BBS i‘V’ COPENHAGEN BUSINESS SCHOOL

HANDELSHAJSKOLEN

The Role of Auditing in the Fight Against Corruption

Klarskov Jeppesen, Kim

Document Version
Accepted author manuscript

Published in:
British Accounting Review

DOI:
10.1016/j.bar.2018.06.001

Publication date:
2019

License
CC BY-NC-ND

Citation for published version (APA):
Klarskov Jeppesen, K. (2019). The Role of Auditing in the Fight Against Corruption. British Accounting Review,
51(5), Article 100798. https://doi.org/10.1016/j.bar.2018.06.001

Link to publication in CBS Research Portal

General rights
Copyright and moral rights for the publications made accessible in the public portal are retained by the authors and/or other copyright owners
and it is a condition of accessing publications that users recognise and abide by the legal requirements associated with these rights.

Take down policy
If you believe that this document breaches copyright please contact us (research.lib@cbs.dk) providing details, and we will remove access to
the work immediately and investigate your claim.

Download date: 18. Aug. 2025

- AMBA C)CEMS P M



https://doi.org/10.1016/j.bar.2018.06.001
https://doi.org/10.1016/j.bar.2018.06.001
https://research.cbs.dk/en/publications/556dcb2c-7675-4b5f-b060-b22994262fd3

BBS i‘V’ COPENHAGEN BUSINESS SCHOOL

HANDELSHAJSKOLEN

The Role of Auditing in the Fight Against Corruption

Kim Klarskov Jeppesen

Journal article (Accepted manuscript®)

Please cite this article as:
Klarskov Jeppesen, K. (2018). The Role of Auditing in the Fight Against Corruption. British Accounting
Review. DOI: 10.1016/j.bar.2018.06.001

00l: 10.1016/].bar.2018.06.001

* This version of the article has been accepted for publication and undergone full peer review but
has not been through the copyediting, typesetting, pagination and proofreading process, which may
lead to differences between this version and the publisher’s final version AKA Version of Record.

Uploaded to CBS Research Portal: March 2019

© 2019. This manuscript version is made available under the CC-BY-NC-ND 4.0 license
http://creativecommons.org/licenses/by-nc-nd/4.0/

_’; \‘Nﬁ‘“m': C/ C E M S PEMMWIMMQQV


https://doi.org/10.1016/j.bar.2018.06.001
https://research.cbs.dk/en/publications/the-role-of-auditing-in-the-fight-against-corruption
http://creativecommons.org/licenses/by-nc-nd/4.0/

Theroleof auditing in the fight against corruption

Abstract

The purpose of this paper is to analyze how varigpes of auditing may contribute to fight corrapti
While previous literature has primarily addressediing’s ability to prevent corruption, this paper
systematically explores auditing’s potential toedetcorruption. It argues that financial auditirash
excluded corruption from the definition of frauddanstead classified it as ‘non-compliance withdaamd
regulations’. The main arguments for this exclusgthat corruption leaves no material errors maficial
statements and no evidence for the auditor toviollthe paper refutes this, arguing that commeaial
political corruption creates misstatements in tharfcial statements of the corruption giver’s oigation as
well as the corruption receiver’s organization. $hfiauditing is to gain a more prominent roldhe fight
against corruption, auditing standards must incluateuption in the definition of fraud, private apdblic
sector auditors need to cooperate and exchangenafion, auditing techniques to detect corruptiooutd
be employed, and the auditing profession must ecebeéfective preventive measures such as anti-

corruption certifications.

Key words: Corruption, bribery, accounting, audjtiexpectation gap, IFAC.

1. Introduction

Systemic corruption is generally seen as the pgirobstacle to economic and political
development in any country where it prevails. Tihibecause corruption distorts economic
incentives to invest, undermines public instituipredistributes wealth and power to the
undeserving, promotes asset stripping and thealllegport of resources and generates distrust
within society (see e.g. Everettal, 2007; Klitgaard, 2006; Rothstein & Varraich, 2D1The

World Economic Forurhestimates that the cost of corruption is US$ @lieonh, which equals more
than 5% of global GDP, and that corruption incredke cost of doing business by up to 10% (see
e.g. Thomson, 2017). The annual cost of bribergeale estimated to around 2% of global GDP
(IMF, 2016). Thus, there are good reasons for gowents and business to increase the fight

against corruption.

Auditing is considered one of the eight pillarsaaiational integrity system, which can protect
against corruption (Dye and Stapenhurst, 1998).itAtglhave a unique position within firms as



public interest representatives, monitoring ancbreypg on an organization’s compliance with
established criteria. In addition, the scope andreof auditing in society is increasing (Power,
1997). Auditors are therefore in a particularly dgmsition to participate in the fight against
corruption, in case this is required. However,rtie of auditing in the fight against corruptioash
so far been hesitant. Auditors are from time tcetenccused of not detecting corruption, for instance
in the latest FIFAscandal (Browning, 2015), and there appears mbexpectation gap” (Porter,
1993) regarding the responsibility of auditing &tett corruption, at least in some parts of the
world. While private sector financial auditing hgenerally neglected corruption as a potential
source of material errors in financial statemeptdlic sector auditing has, to some degree,
accepted responsibility for the prevention of cption (Dye and Stapenhurst, 1998). This paper
examines the arguments for the limited role of tiglin combatting corruption and analyses the
potential for auditing to play a more direct ratethe fight against commercial and political
corruption. A proactive role may reveal the levietorruption at the micro level of firms and
organizations and thus force governments and bssiwereact. It may also benefit the auditing
profession itself by supporting its claim to workthe public interest and thereby strengthen its
professional recognition by society. Auditing waokprevent and/or detect corruption also has the
potential to become an important new service feratditing profession. Consequently, there are
good reasons to take a closer look at the potewtialof auditing in the fight against corruption.

The paper proceeds in section 2 with a reviewintpefliterature concerning the role of auditing in
relation to corruption. The review provides an e@w of the issue and argues that corruption has
been excluded from the concept of fraud and isfoee generally disregarded by financial auditors
as a source of material errors in financial state#meSection 3 then takes a closer look at some of
the common arguments for not addressing corrutirehdiscusses why these are partly wrong. The
following sections 4 and 5 continue with an anaysfithe potential role of auditing in the
prevention and detection of corruption. SectiomBatudes and discusses future perspectives for

research and practice.

