {3A,2M) also felt that access to the public 

of these accounts led to unwanted misunderstandings, publicity or 

pressures. 

Nonetheless, it seems that in general the removal of financial 

statement secrecy would be generally viewed positively by both groups of 

respondents. 

5.5.6 Summary 

This section attempted to tackle the particular issues related to 

small company audits. 
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(a) The Need While appreciated for their positive influence on 

management, statutory small company audits were in question as regards 

their cost benefit, particularly where all shareholders were in 

the management team and no outside loan finance was used. 

(b) The Difference be~ween Large and Sma~~ Audi~s While having the 

same objectives of large audits, small audits needed a different 

treatment and required more intense or close auditor-management 

relationships. However, even given such relationships, auditor doubts 

often seemed to persist concerning the management representations. 

(c) Tax ~inimiza~ion Pressures Most respondents saw management 

pressures on auditors to minimize tax liabilLties in the presentation 

of small company financial statements as coming from a static 

evasion att~tude, capable of improvement only ~n the long run. 

(d) Changes Changes were wanted by both parties: 

Compilation and Audit Compilations and audits by the same 

practitLoners were agreed as often cost-beneficial for small companies. 

Audit report Changes Many agreed to a suggested small company audit 

report positively disclosing, where applicable, the extent of any 

auditor reliance on Lnternal controls rather than negatively referring 

to any lack of reliance on them. 

A Different Testing Approach Managers were significantly more inclined 

to change existing practices particularly as regards external 

verification procedures: they saw these procedures not normally cost

beneficial for the auditor to go on carrying them out in small 

companies. 

(e) Financia~ S~a~emen~ Secrecy Both groups viewed positively the 

removal of such secrecy in private exempt companies, mainly so that both 

auditors and managers would have access to more information. 
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5.6 other Auditor-Management Relationship Issues 

The purpose of this section in the interview discussion schedule was 

to answer the investigative question: What other issues of relevance to 

the relationship are there, particularly in government-controlled 

enterprises? 

The first three questions concerned specific issues in the latter 

enterprises, while the last quest~on asked for other necessary changes 

to enhance the auditor-management relationship. 

Sixteen respondents (6A,l0M) did not reply to the first three 

questions because they felt that they did not have sufficient experience 

of the sector, but all replied to the fourth question. 

5.6.1 Issues Relating to Government-controlled Enterprises 

(a) A Public Watchdog and Its Powers The f~rst question (F.l) was 

placed to probe ways of strengthening the ~ndependence of the private 

auditor in these enterpr~ses. It enquired, in three parts, on the need 

for a watchdog in th~s area and on whether this function and specific 

powers with it could be given to the Director of Aud~t, who ~s the 

auditor of the Government according to the Constitution of the Republic 

of Malta [SlOS(l)], but whose regular work does not extend to such 

enterprises. 

The Need For A Public Watchdog The first part of the question (F.la) 

asked for respondents' views on the need for a public watchdog to 

monitor the appointment and removal of auditors. Most respondents, with 

no significant difference in response between groups (lOA out of 14, 7M 

out of 10) agreed to such a watchdog, and the opinion !ASS was 2.33, 

auditors being 2.36 and managers 2.30. The commonest (8A,4M) reason 

given was that the management of such enterprises could often exercise a 

maJor practical influence on the appointment and removal of auditors and 

that, added to this, a number of such companies carried substantial 
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audit fees. 

Furthermore, some (4A,3M) argued that since there were public funds 

involved, additional safeguards were felt necessary to ensure that 

management did not exercise undue pressures on their auditors. One 

auditor clarified that this was because Nit 2s more difficult for 

compan2es with public funds to exercise proper accountability than those 

in the private sector- the ult2mate owner is not that clear w (lM). 

Many of these respondents (7A,3M) emphasized that such a watchdog 

would not actually itself end up exercising the power of appointment or 

removal of auditors. This was better left to the ultimate authority 

within each ind~vidual entity: the watchdog would need to remain truly 

an overseer of what happened. Reference was also made to giv~ng it the 

power to "enqu~re whatever it considered necessary" (3A,4M), including 

cons1deration of how proper were the reasons for any auditor changes 

(2A,2M), and that proper rotation was mainta1ned, if that was to be a 

policy (lA,lM). Additionally, it was suggested that this watchdog 

should report to Parliament (2A,3M). One manager also added that, if 

such report~ng ~s not done, "as a m~nimum this watchdog should publish 

~ts findings to create public awareness and pressures on what ~s going 

on." 

Some (2A,3M) felt that such a guardian was even more necessary in 

those entities, such as Telemalta Corporation, where no shareholders' 

meeting was provided for in statute, but appointment was made 

directly by the Minister respons~ble. 

On the other hand, most (3A,2M) of those who did not agree to the 

need for a public watchdog felt that this would not solve any problems 

faced in this type of enterprise because such a person or body would not 

manage to remain "independent of the Government," or "free of 

interference by politicians" in his monitoring and report~ng. 
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Nonetheless, overall respondents felt this need for a watchdog 

After all, it is probably true that, as one auditor agree~ng to it 

stated, ~a watchdog can rema~n serious and independent ~f ~t is of the 

right breed.w The question of who could act as such a watchdog was in 

fact the subject of the next part of the question (F.lb). 

However, before analyzing this next part, it is relevant to compare 

the response here with the reaction of the same 24 experienced 

respondents to the formation of audit committees in companies "with a 

s~gnificant public interest,w that included such enterprises (Qn C.3 in 

S5.3.3). Response to that question was almost sim1lar, with most 

(7A,6M) of these respondents agree~ng to the formation of such 

committees. However, only two of the respondents (lA,lM) did not agree 

to at least one of the two suggestions for some form of watchdog. Most 

(9A,SM) were in favour of either one or the other, with eight (4A,4M) 

respondents wanting both forms. Th1s brings more into focus the 

perce1ved need for some type of overseer to improve the 

auditor-management relationsh1p in these enterprises. 

The Director of Audit As A Public Watchdog The next part (F.lb) 

presented a statement suggesting that the public watchdog could be the 

Director of Audit and his staff Nprov~ded that the posit~on of Director 

of Audit ~s f~lled only by a qual~f~ed accountant of recogn~zed stand~ng 

Those respondents in (a) who did not want a public 

watchdog at all (4A,3M) did not reply to this part, and therefore 17 

respondents (10A,7M), experienced in th~s sector, replied. Many of 

these (6A,4M) were ~n favour of the statement, and again there was no 

significant difference in response between the groups. The overall 

opin~on IASS was 2.71, auditors being 2.70 and managers 2.71. 

Respondents were ~n favour mostly (3A,2M) on the ground that the 

position of Director of Audit was safeguarded by the Constitution of the 
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Republic of Malta. This provided that removal from office could only be 

effected by a two-thirds majority vote in Parliament won the ground of 

proved inab~lity to perform the functions of his Office (whether ar~s~ng 

from ~nf~rm~ty of m~nd or any other cause) or proved misbehav~ourw 

[S98(2)]. These respondents pointed out that because of the security of 

his position, a "proper" Director would easily carry out monitoring 

without bias. Moreover, almost all respondents (10A,6M), even those who 

did not agree that the Director should act as a watchdog, felt the 

need, as yet not required by law, for a Director to be professionally 

qualif~ed as an accountant and to be of recognized standing and 

experience. 

Other respondents (4A,3M) did not agree to giving the Director of 

Audit the role of a watchdog. They stated that the work of the Director 

and his staff should be restricted to Government departments, because, 

as most (3A,2M) of them added, he was unlikely to be strong enough as a 

monitor to government-controlled enterprises - he could easily become 

subJect to political pressures, particularly on what to disclose. Some 

(2A,2M) preferred responsibility to be given to a committee that would 

include in ~t not only the Director of Audit as cha~rman or member but 

also other interested parties such as the Commiss1oner of Inland Revenue 

(2A,lM) and the local banks (2A,2M). A few auditors (2) suggested that 

monitoring in these enterpr1ses should be done directly by the Malta 

Institute of Accountants representing the local accountancy profession. 

