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ROLE OF AUDIT IN MANAGING PUBLIC INTEREST ENTITIES

Abstract. The article discusses current issues of interaction between external auditors and
management of public interest entities with the aim of making managerial decisions aimed at
ensuring the continuity of an entity, ensuring balance between resources and their sources,
eliminating distortions in financial statements.

Based on the study, it has been found that the definition of «public interest» is inextricably
linked with the economic benefits of interested financial statements users. Internal control (audit) is
aimed at prompt response to negative effects of economic activity. Considering financial
performance generally, external audit provides users with reliable information on financial and
property status of the audited entity, its financial results, and changes in cash flow and equity.
Management team of a public interest entity has to create an audit committee to interact with an
external auditor. At the same time, an external auditor creates an additional report and informs the
audit committee on the applied principles of independence, on the key partner, on the auditors
involved, on the scope and timing of the statutory audit, on the audit methodology, the materiality
level chosen for the audit, on business continuity of the audited entity, on the shortcomings of its
quality control system, on identified violations of the law, and on the interaction of auditors and
management during the audit. A letter from the auditor to those with the highest managerial
authority also contains information about the internal control system and its ability to identify
deviations from legislative norms. A final document informing report users on financial and
property status, operating activity, cash flow and equity statements of the audited entity is an audit
report, which may include the following opinions of an auditor: unqualified opinion, qualified
opinion, adverse opinion, and disclaimer of opinion. The management of the audited entity makes
decisions on adjusting internal control system, financial statements, and revealed deviations from
legislative norms based on audit documents preceding the report and the audit report itself. The
procedure for adjusting the customer’s internal control system of the audit, its financial statements
identified during the inspection of deviations from existing legislative standards on the basis of
audit documents preceding the audit report and an additional report for the audit committee of the
enterprise is considered.

Keywords: public interest entities, audit, financial statements, audit committee, audit report,
management.

Formulas: 0; fig.: 0; tabl.: 4; bibl.: 10.

1 7 6 ISSN 2306-4994 (print); ISSN 2310-8770 (online)



FINANCIAL AND CREDIT ACTIVITIES: PROBLEMS OF THEORY AND PRACTICE 2020 N2 3 (34)

JIybenuenko O. E.

00KMOp eKOHOMIYHUX HAYK, OOYEHM,

Hayionanvna akademis cmamucmuxu, ooniky ma ayoumy, Kuis, Ykpaina;
e-mail: olga.lubenchenko@gmail.com; ORCID ID: 0000-0002-4209-8929
Pawenko B. I1.

OOKMOp eKOHOMIYHUX HAYK, npoghecop,

ISMA Buwa wixona menedscmenmy inpopmayitinux cucmem, Jlamais;
e-mail: viktorja.rjascenko@gmail.com; ORCID ID: 0000-0003-1783-3079
Kueumepe M. H.

OOKMOp eKOHOMIYHUX HAYK, npoghecop,

Beumcnincoxuii ynieepcumem, xonedaic npukiaouux Hayx, Jlameis,
e-mail: marga.zivitere@isma.lv; ORCID ID: 0000-0002-3166-3742
Kocmupko P. O.