2. Theexclusion of corruption from the concept of fraud

There are many competing definitions of corrup{i@ohnston, 1996; Rothstein & Varraich, 2017).
The definitions used by accountants are usuallyt\iblanston (1996) calls behaviour-focused:

corruption is the abuse of public office, powenstesources for private benefit. Accordingly, the



International Organization of Supreme Audit Ingtdas (INTOSAI, 2013) defines corruption in
the public sector as the abuse of public authorittyust for private benefit, while private sector
corruption may similarly be defined as “an act inieh a person uses his position to gain some
personal advantage at the expense of the orgamzagi represents” (Wells, 2014: 241). In a widely
cited analysis of the elements of corruption, Klagd (1996) calls it the product of “monopoly
power” plus “discretion” minus “accountability”t follows from the accountability part of this
equation that accounting and auditing together ptaymportant role in determining the level of
corruption. Modern governance programmes, sucleaspublic management, rely on discretion
rather than hierarchical structure and bureaud@cyeate flexible and responsive organizations
(Power, 1997), but increased management discratgmngives rise to opportunities for corruption.
The use of management discretion is therefore olbedirby requiring management to demonstrate
transparency and accountability by means of firdratatements. As financial statements are by
definition management assertions concerning econogality, they cannot be trusted and need to
be audited by an independent third party to proasiurance (Power, 1997). Thus, it is reasonable
to expect that auditing will play an active rolecionstraining corruption. Dye and Stapenhurst
(1998), for example, consider auditing to be onthefeight “pillars of integrity” that support a
national integrity systefnwhile Shihata (1997: 18) from the World Bank sdtr “effective

systems of financial management, including serangstimely record keeping, auditing, and
supervision of performance” as measures to cunupton. Tanzi (1998: 575) from the IMF
likewise argued that good auditing offices are seagy “to discourage or discover corrupt
activities” and a recent study shows that firmshweitidited financial statements pay significantly
lower amounts in bribes than non-audited firms ¢bgr& Shehata, 2018). Evidence from the
public sector also suggests that audit independand@udit professionalism reduce a country’s
corruption level (Gustavson and Sundstrom, 2016¢ Jame appears to be the case in the private
sector, where the number of accountants per capganeral (Kimbro, 2002), the presence of Big-4
accounting firms in particular (Malaguegbal, 2010), and extensive financial reporting
requirements and high litigation risk (Khai al.,2015) reduces the level of perceived corruption.
However, accounting may also be misused to enaisteion. According to Neat al. (2013),

skilful use of accounting practices structure amabde corruption by constructing space for
discretion, by enabling the lengthening of the $eartion chain and allowing costs to be added in
each link and by the fabrication of invoices thdt make unusual accounting transactions appear

normal.



However, while the public may expect auditors tabgve in the fight against corruption, they are
more reluctant themselves. The debate concernagutiting profession’s responsibility in
relation to the detection of corruption is not e€ent origin. Brief (1977) pointed out that theuiss
was the subject of debate in the USA in the latd tBntury, with “no unanimity of opinion”
among accountants regarding the role of auditingreMhan a century later, auditors are still
reluctant to address corruption. In a discussigrepautlining the accounting profession’s role in
the fight against corruption, the International &edion of Accountants (IFAC) wrote that
accountants’ (including external auditors) resploitises “cannot be expected to be primarily that
of watchdogs against corruption or law enforcenudinters” and also stated that “while it might be
considered that accountants should report acterofigtion to external authorities, this would be an
unreasonable burden without the requisite legaagtfucture being enacted, the equivalent
obligations being placed on the other businessepsidns and institutions, and the public being
supportive of this requirement” (IFAC, 1999). Siarll/, an inspection of major financial auditing
textbooks shows that while auditors now generatknawledge a responsibility to detect material
fraud, they are reluctant to include corruptionlexy within the concept of fraud. In auditing
textbooks, such as those of Eilifseinal. (2014), Arengt al. (2014), Gray and Manson (2008),
Hayeset al. (2005) and Soltani (2007), the issue of corrupisonot discussed; indeed, the words
“corruption” or “bribery” are not even found in th®oks’ indexes. This may be because some
authors consider fraud and corruption to be twtedkht offenses (e.g. Labuschagne and Els, 2006).
Whether this is the case obviously depends onefiaition of fraud. ISA 240 defines fraud as “an
intentional act involving the use of deception btain an unjust or illegal advantage” (ISA 240,
11.), a definition that may well include corruptidtevertheless, corruption is excluded from ISA
240 as pointed out by Kassem & Higson (2016). teégarizes fraud into two types: asset
misappropriation and fraudulent financial staterapwith no discussion of corruption to be found
except in section A5, in which kickbacks are byigflentioned as an example of the
misappropriation of assets. The consequence ofigixg corruption from the definition of fraud is
that private sector financial auditors are not exge to assess the risk of corruption when planning
their audits. However, according to the correspogdBSAI 1240, public sector financial auditors
are required to remain alert to the occurrencaboisethroughout the audit. Abuse is defined as
“behavior that is deficient or improper when congehwith behavior that a prudent person would
consider reasonable and necessary business prgietrefacts and circumstances” and abuse

includes “misuse of authority or position for perabfinancial interests or those of an immediate or



close family member or business associate” (ISQ401 6). Thus, some types of corruption may
fall within the definition of abuse and there axamples that public sector auditors employ to
detect corruption (see e.g. Chowdhury and Inne38;19u and Lin, 2012), whether this is done in

accordance with the ISSAI standards or not.

The exclusion of corruption from the ISA 240 detiom of fraud is hardly unintentional. It differs
from the categorization developed by Joseph W2044) and the Association of Certified Fraud
Examiners (ACFE), which defines three main catexgoof occupational fraud: asset
misappropriation, fraudulent financial statememtd eorruption. Each of the three main types of
fraud is subdivided into a number of distinct fraasthemes. In this model, there are four types of
corruption: 1) bribery, for which the two subcatagse are invoice kickbacks (a typical case being
when a supplier bribes someone in the procurenuerctibn to get the order) and bid rigging, these
being attempts to manipulate the competitive biggirocess to ensure the preferred vendor wins
the process; 2) conflicts of interest, usually fdumthe procurement function when someone
makes purchases at inflated prices from a compamsich he or she has interests; 3) illegal
gratuities, constituting employees receiving a fgdm a vendor, which is not directly dependent of
an order or similar, in violation of company poli@) economic extortion, being bribery cases in
which the employee initiates corruption by demagditkbacks from the vendor for placing an

order, or for granting some benefit, such as a,lagrermission or similar.