Other Powers to the Director of Audit The third part of the 

question (F.lc) suggested further powers to the Director of Audit to 

strengthen its monitoring role on behalf of Government: that he would be 

empowered to receive and examine the annual audited accounts of such 

companies before passing them on with any necessary comments to 

Parliament or to a financial committee appointed by it from its 
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members, such as a public accounts committee. It was suggested that 

these powers would include that of recommending a second audit, ~f 

necessary. 

~s in the previous part, only the 17 respondents (10~,7M) who were 

experienced in this sector and who agreed to a public watchdog replied 

to this part. Most of these (6~,4M) again agreed to the suggest~on of 

the mentioned further powers to the Director of Audit, and there was no 

signif~cant difference in response between the groups. The overall 

opinion I~SS was 2.82, with auditors being 2.80 and managers 2.86. 

Respondents in agreement thought that these powers would induce more 

action by management on the auditors' recommendations so as to improve 

the financial reports to be presented. Some auditors (3~) suggested 

that even letters of weakness should become compulsory in th~s sector 

and be passed on to this watchdog, so that the latter would be in a 

better position to evaluate the situation. The right to recommend a 

second aud~t to Parliament or to a committee representing it was 

considered important so as to give the Director the necessary "tools" or 

•teeth" (3~,2M). Some auditors (3~) thought that, in addition, in their 

function they should be allowed to communicate freely and as they felt 

necessary with the Director of ~ud~t. 

Many (2~,2M) of those respondents who did not agree to such powers 

being g~ven felt that this would be attaching too much weight to a 

public office holder. Some doubted whether such a Director could build 

the right expertise to use these powers. One auditor was particularly 

pessimistic: " These (powers) could lead to more bureaucracy, rather 

than to render~ng the aud~tor more independent of management.• 

In conclusion, the overall response to all three parts of this 

question indicates that respondents agreed on the need for some type 

of watchdog, and that they mostly saw the appointment of a public one as 
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an alternative to that of an audit committee to each enterprise. Yet, 

it seems that opting for the first alternative of public watchdog 

would give rise to additional controversy as to whether the Director of 

Aud~t should act in such a capacity and be given extended powers of 

monitoring. Therefore, given also that the introduction of audit 

committees could be made appl~cable to other public compan~es besides 

government-controlled ones, this second option seems simpler and, in 

the end, probably more acceptable to respondents. 

(b) The Roeaeion of Audieors Rotation in public sector enterprises was 

the subject of the next question (F.2), as piloting had indicated that 

respondents could view its introduction in this context differently from 

the case in respect of all companies [Qn C.S in S5.3.4 (b)) . 

Of those replying to this question (14A,10M), most (9A,7M) were in 

fact in favour, and there was no significant difference between the 

groups ; the overall opinion !ASS was 2.46, be~ng 2.50 for aud~tors and 

2.40 for managers. 

Most respondents in favour (7A,SM) wanted auditor to be appointed 

between five and six years, while a few (2A,2M) wanted a longer period 

for up to ten years. Furthermore, most respondents in favour (6A,SM) 

thought that rotation would serve as a check or deterrent on aud~tors 

that was particularly ~mportant or needed in these enterprises in view 

of the involvement of taxpayer funds. As one manager typically put ~t, 

nzn practice, no pressure is exerted on aud~tors by the final 
shareholder, the taxpayer. Executives and their politician 
super~ors are less accountable and more powerful on the 
auditor than in other companies. Rotat~on w~ll help press 
aud~tors to remain independent.n 

A number of auditors (3A) added that, with rotation in view, auditors 

would also be less willing to quote cheap in~tial fees in their tenders 

for the aud~ts of these enterprises - a malpract~ce that was claimed to 

be resulting in these auditors being awarded the job but then having to 
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sacrifice audit quality and independence. Some respondents (3A,2M) also 

emphasized that such a rotation needed to take place without having a 

public watchdog to oversee the procedure: they felt that it was best to 

leave it to the individual enterprises concerned, or, better, if ap

pointed, to their audit committees. 

On the contrary, most (3A,2M) of those against thought that the 

auditor should be changed only if there were serious enough reasons, 

because new auditors were relatively weak or ineffective for the first 

few years. 

Two auditors saw a better alternative to rotat~on: the creation of a 

consortium of aud~t firms that would be in charge of all work in such 

enterprises, so that this would be strong enough to countervail the 

power yielded by their management. 

In summary, however, rotation in this enterprises was seen as needed 

as a safeguard to auditor independence. 

(c) Government-controlled Enterprises: Value-for-Koney Auditing By 

Priva~e seaeueory Audieors The next question (F.3) asked for 

respondents' views on a suggestion made in a preliminary study (Scott, 

1989, see 53.6.5) with regard to extended work to be done by private 

audLtors Ln respect of government-controlled enterprises. Scott had 

suggested that auditors needed to carry out value-for-money audits in 

such enterprises until such t~me as the Department of Audit had 

adequate resources to perform it. Value-for-money auditing was defined 

in the interview discussion schedule as wan object~ve examination of a 

government-controlled enterprise in order to determine whether it ~s 

achieving economy (or that a programme of act~v~ty is performed at the 

lowest cost), eff~c~ency (or that the optimum output is be~ng achieved), 

and effect~veness (or that the ~ntended objectives or goals are be~ng 

achieved)." This def~nition was adapted from Millichamp (1990: p 329). 
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Of those replying to this question (14A,lOM), most (8A,7M) were in 

favour of VFM audits by audit firms, with no signif~cant difference 

between the groups, and the overall opinion !ASS was 2.56, being 2.75 

for auditors and 2.30 for managers. 

Almost all respondents (l2A,SM) stated that they saw a real need 

for extended exercises on economy, efficiency and effectiveness. For 

many of them (lOA, 9M), the existence in these enterprises of the 

statutory audit, even with its management letter, was often 

insufficient, mostly because of the strong possibility of waste of 

public funds (4A,2M) or of an inefficient level of services (3A,3M). 

However, whether private auditors should themselves perform this 

function was more controversial. Many (6A,6M) of those in favour of 

this commented that there was no real alternative: unless private 

aud~tors d~d such exercises, these could not be done in the near future 

as the Department of Audit was indeed not properly equipped. Some 

(3A,2M) also emphasized that the auditor-management relationship would 

become more relevant and useful with such an additional exercise: as one 

manager put it, "auditing would be consiaered much less of a 

formality" (lM). 

On the other hand, most of those against (4A,2M) stated that 

although they agreed that the Department of Audit at the time lacked 

the necessary resources, they felt that it was better that staff there 

(3A) or in a newly formed Government unit (1A,2M) would be trained 

immediately to carry out such exercises. Most (3A,2M) of them added 

that hir~ng local private auditors to fulfil this need would be a 

mistake because Government would never manage to build up its own 

audit team. A few (2A,lM) of these respondents felt also that pr~vate 

auditors were not yet specialized enough to do such exercises, and 

themselves needed long-term training. In addition, two auditors 
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thought that the effectiveness aspect of VFM reporting could easily 

involve statutory auditors in political controversy, and so this new 

service would be harmful to the reputation of the aud1t practitioners. 

Yet, despite the latter arguments, an extended role for private 

auditors was favoured by respondents to this question. 

5.6.2 Further Comments on Enhancing Auditor-Management Relationships 

The final question (F.4) was a winding-up one asking for any other 

comments on ways of enhancing auditor-management relationships. Most 

respondents (l7A,l8M ) had some other comments to make. 

(a) The Lack of Discipline and Its Effects A common comment (7A,9M) 

again concerned, as referred to elsewhere [Ss 5.2.5 and 5.3.l(f)], the 

existing lack of discipline among some audit pract1tioners. Most of 

these respondents (SA,6M) emphasized the need for more initiative 

towards disc~pl~nary measures by the Institute or even the 

Accountancy Board to ensure observance of laws and regulatLons. 

nA thousand laws w~ll be to no avail unless, as is often 
happening, the r~ght action ~s not taken or not seen to be 
taken when such laws are broken" (lM). 

