
Topic 1: Introduction and overview of audit and assurance 

What do auditors provide? 

Auditors provide an Auditor’s report, which is the final output of the financial statement audit. This 

includes: 

• Names and details about the directors  

• A consolidated income statement 

• Consolidated statement of comprehensive income 

• Consolidated Balance Sheet 

• Consolidated statement of changes in equity 

• Consolidated statement of cash flows 

• **Independent Auditors Report – It is crucial that the auditor is independent so that they 
can be trusted. The auditor’s must declare their independence. This independent auditors 
report contains a report on the financial reports (listed above), discusses the director’s 
responsibility for the financial report, discusses the auditor’s responsibility, contains a 
statement about their independence, and then provides the auditors opinion (pretty much 
just confirms whether the financial statements listed above are accurate). 

Thus, the auditors will check over the financial statements (e.g. balance sheet, income statement, 

cash flow statement) that are provided by the company, and will then provide an independent 

auditors report confirming whether they are accurate. This provides credibility to the accuracy of the 

reports. Auditors charge high fees for these services, which are often split into audit costs, checking 

legislative requirements as well as fees for other services. 

Note: Sometimes an internal auditor will prepare financial statements for the company, however in 

most cases the company will prepare the financial statements and the auditor will merely check 

them and confirm their accuracy though the independent auditors report. 

Why is an audit important? 

An audit is important as: 

• Integrity of financial reporting is crucial for a healthy functioning of a market economy – This 
is because if you wish to buy shares or engage in the economy, we need to ensure that we 
are investing in credible companies who provide accurate financial statements. 

• Auditors play a key role in enhancing credibility of financial reports – Because financial 
reports are used for decision making, it is imperative that they are accurate and reliable. 

• There are significant consequences if the audit is not properly completed. Major corporate 
collapses over that past decades provide important lessons in this regard (e.g. Enron (US) 
and HIH (Australia), both audited by Arthur Andersen). In these cases, where large 
companies had corporate collapses due to an absence of proper auditing, it had a profound 
effect on a number of people and the wider economy. 

Enron 

Enron was a giant energy company. With steady growth, Enron became the largest natural gas 

company in the U.S. by the mid-1980s. Kenneth Lay, Enron’s CEO, and his top subordinate, Jeffrey 

Skilling were behind Enron’s growth. Together, they created several special purpose entities (SPEs) 

to artificially increase reported profit using complex related party transactions. Enron’s financial 

condition eventually deteriorated and it filed for bankruptcy in December 2001. Lay and Skilling 

went to jail. 



Arthur Andersen was one of the Big 5 accounting firms. AA enjoyed a reputation for honesty and 

integrity as independent auditors. AA earned large amount of revenues from consulting and auditing 

services from Enron and other clients. *AA received its share of the criticism regarding the Enron 

collapse, as it had several indiscretions including earning a large amount of consulting revenue from 

Enron, playing a questionable role in relation to Enron’s SPE transactions (potentially they advised 

them to do this but this is not proven), and attempting to obstruct justice by shredding audit 

documents for Enron. Therefore, one of the key issues was that AA did advisory and auditors reports 

for Enron, and they were therefore not independent as they were influenced by their desire to keep 

Enron as a client from whom they earn money from. AA was convicted in 2002 and its proud history 

ended. 

Auditing and Assurance Defined 

Auditing is one part (a subset) of an assurance engagement. 

An assurance engagement is defined as an engagement in which an assurance practitioner expresses 

a conclusion designed to enhance the degree of confidence of the intended users other than the 

responsible party about the outcome of the evaluation or measurement of a subject matter against 

criteria.’ 

Defining the underlined terms: 

• ‘Assurance practitioner’ – can be either working in public practice providing assurance on 

financial reports or a consultant providing assurance about environmental disclosures. 

• ‘intended users’ – Who is using the reports; example: shareholders, creditors, employees 

• ‘responsible party’ – The person or company preparing the reports; e.g. company 

management 

• ‘subject matter’ – Example: financial reports 

• ‘criteria’ – Example: Accounting standards and interpretations and Corporations laws 

Different Assurance Services 

The most common assurance services are: 

1. **Financial report audits - an engagement designed to express an opinion about whether 

the report is prepared in all material respects in accordance with a financial reporting 

framework (ASA 200, para. 11; ISA 200, para 11). This just means that the report must be 

prepared in accordance with Australian accounting standards, and a fair representation be 

provided. This report must be prepared annually by most companies (except small private 

companies). The independent auditor will then form an opinion on the truth and fairness of 

the financial report. 

2. Compliance audit: Involves gathering evidence to ascertain whether rules, policies, 

procedures, laws and regulations have been followed. 

3. Performance audit: Refers to the economy, efficiency and effectiveness of an organisation’s 

activities. 

4. Comprehensive audit: Combines elements of financial report audit, compliance audit and 

performance audit (combination of the above 3 audits).  

5. Internal audit: Provides assurance about various aspects of an organisation’s activities. 

Internal auditors are typically part of the organisation (usually employees) and are therefore 

not independent. It can however be outsourced to external auditors. Internal audits typically 

involve evaluating and improving risk management, internal control and governance. 



