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Quality of Statutory Audit of Financial 
Statements

Introduction 
Quality of statutory financial audit is a precondition 
of publishing financial statements free from 
manipulations. Quality of audit is predominantly 
attributed to competence and independence 
of auditors. But, notable exposures of repeated 
accounting scandals at Enron, WorldCom and 
Satyam have proved that quality of statutory financial 
audit in a company has been highly compromised 
(Saha, 2015). In this backdrop, it is imperative to 
have an excellent quality control procedure in the 
accounting profession (Saha & Roy, 2015). Quality 
audit should provide logical guarantee that all legal 
and regulatory requirements relating to performance 
of audit have been duly complied with and reports 
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issued are appropriate in circumstances (SQC-1, 
2009). With a view to fulfilling this objective, the 
International Federation of Accountants (IFAC) 
through its International Auditing and Assurance 
Standards Board (IAASB) and International Ethical 
Standards Board of Accountants (IESBA) issued 
International Standards on Quality Control (ISQC)-
1, International Standards on Auditing (ISAs) and 
Code of Ethics of Professional Accountants, which 
constitutes the legal and moral requirements of 
a statutory audit engagement. Developed and 
developing countries approved these standards 
and codes and revised it to issue new standards. In 
India, the standard for monitoring quality control of 
statutory financial audit at the firm level is Standard 
on Quality Control (SQC)-1. Accounting firms in 
India design their policies and procedures to ensure 
quality of all of their engagements especially audit 
engagements in terms of this standard. These policies 
finally get reflected in the engagement practices. 
Guidelines of different Standards on Auditing 
(SAs) are to be followed by the engagement teams 
keeping in view the quality control policies and 
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procedures of the accounting firms. The activities of 
statutory auditors are finally guided by the Code of 
Ethics. There should be a proper synchronisation of 
regulatory and ethical requirements at national, firm 
and engagement level. Both-way communication 
between stakeholders of financial reporting supply 
chain is also needed to identify the lacuna in quality 
control framework. Moreover, the auditors also 
take into consideration some additional contextual 
factors for fruitful completion of audit.

In this backdrop, the article makes an attempt to 
conceptually review different factors of audit quality. 
Interactions among the stakeholders of financial 
reporting chain are also theoretically discussed. 
Finally, it point outs the contextual factors of audit 
quality. Framework for Audit Quality proposed 
by IAASB under the IFAC has been consulted 
to describe aforesaid aspects and their relevance 
in Indian regulation has been critically analysed. 
The Indian framework for maintaining quality of 
statutory financial audit has been discussed here as 
well. 

Why Quality of Statutory Audit
Companies desiring to demonstrate exaggerated 
accounting profits and a strong balance sheet using 
complex accounting methods often find themselves 
in serious trouble when Government oversight 
agencies, [e.g. the Securities and Exchange Board of 
India (SEBI) in India and the Securities and Exchange 
Commission (SEC) in the United States (US)] 
launch enquiry into their financial books. In most 
of the cases, a massive accounting fraud perpetrated 
using systematic accounting technique for quite a 
long period of time has been unearthed. Financial 
frauds have grown to be an issue of high attention 
in the public arena all over the globe, since the 
outrageous exposure of the financial scam of Enron 
and a series of other companies, such as WorldCom, 
Satyam, etc. Until a financial fraud is detected, the 
management of the corporate enterprise goes on 
publishing falsified financial reports year after year. 
It has the consequence of giving an ambiguous 
impression of their financial status. It is difficult 
for the stakeholders to understand the possible red 
flags in the company’s financial statement. Naturally, 
when the scandal is exposed, stakeholders do not get 
enough time to move out of such company which 
brings serious hardships to them. Shareholder and 
other investors lose their invested corpus. Suppliers 
and creditors with considerable dependence on 
the company face serious adversities when the 