Most (SA,6M) of these respondents added that, in view of this situation, 

while most auditor-management relationships were sound enough, those 

where such audLtors were involved were being repeatedly dominated by 

managers, and this affected adversely the 1mage held by users of the 

whole profession. 

A smaller number of respondents (3A,4M) seemed somewhat 

defeat1st. While even they maintained that most auditor-management 

relationships were "sound" or "healthy", they saw little possibility of 

bringing to book those who lacked the necessary self-discipline: this 

was a problem that these respondents had learned to live w~th. A few 

maintained that this was evident not only w1thin the profession, but 

also among audit report users themselves, and even with some public 
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authorities. 

Finally, two (lA,lM) maintained that this was a "very diff~cult 

small country malaise": 

"In this small commun~ty, strong pressures can be exercised 
on any person in author~ty to refra~n from taking the proper 
disciplinary steps: he will be easily accessed through family 
or social contacts. Unfortunately, the inst~tut~ons are often 
too small to withstand such manipulations" (lA). 

"In a small place l~ke this there may be too much 
hat-changing ~n the positions of power tor disc~pline to be 
effective. The var~ous inst1tut~ons become helpless against 
unscrupulous persons exercising their pressures in the 
different places" (lM). 

However, no practitioner referred to the possibility of the Institute or 

the Accountancy Board setting up a monitoring unit to carry out quality 

control inspections on audit practitioners. Such a unit has been 

referred to in 53.5.2 (d): it seemed that no-one was as yet thinking in 

such terms. 

(b) Other Comments These mostly repeated arguments already made by more 

other respondents earlier on in the interview. 

One comment was that by a number of respondents (3A,4M) who 

emphasized that auditors should not be allowed to perform accounting 

duties, except, in the view of most of these respondents (1A,3M), in 

small companies. All these stated that by the virtue of their warrant 

auditors should be proh~bited from performing such services, and such 

duties be instead given to the other warrant holders, the CPA's. 

A final re-emphasis (5A,4M) was made on the need for both parties in 

the relationship to be educated, particularly in communication skills 

5.6.3 Summary 

This section attempted to tackle other relevant issues between 

auditors and managers, particularly as regards government enterprises. 

(a} Audits in Government-controlled Bnterprises 

A Public Watchdog Respondents agreed to the need for some type of 
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watchdog, and the appointment of a public one was mostly seen as an 

alternative to that of an audit committee to each enterprise. However, 

appointing the Director of Audit in such a capacity and giving him 

extended powers of monitoring was controversial. 

Rotation Most respondents saw the need for rotation to protect 

independence, and a 5-to-6 year rotation period was commonly 

suggested. 

Value-For-Money Auditing By Private Auditors An extended role for the 

statutory auditor in value-for-money auditing was favoured unt~l 

Government aud1tors would have the resources to perform this themselves. 

(b) Further Comments The need was also expressed for more 

disciplinary action to be taken on defaulting practitioners. 

5.7 Concluding Note 

Th~s chapter has presented the response to the var~ous sections of a 

research survey that investigated the chief relationsh~p issues ar~s~ng 

between Maltese auditors and the managers of client companies. The 

findings have been analysed and a synthesis also included at the end of 

each section. 

The final conclusLons of the research study will now be presented 

in the next chapter. 
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CHAPTER SIX: 

SUMMARY AND CONCLUSIONS 

6,1 Summary 

The main objective of this project as stated in Chapter One was to 

examine the major issues affecting the auditor-management relationship 

from the particular perspective of the microstate of Malta. It sought 

to bring an awareness of the existing problems between the two parties 

and to assess, as far as practicable, how they want to respond to such 

problems. The various issues were investigated under the aspects of 

communications and reporting, independence, management fraud, small 

companies and a general one concerning particularly government-

controlled enterprises. 

The research approach consisted of ~nterviews with audit 

practit~oners in different Maltese practices and also with local senior 

financial executives. Following five pilot interviews, twenty 

respondents were interviewed on each side of the relat~onship. The 

response of both parties has already been analyzed in the preceding 

chapter. This one now presents the major conclusions and implications 

of this study, takes a further look at the study limitations, and 

suggests areas for further research. 

6.2 Conclusions and Implications 

This study concludes that while auditors are often perceived to 

exert a positive influence on the management of their client companies, 

there ~s much room for improvement in this professional relationship. 

6.2.1 Communication Barriers 

Various commun~cation barriers were identified between the parties 

that point to the need for both sides to change existing defensive or 

negative attitudes, TWo examples of high barriers met by both sides in 
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this connection were a tendency of the other party not to listen and 

personality conflicts. Auditors also felt that they met with managerial 

resistance to change, while managers referred to auditors' hostile 

attitude, coming in particular from the audit staff. 

Both parties seem to need increased training in general 

commun~cation skills in order to help them to change such attitudes and 

to interact more effectively. This implies that an increased emphasis 

on such skills is to be borne particularly in mind by Maltese 

professional and educational institutions in accountancy and management. 

This concerns both the further training of existing professionals and 

the planning of their educational curricula for future ones. After all, 

the possession by auditors and managers of such skills is probably at 

least as important as their having expert knowledge in their field. 

Related to this, managers also seem to have insufficient education 

in accounting and this appears to contribute to other barriers such as 

their tendency not to listen, their lack of understanding of account~ng 

terminology, their lack of trust in auditors and even their 

resistance to change. It is suggested that managers can no longer 

afford to operate w~thout, at least, a basic knowledge of this important 

language of business, and that management training and degree courses 

need to increasingly acknowledge the need for a proper accounting 

background. 

Finally, undue time pressures also seem to be leading to barriers 

such as listening problems by aud~tors, and to feedback delays on both 

sides. This area needs further study, and is taken up further in 56.4. 

6.2.2 Auditor-Management Letters and the Audit Report 

It has also emerged that written letters of communication between 

auditors and managers can play a more useful or positive role to the 

relationship than at present. In particular, the letter of 
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representation seems to be causing adverse reactions in management 

because some auditors are using it to obtain unnecessary deta1ls. 

Therefore auditors need to take particular care to avoid this. 

As regards the audit report itself, this seems to be taken for 

granted by auditors, but is seen by managers as little more than a start 

in helping them to communicate with the external users. Many managers 

see it as negatively worded, and not as influential on such users as 

auditors seem to expect. The ~mplications of this are that auditors 

cannot remain complacent with the present wording of the report but must 

look at ways to render it more meaningful both to management and to 

outside users. This is also further taken up in 56.4. 

As for qualifications in the report, when serious qualifications are 

made or perhaps even considered, management frequently seems to be 

bu~ld~ng up pressures on auditors and these too often have to face a 

real threat of being replaced. Th~s seems particularly so in small 

compan~es, in view of the feared tax implications of the qualifications. 

A clearly implication of this is that the auditor is not 

sufficiently legally protected. Both aud~tors and managers agree on the 

introduction of a UK-style Statement of C1rcumstances on term1nat1on of 

appointment. However, perhaps more importantly, there ~s the need to 

take disciplinary action against a small minority of practitioners 

claimed to be defaulting ethically and not being effectively checked. 

This matter is again raised in the next section. 

6.2.3 Influences on Independence 

As to factors influencing the independence of auditors from 

managers, psycholog~cal factors are clearly significant: in fact, the 

integrity and objectivity of auditors are seen to exert the highest 

influence, while importance is also attached to their exercise of tact. 

Therefore, as in the communication barriers area, a main quest1on 1s how 
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far individual auditors are able to adopt an appropriate mental 

attitude, in this case one reflecting intellectual honesty and 

objectivity, while still allowing a tactful approach. The implication 

here is that such an influence is not simply a matter of detailed 

regulation and codes but, perhaps more importantly, one involving the 

development of one's personality and character traits. In other words, 

the local accountancy profession, in particular, needs to ensure that 

its members have the appropriate moral f~bre to enable them to maintain 

the right balance in a complex relationship. Admittedly, this is 

difficult to achieve in practice, but here is another reason why 

increased emphasis is needed on inter-personal and communication skills 

in student education programmes (eg assertiveness training). Moreover, 

it is equally ~mportant for this purpose to instil into accountancy and 

even management students a serious sense of professional ethics. 