In line with the ACFE definition of fraud, internalditors explicitly include corruption in their
definitions of fraud (see e.g. ECIIA, 1999; Redeaial, 2013). However, only one external
auditing textbook has adopted the ACFE fraud diédiniand explicitly discusses corruption as a
distinct type of fraud (Gramlingt al, 2012), while another briefly discusses briberyhia

tendering process (Davies and Aston, 2011). Apanh fthese isolated cases, it appears that IFAC
and the external auditing profession have decidexktlude corruption from their definition of
fraud. Instead, several types of corruption ardieitly considered in ISA 250 (reviset@and in the
2016 revisions to IFAC’s Code of Ethics (IESBA, B)As examples of the client’s non-
compliance with laws and regulation. Non-compliasleuld lead the auditor to obtain an
understanding of the circumstances, discuss theemwith management and based on this
discussion, assess whether further action is ne&dether action may include disclosing the matter
to appropriate authorities, which will not be calesied a breach of the confidentiality duty. Thus,

IFAC does not consider corruption to be fraud latiheér non-compliance with laws, which in turn



is a matter for the police to investigate and dcat issue to consider for accountants in business
(IESBA, 2016). The existence of an expectationggarding corruption, such as that reported in
the FIFA case (Browning, 2015), is therefore eitteuwsed by deficient standards or by the public’s
unreasonable expectations (Porter, 1993), as atlgudeAC (1999). The following section takes a
closer look at the explanations provided by thatamgiprofession concerning why it is an
unreasonable expectation that it should activedyaefor and report on corruption.

3. Theargumentsfor not addressing corruption

In theory, auditing may play two different rolestire fight against corruption: it may prevent or
detect corruption. These roles are partly inteteelalf auditors detect corruption, this may also
serve as deterrence and thus prevent further dayny@nd if auditors prevent corruption, therel wil
be less to detect. While Netial. (2014) conclude that the existing literature ssggéhat a
combination of preventive and detective technigadke best way to reduce corruption, the interest
of previous research has almost solely been opréwentive side. Thus, the literature influenced
by the auditing profession, clearly favours thevpreive role. A general mantra, as stated by ISSAI
5700, is that “it is much better to prevent thatedecorruption” (INTOSAI, 2013: 7). Dye and
Stapenhurst (1998: 13-14) note that financial auslisee their role as being to deter corruptioh, no
detecting it: “auditors in the private or publict® who have been trained to audit financial
statements do not have a history of finding muelidrthrough their audits. Their main contribution
to preventing corruption has been the strong pdygial factor of deterrence”. Reporting from the
INCOSAI Congress in 1998, Borge (1999: 4) secohdsdpinion and writes that “most SAls
believe that their main contribution as regardspteention and detection of fraud and corruption
lies in improving overall transparency and accobitity, supporting an environment that limits the
opportunity for acts of corruption”. Similarly, INOJSAI's present exposure draft for a standard
regarding corruption is entitled “Guideline for tAadit of Corruption Prevention in Government
Agencies” (ISSAI 5700) and does not cover the abl8upreme Audit Institutions (SAIS) in the
detection of corruption, which is generally seem &ask for the police or other investigative

agencies.

The reason for preferring the preventive role apptabe rather pragmatic: “experts agree that it i
easier to prevent fraud and corruption than toaléte(Borge, 1999: 12). A common rationale for
this is that some auditors believe that corruple@ves no trail of evidence. For example, Khan
(2006: 5) is of the opinion that auditors “can hpmetect or investigate into the actual event of



corruption, since the culprits, generally, do mate any documented evidence”. The likelihood
that transactions are not recorded leads Khan (2Z0&o conclude: “The auditors cannot play a
role in detecting corruption. However, they carmphalpreventing corruption by pointing out areas
where opportunities for corruption exist”. The peh of missing evidence is probably greatest in
severe cases in which corruption has become systétare Klitgaard (2006) argues that
preventive measures, such as auditing, are easilynavented or obstructed. Auditing against
corruption is made difficult by an administratiieaos where information is not recorded; because
auditors (e.g. auditor generals) may lose theiejrahdence and objectivity by being politically
appointed; because lack of transparent adminggratiutines allows civil servants excessive
discretion and provides no clear audit criteriggaaese the sanctions against corruption are weak,
should it be detected by auditing; and because tisero political will to listen to auditors’
recommendations and reform the public sector tagurecorruption. There are also examples of

violent threats and even murders of critical auditavestigating corruption (Okike, 2004).

There are undoubtedly types of corruption thatédétie evidence for an auditor to examine. One
such type is political corruption, which some wist¢e.g. Khan, 2006) consider to be outside an
auditor’s remit. Political corruption includes theactices of favouritism (political patrons favagi
particular groups) and clientelism or nepotism i@fictlials or relatives respectively being favoured
in return for their political, monetary, or coopiva support) (ISSAI 5700). While bribery and
similar types of commercial corruption take placdorizontal networks between equally powerful
actors with trust-based and intimate relationshppdtical corruption takes place in informal

vertical networks. In these, the patron is more grdu than the client, but as the relationship is
governed by the norm of reciprocity, the clienthlive to honour the patron with intangible assets,
such as respect, subordination, loyalty and palifi@vours (Jancsics, 2014). Thus, subordinates’
desire to act in a way that pleases those in powtnreir identification with corrupt practices as a
normative ideal constitute a central part of whakes corruption possible (Roberts, 2015).

Political corruption is frequent in developing ctigs at the national and municipal level

(Klitgaard, 2006), but may also occur in developedntries in the form of politicians renting out
their ability to influence and shape the rules thetermine how government is enacted, i.e. whether
a programme is funded, a contract awarded, orxtamptions granted in return for financial
contributions (Newet al, 2013). Cases of political corruption are difficid detect for auditors
because the link between the patron and the e¢iezlusive and because the corrupt exchanges are
intangible and/or hidden. Furthermore, politiciamsy directly interfere against auditors in cases in



which they decide to investigate allegations ofgption (Sikka and Lehman, 2015), or they may
simply control the appointment of auditors throsgktems of clientelism and nepotism. When
discovering cases of political corruption, auditthrerefore often rely on cooperation with the press
to create awareness of the corrupt case and te @iher investigative agencies to act (Dye and
Stapenhurst, 1998).