OOKMOp eKOHOMIYHUX HAYK, npoghecop,

JIBH3 « Vuisepcumem 6anxiscokoi cnpasuy, Yxpaina,

e-mail: ruslankostyrko@gmail.com; ORCID ID: 0000-0001-9247-3363

POJIb AYAUTY B YIIPABJIIHHI NI AITPUEMCTBAMMU CYCIIIVIBHOI'O IHTEPECY

AHoTanig. Po3KkpuTO akTyalnbHI NUTaHHA B3a€EMOII MK 30BHIIIHIMU ayAUTOpaMH 1
MEHEKMEHTOM TMIAMPUEMCTB, IO TPEACTABIAIOTH CYCHIJIBHHNA IHTEpeC 3 METOK YyXBaJCHHS
YIPaBIIHCBKUX PillIeHb, CIPSIMOBAHUX Ha 3a0e3neueHHs 6e3mepepBHOCTI MiSIIBHOCTI HMiANPHEMCTB,
OamaHCy MIX pecypcamH 1 JKepelaMu iXHbOTO yTBOPEHHS, YCYHEHHS BUKPHBIIEHb (iHAHCOBOI
3BITHOCTI. Ha OCHOBI TOCTiIPKEHHSI BU3HAYECHO, 1110 «CYCIUIBHUHN 1HTEpeC» HEPO3PUBHO OB’ I3aHUN
3 €KOHOMIYHUMH BUTOJIaMU 3alliKaBJICHUX KOPUCTYBauiB ()iHAHCOBOI 3BITHOCTI. JlOCIHi)KEHO Miclie
Ta (YHKIII BHYTPIIIHBOIO 1 30BHIIIHBOI'O ayAWUTY Ta PO3KPUTO IXHI CYTHICHI XapaKTEPUCTHKH.
JloBenena HEOOXIMHICTh CTBOPEHHS MEHEIKMEHTOM IIIMPUEMCTB CYCIUIBHOTO 1HTEpECy
ayJIUTOPCHKOTO KOMITETY ISl B3a€EMO/I1 13 30BHIIIHIM ayIUTOPOM. BUCBITIIEHO pexoMeHaanii o0
HAJaHHS 30BHIIIHIM ayJUTOPOM JIO ayJUTOPCHKOr0 KOMiTeTy iH(opmamiro y ¢opmi 3BiTy Mpo
3aCTOCYBaHHS TPUHIMITIB HE3aJIEKHOCTI, KIIOYOBUX IMAPTHEPIB, 3ay4CHHX ayJaUTOpiB, 00CAT 1
TEpMIHM BUKOHAHHS 3aBJaHb CTOCOBHO OOOB’S3KOBOTO ayJIuTy, PO METOAUKY NEpPEeBIpKH,
BU3HAYCHY CYTTEBICTh, MEPCHEKTHBY OE3MEPEePBHOCTI MiSIBHOCTI Cy0’€KTa ToCTOIaplOBaHHS,
HEJIOJIIKH CUCTEMH KOHTPOJIIO SKOCT1, BUSBIICHO MOPYIICHHS 3aKOHO/IaBCTBA, B3AEMOJIIO ayJAUTOPIB
Ta MEHE/DKMEHTY B X0J1 nepeBipku. OOrpyHTOBAHO, IO JUTsl 3[1HCHEHHS KOMYHIKAIIA ayauTopa i
MEHEJKMEHTY TOTpiOHEe HaJaHHS JHCTAa MEHEIKMEHTOBI, J€ ayIuTOp CIOBIIIAE THX, KOTO
HA/IJICHO HaNBUIIMMH  YNPaBIIHCBKUMH IOBHOB@KEHHSAMM IOJO CHCTEMH BHYTPIIIHBOIO
KOHTPOJIIO Ta ii MOXIJIMBOCTI pearyBaTH Ha BIIXWICHHS BiJl YMHHUX HOPM 3aKOHOAABCTBA. Po3kpuTo
BUMOTH /10 ayJUTOPCBKOIO 3BiTy, SIKMM Hajae KOpuCTyBadyaM I1H(opMmalio mpo (iHaHCOBO-
MaiHOBUIl CTaH, pe3yJbTaTH AiSUTBHOCTI, PyX KOMITIB, KamiTalxy 1 MICTUTh TO3UTHBHY IyMKY
ayuTopa abo AyMKY 13 3aCTEPEKEHHSM UM B1IMOBY BiJ BUCJIOBIEHHS JyMKU. PO3IIISIHYTO OPSIIOK
KOPUTYBaHHS CHUCTEMH BHYTPIIIHBOIO KOHTPOJIO 3aMOBHHKA ayAHTy, HOro (hiHAaHCOBUX 3BITIB,
BUSIBJICHMX IIiJI Yac TEPEBIPKM BIIXWICHb BIiJ] YMHHHX 3aKOHOJABUYMX HOPM Ha IIiJICTaBi
ayJIUTOPCHKUX JIOKYMEHTIB, IO TEpEenyIoTh ayAMTOPCHKOMY 3BITY Ta MOJATKOBOMY 3BITY ISt
ay IUTOPCBKOT'0 KOMITETY Cy0’€KTa rOCIOaprOBaHHs.