Two other ~mportant influences on independence were economic 

factors and close relationships. 

As to econom~c factors, many respondents pointed out the pressures 

of retaining clients when the audit fees are large. In this regard, 

regulations are needed to bind all local practitioners, and not MIA 

members only. Such regulations will, however, have to take special 

consideration of audit firms which are in their initial years of 

operation. 

Another influence on independence commonly referred to was the 

stronger poss~bility of close relationships in such an island 

microstate. In Malta clients have more tendency to know their auditors 

on a personal, business or social level, and this is considered a 

potential threat ~n itself, particularly in smaller companies. Included 

in this factor is the problem of blood relationships, which cannot be 

dismissed lightly. In this respect, it is clear that more monitoring 
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needs to be exercised by the accountancy profession or its regulator, 

the Accountancy Board. It is recommended that the current legal 

restrictions as to blood relationships {see S3.4) be made applicable 

even to private exempt companies. In addition, if one removes the 

benefit of financial statement secrecy enjoyed by the latter {see 

53.3.4), similar relationships would be further discouraged. The 

removal of such a benefit was in fact agreed to by both parties, and 

would bring the added advantage of more access to the financial 

information of companies. 

The implementation of ethical rules and standards also seems 

d~fficult to monitor, particularly in the eyes of managers, and this 

detracts the influence of such professional pronouncements on 

independence. Claims of practitioners defaulting without being 

effectively checked have already been referred to, but when such cla~ms 

include allegations of practitioners helping clients to evade tax (see 

S5.4.5 {b)], the urgent need for stronger d~sciplinary action becomes 

clearer. Yet, even taking action after the event is probably not 

enough. It is suggested that the MIA or the Accountancy Board should 

consider the monitoring of audit practitioners through quality control 

inspections, say on lines similar to that carried out by the Joint 

Monitoring Board of the UK, as already described in S3.5.2 {d). 

A further problem that emerged with regard to Lndependence concerns 

the provision of financial accounting services by the aud~tor. Unlike 

the provision of other existing services, restriction on this is 

favoured, except in small companies where it is not considered cost

beneficial. While such a restriction may not be enough in the eyes of 

external users of financial statements, it is useful to know about these 

views among auditors and managers, because this implies that if any form 

of regulation is to occur, this is probably the least controversial area 
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from which to start. 

Finally, the relatively low influence of third party factors 

indicates that, except perhaps for shareholders, th1rd parties are 

exerting minimal influence on auditors to remain independent: the 

latter often seem to have in mind serving nobody beyond shareholders, 

and to be mostly unconcerned with any legal liability to other persons 

or bodies. Thus, main users such as the DIR and the banks seem to need 

to exert more influence. Probably, the problem is that, as stated by 

Baldacchino (1991), such users are too hampered from exerting their 

influence by their own rules: ~n fact, the requirements of secrecy of 

both banks and the DIR statutorily bar them from lodging complaints 

against offending accountants and auditors. Such restrictions 

therefore need to be relaxed. 

6.2.4 The Auditor and Management Fraud 

Th1s study has found that the detection of fraud rarely occurs 

through the aud1tor, and that no fraud discovered by the auditor is 

known to be reported by him to outside third parties. Therefore, the 

protect1on which auditors provide to third parties against fraudulent 

management is clearly negligible: auditors seem largely powerless as 

against management in such situations. Yet, any extension of auditor 

responsibilities for the detection or report1ng of fraud to such parties 

is opposed by both s1des, because it is thought to affect negat1vely the 

auditor-management relationship, placing auditors in an undesirable 

inspection role. 

An implication of this is that outside third parties, such as 

supervisory bodies, who want such information need to press for the 

legal powers to perform a direct mon1toring role themselves. Following 

the UK pattern, some (eg the Registrar of Commercial Partnerships) may, 

for example, be empowered to send their own inspectors for the needed 
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information. More controversially, they may even want to go further 

and to press for auditors to be required to lodge special reports to 

them. In fact, as mentioned in 55.4.4, this is already happening in the 

audit of stock-braking firms, where the auditor is exceptionally 

required to report to the recently set-up Malta Stock Exchange. 

In any case, both parties to the relationship w~ll have to recognize 

much more the increasing need to balance their traditional duty of 

confidentiality to the client against the opposing need to open up to 

the interested parties. However, it is felt that at present auditors 

should at least begin to give more information on management fraud to 

shareholders on the lines suggested in SS.4.4 : this is a start to which 

both sides seem to agree. 

In add~t~on, the introduction of legal provisions, mostly agreed to 

by both parties, on the internal controls ~n public or public interest 

cornpan~es can also be helpful in the preventLon of management fraud. 

Such provisions specify the duties of management towards internal 

controls and also require management, possibly in the d~rectors' report, 

to acknowledge such duties and to disclose informat~on on the controls. 

The auditor needs also to review the directors' report for its 

consistency with the financial statements. 

6.2.5 Small Company Audits 

Small company audits are also seen to be generally needed for their 

positive influence on management. However, their statutory requirement 

seems unjustified where all shareholders are in management and no 

outside loan finance is used. In cases like this, there seems to be a 

need to relax legislation and make the audit voluntary. In addition, 

the small audit differs from the large one not only in approach but also 

in its demand for a more intense or closer auditor-management 

relationship. In the small company case, auditors often need to rely 

216 



more on managers because of the insufficiency of independent data. This 

implies that the auditor needs to be even more careful here not to 

compromise his independence. 

A tax evasion mentality seems prevalent among small company 

managers, and both parties think that such a mentality can only change 

in the long run. It is therefore a constant additional source of 

pressure on the small company auditor. Given the allegations stated 

previously of some practitioners helping clients to evade tax, such 

pressure is no surprise and it becomes even more apparent that the 

accountancy profession needs to put its house in order. 

The study also indicated the need for changes in small company 

auditing through the issue of small company auditing standards. 

Interestingly, both s~des disagree on how far to go with such changes, 

with audLtors seeing more sense in their existing practices and less 

inclLnation to change. Yet, both sides see the need for an audit report 

that better reflects the extent of auditor reliance on internal 

controls. In view of the prevalence of small companies in the economy, 

this ~s an area to which the Maltese accountancy profession needs to 

devote particular importance in its auditing standard setting. 

6.2.6 Further Issues 

This study further concludes that government-controlled companies, 

in particular, need more controls on the audit process, and that these 

may include the introduction of audit committees, auditor rotation , and 

value-for-money auditing. 

While in all public and publ~c interest companies audit committees 

are seen by both aud~tors and managers as helpful to the independence of 

the auditor, such committees are particularly worth consideration in 

government-controlled enterprises, because their introduction probably 

obviates the need to have a public watchdog to monitor aud~ting 
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activities. However, wherever such committees are appointed , care must 

be taken to appoint the persons properly qualified for the job. Again, 

with respect to government-controlled enterprises, periodic auditor 

rotation is also seen as a necessary additional safeguard to auditor 

independence - the public interest seems to take precedence. 

Furthermore, in these enterprises, an extended role for the statutory 

auditor is also favoured to cover value-for-money auditing, at least 

until Government auditors have the resources to perform such an audit. 