Apart from the fact that some types of corruptieave little evidence for the auditor to follow,
there are two other reported issues that may @nsuditors from looking for it. First, corruption

is often actively organized to circumvent any agésrto prevent it by means of internal controls
and audits. For organizational elites, the maioueses for illegal exchange are control over aitic
resources, strategic decisions and large-scaleamtsit The elites are often able to cover up their
corrupt acts by “turning off” internal and extermaintrol systems (Javor and Jancsics, 2016). To
conduct an illegal exchange, elites need the hetpeomiddle level of the organization, e.g.
professionals who have the knowledge to cover apliggal transactions and make them appear
legal. In return, the organizational elites rewaniddle level managers, for instance through the
formal incentive system or by accepting middle lewmanagement’s own corruption (Javor and
Jancsics, 2016). In addition, auditors are somegtifoend to participate in such corrupt networks,
examples being Mennicken’s (2010) report of Russilack auditors” and Okike’s (2004) and
Bakre’s (2007) reports of corruption within the agnoting profession in Nigeria. Second, the level
of corruption is partly determined by culture (Kimb2002) and in a local culture certain types of
corruption may be seen as acceptable and normstl AS&an accountants, for instance, do not view
bribes and illegal gratuities as seriously as astamis from other areas of the world (Bierstaker,
2009). Another example is a common redefinitiocafuption as acceptable “facilitative
payments”. For example, in 2011 the Carlsberg Briesgublicly stated that although it was a
clear business policy to avoid bribery, facilit@&ipayments were accepted as a necessary evil to do
business in certain marketsiowever, in 2015 Carlsberg changed this policy o does not
tolerate facilitating payments at all, even if temsequence is that Carlsberg loses busfheks.
reason for this policy change is likely to be rabie the British Bribery Act of 2010, which allows
the prosecution of companies with links to the Wigardless of where the corrupt act has occurred.
Thus, accountants and auditors in some cases agpegn a blind eye to certain types of

corruption.



To sum up this section, the literature suggestsitimaay be difficult for auditors to prevent and
detect political corruption because the exchangatahgible assets leaves little tangible evidence.
However, this is not the case for most types of memtial corruption, which involves exchanges of
tangible assets that are likely to leave a traéwélence for the audit to follow. Nevertheless,
external auditors only reluctantly accept a prewventole and hardly ever a detective role. The two
following sections will take a critical look at haauditing may prevent respectively detect

corruption.

4. How auditing may prevent corruption

COSO Enterprise Risk Management (COSO, 2004) facosehe management of four main types
of risk: strategic risk, operational risk, complarrisk and reporting risk. Compliance risk is the
risk that a company is not in compliance with laamsl regulations. To the extent that corruption is
illegal, enterprises are therefore expected to igpatiae risk of engaging in corrupt practices. This
may be done by identifying the areas in which gatian may occur, assessing the likelihood and
impact of such corruption and establishing and mooimg internal controls to prevent corruption.
Table I outlines some of the common types of irdkoontrols aimed at preventing the four main

types of commercial corruption.
[Insert Table | around here]

In general, what is needed is a clear and knowrmpemm policy regarding corruption, forming the
basis for designing internal controls that addteedifferent types of corruption. For all types of
corruption, the operation of a whistleblowing lisean important control because it allows anyone
who experiences or suspects corrupt practicegurtrénem. In addition, kickbacks are mainly
prevented in purchasing organizations through tbpgr documentation of all phases of the
purchase and the segregation of duties regardeguthorization of purchases, purchasing, receipt
of goods and payment. Vendors are often preapprtmvadoid conflicts of interest and kickbacks
and are required to sign right-to-audit clauselse preapproval of vendors is also a primary control
for avoiding bid rigging, combined with the systdimanonitoring of prices, change orders, or
trends in the bidding process. Conflicts of inteees mainly prevented through the segregation of
duties and the preapproval of vendors. Politicaésyof corruption, such as nepotism and
favouritism, are prevented by ensuring the impletatgon of transparent and objective policies for
evaluating individual performance and by segreggdititose evaluating performance from those

involved in negotiating remuneration.



While in common corporate governance frameworksmanagement’s duty to establish such
internal controls based on the board’s policiestehs a risk that this may not be done.
Consequently, some independent monitoring of irlecantrols is needed to ensure that policies
are actually known and followed, that internal colst are established and executed according to
policies and that eventual breeches are approjyrsaactioned. Without such monitoring, any
policy to prevent the risk of corruption will halittle effect. Monitoring internal control systems
has become one of the key tasks of internal agg{iRedinget al, 2013; Spira and Page, 2003) and
the existence of an internal audit function is ¢fi@re an important element in the prevention of
corruption. The focus of internal auditing on cqtian is also important because many of the
corruption schemes listed in Table | may involvenagement. Management is often in a position to
override internal controls designed to preventwaion and other types of fraud. Thus, particular
controls preventing management overrides are ne@dac, 1999). This type of control is usually
the responsibility of the audit committee, whicloghl establish a whistleblowing line allowing
people inside and outside the organization to tefuspicions of corruption, as well as
management override of internal controls. The acmhtmittee should also develop a programme
for board feedback from auditors and others regarthe risk of management fraud and the
override of internal controls. This may, for instanbe done through systematic interviews with
internal and external auditors and with the comaeols committee (AICPA, 2016).

However, any such internal control system to préegerruption outlined above has a major
limitation: it only addresses the demand side efdbrrupt transaction, which is a shortcoming in
many anti-corruption programmes as the supplyisiflest as important (Tanzi, 1998; Wu, 2005).
Recently, it has therefore been suggested thaatdé action, involving both the procuring
organization and the vendors, is the most effeatisg of preventing corruption (World Bank
Institute, 2008). The objective of collective actis to create a level playing field between
competitors, free from corruption, to allow the mesmpetitive bid to win. Collective action may
take the form of formal contracts, called “integiitacts”, between the procuring organization and
the bidding company, which includes provisionsdgrternal monitoring and imposing sanctions in
the case of violations. External audit firms maynihar such anti-corruption contracts on behalf of
the procuring organization. A more promising forhtollective action is to establish “certifying
business coalitions” (Sidhu, 2009), in which alpgliers voluntarily agree to comply with anti-
corruption criteria to obtain an anti-corruptionmtdecation. External audit firms audit compliance

with these criteria and the certification is witadn in the case of non-compliance. The procuring

10



organization should then require all suppliersdtwlfanti-corruption certification, thereby

preventing corruption.