KurouoBi cjioBa: mignmpueMcTBa CyCHUIBHOTO 1HTEpecy, ayAuT, (piHaHCOBa 3BITHICTB,
ayIUTOPCHKUN KOMITET, ay AUTOPCHKUM 3BIT, MEHEKMEHT.

®opmyi: 0; puc.: 0; Tabmn.: 4; 616m1.: 10.

Introduction. The Law of Ukraine «On Accounting and Financial Reporting»enriched
management with a new definition — «public interest entities». Public interest entities include:
issuers of securities which are admitted to exchange trading, banks, insurance companies, non-
governmental pension funds, other financial institutions (except for other financial institutions and
non- governmental pension funds related to microcompanies, and small companies) and companies
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that, in accordance with this Law, belong to large companies [1]. Users of financial statements of
public interest entities require its managers to provide credible and reliable information on the
financial condition of a business entity, its liquidity, solvency, business activity, profitability,
income and expenses, cash flow, equity status, and other information, including corporate
governance status information. The credibility and reliability of the information is confirmed by an
independent audit. In turn, the adoption of the new Law of Ukraine «On the Audit of Financial
Statements and Auditing Activities» brought the Ukrainian audit closer to international
requirements and standards [2]. Thus, Directive 2013/34/EU of the European Parliament and of the
Council on the annual financial statements, consolidated financial statements and related reports of
certain types of undertakings requires the harmonization of national standards regarding the
presentation and content of annual financial statements and reports on company management.
Directive 2006/43 /EC of the European Parliament and of the Council on statutory audits of annual
accounts and consolidated accounts sets stricter requirements, firstly, for the independence of
external auditors and application of the principle of professional skepticism by them, secondly, for
the content of the audit report, and thirdly for the control of audit activity, including entities that
audit financial statements of public interest entities, fourthly, for consideration and prevention
ofconflicts of interest [3].

Research analysis and task setting. Issues of external independent audit are considered in
the works by the following scientists and practitioners: S. Bychkova, A. Sheremet, V. Suits, 1.
Belikov, V. Verbitsky, E. Petrik, A. Redko, N. Korinko, V. Bondar, I. Dmitrenko, N. Proskurina,
Yu. Pogorelov and others. But the convergence of Ukrainian and European legislation requires
auditors to make new decisions towards ensuring the activities of their customers, primarily foreign
investors. The aim of the study is to disclose the features of applying the norms of European and
Ukrainian legislation in the sphere of auditing financial statements of public interest entities, and to
disclose the role of external audit in decision-making by business entities” management.

Results and discussion. Audit of financial statements is an audit service that verifies
accounting data and indicators of financial statements of a business entity, including consolidated
statements, with the aim of expressing an independent opinion of an auditor on its compliance in all
essential aspects with the requirements of accounting provisions (national and/or international) [8].

The reasons for the need for such services are as follows:

- the need for stakeholders in the reliability of the information presented in financial
statements of business entities, including public interest entities;

- the lack of specialized knowledge and practical experience in accounting among the
stakeholders; the lack of necessary information and free access to primary documents of a business
entity;

- subjective opinion of financial statements compilers and ambiguity of interpretation and
application of normative and legislative acts by them.

Stakeholders of audit reports are:

- owners and investors, both real and potential (in terms of receiving dividends, share of
profit and other interest income);

- creditors (suppliers who receive payments for delivered goods, works and services);

- debtors (in terms of obtaining the necessary goods, work, services and finished products);

- management of business entities (making current and future managerial decisions);

- state regulatory authorities (in terms of paying taxes, fees and permits, supervision of

activities).