Finally, in their response, both auditors and managers seemed 

uncertain as to how far to vary from their known UK model in law and 

professional pronouncements. On the one hand, in several suggested 

changes to the regulatory framework (eg in considering protect1ve 

legislation on auditor dismissal, and in the regulation of non-audit 

serv~ces), the influence of UK pronouncements and developments became 

evident. On the other hand, in other suggested changes (eg the 

appo1ntment of audit committees, the disclosure of information on 

controls in the directors' report), they were even willing to venture 

beyond the UK pattern. Thus, the continued applicability of the 

traditional model as to company laws and profess1onal standards has 

therefore been shown to be in question. Again , it is not enough merely 

to adopt international pronouncements such as those of IFAC and IASC as 

national standards and guidelines. Therefore, further research ~nto 

other foreign models and their possible adaptation to Malta will be 

helpful in deciding on the fine details of the changes to be made to the 

regulatory framework relevant to the auditor-management relationship. 

Other areas of research resulting from this study are discussed in S6.4. 

6.3 A Note on the Study Limitations 

This study has provided new evidence in an area that as yet needing 

much empirical research. Yet, its limitations must be borne in mind. 
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While its scope limitations have already been pointed out in Sl.S, and 

also its data collection ones in S4.4, a final word of caution is felt 

needed on the limited applicability of the findings to the population as 

a whole, as is always the case of any research that uses samples. The 

depicted picture of the views and behaviour of both Maltese auditors and 

managers was necessarily l~mited by the respondents' personal bias, 

experience and perceptions. While the high influence in the local 

community of many of the respondents was undisputed, it can only be 

hoped that the given picture approximates, rather than coincides, to 

the overall existing situation. 

In addition, the approach taken in the examination of the auditor

management relationship included some amount of subjectivity (eg the 

areas to concentrate upon, and the importance gLven to the different 

areas). Another researcher might have concentrated differently, and 

even drawn different conclusions. Nonetheless, having said this, 

clear ~ndications have , in any case, 

problems in this relationship. 

6.4 Suggestions for Further Research 

emerged concerning the major 

In Chapter One (Sl.6) the hope was expressed that this project will 

stimulate further research studies, and the need for a part~cular llne 

of research on the adaptation of foreign models has already been 

referred to. The following further suggestions come to light as a 

result of undertaking this study: 

1) Research seems particularly warranted on the potential roles of the 

MIA and educational institutions such as the University of Malta, in 

helping to improve the communication skills of both auditors and 

managers, and in the accounting education of management. Such a project 

may include a study of how the efforts of the individual institutions 

may be coordinated. 
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2) Also, ss.2.2 (e) referred to the possibility of guidance to auditors 

by the accountancy profession relating to apparent dilemmas brought out 

by some of the practitioners on how far to trust financial controllers 

at board level. Specific research on detailed communications in this 

direction may also be helpful. 

3) As stated earlier when concluding on communication barr~ers, time 

pressures on both auditors and managers are apparently affecting 

negatively the~r mutual communications. Research needs to be undertaken 

in order to find the specific reasons for such pressures, in particular 

whether there is some relationship between such pressures and cheap 

audit fees, as claimed by a few respondents in ss.2.2 (a). A 

long~tudinal study in this connection would also reveal whether such 

pressures are becoming more serious over time. 

3) Furthermore, the need has already been pointed out, particularly 

with regard to influences on independence, for the improvement of the 

existing disciplinary machinery of the local profession, and the 

possibil~ty of monitoring auditors by quality control inspections was 

raised. This is another useful area to devote more detailed attention 

to in research studies and, in this respect, backing may be 

particularly sought from the local Accountancy Board or the MIA ~tself. 

4) Accent is clearly further needed in future research on the 

statutory report itself. Here, two separate areas can be identified, 

the audit report in general and also its detailed modified wording in 

the common small company case. Finding how to render the statutory 

end-product more meaningful both to managers and to other users is an 

area that deserves to be given priority in studies aimed at the local 

application of foreign models suggested earlier (56.2.6). 

5) Further studies may also compare the points of view of auditors and 

managers with those of the various users of the financial statements. 
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Such studies could point out the differences in views and perceptions 

and seek the reasons behind them. In particular, these studies may go 

into the views of the indiv1dual users concerning the changes in the 

regulatory framework suggested in this project. 

6.5 A Final Remark 

This study has shown that there is much room for improvement in the 

auditor-management relat1onship in Malta and has discussed var1ous 

suggestions in this direction. However, if one keeps in perspective the 

desired results, difficulties arising in their implementation need not 

be discouraging : after all, as Richard Hooker was quoted as saying long 

ago, "change ~s not made without inconvenience, even from worse to 

better• (Collins Gem Dictionary of Quotat1ons, 1985: p 193). 
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APPENDIX I: 

BACKGROUND NON-ECONOMIC INFORMATION ON MALTA 

Geography and Population Malta is not a single island but a 
miniature archipelago consisting of Malta, Gozo, Comino and 
two other small uninhabited islands. The total area of the 
islands is 315 square kilometres and they are strategically 
situated in the middle of the Mediterranean Sea, 96 
kilometres from Sicily and 290 kilometres from North Africa. 
The main island, Malta, is 27 kilometres long and its widest 
point measures 14 kilometres. Gozo, the other important 
island, is about one-third the size of Malta. Comino lies 
in the Gozo Channel between Malta and Gozo, and has few 
permanent residents. 

Valletta, the capital city faces the Grand Harbour, the 
main Harbour, and is the administrative, commercial and 
shopping centre. It is surrounded by a number of towns 
grown together, forming the large urban agglomeration that 
is the modern centre of Malta. 

With a population of 352,000 in 1989 (Demographic 
Review of the Maltese Islands, 1991), Malta is, in terms of 
land area, one of the most densely populated countries in 
the world. However, this does not necessarily mean that 
Malta is "overpopulated", taking into account that it enjoys 
a respectable Gross National Product per capita by 
international standards (see S3.3.1). Maltese and English 
are official languages in Malta, both are given equal status 
and use, but business correspondence is normally in 
English. 

History Malta's strategic position and its harbours have 
often made ~t an object of contest among competing powers. 
The island has been occupied through the ages by different 
races including the Phoenicians, Carthaginians, Romans, 
Arabs, French and British. Malta is also known for its 
links with the Knights of St John who were based in the 
country for a considerable period and left an indelible mark 
on its history and architecture. 

Malta was a British colony from 1801 until 1964 when it 
became an independent state within the British Commonwealth. 
With its predominantly European culture, it enjoys close 
links with the European Community, to which it applied for 
accession in July, 1990. 

Government Malta is an independent republic within the 
British Commonwealth. Its titular head of state is the 
President who is appointed by the House of Representatives. 
Legislative power lies in the hands of this House which has 
sixty-five members drawn from the two major political 
parties (the Nationalist Party and the Malta Labour Party). 
Elections are held every five years and the party at present 
in Government is the Nationalist Party. 

Executive power is exercised by the Prime Minister and 
the Cabinet, the system of Government being very similar to 
that found in the United Kingdom. The Prime Minister is 
usually the Party leader commanding the greater support of 
the house. 
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APPENDIX II: 

A MALTESE UNQUALIFIED AUDIT REPORT 

The following report is modelled on the Commercial 
Partnerships Ordinance, Cap 168: S143 and on International 
Auditing Guideline No: 13 (IAPC, 1983): 

Auditor's Report to the Members of ..... 

We have examined the accounts of..... on 
pages ...•... to •.....• in accordance with the International 
Auditing Guidelines. We have obtained all the information 
and explanations which, to the best of our knowledge and 
belief, were necessary for the purposes of our audit. In our 
opinion, proper books of account have been kept by the 
company, so far as appears from the examination of the 
books, and proper returns adequate for the purposes of our 
audit have been received from branches not visited by us. 
The company's accounts are in agreement with the books of 
account and returns. 

In our opinion, and to the best of our knowledge and 
according to the explanations given to us, the said 
accounts give the information required by the Commercial 
Partnerships Ordinance, Cap. 168 in the manner as required 
and give, in accordance with the International Accounting 
Standards, a true and fair view of the state of affairs 
of •.... as at •..•. and of the profit and source and 
application of funds for the financial year ended on that 
date. 

(signed) 
Auditors' Name and Address 
Date 
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APPENDIX III: 

AN •EXAMPLE 6• REPORT ISSUED IN MALTA 

Auditor's Report to the Members of .... 