5. How auditing may detect corruption

The occasional detection of corruption by auditensnportant because the perceived risk of getting
caught is an important factor in deterring peopbet engaging in fraudulent behaviour, such as
corruption (Wells, 2002). This is particularly tbase for elected politicians, for whom the risk of
detection combined with re-election incentives ucorruption (Ferraz and Finan, 2011).
Internal and external auditors should thereforesimer what evidence the different types of
corruption may leave and use this information stite for corruption. For example, kickback
schemes typically create overspending, which maydbected through analytical procedures such
as benchmarking (Gramlireg al, 2012; Wells, 2003).

In addition to documentary evidence, Zimbelman Almtecht (2009) outline three other types of
evidence that may be relevant for the detectiocoafuption. Testimonial evidence may be
obtained from interviews with people within and ©adé the organization. Building on testimonial
evidence, Khan (2006) suggests “participatory auglitas a tool to detect corruption. Participatory
audits involve collecting external evidence frora #xternal users of a service, client organizations
or the general public by means of surveys and ativesstigative techniques. Physical evidence is
also important because public procurement oftenlues assets that may be inspected to check
their existence or valuation (i.e. quality). Accogly, Dye and Stapenhurst (1998: 14) suggest the
inspection of construction assets to detect subdatanvork as an example of audit work designed
to detect corruption. Finally, personal observaioray provide evidence concerning corruption.
These may be the auditors’ own observations, layt thay also be observational evidence from
undercover agents, as suggested by Klitgaard (200&om the press.

While internal auditors frequently detect corruptemd other types of fraud, external auditors do so
less often (ACFE, 2016). The reason for this idophdy that the work of external auditors is guided
by the assessment of risk and materiality anddeded on the detection of material misstatements
in financial statements. If corruption is not péved to result in material misstatements, external
auditors are not likely to focus their work on dxiteg corruption. However, in many cases,
evidence of bribery will appear in the bribe-givdrsoks in the form or errors or misstatements
(Wells, 2003). Table Il outlines the potential niegements derived from commercial corruption

and political corruption in the corruption givedad corruption receiver’s organizations.

11



[Insert Table Il around here]
5.1 Detecting corruption in the giver’'s organizatio

The most common types of commercial corruptionbaitgery and conflicts of interest (Wells,

2014). Such corruption schemes are likely to raaudtrors in the financial statements of the
corruption giver’'s organization. There are thregepbal types of error which may occur:
classification errors, undisclosed revenue andibats costs. As bribery is illegal in most coues;
the organization paying bribes may reclassify thieds as a form of legitimate cost. A bribe may,
for example, be classified as a consulting feerarission, or payment for some intangible service
(Wells, 2003). In these cases, the reclassificatfdhe bribe will create a classification error.
Correct classification means that all transactiwenge been recorded in the proper accounts and is
an audit objective in financial audits (Eilifsehal, 2014). To the extent that classification errors
are material, financial auditors are expectedrtd them. When paying bribes, it is therefore more
common to keep bribery payments off the books. @sa the company paying the bribes will need
to use money not accounted for, also known asHdiusds”. This was, for instance, the case in the
Siemens corruption scandal (Sidhu, 2009), as vgah éhe Hewlett-Packard bribery cases in
Russia, Poland and Mexico (Sikka and Lehman, 2@l&xh funds are usually composed of the
proceeds from undisclosed revenues or from paynuéritstitious costs. For example, in the case
of Hewlett-Packard in Russia, Sikka and Lehman $20&port how computer hardware was sold to
intermediaries and later bought back at markedrige, following which the payment to the
intermediary ended up in Hewlett-Packard’s contlush funds. Undisclosed revenues and
fictitious costs affect two of the financial audisomain audit objectives: completeness and
existence. Completeness means that all transa¢tiahshould be recorded are in fact recorded and
existence means that all transactions that have te@erded have in fact occurred. The existence
and use of slush funds is therefore likely to @eators in financial statements. Furthermore, the
existence of slush funds signals a low degree afagement integrity and therefore represents a
gualitative materiality problem for the financialditors, regardless of the error’'s quantitative
materiality. Low management integrity is likely citered a “significant risk” according to ISA
315, with the consequence that the audit mustdm@eld to test the reasonableness of all
management’s estimates and judgements relatigetbrtancial statements. Thus, financial
auditors have an interest in paying some atterttidheir clients use of bribery and this is prolyabl

the reason why Transparency International (2009) p8ints out that auditors are “best positioned
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to detect” bribery and why auditing in practice eprs to reduce companies’ use of bribery (Farooq
and Shehata, 2018).

In addition to errors created, the payment of lsriisealso likely to be prohibited by law, as is the
case in many countries. Regulations such as th8tibkéry Act and the US Foreign Corrupt
Practices Act have de facto extended the juriszhabif these countries to include any third country
in which multinational corporations are operatimgis is of importance because ISA 250
(revised)/ISSAI 1250, as discussed earlier, recauditors to obtain audit evidence regarding
compliance with laws and regulations that may tasuhaterial misstatements in the financial
statements. As corruption is intentional and prédpatso material, the auditor is required to discus
this with “those charged with governance” (ISA 288)soon as practicable. If this discussion does
not solve the non-compliance problem, the auditay meed to report this to the appropriate
authorities and if there are still material misstaénts in the financial statements following the

discussion, the auditor is required to expressadifipd opinion or an adverse opinion.

Consequently, external financial auditors in thggie and public sectors need to assess the risk
that a client company might be paying bribes oragig in other types of commercial corruption.
These risks are likely to be high in cases in wiithcompany operates in markets or regions
where corruption is common. When corruption rskonsidered high, the responding audit
procedures should focus on the detection of refieestson errors and the potential existence of
slush funds. Bribery reclassified as legitimateemges may be detected by examining accounts for
consulting fees, commissions and intangible sesvacel comparing these expenses with the
corresponding contracts. Payments going to a custeramployees or public servants in procuring
functions are indications of bribery, as are cartahat are won without normal competitive
tendering. Slush funds are by nature more diffitulietect. However, a high perceived risk of
corruption should lead the auditor to increaseeises for revenue completeness, in particular for
cash-based sales transactions, which are easyexd tb slush funds before they are registered.
Other responses may be to monitor tips from whbgileers or to undertake critical interviewing of
employees, for example in accounting and salesrttepats, asking whether they have been asked
to do something they find unethical, as suggesyed/elis (2001).