company goes insolvent. Employees find themselves 
unemployed. Financial manoeuvring also deceives 
the Government from reasonable tax revenues. If 
the company is multinational, impact of its demise 
would be far reaching and Government will lose 
possible foreign reserves. Foreign investors may 
be indecisive to invest in that country. Other 
companies from same country may face difficulties 
in accessing international capital market (Jones, 
2010). A corporate fraud brings negative impact on 
the national economy. A series of corporate failures 
all over the world have shaken the foundations of 
investor confidence in the transparency, honesty 
and accountability of corporations and financial 
markets. However, inadequacies in quality control 
environment for statutory audit of financial 
statement goes a long way towards publication 
of falsified financial reports over years which 
ultimately bring about a massive accounting fraud 
impacting national economy and society as a whole. 
Hence, quality control of statutory audit of financial 
statements in the backdrop of recent corporate 
accounting scandals and their irreversible impact on 
stakeholders of the business is the major problem 
area in auditing work. 

Factors of Audit Quality 
Audit quality depends upon many factors 
encompassing certain key elements that create an 
environment for performance of quality audit on a 
consistent basis. 
These are as follows (Exhibit 1):

Exhibit 1: Framework of Audit Quality 

Guidelines of different Standards on Auditing (SAs) are 
to be followed by the engagement teams keeping in 

view the quality control policies and procedures of the 
accounting firms. The activities of statutory auditors 
are finally guided by the Code of Ethics. There should 

be a proper synchronisation of regulatory and ethical 
requirements at national, firm and engagement level.
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[Source: Figure Compiled based on Framework for Audit Quality, IAASB]



Auditing

www.icai.org 87THE CHARTERED ACCOUNTANT    october 2016

(i) Input Factors
 Input factors refer to attributes brought into 

the engagement. Values, virtue, ethics and  
attitudes of statutory auditors; and knowledge, 
skill and experience of the statutory auditors are 
the personal attributes. Ethics principles and 
specific ethical requirement in the country; active 
participation of regulators, national standard 
setters, and professional bodies in maintaining 
consistency in the ethical requirements; 
information sharing between audit firms on 
acceptance of audit engagements; robust 
arrangement for licensing audit firms/ individual 
auditors; education and training for statutory 
auditors; process of updating statutory auditors 
on recent developments in accounting, auditing 
and ethical requirements; attracting person  
with potential towards this profession (Saha 
& Roy, 2015a) are the input factors at national  
level. At engagement level, the important 
input factors are, governance arrangements 
giving audit quality paramount importance;  
appraising and rewarding personnel with 
orientation of audit quality; influence of financial 
consideration on action and decision of the 
firm; continuous professional development for 
partners and staffs on accounting, auditing, 
ethics and industry related issues; access 
to technical support; scope of consultation 
within and outside the firm; robust system for  
accepting or continuing client relationship; 
policies to deal with difficult issues faced by 
engagement teams; structure of engagement 
teams; a system of appraisal and training by 
senior staff to junior staff within the firm  
(Saha & Roy, 2015). Finally, the factors that 
auditors bring in an audit engagement are 
engagement team’s commitment towards 
relevant ethical requirements and protection 
of public interest; compliance of ethical 
principles–integrity, objectivity, independence, 
professional competence and due care, etc; 
professional Skepticism of engagement  
team; active involvement of engagement  
partner in risk assessment, planning,  
supervising and reviewing the work performed; 
sufficient experience of each member of 
the engagement team; sufficiency of time  
available to conduct audit; ease of communication 
with management and those charged with 
governance. 

(ii) Process Factors
 Process factors are the attributes that  

influence audit process. Regulations governing 
audit procedure; ethical requirements in  
audit and quality control procedure; presence  
of bodies to inspect qualities of relevant 
attributes of auditing both within firm and 
for individual engagements; effective system 
for investigating allegations of audit failure 
and instituting disciplinary actions are some 
important process factors at the national  
level. At the firm level, the factors that 
influence audit procedure are, adaption of 
audit methodology that encourage professional 
scepticism and professional judgement; 
supervision and review of audit work;  
adaption of audit methodology to ensure 
appropriate audit documentation; rigorous 
quality control and monitoring procedure;  
review of engagement quality (Saha & Roy,  
2015a). However, at the engagement level 
compliance with applicable regulations; Use 
of information technology while conducting 
audit procedures; effective interactions with 
other stakeholders; effective arrangements with 
managements are considered to be important 
process factors of audit quality. 