We have audited the financial statements on pages ... 
to ... The accounts are in agreement with the books, which, in 
our opinion, have been properly kept. Having regard to the 
matters referred to below, we have received all the 
information and explanations which were necessity for the 
purposes of our audit. 

In common with many businesses of similar size and 
organization, the company's system of control is dependent 
upon the close involvement of directors. Where independent 
confirmation of the completeness of accounting records was 
not available, we have accepted assurances from the 
directors that all the company's transactions have been 
reflected in the records. 

Subject to the foregoing, in our opinion the financial 
statements give a true and fair view of the state of the 
company's affairs as at 31 December, 19 .. and of its 
source and application of funds for the year then ended and 
comply with the Commercial Partnerships Ordinance, Cap. 168. 

(signed) 
Auditor's Name and Address 
Date 

Source: Galea St John (1990, p.83) as extracted in August 
1990 from the recent accounts (date not given) of a non
exempt private company filed at the Registrar of Commer
cial; Partnerships, Valletta. 
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APPENDIX IV: 

RELEVANT DIRECTIVES OF THE COUNCIL OF THE EUROPEAN 

COMMUNITIES AND THEIR STATUS 

DIRECTIVE 

Fourth 

Fifth 

Seventh 

Eighth 

STATUS 
AS AT 31 
DECEMBER,l991 

Issued 25. 7.78 
(78/660/EEC) 

Amendments 
a.issued 27.11.84 

(84/569/EEC) 
b.issued 8.11.90 

(90/604/EEC and 
90/604/EEC) 

Proposed 13.12.72 
Amended Proposals 
19.8.83 
11.1.91 and 20.9.91 

Issued 83/349/EEC 
(13.6.83) 

Issued 10.4.84 
(84/253/EEC) 
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based on Article 54(3)g 
on the annual accounts 
of certain types of 
enterprises 

on company structures 
and the power and 
obligations of 
company organs 

based on Article 54(3)g 
of the Treaty on 
on consolidated accounts 

based on article 54(3)g 
of the Treaty on the 
approval of persons 
responsible for carrying 
out statutory audits 
of accounting documents 



APPENDIX V: 

THE TWO INTRODUCTORY LETTERS 

The attached two letters were sent as an introduct~o~ .to 
potential participants who did not respond to an 1n1t1al 
telephone contact. 

LOLGHBOROCCH u"-1\ ER5ITY Bl5l'\ESS SCHOOL 

TO WH0:>-1 IT !'-Lo\ Y CO:\CER..'\1 

Loughborough Uniz.:ersity 
LOuCHBOROLGH, LEICESTER5HJRE, LE1 1 3TU 

Telerhone 0309 2631il Tele). 3.;319 

F" 0309 210232 

Tel E:>.t 3124 

Tlus IS to mtroduce !'-1r Peter J Baldacchmo of \is1da, Malta" ho IS a full·t1me Lecturer 
m Accountancy and Fmance at the Urm·emty of Malta 

?\lr Baldacchmo IS a post-graduate research <'-1Piul) student re~;istered w1th tlus 
Uruvemty and Jus subject area relates mainly to e.ternalaud1tmg. 

lt "ould be appreciated, therefore, 1f \ ou and/or your mshtut10n could be helpful to 
!urn in any'' ay you can for the purposes of Jus research stud1es 

Yours sincerely 

A H1gson BSc, PhD, ACA 
Supervisor 
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::::=::: ... ~ 
:="'::: t:: UNIVERSITY OF 1Y\ALTA 
~i 

I~ . Msida Malta F~CLLTY OF ECONOMICS, 
\\;N,;(E\',E:-lT •NO 'CCOL:~TANCY 

CL·R KEF 

TELE?I-C'E 3:€~51 
C.- ELES L':-..'1\IC:i\~li"'·,o...\-l TA 

TElEX ~07 1- EC'L1C MW 

I a~ at pre~eit carry11g out 1n~erv1e~s ~1th aud1~ 
flr~s/:::-ractltlOiers a1d cor?ora~e execut1ves 1, connect10, 
~1th ~i ?Ostgra~uate research st~~1es, and I ~c~ld aprrectate 
ycur Cfir~·s> co-crerattc, 1n t~1s ~ork. 

T\..e o"::!Jec-:. 
relationS,l? 

of ~y ?TOJeC~ lS 
bet~ee~ ~alte~e 

to exa!:liie 
exter1al 

t~e ty?e 
audttors 

o: 
and 

:anage~e~t. It there:cre tahes 11to acco~'"lt :aJar issues that 
are of c~rre1t 1nteres~ to tr.e Jaltese accou1tancy 
?rofessioi, ?art1cularly :1 v .. e.s of t:-e ex:;:.ected 
changes 1n ftiancial re?crt~ig aid audtt•ng legislatton. 

~ould t~erefore b~ ~est gratef~l 1f you Cor a 
re?re~entative of your tec~n1cal de:::-art:e1t/ 
=a'"lage:;.ent> -culd. "t:e :;:re:;:ared to ::r.eet ~e for a 
Th1s ~111 be conducted at a ti:e a1d date 
ccnvenie;ce. 

cc:-?orate 
d.SCUSSlO,. 

of :t~utual 

Su~:ar:zed rezults of the e~sui1g researc, ?aper ~ill ~e sent 
tO all rart1C1pants. 
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tours fa1thfully, 

? J E.&-L~ACC~l'~O, F.C.C.A, F. I. A 
Lecturer 1~ Accounting and F1~ance 



APPENDIX VI: 

THE INTERVIEW DISCUSSION SCHEDULE 

"THE AUDITOR-MANAGEMENT RELATIONSHIP 

IN A MICROSTATE PERSPECTIVE" 

SECTION A : INTRODUCTION (ONE QUESTION) 

SECTION B : COHHUNICATION ISSUES (SIX QUESTIONS) 

SECTION c . INDEPENDENCE QUESTIONS (FIVE QUESTIONS) . 

SECTION D : MANAGEMENT FRAUD (FIVE QUESTIONS) 

SECTION E : SHALL COMPANY AUDIT ISSUES (FOUR QUESTIONS) 

SECTION F . OTHER ISSUES (FOUR QUESTIONS) . 

SECTION G : DEFINITIONS 

SECTION H : RESPONDENT CLASSIFICATION INFORMATION 

(TOTAL: TWENTY-FIVE QUESTIONS) 

PETER J. BALDACCHINO 
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SECTION A: INTRODUCTION 

A.l Do you find a real need for the financial audit of 
companies? 

SECTION B: COMMUNICATION ISSUES 

B.l What, if any, do you consider barriers to auditor
management communication? 

i. 

ii. 
iii. 
iv. 
v. 

- a lack of understanding 
accounting terminology(eg 

- the level of standardization 
- resistance to change 

a lack of trust 

of 
true 
of 

meaning of 
and fair view ) 
audit reports 

vi. 
vii. 
viii. 
ix. 

- a lack of feedback (Def G.2) 
personality conflicts (Def G.3) 
a tendency not to listen 

- too many intermediate receivers 
- a hostile attitude 

x. - other barriers (lack of other communication 
including personal and physical, any other, 
specify) 

skills 
please 

B.2 How far do you find the following letters useful: 

i. letters of engagement? 
ii. management letters? 

B.Ja (Management Respondents only) 
Do you feel that auditors are 
responsibility onto you by 
representation? 

trying to shift 
the letter of 

b Do you think that it is ~mportant to have legislation 
specifying that it 1s a criminal offence for 
management to give misleading representations to the 
auditor? 

B.4 What message do you see being conveyed by 
report? 

an audit 

B.S Would you agree to an audit report being required by 
the accountancy profession 

i to distinguish between auditor and management 
responsibilities? 

ii - to explain that an audit is planned and performed to 
obtain reasonable assurance that financial 
statements are free of material misstatements? 

229 



B.6 Do you think that auditors are being 
cllents as a result of qualifying the 

replaced by 
audit report? 