Political types of corruption, such as nepotisntripas favouring relatives), clientelism (patrons
favouring individual clients) and favouritism (pais favouring particular social groups), distort
free competition because orders, jobs, or benaf@égiven to a related party. This type of
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corruption will most likely result in problems wigttonomy, efficiency and effectiveness in the
giver’s organization because of the lack of frempetition. A high risk of political corruption is
therefore a matter for public sector auditors tostder when doing performance audits. However,
political corruption may also result in misstatesan financial reporting. In cases in which there
are transactions between a company and closevedaif the company’s key management
personnel, this is likely to qualify as relatedtgdransactions according to IAS 24nd IPSAS

20" This is, for example, the case when a companghases goods or services from relatives at
inflated prices, sells goods to relatives belowkatprices, or gives relatives gifts without
receiving anything in return. According to IAS 24dalPSAS 20, the nature and amount of such
transactions, as well as any outstanding balameest be disclosed in notes to the financial
statements. According to ISA 55bthe auditor should understand related party tetits and
assess whether these increase the risk of matertak, an assessment that is hardly possible
without awareness of the possibility of nepotisrd alentelism. This line of reasoning is also
reflected in the corresponding ISSAI 155@ccording to which public sector financial auditare
required to obtain evidence that transactions thifd parties, including related parties, are scibje

to competitive tendering or other forms of marlesiting.

Thus, financial auditors in the public sector, inigh political corruption typically occurs, should
assess the risk of material errors arising fronitipal types of corruption. When assessing such
risk, it is important to note that materiality ass@ents in the public sector are different fronsého
in the private sector because financial statememetsised for public policy decisions that have
political, social and security implications (Aggast-Pontoppidan and Andernack, 2016: 59).
Misstatements arising from political corruption #nerefore likely to be considered qualitatively
material, even when the monetary errors are imnat&/hen there is a risk of material errors due
to political corruption, the financial auditor shduherefore design audit procedures that address
this risk. Such audit procedures are likely to ®oon whether normal business procedures have
been followed, for example whether contracts ararded in a normal competitive tendering

process.
5.2 Detecting corruption in the receiver’s orgartina

The receiver of bribery or other types of commerooaruption is usually an individual who is not

to demonstrate accountability using financial steets. However, this individual usually receives
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the bribe because he/she is abusing a positionnvathorganization for private benefit and the
corrupt act will therefore affect the financialtst@ents of this organization.

For a private sector organization, when someotteeisecipient of bribery, it will likely result in
excessive purchases of goods and services, puschhsee the market price, and/or delivery of
substandard quality (Wells, 2003). In the case atfemal goods, this will likely increase the
inventory and create valuation errors because boveims normally carried at the lower of historical
cost and net realizable value according to IA€ &s the cost is likely to be above the market price
when bribes are received, inventory valuationkslii to be too high. When the external auditor
assesses there is a risk of someone in the prgclunttion receiving bribery, the appropriate
response should be to implement audit procedurssiing on detecting problems with the
valuation of the assets. Such procedures may iachtdnsified inspection of assets to detect
delivery of substandard quality, analytical proaedufocusing on the development of costs and
guantity in stock for individual inventory itemsdimventory aging. Bribes in relation to the
purchase of immaterial services, however, areliksly to leave errors in the financial statements.
This type of bribery may be detected by examinigriature of entries in accounts for services
procured, by checking whether normal competitivelezing has taken place regarding the
purchase and through inquiry regarding the seidhe management level above the person
authorizing the procurement of the service. Furttoee, Krambia-Kapardis (2016) suggests that an
assessed risk of corruption should lead the auttitbe more sceptical and to “audit outside the
books”, for instance by comparing employees’ or agans’ lifestyles with their income.

In a public sector organization, when someone vesdiribes, it will cause problems with the
valuation of assets similar to those in the privsgetor, which is a concern for public sector
financial auditors. In addition, it will also caugeblems with the organization’s economy,
efficiency and effectiveness and commercial coroupis therefore also a concern for performance
auditors, such as SAls or public sector internditaus. Corruption in the public procurement
process may result in economy problems, such agdbuderruns, costs above market prices, the
cancelling of competitive bidding, adding costeaftompetitive contracts are awarded, stripping of
public assets and lack of accountability for overgpng (Otalor and Eiya, 2013). It may also result
in efficiency problems, such as huge idle capadigproportionately high expenditure on
maintenance, neglect of maintenance of particidseta while directing funds to

similar/replacement assets, poor quality of comsion work, etc., repeated extensions given to
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contractors, repeated changes in orders and repelaamges in staffing to avoid oversight and
institutional memory (Otalor and Eiya, 2013). Flgatorruption may result in effectiveness
problems, such as a lack of quantifiable and mesdeiperformance indicators, public
dissatisfaction with services, services that atedetvered as planned, a lack of mechanisms for
complaining about services and senior managemeng b@available or not attentive to complaints
about services (Otalor and Eiya, 2013). Thus, @tion in the procurement process is likely to
create many problems, which performance auditorsaegect using benchmarking techniques, by
inspection of assets, by public service satisfactiarveys, as well as through establishing

whistleblower lines.