Public interest entities, primarily those that attract borrowed funds, are responsible to
creditors for the return of funds and payment of interest income. It should be noted that the
legislation defines «public interest entities» without focusing on what constitutes public interest. In
this regard, literary sources have been analyzed, (7Table I).
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Table 1

The Definition of «Public Interest» in Literary Sources

Source

Definition of «Public Interest»

Note

Politics. Explanatory dictionary. —
M.:  «INFRA-M», Publishing
House «Ves Mir». D. Underhill, S.
Barrett, P. Burnell, P. Burnham,
and others. Ed. by: Doctor of
Economics I. M. Osadchaya, 2001

(4]

Public interest:

1. The general interest of individuals
acting as members of a public group
(public).

2. The totality of generalized
individual interests of people affected
by politics or some action.

There is an obvious difference between
these two definitions, since there is a
difference between a common interest
and a combination of individual
interests. A common interest is a shared
interest, while the totality of individual
interests depends on the final assessment
of the position of individuals considered
in isolation from each other. Such
skepticism has found strong support in
the theory of public choice.

Political science: dictionary
reference book. Auth. and comp.:
LI Sangarevsky. 6"ed, rev. and
add. Tambov. 2016. [5].

The interest of any person (s) related
to the well-being, stability, security
and sustainable development of
society.

Public interest is represented as the
interest of society (common humanity)

Economy. Explanatory dictionary.
— M.: «INFRA-My, Publishing
House «Ves Miry. J. Black. Ed. by:
Doctor of Economics

The only good for society as a whole,
in contrast to the interests of
individuals or firms that make certain
decisions.

Instructions for managers of state-owned
enterprises or for bodies called upon to
regulate monopolies often contain
phrases such as «to act in accordance

[.M.Osadchaya, 2001 [6]. with public interest». Due to the lack of
any objective method for determining
public interest, those giving such
instructions should necessarily use their
own opinions or refer to experience of

similar organizations.

Public interest is connected with
financial result of an activity

An event that causes a common
interest, profit or benefits

Large Dictionary of Foreign
Words. Publishing House
«IDDK», 2007 [7].

Source: Compiled by the authors [4—7].

Thus, in terms of entrepreneurship, public interest is directly related to economic benefits
for all users interested in the activities of an entity [9].

Public interest entities are a system of interaction between their owners, managers,
investors, and regulators [10]. In this regard, audit is considered as an integral part of this system.

From general economic perspective, management of a business entity is the process of
influencing a certain object in order to achieve its objectives. The goal of any entity is the
implementation of its mission, defined by a company’s management, through profit. In order to
achieve this, the entire managerial complex is considered as two interacting subsystems: the
managerial and the managed ones. The managerial subsystem includes the work of senior
managerial personnel in developing strategic plans, managerial personnel in the development and
implementation of current plans for the production of finished products, goods, works and services,
including organizational tasks for the supply of material assets, providing human resources,
accounting and control (planning; organization; motivation; control; coordination). The managed
subsystem produces products, goods, works, and services using available resources. Managerial
personnel record deviations from planned indicators and then appropriate decisions are made.

Slightly different processes take place during external audit of financial statements: an
auditor identifies deviations in the balance sheet, income statements, cash flow statements, and
equity statements from the data in accounting registers and primary documents. Audit results are
reported to the company’s managerial personnel in the following documents:

- a letter to management;

- an audit report if the revealed deviations are comprehensive and significant (modified audit
opinion).

The legislation also requires the submission of an audit report to an audit committee. The
audit committee is the link that ensures interaction between the management of business entities and
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audit firms. The committee conducts a competition to select audit firms to perform the auditing
tasks. The proposals submitted by companies are evaluated according to the established selection
criteria. After an audit firm has been chosen, the audit committee provides reasonable
recommendations on its choice. At least two proposals from audit firms should be submitted before
the mandatory audit of a company’s financial statements takes place.