(iii) Output Factors
 Quality of reports generated at the completion 

of audit process constitutes the output factors  
of audit quality. The important reports  
generated out of an audit process are: auditor’s 
report; audited financial statements issued 
by the management to the users; reports of  
those charged with governance; reports on 
individual audit issued by the regulators; 
Transparency report and annual report 
issued by the accounting firm; an aggregated 
view on inspection of audit firm issued 
by the regulators. Maintaining quality of 
these reports is imperative in order to 
maintain the quality of audit. At the national  
level, regulatory framework determines the 
specific regulatory requirements for input, 

Quality of reports generated at the completion
of audit process constitutes the output factors

of audit quality.
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process and output factors. Each accounting 
firm, based on these regulatory environment 
and their firm specific considerations develops 
policies and procedure to achieve needs of these 
three factors. Finally, an engagement partner 
implements applicable regulations for them 
and policies of the firm and ensure fulfilment of 
necessities of these three factors. Hence, input 
process and output factors at national, firm and 
engagement levels which significantly influence 
overall audit quality are mentioned in the 
following sections. 

Financial Reporting Supply Chain: 
Interactions among Stakeholders 
Audit procedure requires a statutory auditor to 
have a continuous two way interaction with other 
four stakeholders in the financial reporting supply 
chain. They are: management, those charged with 
governance, regulators and users of financial 
information. Effective formal or informal interactions 
among these stakeholders influence audit quality 
(Exhibit: 2). 
Exhibit 2: Financial Reporting Supply Chain

Contextual Factors of Audit Quality 
There are certain factors called contextual factors 
to audit quality that constitute the environment of 
auditing and influence audit quality as follows: 
•	 Business	Practices	and	Commercial	Law
•	 Laws	 and	 Regulations	 Relating	 to	 Financial	

Reporting
•	 The	Applicable	Financial	Reporting	Framework
•	 Information	System
•	 Corporate	Governance
•	 Broader	Cultural	Factors
•	 Audit	Regulations
•	 Litigation	Environment
•	 Attracting	Talent
•	 Financial	reporting	timetable

Quality Control Procedure: International 
Scenario 
Regulations governing audit practices in the 
companies in developed or developing countries are 
highly influenced by the standards and regulations 
issued by an international professional body, 
International Federation of Accountants (IFAC). 
IFAC is a global organisation for accountancy 
profession located in United States of America 
(USA) dedicated to serving the public interest by 
contributing to the development of high quality 
standards and guidance and facilitating their adoption 
and implementation by its member countries. IFAC 
is comprised of 179 members and associations 
in 130 countries and jurisdictions, representing 
approximately 2.5 million accountants. Maintaining 
quality of professional work of accountants is the 
main motto of IFAC (IFAC, About IFAC). IFAC has 4 
independent standard setting boards. International 
Auditing and Assurance Standards Board (IAASB) 
is one of them. IAASB issues International 
Standards on Auditing (ISAs) covering various 
aspects of auditing and International Standard on 
Quality Control (ISQC) covering responsibilities 
of an accounting firm in relation to maintaining 
quality of a professional engagement. Member 
countries of IFAC either adapt to these standards  
without any modifications or adopt the same subject 
to country specific requirements (IFAC, A Brief  
about IAASB). Among all the standards issued by 
IAASB, ISQC-1 on “Quality Control for Firms that 
Perform Audits and Reviews of Financial Statements, 
and Other Assurance and Related Services 
Engagements” and ISA-220 on “Quality Control for 
an Audit of Financial Statements” deal with quality 
control procedure for statutory audit of financial 
statements. In the light of quality control policies 
and procedure designed by the firm, every audit 
engagement team under a firm also devise quality 
control policies for their particular engagement. 
ISA-220 is the guiding standard for this purpose. The 
elements of quality control in the light of ISQC-1 are 
depicted here:

Audit procedure requires a statutory auditor to 
have a continuous two way interaction with other 

four stakeholders in the financial reporting supply 
chain. They are: management, those charged with 

governance, regulators and users of financial 
information.
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Exhibit-3: Elements of a System of Quality 
Control

Quality Control Framework: The Institute 
of Chartered Accountants of India 
Responsibilities of the firm’s personnel regarding 
quality control procedures for specific types of 
engagements are framed in accordance with SAs 
issued by Auditing and Assurance Standards Board 
(AASB) under the direction of the Institute of 
Chartered Accountants of India (ICAI). In addition 
to that the Companies Act, 2013, the Chartered 
Accountants Act, 1949 (Amended in 2006), Code of 
Ethics also comprise the other legal and regulatory 
requirements to be fulfilled by an accounting firm 
and its members. A system of quality control basically 
encompasses ‘Policies’ designed to achieve the 
aforesaid objectives and the ‘Procedures’ necessary 
to monitor compliance with those policies. In order 
to bring uniformity in policies and procedures of 
different accounting firms registered under the 
ICAI, Standard on Quality Control (SQC)‒1 titled 
‘Quality Control for firms that perform Audits and 
Reviews of Historical Financial Information, and 
other Assurance and related Services Engagements’ 
(ICAI, 2009) has been issued which is applicable 
to all accounting firms. It is obvious that SQC‒1 
plays a predominant role in guiding an accounting 
firm to formulate quality control policies and 
procedures for all its engagements including audit 
and review of historical financial information is 
the most significant engagement undertaken by an 
accounting firm. Accounting firms implement those 
policies with the help of the Engagement Partner in 
a particular company. Select SAs including SA‒220 
titled ‘Quality Control for an Audit of Financial 
Statements’ provide guidance to the Engagement 
Partner with respect to implementation of quality 
control policies and procedures. In accordance 
with the Chartered Accountants (Amendment) 

Act, 2006, Quality Review Board (QRB) has been 
constituted by the Central Government in pursuant 
to Section 28A of the Act. The basic responsibility 
of this board is to review the quality of services of 
the professional accountants and recommending 
best practices. The review procedure includes a 
review of aspect of an accounting firm’s auditing 
of financial statements. The major focus of the 
review is on compliance with technical standards, 
other laws and regulations, quality of reporting 
and firm’s quality control framework. With the 
help of a ‘Quality Review Programme General 
Questionnaire’, QRB gathers data about different 
aspects of an accounting firm. QRB on the basis 
of this data identifies the deficiencies in audit 
procedures and communicate it to the accounting 
firm as well as the Council of Chartered Accountants  
of India (Agarwal, 2015). 

Conclusions 
Existing standards and ethical code set the basic 
structure of operation for auditors. Within this 
legal framework, accounting firms formulate their  
policies and procedures to successfully carry out 
them in all of their engagements including assurance 
engagement. The engagement partner in an audit 
engagement also wields substantial control to the 
quality of statutory audit by following applicable 
legal requirements. Several reports are made at 
the end of the audit procedure. Some of them are 
prepared in pursuant to applicable law and some are 
made to fulfil the information need of a particular 
stakeholder group. Their suitability in a particular 
situation also ensures quality of audit. A multi-way 
communication among management, those charged 
with governance, users of financial statement, 
regulators and auditors on important issues also 
influence quality of audit. The study also discusses 
about the contextual factors of audit quality which 
constitutes the environment for audit procedure. 
Finally, it is deduced that with a view to achieving 
quality of audit, it is imperative to have a good 
quality control mechanism. In India, the structure 
for controlling quality is comprehensive with the 
existence of SQC-1 and QRB. 

In India, the structure for controlling quality is 
comprehensive with the existence of SQC-1 and QRB. 
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(Source: Compiled by author based on ISQC-1)

For many men, the acquisition of wealth does not end their troubles, it only changes them. - Seneca