For an organization in which someone is the renipaé political corruption, it is less likely to
cause financial statement errors because the erdsiusually an individual or a social group who
IS not accountable using financial statements.iisiance, a typical case of nepotism is the
recruitment of a less competent relative for atmsiin a public sector organization. While this
will not cause financial statement errors, it kely to result in economy and efficiency problems,
which is a focus area for performance auditorsrang be detected by checking whether the
organization has complied with normal competitigeruitment procedures. Cases of favouritism
may be more difficult to detect at the receivingl.ef typical case might be that a public contract i
given to a company with ties to government. In sadase, the receiver of the political favour is
likely to appear more successful than its competitd/hen undertaking the analytical procedures
required by ISA 240/ISSAI 1240 as part of the fraisét assessment for a company, external
auditors may identify such successful companiesdnchmarking them against direct competitors
or industry norms. A further benchmarking of priegminst competitors’ prices may reveal cases in
which there is no competitive reason for the comyfsaapparent success. Unlike commercial
corruption, political types of corruption leavedesvidence of return favours for the auditor to
follow. For instance, the return favours from tleeaivers of nepotism, clientelism or favouritism
are often of an immaterial nature, being in thenfaf political or cooperative support. However,
occasionally the return favours may be of a mogetature, for example in the form of political
campaign contributions, and in these cases thadiabor the performance auditor may check the

legality of these contributions.
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6. Conclusion

The literature on auditing and corruption analysetthis paper is primarily focused on the micro
level of firms and organisations, thus supplementine macro level of analysis often found in
works on corruption within political science and®dogy. The result of this analysis is that prevat
sector financial auditing has generally negleciauuption as a potential source of material errors
in financial statements, while public sector aujthas, to some degree, accepted responsibility for
the prevention of corruption. The paper has exathithe arguments for the limited role of auditing
in the fight against corruption. The main argumemtsthat corruption leaves no errors in the
financial statements and leaves no evidence foatldétor to examine. This paper refutes these
arguments, arguing that commercial corruption e®atisstatements in the financial statements,
while political corruption creates problems witle tthree performance audit objectives of
efficiency, effectiveness and economy. Becausaaf fraudulent nature, such misstatements are

likely to be considered material by users of finahstatements, regardless of the amount.

As argued by Dye and Stapenhurst (1998), audisrame of the eight pillars of integrity. Thus,
auditing alone cannot curb corruption, but it iSraportant part of combined efforts against
corruption. Because of the scope of auditing ingiresent “audit society” (Power, 1997), auditing
may have the potential to change agents’ beliedsitalvhat other agents do in relation to
corruption, which is what Rothstein (2011) argugepivotal in creating change. At best, auditing
can make it visible that corruption is not the namorganizations, thus depriving agents of the
rationalization that corruption is acceptable beedieveryone does it”. In worst case, auditing may
make it visible that endemic corruption is the nptinus hopefully forcing governments,
international institutions and business to act ragjat.

The findings in this paper therefore have a nunab@nportant implications for practice. First,
financial auditors are required to find materiakstatements in the financial statements and as
corruption creates such misstatements, it is de@xpect auditors to accept the responsibility for
preventing and detecting corruption. The implicatod this is that ISA 240 and the corresponding
public sector standard ISSAI 1240 explicitly needhniclude corruption as a main category of fraud,
one which the auditor should consider in the ihrigk assessment. Public sector auditors also need
the formal authority to detect corruption and/octdlaborate with other investigative agencies.
Second, corruption always involves a giver andcaiver, but creates different types of errors m th
giving and receiving organizations. A typical bmpease, in which a private company bribes
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someone in a public sector organization, createsial statement errors in the private company
and problems with economy, efficiency and effecta®s in the public sector organization. Thus, to
fight corruption effectively, auditors need to aglek both ends and this requires collaboration
between private and public sector auditors. Howesgrh collaboration is generally hampered by
regulation governing professional secrecy andrtbeds to be addressed, for instance by giving
private sector auditors a legislative duty to répothe relevant public sector auditors in theecas
that they find their client is involved in corrugti. Third, auditors need to develop better techesqu
for detecting corruption. Such techniques will inably involve more reliance on external evidence
to assess the risk of corruption. Evidence may cfoame collaboration with other types of auditors,
from the operation of whistleblower lines encounggand perhaps rewarding successful tips
regarding corruption and from collaboration witle fhress. When auditors assess there is an
increased risk of material errors due to corruptaurdit procedures will need to be designed to
address this risk. Such procedures will likely ut# substantially more physical examination of
assets. Fourth, preventive measures against cmmupged to focus on the system of corruption,
not the individual entity. To design preventive mi@&s, organizations and auditors need to
understand how corrupt buyers and sellers are fanddmatched, how each side benefits from the
corrupt transaction, how they make and enforceraots and not least what evidence is left by the
corrupt transaction (Klitgaard, 2006). The colleetactions reported by Sidhu (2009), in particular
anti-corruption certifications, appear to be a vemymising way of combatting corruption in the
procurement process and have the potential to beemnimportant new service for the auditing

profession.

As argued in this paper, the link between corrupiad auditing is little researched and thus
provides ample opportunities for further reseafamobvious opportunity is to explore whether
there is a general expectation gap between primatét sector users of financial statements and
auditors in relation to their potential role in ypeating, detecting and reporting corruption. Public
reactions to corruption scandals, such as the Biiahdal (Browning, 2015), certainly give reason
to believe this. The apparent exclusion of coraupfrom auditing standards points to the “deficient
standards” explanation (Porter, 1993) for the etai@m gap and thus emphasizes the need for
critical studies of audit standard setting questigrihe rationale behind this. Another research
opportunity follows from the finding that corruptias often institutionalised; it has become a norm
and expectation in political and social life. Iresle cases, “actors have a way they view the world,
and, unless some event of major proportions odbatsunambiguously changes their world, they
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will continue to act in a consistent fashion” agy§iein (1991: 316) puts it. This is the reason why
Rothstein (2011) suggests that to reduce corrupéwolutionary change in institutions is needed.
There is a research opportunity in exploring whetdtteounting or auditing may contribute to
create such events of major proportions that ungnualkisly changes people’s world view.
Alternatively, research in accounting’s role inddtmg institutionalised corruption may be
informed by later developments in institutionaldhg in particular the works on institutional
entrepreneurship (e.g. Battilaegal, 2009). Finally, the paper’s conclusion concerrangitors’
reluctance to detect corruption also raises amastmg question for future research. There is a
growing body of literature based on the theory bbétt (1988), which analyses how auditors
actively seek to include new areas of work in thésgiction of auditing, usually in fierce
competition with other professions (see e.g. Ar@maé Jeppesen, 2010; Evans and Honold, 2007;
Jeppesen, 2012). Auditing is defined as checkimgptiance with established criteria (American
Accounting Association, 1973), so if acknowledgeateda for universal and impartial practices in
public sector organizations can be establishedypton work can become part of the audit
jurisdiction. Thus, the auditing profession hasibess incentives to include corruption in the
jurisdiction yet seems to be very little interesiredhis work. The jurisdiction of corruption audst
vacant and an analysis of why this is the casepnayide a significant contribution to the
sociology of professions, as well as to the figidiast corruption.