The audit company’s report to the audit committee should disclose the results of the the
mandatory audit and contain information with explanations on key issues presented in Table 2.

Table 2
Information for The Audit Committee, Which Is Submitted by The Auditor
Report Content Explanations
1) declaration of independence independence of conduct;

independence of auditors’opinion (indicating audit
procedures to confirm independence)

2) identification of a key partner and auditors full name of a key audit partner (partners) and auditors
who are involved

3) disclosure of information on the involvement of information on the involvement of external experts

contractors (co-executors) in the audit and confirmation of | (appraisers, tax consultants) and subjects of audit

their independence in relation to the audited entity activity (indicating audit procedures for confirming
independence)

4) data on cooperation and exchange of information with minutes of meetings and sittings, including dates and a

the audit committee and with representatives of the list of issues discussed

governing body of the audited entity

5) information on the scope and timing of the mandatory list of verified financial information, audit dates, area of
audit, on the resources involved, including the distribution | responsibility of the audit firms and entities involved in
of tasks between the subjects of audit activity when they are | the audit

involved; a description of the work performed by a foreign
auditor involved (if any)

6) disclosure of information on the applied methodology for | the applied audit procedures, indicating significant
checking financial statements; description of the valuation deviations in the financial statements compared to the
methods used for various groups of assets and liabilities previous year, even if the audit tasks were carried out
by another auditor in the previous year

7) materiality level chosen for the execution of mandatory the level is given both as a whole, and in relation to
audit of financial statements certain classes of transactions, financial reporting items
and other disclosed information; it also provides
qualitative factors that are taken into account when
determining materiality level (the share of an item in
the balance sheet currency, the structure of sales
revenue and other factors)

8) information on the continuity of the audited entity auditor’s judgments on the identified events or
circumstances which may lead to serious doubts
regarding the ability of the audited entity to continue its
activities on an ongoing basis; possible ways to ensure
business continuity

9) information on identified significant deficiencies in it is pointed out whether the deficiencies that are
internal control system and/or accounting system identified in the internal control system of the audited
entity are eliminated or not

10) information on identified facts or reasonable suspicions | identification of risks related tolaw violation and

of law violation determination of their impact on financial statements

11) information on the consolidation of financial statements | disclosure of criteria for not including subsidiaries in
consolidation

12) information on providing auditors with all necessary activities of officials of the audited entity regarding

information explanations and documents to their inquiries; | documentary support of the audit of financial

notice of significant difficulties encountered during the statements

mandatory audit of financial statements

Source: Compiled by the authors.
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The content of the letter to the management of the company shall meet the requirements of
ISA 260 «Communication with Those Charged with Governance». An external auditor shall
indicate the following information in a letter:

1. how much financial and non-financial information was checked, whether the planning of
the audit took into account the specifics of the activity of the audited entity and the structure of its
internal control in order to determine audit procedures;

2. significant drawbacks of internal control system and ways to improve it;

3. deficiencies in accounting and tax accounting and risks associated with distortion of
financial reporting.

A letter to those charged with governance is prepared solely for informing the management,
as well as other responsible officials of the audited entity, and cannot be used for any other purpose
except for internal purpose; it is forbidden to make public references to the information contained in
this letter without prior written approval from the audit firm. An extract from such a letter that was
compiled by the authors, is given in Table 3.

Table 3
The Letter From the Auditors to the Management of the Audited Entity (Excerpt)

Content of the letter:

Introductory part

System of internal control

System of accounting and tax accounting
Conclusions on the functioning of systems

Introductory part

We have conducted an independent audit in accordance with the requirements of the law, International
Quality Control Standards, Auditing, Review, other provision of assuranand and related services. These
regulations require that the planning and conduct of the audit are aimed at obtaining reasonable evidence
that there are no material errors in financial statements.