6. Corporate social responsibility (CSR) assurance:  Includes voluntary reporting about 

environmental, employee and social subject matter. They look at whether your company is 

performing from a CSR perspective and serving society. Some organisations choose to have 

their CSR disclosures assured by an independent assurance provider. These disclosures 

include both financial and non-financial information. 

Limitations of an audit (financial report audit – 1st dot point) are: 

• There is no guarantee that the financial report is free from error or fraud. This is 

emphasised by audits relying on information provided by the client, meaning an auditor 

may not always be provided all relevant information. Also put simply, auditors can make 

mistakes. 

• The audit procedures and processes are to be performed within a reasonable period and 

cost (ASA 200, ISA 200). Trying to control costs may therefore prevent the audit being 100% 

accurate. 

• Financial statement preparation involves judgement. So too does the audit. 

A comparison between a financial audit, an environmental audit and a performance audit is shown 

below: 

 

Different Levels of Assurance 

There are 3 levels of assurance: 

1. Reasonable Assurance 
2. Limited Assurance 
3. No Assurance 

 

 

 

 

 

 



*A discussion of these 3 levels is shown below: 

 

In a reasonable assurance report, the auditor has done adequate work to report with reasonable 

certainty that the information is or is not reliable. In contrast, a limited level of assurance is to gather 

evidence to form a negative opinion regarding the reliability of the information being assured. In this 

instance, the auditor concludes whether or not something has come to their attention to indicate 

that the information isn’t accurate. No assurance is where auditors are looking to investigate 

something (e.g. a potential fraud), and they look into the matter without giving an opinion on 

whether the information is accurate. The assurance provider must make it clear that they are merely 

reporting the facts of the case and not providing assurance. 

Different Audit Opinions 

Audit opinions may be classified as either modified or unmodified: 

• Unmodified (unqualified opinion) – The most common opinion, it provides that the financial 
report is true and fair, presents fairly the financial position of the company, and the 
information complies with AAS and Corp Act. This means that the opinion is not modified by 
anything such as bias or any other modifications impacting on the opinion. Essentially it just 
says that the information is fair and accurate. 

• Modified – Contains both modifications that do not affect the auditor’s opinion (emphasis of 
matter) and modifications that do affect the auditor’s opinion (Qualified Opinion, Adverse 
opinion or Disclaimer of Opinion). 

An emphasis of matter paragraph does not affect the auditor’s opinion that the financial report is 

true and fair. It draws the attention of the reader to an issue that the auditor believes has been 

adequately and accurately explained in a note to the financial report. The purpose of the emphasis 

of matter paragraph is to ensure that the reader pays attention to the issue when reading the 

financial report. In contrast, a qualified, adverse or disclaimer opinion do affect the auditors opinion. 

A qualified opinion is issued where the author concludes that the financial report contains a material 

misstatement, and where ‘except for’ the misstatement, the report can be relied upon. Qualified 

opinions are material but not pervasive (not overly widespread). More serious issues require an 

adverse opinion or a disclaimer of opinion. An adverse opinion is where the misstatements are 

material and pervasive to the financial report. A disclaimer of opinion is used when the auditor is 

unable to obtain sufficient evidence to form on opinion.  



A summary of the 3 modified opinions is shown in the table below: 

 

Thus, if the modification is material (significant) but not pervasive (widespread), this is generally ok 

and the auditor offers a qualified opinion (which is like an opinion except for the modification). If the 

financial report is misstated and this modification is pervasive, the auditor will have an adverse 

opinion to the financial reports. If the auditor cannot obtain sufficient evidence and this is pervasive, 

the auditor will give a disclaimer saying they cannot form an opinion. 

Preparers and Auditors Responsibilities 

Preparer’s responsibility - It is the responsibility of those charged with governance to prepare the 

financial statements and ensure that information contained in them is relevant, reliable, 

comparable, understandable, true and fair. 

The auditor also has responsibilities relating to the audit. These include (3 things): 

1. Apply professional scepticism: maintaining independent of the entity and having a 

questioning mind to thoroughly investigate all evidence presented. They cannot just assume 

it is accurate; they need to have an open mind and fully investigate. 

2. Professional judgement: use of judgement based on level of expertise, knowledge and 

training obtained by the auditor. This means that they have special skills they have acquired 

in the area which they use to make good decisions exercising professional judgement. 

3. Due care: being diligent, applying standards and documenting each stage of the audit 

process. 

As such, the qualities that an ‘assurer’ must have in order for users of assured information to feel 

that assurer’s reports are credible are the ability to exercise professional judgement, professional 

scepticism and independence from the client. 

Assurance Providers 

Assurance services are provided by accounting and consulting firms. 

There are three tiers of assurance providers in Australia. 

• First tier: the ‘Big 4’, which includes Deloitte, Ernst & Young, KPMG and PWC 

• Mid-tier: firms with significant presence and most have international affiliations. 

• Next tier: regional and local accounting firms. 

First tier firms are associated with high audit quality. This is largely because of their size meaning 

they have the best resources and are also highly regulated and watched over, forcing them to act 

honestly and prepare accurate reports.  