However, there are recent indications that IFAStasting to take corruption more seriously. At
IFAC’s World Congress of Accountants 2014 in Roepe Francis invited the leaders of the
accounting profession to meet him in the Vaticanthds meeting, the Pope called for the
accounting profession to “do more to be a posifiree in the fight against fraud and corruption”
(IFAC, 2016a) and this call apparently prompted @~ act. Thus, in IFAC’s reply to the Pope, it
states three main efforts that IFAC “believe widMe a lasting impact in reducing both the supply
and demand sides of fraud and corruption” (IFACLE&H). First, IFAC has accelerated its efforts to
increase the professional accounting capacity weldging countries. Second, IFAC is working
with the G20 and the Organisation for Economic @eration and Development (OECD) to
strengthen governance. This includes the recemgioevof IFAC’s Code of Ethics (IESBA, 2016)
to include provisions for accountants in businesaddress issues of non-compliance with laws and
regulations such as corruption, if necessary, pgnteng this to the appropriate authorities. lbals
includes intensified collaboration at the localdkvan example being that IFAC and the Law
Society in the UK have resolved to fight corrupt{®®AC, 2016b). Third, IFAC has intensified its
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promotion of IPSAS through the establishment ofdtganization “Accountability. Now” to

develop greater transparency in government acaoginfihus, what appears to be IFAC’s present
policy regarding corruption is stated in a pressase by IFAC: “Transparency, accountability, and
serving the public interest motivate our ongoinggsrt for global reporting standards and ethical
behavior. These standards underpin the professiol@sn detection of fraud, corruption and
bribery—and strengthen organizations to assistengntion” (IFAC, 2016c). This emphasis on the
profession’s role in the detection of corruptior d&mibery is new and IFAC has yet to deliver in
terms of incorporating this standpoint in its Imi&tional Standards on Auditing and Code of Ethics.
There is a role for critical research in monitorimigether IFAC will eventually “walk the talk”, but
the role of auditing in the fight against corruptimay well become more proactive in the future.
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! The World Economic Forum is the international oiigation for public-private cooperation, see
https://www.weforum.org/about/world-economic-forum.

% The international football associatiBédération Internationale de Football Associati@wver recent decades, the
FIFA leadership has repeatedly been accused dfigtion, bribery, vote-rigging, money launderingreviraud and
racketeering. For an overview and references, #ps:fien.wikipedia.org/wiki/2015_FIFA corruptiorase

% The eight pillars are: political will, administra reforms, watchdog agencies, parliament, publiareness, the
judiciary, the media and the private sector (Dye Stapenhurst, 1998).

* International Standard on Auditing 240: The AutitdResponsibility Relating to Fraud in an AuditRifhancial
Statements. The ISA are developed by the Intemaliduditing and Assurance Standards Board (IAAB&]er the
International Federation of Accountants (IFAC).

® International Standards for Supreme Audit Insting 1240: The Auditors’ Responsibility Relatingfaud in an
Audit of Financial Statements. The ISSAI concerrfingncial auditing are essentially ISA with addital comments
on how to apply the standard in a public sectdirgetThe ISSAI are developed by the InternatidDejanization of
Supreme Audit Institutions (INTOSAI).

® ISA 250 (Revised): Consideration of Laws and Ratjohs in an Audit of Financial Statements. Thedtad was
revised in October 2016.
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? International Accounting Standard 24: Relatedypdigclosures

1% |nternational Public Sector Accounting StandardRélated party disclosures

" International Standard on Auditing 550: Relatedipa

2 |nternational Standard for Supreme Audit Insting 1550: Related parties

13 International Accounting Standard 2: Inventories

14 https://www.ifac.org/about-ifac/accountability-now
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Table I.
Preventive internal controls

Type of corruption Examples of preventive internalcontrols

Kickbacks » Written policies prohibiting employees from solieg or accepting any gift

or favour from a customer or a supplier

» Written policies regarding proper documentatiomlbpurchases, including
name of person who initiated, approved and recdivegurchase

* Independent internal or external review of buyiagtgrns

* Requirement that all vendors sign contracts withhtrto-audit” clauses

» Segregation of purchasing, authorization, receidnd storing goods, cash
disbursements

» Matching potential vendors against an updateafispproved vendors

» Proper review and matching of all support in diskanent vouchers

» Establishment of well-articulated, measurable amahtjfied performance
indicators (see e.g. Otalor and Eiya, 2013)

» Whistleblower lines

Bid rigging * Most controls listed under “Kickbacks” are relevaete, in particular:
right-to-audit clauses, written policies regardprgper documentation of
all purchases, segregation of duties, establishofgrerformance
indicators

* Pre-approval procedures for all bidders

» Approval procedures for change orders or amendnterasntracts

* Independent monitoring of price trends on individtems

* Independent investigation of significant price atidns between bidders
* Independent investigation of purchases just belmnbidding threshold

»  Whistleblower lines

Conflicts of interest » Written policies explicitly outlining what constites an unacceptable
conflict of interest or an improper relationship
» Segregation of purchasing, authorization, receiand storing goods, cash
disbursements
* Preapproval of vendors
» Whistleblower lines

lllegal gratuities » Written policies prohibiting employees from solieg or accepting any gift
or favour from a customer or a supplier
»  Whistleblower lines

Nepotism and favouritisme  Written policies explicitly outlining what consties an unacceptable
conflict of interest or an improper relationship
» Transparent and objective policies for evaluatmjviidual performance
» Segregation of performance evaluation and salatigwe
* Anincentive system that align a supervisor’s iests with the
organization’s interests
*  Whistleblower lines

Source: Wells (2014) Chapter 10; Cascarino (201&)pter 5.



Table II.

Misstatements in financial statements resultingifdifferent types of corruption

Corruption giver’'s organization

Corruption receiver’s
organization

Commercial corruption:

Kickbacks, bid rigging,
conflicts of interest, illegal
gratuities, economic extortion

Classification errors
Undisclosed revenue
Fictitious costs
Non-compliance with
regulation

Inventory valuation errors
Problems with economy,
efficiency, and effectiveness

Political corruption:

Nepotism, clientelism,
favouritism

Problems with economy,
efficiency, and effectiveness
Undisclosed related party
transactions

Undisclosed gifts
Non-compliance with
regulation

No financial statement errors
at organizational level
Political acceptance of
corruption within organization
causing problems with
economy, efficiency, and
effectiveness
Non-compliance with
regulation