SECTION C: INDEPENDENCE ISSUES 

C.l What factors, if any, do you consider influential 
on auditor independence? 

i. - integrity (Def G.9) 
ii. sense of idealism (Def G.S) 
iii. public servant attitude (Def G.7) 
iv. - technical competence (Def G.B) and experience 
v. - standards and ethical codes 
vi. the legal liability towards third parties 
vii. - size of fee income coming from one client 
viii. - tact 
ix. - objectivity (Def G.lO) 
x. - other (eg lack of other communication skills 

including personal and physical, any other: 
please specify) 

C.2a What are your general views on the provision of all 
kinds of non-audit services by the auditor? 

b What do you think in particular of: 

i. the provision of tax advice? 
ii. financial accounting services? 
iii. executive recruitment for clients? 
iv. other services (please spec~fy)? 

c i. One may restrict non-audit services to 
clients in the case of public companies 
with a significant public interest (Def 

non-audit 
and those 
G.6). 

ii. Alternatively one may think of placing no 
such restrictions but requlrlng, instead, full 
financial statement disclosure of such services 
by the auditor. 

What do you think of such courses of action? 

C.3 What would your reaction be if audit committees 
(Def G.ll) were introduced as financial reporting 
watchdogs and buffer between auditors and management 
in the case of public companies and those with a 
significant public interest? 

C.4 In your view, should an auditor be required to make a 
Statement of Circumstances (Def G.l2) to his client 
company, the Registrar of Commercial Partnerships and, 
if considered necessary by him, to company 
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shareholders, irrespective of whether he resigns, is 
dismissed or does not seek reappointment? 

c.s The draft Fifth European Directive on company law 
harmonization proposes that: 

i. the auditor be appointed for a 3-to-6 year 
subject to re-appointment and therefore a 
period of 12 years; 

period, 
maximum 

ii. his dismissal within his period of appointment to 
be only on " proper grounds" either in general 
meeting or by the Commercial Court or similar 
administrative authority (eg Registrar of 
Commercial Partnerships) on application by the 
Board of Directors, a director or one or more 
shareholders. 

What are your views about the above proposals? 

SECTION D: MANAGEMENT FRAUD 

D.l What do you think leads to the detection of management 
fraud (Def G.l4)? 

D.2a Do you think that in public companies or companies with 
a significant public interest (Def G.6) management 
needs to be specifically required by law: 

i. to maintain a proper system of internal controls in 
addition to proper books of account? 

ii. to include in the directors' report or a separate 
additional report in the financial statements: 

an acknowledgment 
preparing the 
maintaining a 
controls? 

of its responsibility for 
financial statements and 
proper system of internal 

an assessment of the effectiveness of 
controls and how it responded to any 
weaknesses identified by the auditor? 

internal 
material 

b If the requirements in a.i became law and those 
in a.ii were included in an enlarged directors' 
report, what role do you see for the auditor in this 
respect? 

0.3 Should the auditor have a wider responsibility for the 
detection of fraud than he has at present? 
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0.4 The case may arise of the auditor uncovering material 
fraud in which management is implicated. Do you think 
that in such cases: 

unless the auditor has no confidence in the 
integrity of senior management, he should inform 
it and request it to deliver an adequate company 
report within a specified time to persons or 
bodies with a "proper interest" to receive such 
information: these are to include, as the 
case may be, shareholders and regulatory bodies 
and public authorities according to the nature 
of the fraud, eg the Registrar of Commercial 
Partnerships or Central Bank of Malta? 

the auditor should be specifically empowered 
by law, in case of management failure to do 
this, to override his duty of confidentiality 
and report directly to the persons or bodies 
concerned? 

D.Sa Were there, in your experience, any cases of 
management fraud which you would like to refer to? 

b What are your views on the auditors' responsibility in 
the cases referred to in (a), if any? 

c Are there any other 
management fraud 
relationship? 

comments you wish to make on how 
affects the auditor-management 

SECTION E: THE SHALL COMPANY AUDIT 

E.la In your view , is there a need for the audit of small 
companies (Dei G.l)? 

b How far do you think 
different from that of 
complications, if any, 
audit? 

such an audit should be 
larger companies and what 
do you see in such an 

E.2 Do you think that management pressures to 
minimize tax liabilities are an increasing problem in 
the presentation of small company financial statements? 

E.3 What are your views on the following suggested changes 
for small company audits through the issue of auditing 
standards for small companies? 

i - management 
financial 
may both 
them. 

still retains responsibility 
statements but audit practitioners 
compile them on its behalf and audit 
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ii - normally the auditor will not rely on internal 
control systems: if he does so rely he needs 
to disclose the extent of reliance in his audit 
report. 

iii- analytical review procedures and internal 
substantive tests (transaction tests, 
inspections etc) will be the main audit tests, 
and external verification procedures (e.g. 
circularization of debtors, bank letter ) need 
not normally be carried out. 

E.4 Do you agree that the secrecy permitted by 
Maltese law [CPO: Sl49 (l)] to private exempt 
companies in respect of Maltese financial 
statements, including the auditors' and directors 
reports, should be removed? 

SECTION F: OTHER AUDITOR-MANAGEMENT RELATIONSHIP ISSUES 

F.la Do you agree that in 
there is the need for 
the appointment and 
in the sector? 

government-controlled 
a public watchdog to 

removal of all private 

entities 
monitor 

auditors 

F.2 

b "Provided that the position of Director of Audit is 
filled only by a qualified accountant of recognized 
understanding and experience, such a Director and 
his staff may act as the public watchdog in (a)." 
What do you think of this statement? 

c "Such a Director may be further empowered to 
receive all audited financial statements of 
government- controlled enterprises, and to examine 
such accounts on behalf of the government as 
shareholder. He would then pass them on with any 
necessary comments to Parliament or to a 
financial committee appointed by it from its members 
(eg a public accounts committee). These powers 
would include that of recommending a second audit, if 
necessary." What are your views? 

What is your 
auditors of 
its frequency? 

opinion on the 
government-owned 

general rotation 
enterprises, and 

of 
on 

F.J "Value-for-money auditing (Def G.l3) needs to be carried 
out in government-controlled enterprises by the 
private statutory auditors until such time as the 
Department of Audit has adequate resources to perform 
it. " What are your views? 
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F.4 Do you have any other comments on ways of enhancing 
auditor-management relationships? 

SECTION G: DEFINITIONS 

G.l •A SHALL COMPANY• is "one 
characteristics: 

having the following 

(i) only a few employees in relevant accounting and 
administrative functions leading to a limited or 
inexistent segregation of duties; and 

(ii) with domination by the senior management or 
owner over all essential aspects of the 
business." 

G.2 •FEEDBACK• is "the information which the other party 
gives you on your work, so that you can make the 
necessary adjustments or modifications in the future." 

G. 3 •PERSONllLITY• is "a 
characteristic ways 
etc. " 

compendium 
of thinking, 

of one's traits or 
feeling, reacting 

G.4 •FIDUCIARY COMPANIES• are "those to which third 

G.S 

G.6 

G. 7 

party or public funds are entrusted, such as banks." 

•sENSE OF IDEALISM• is "the nature 
pursue the appropriate judgments 
to potential client loss." 

of the auditor to 
without regard 

•coMPANIES WITH A SIGNIFICANT PUBLIC 
taken to include "fiduciary 
De£ G.4) and government-controlled 
corporations." 

INTEREST• 
companies 
companies 

are 
(see 
and 

•AUDITOR' S PUBLIC SERVANT ATTITUDE• is "the 
auditor's sense of serving all interested parties 
and not anyone in particular." 

G. 8 •TECHNICAL COMPETENCE• means the "possession by an 

G.9 

G.lO 

individual of the necessary expertise to discover 
all the significant errors or om~ssions present in 
set of unaudited annual accounts." 

•INTEGRITY• is "intellectual 
subordination of one's judgment 

honesty and non
to that of others." 