During the audit, studies have been performed using testing to substantiate the amounts and information
that are represented in the annual financial statements. Apart from that, an assessment of the conformity of
applied accounting principles in accordance with International Accounting Standards has been made,
formation principles of significant balance sheet items and reporting in general have been considered.

Guided by our own experience and knowledge of the customer’s business and having applied relevant
methods of audit risk assessment, we believe that there has been an average audit risk during the audit.
This audit risk assessment has been usedfor audit planning.

The scope of our audit has not been limited.

There have been no attempts to misinform the auditors or mislead them by the administration of the
Institution.

Conclusions on the functioning of systems

The accounting system of the Institution can serve as a basis for the preparation of financial statements.
In 2018, the Institution’s accounting system provided regular collection and processing of the information
necessary for the preparation of financial statements.

Based on the information contained in the letter, the management personnel makes a
decision on adjustments to the control system and financial statements.

The final document informing all stakeholders (management, investors, regulatory
authorities, customers, and suppliers) about financial and property status, operating activity, cash
flow and equity statements of the audited entity is the audit report. For public interest entities,
legislation requires disclosure of additional information in the audit report, Table 4.
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Table 4

Additional Information in The Audit Report for Public Interest Entities

Report Content

Explanation

1) the name of the body that appointed the statutory
auditor; date of appointment and duration of total
uninterrupted engagement

management, owner, regulatory authority or other authority

2) audit risk assessment

an auditor represents:

- a description of the most significant assessed risks
ofmaterial misstatement in consolidated financial
statements, including due to fraud,

- reference to the corresponding reporting item or other
disclosure of information in financial statements
(consolidated financial statements) for each description and
risk assessment of a material misstatement of information in
the statements;

- a brief description of the measures taken by an auditor to
resolve such risks; warnings to management and other
stakeholders regarding identified risks

3) an explanation to what extent the statutory audit was
considered capable of detecting irregularities,
including fraud

modification of the auditor’s opinion: qualified opinion
(there are minor misstatements of financial statements),
adverse opinion (there are significant misstatements of

financial statements), disclaimer of opinion (an auditor has
not collected enough acceptable evidence regarding
reliability of financial statements)

4) confirmation that the audit opinion is consistent See Table 2

with the additional report to the audit committee

the ban on the provision of a number of non-audit services
by auditors of public interest entities, while the restrictions
are more stringent than those stipulated by the Code of
Professional Ethics of Accountants, which guides auditors
in conducting audits in accordance with International
Standards on Auditing

5) a declaration that the prohibited non-audit services
(NASs)were not provided and that the statutory auditor
remained independent of the audited entity in
conducting the audit; indication of any services, in
addition to the statutory audit, that were provided, and
which have not been disclosed in the management
report or financial statements.

Source: Compiled by the authors.

The measures listed above largely correlate with the requirements that were introduced in
EU member states as part of the Audit Reform in 2016.

As a result of the problems identified in the course of the audit of economic activities of the
audited entity, the management and stakeholders of the audit report make managerial decisions that
are aimed at improving financial performance. This process is carried out by revising and adjusting
business plans, minimizing losses and the effects of force majeure events, combating fraud,
managing all types of resources effectively, and improving internal control system.

Conclusions. The study highlights the following conclusions:

— audit services to verify financial reporting are in demand by stakeholders and are aimed
at protecting their interests;

— the definitions of «public interest» and «public interest entities» are directly related to the
economic benefits of users;

— internal control is aimed at prompt management response to negative economic
phenomena; an external independent audit allows us to assess the ability of a company to operate
continuously for at least a year after the balance sheet date, to identify the imbalance between a
company’s resources and their sources, distortions in financial statements; for this purpose, an
external auditor creates various kinds communications with the management of an audited entity: an
additional report to the audit committee, a letter to management and an audit report; information in
these reports facilitates the adoption of necessary managerial decisions.

Further research will be aimed at the formation of working documents for the audit of
financial statements of public interest entities.
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