•oBJECTIVITY• is "a mental attitude 
events on a purely factual basis 
influence of one's personal feelings, 
interests." 

that views 
without the 
opinions or 

G.ll •AUDIT COMMITTEEs• are "committees that are composed 
of non-executive directors and whose objective is 
that of monitoring a company's auditing activities." 
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G.12 •A STATEMENT OF CIRCUMSTANCES• is "a statement 
required in British Statute [CA 1989: S123(1), CA 
1985: S.394] to be delivered by the auditor 
when he ceases to hold office for whatever 
reason. This will be deposited at the company's 
registered office and, unless the Court decides 
otherwise, a copy of it is given to the 
Registrar of Companies and also, if required by 
the auditor to every person entitled to receive 
copies of the accounts. This statement points out 
the circumstances, if any, of wh~ch the auditor 
feels such person or company creditors should be 
aware of connected with his ceasing to hold 
office." 

G.13 •vALUE-FOR-HONEY AUDITING• is used here to refer 
to "an objective examination of a government
controlled enterprise in order to determine whether 
it is achieving economy, (or that a programme of 
activity is performed at the lowest cost), 
efficiency ( or that the optimum output is being 
achieved), and effectiveness ( or that the intended 
objectives or goals are being achieved ) . " 

G.14 •FRAUD" is used to refer to "the use of deception to 
obtain an unjust or illegal advantage, including the 
intentional distortion of financial statements and 
the misappropriation of assets. " 

SECTION H: RESPONDENT CLASSIFICATION INFORMATION 

STATUS 
i.if auditor (please specify): 

Senior Partner 
Technical Partner 
Sole Practitioner 
Other ........... . 

ii.if senior financial 
executive (please specify): 
Financial Director 
Financial Controller 
Other .......... . 

AUDIT PRACTICE 

Number of audit employees 

Foreign Correspondent 
or Associate Yes/No 

Detail 

"Big Six" Correspondent 
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COMPANY OF WHICH MAIN SENIOR FINANCIAL EXECUTIVE: 

Small (Def G.l) Yes/ No 
No of Employees: 
Total 

In Accounting/Administrative Functions •.•.•• 

Government-Controlled Enterprise Yes/No 

FOR AUDIT PRACTITIONERS: 

Audit Experience (Years) 

General 

In Government-controlled Enterprises 

FOR SENIOR FINANCIAL EXECUTIVES: 

CPA/ Non-CPA 

Previous Experience In 
Government-Controlled 
Enterprises: Yes/No 

No of Years 

Also Financial Executive in Smaller Company/ies Yes/No 

Experience in Finance-related Functions •.... 

OTHER RELEVANT DETAILS: 

236 



APPENDIX VII: 

SCORE SCALES USED IN THE INTERVIEW DISCUSSION 

AND THEIR USE IN THE ANALYSIS 

(a) The Score Scales 

In the interview discussion, two score scales were used and 
these were referred to as (1) "Opinion• Score Scales and 
(2)"Intensity or "Frequency" Score Scales. 

(1) The Opinion Score Scale 

1 2 3 4 5 

SA A u D SD 

SA ( 1) Strongly Agree 
A (2) Agree 
u ( 3) Undecided 
D (4) Disagree 
SD (5) = Strongly Disagree 

These opinion scales were used for the following questions in 
the interview discussion schedule: 

B.3a, B.5i,ii, C.2a, C.2bi,ii,iii, C.2ci, ~~, C.3, C.4, 
C.5i, ii, D.2ai,ii (two parts in ii), D.3, D.4 , E.2, 
E.3i,ii,iii, E.4, F.1a,b,c, F.2, F.3 

(2) The Intensity or Frequency Score Scale 

High ( 5) 

(4) 

(3) 

( 2) 

No • ( 1) 

The following variations of the Frequency Score Scale were 
used in the questions of the interview discussion schedule 
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as indicated: 

Variation Questions Used 

No barrier (1) •... High barrier (5) B.l 

No need (1) ....... High need (5) A.l, E.la 

Not Important (l) .. Very Important (5) B. 3b 

Not Useful (!) ..... Very Useful (5) B.2(i) and (ii) 

Not Influential(l) •..•. Very Influential(5) C.l 

Not Different (1) ...•• Very Different (5) E.lb 

N(l) .•. R(2) ... 50/50 (3) ..• 0 (4) ... A (5) 
N Never 
R Rarely 
50/50 = Equal Chance 
0 = Often 
A Always B.6 

(b) Scale Score Use in the Analysis 

The way in which the marks given by the respondents were 
grouped depended on whether the scale was intensity or 
opinion. Generally, the marks given by the respondents were 
grouped so that the chi-squared test could be used. 

(a) Intensity Scales In the case of intensity scales, the 
number of respondents with a scale of one was compared with 
the total number of respondents with a scale above one to 
five. This was done both for auditors and managers, and for 
all the respondents. A chi-squared test was made with the 
null hypothesis of no response difference between the 
groups at the 0.05 significance level. However, this 
test was not considered in the analysis in a few cases 
( questions B.li and vi) where there was the possibility of 
the results being biased because of the smallness of the 
sample, which was where any expected class category was 
less than 5 and the test rejected the null hypothesis. 

In a few further cases (questions A.l, B.6, and C.li and 
ix) where no scores at all were made on point one of the 
scale, it was also checked whether any significant 
difference between the groups would be ascertained by the 
same test if the number of respondents with scales marks up 
to two were compared against those above two to five, and in 
no case was any significant difference found. 

(b) Opinion Scales A similar chi-squared test was used to 
find out whether there was any significant difference 
between the number of auditors and managers agreeing to the 
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various opinion questions. The only difference here was 
that in all cases the number of respondents in each group 
and overall with a scale of up to two one was compared with 
the number of respondents with a scale above two to five. 
The test could be used for all the opinion questions. 

Finally, in view of the limitations stated in S4.4(e), 
in the case of both types of scale scores the arithmetic 
average of the scale scores was used only as a secondary 
indicator in the analysis. These scores are referred to as 
!ASS's (Indicative Average Scale Scores) in this thesis. 
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APPENDIX VIII: 

BARRIERS TO AUDITOR-MANAGEMENT COMMUNICATION - SCALE SCORE 

AVERAGES AND RESPONDENTS WITH BARRIERS BY GROUP 

Auditor Number Manager Number 
Barrier Average of Average of 

Scale Auditors Scale Managers 
Scores With Scores With 

Barriers Barriers 

a. A Tendency 
Not To Listen 2.63 18 2.28 15 

b. Understanding 
of Meaning 
of Accounting 
Terminology 2.80 20 1. 80 13 

c. A Lack of 
Feedback 2.20 18 2.40 15 

d. Personality 
Conflicts 2.25 20 1. 90 13 

e. A Lack of 
Trust 2.05 16 1. 85 13 

f. Resistance 
To Change 2.38 18 1. 60 8 

g. A Hostile 
Attitude 1. 40 8 1. 98 15 

h. Too Many 
Intermediate 
Receivers 1. 75 11 1. 73 11 

i. The Level of 
Standardisat-
ion of Audit 
Reports 1.85 11 1. 60 9 
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APPENDIX IX: 

FACTORS INFLUENCING INDEPENDENCE - SCALE SCORE AVERAGES AND 

RESPONDENTS BY GROUP 

Auditor Number of Manager Number of 
Factor Average Auditors Average Managers 

Scale Finding Scale Finding 
Scores Factor Scores Factor 

Influential Influential 

a. Integrity 4.90 20 4.90 20 

b. Objectivity 4.43 20 4.33 20 

c. Economic 
Pressures 4.10 19 3.93 19 

d. Tact 4.05 18 3.92 18 

e. Technical 
Competence 
and 
Experience 3.40 15 3.00 13 

f. Standards 
and Ethical 
Codes 3.30 17 2.00 9 

g. A Sense of 
Idealism 3.30 15 1.55 8 

h. Existence 
of Legal 
Liability 1. 65 8 1. 80 8 

i. A Public 
Servant 
Attitude 1. 70 8 1. 30 3 
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