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Abstract

The evolution of corporate structures has led to the emergence of hybrids that challenge the

conventional perception of a group structure. One of these hybrids is identified as a letterbox company

where, in its purest form, almost all activities are offshored to a different jurisdiction, and no more

than a letterbox remains at the place of registration. In turn, such a corporate setup calls for a different

audit setup, where the audit opinion is signed by an auditor at the place of registration, which is

different from where the group’s operations, accounting records and financial management are

located, and where the vast majority of the audit is performed.

The letterbox audit setup has not been without problems to the audit profession, and criticism has

been raised in both the UK and Switzerland in quality inspections over auditors’ handling of these

cases. IAASB has recognized the need to address the topic of letterbox audits, especially with the goal

of clarifying whether ISA 600 applies to these cases.

We have made a vast literature review on the topic of audit quality and the role of geographic

proximity to obtain an understanding of the challenges that geographically dispersed audits impose on

audit quality. On the basis of our literature review, we analyzed how letterbox audits are regulated

within the current framework of ISAs, with a point of departure in ISA 600 and the regulation of group

audits. We realized that a great variety exists within letterbox company setups and that a group audit

in some cases would be an overkill, where in other cases it might be a suitable given the current

framework of standards. However the most fundamental question when using an ISA 600 on letterbox

audits remains: How can an auditor sign an audit opinion based primarily on the work of another

auditor?

Moreover, we examined the limitations imposed by data processing laws on sharing audit

documentation across borders and we found that there is a strict practice in allowing processing of

personal data, and that it is highly affected by whether or not bi- or multilateral agreements that

protect personal data have been made.

Our overall conclusion is that letterbox audits do challenge the current regulatory and legislative

framework, and that an ongoing dialogue between auditors, regulators and audit clients is the key to

finding a solution that provides for audit quality.
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Preface

Two years ago we were engaged in a discussion which provoked us but sowed a seed. The discussion

was on the topic of auditors’ future, and whether there would still be a market for them years ahead.

Our opponents were convinced that most Western auditor jobs would have been offshored by then but

we just laughed it off; after all, we are skilled professionals. There was no way we could be substituted

so easily. Not too long after that little discussion, we were introduced to a completely new setup in the

context of our jobs as auditors. Basically, we were stripped off of all the core audit functions and we

were supposed to just review a complete package and sign the related financial statements.

That little discussion immediately popped back into our minds. Spawn out of our professional interest

in the subject and the need to prepare a master’s thesis, we engaged in talks with colleagues, followed

technical updates within our firm and had informal conversations with relevant people who could

enlighten us on the many facets on the subject. Eventually, we discovered the new phenomenon of the

audit of letterbox companies and found this to be the ultimate symbol and the essence of that

discussion two years ago.

This master’s thesis is targeted at professionals with some knowledge of international auditing theory

as well as cognizance of especially auditor law, accounting law and data protection law. We

furthermore expect regulators, law makers and standard setters to find interest in our findings.

In addition to our interviewees, we would like to thank Mr. Ole Tjørnelund Thomsen and Mr. Jørgen

Lund Antonsen, State Authorised Public Accountants, for their insights and informal chats from time

to time; and Mr. Simon Bell, Professor of Marketing at University of Melbourne, for his

encouragement in the initial phase and insights from the Australian continent.

Frederiksberg, 10 July 2014

Anne Kirstine Schrøder Søren Alexander



3

Contents
1. Introduction........................................................................................................................................7

1.1 Background analysis....................................................................................................................7

1.1.1 Globalization and the demand for new audit setups...............................................................7

1.1.2 International opinions on the matter....................................................................................10

1.1.3 Data processing across borders and challenges to a letterbox audit..................................... 11

1.2 Synthesis and research question...............................................................................................12

1.3 Delimitation ..............................................................................................................................13

1.4 Disposition and methodology ...................................................................................................14

1.4.1 Literature review ...................................................................................................................16

1.4.2 Analysis of regulatory aspects of letterbox audits ............................................................. 17

1.4.3 How should letterbox audits be regulated in the future? ..................................................18

1.4.4 An illustrative case.............................................................................................................18

2. Literature review: Audit quality .......................................................................................................21

2.1 The legal view ........................................................................................................................... 23

2.2 The continuum view................................................................................................................. 24

2.3 Francis’ framework for understanding audit quality ............................................................... 25

2.4 Proximity .................................................................................................................................. 26

2.4.1 Proximity and audit quality ...............................................................................................27

2.4.2 Geographic proximity and economic agents .................................................................... 29

2.4.3 Geographic proximity and inter-personal relations ......................................................... 30

2.4.4 Synthesis on Proximity ..................................................................................................... 34

2.5 Audit Review ............................................................................................................................ 35

2.5.1 Synthesis on Audit Review.................................................................................................37

2.6 Audit quality and efficiency...................................................................................................... 39

2.6.1 Synthesis on audit quality and efficiency.......................................................................... 40



4

3. Regulatory aspects of letterbox audits..............................................................................................41

3.1 Analysis of the current ISA regulation of letterbox audits........................................................41

3.1.1 ISA 402: Audit Considerations relating to an entity using a service organization .............. 42

3.1.2 ISA 600: Special Considerations – Audits of group financial statements ....................... 44

3.1.3 ISA 610: Using the work of internal auditors ................................................................... 54

3.1.4 Letterbox audit – a single- or multi component audit?.....................................................57

3.1.5 ISA 200 ..............................................................................................................................61

3.2 ISA requirements on audit documentation.............................................................................. 63

3.2.1 ISA 230 ............................................................................................................................. 63

3.2.2 ISA 600 ............................................................................................................................. 63

3.2.3 ISA 610.............................................................................................................................. 65

3.2.4 Synthesis on ISA requirements on audit documentation................................................. 66

3.3 US requirements for group audits.............................................................................................67

3.4 European auditor regulation.................................................................................................... 70

3.5 Transnational access ................................................................................................................ 70

3.5.1 The Directive on Statutory Audit, the 8th Directive (Directive 2006/43/EC).................. 71

3.5.2 The Data Protection Directive (Directive 95/46/EC) ........................................................74

3.5.3 Danish response to the Sarbanes Oxley Act ......................................................................79

3.6 Audit regulators’ responses.......................................................................................................81

3.6.1 The UK and Swiss regulators .............................................................................................81

3.6.2 Synthesis on audit regulators’ responses.......................................................................... 82

4. How should letterbox audits be regulated in the future?................................................................ 83

4.1 The role of audit quality and proximity in the globalization of audits..................................... 83

4.2 Short-term perspectives on letterbox audits............................................................................ 84

4.2.1 Ensuring the use of the right ISA...................................................................................... 85

4.2.2 Ensuring a critical review ................................................................................................. 86



5

4.2.3 Engaging in the work of the engagement team or the performing auditor ...................... 87

4.2.4 Ensuring proper audit documentation ............................................................................. 87

4.2.5 Investing in the relationship between the two auditors ................................................... 89

4.3 Long-term perspectives on letterbox audits ............................................................................ 90

4.3.1 How could ISA 600 be revised?........................................................................................ 90

4.3.2 How could a specific standard on letterbox audits look? ................................................. 92

4.3.3 A general standard for using the work of another auditor ............................................... 94

4.4 Concluding remarks on the future of letterbox audits............................................................. 96

5. Conclusion ........................................................................................................................................97

6. Perspectives .................................................................................................................................... 101

References..............................................................................................................................................102

Literature (journal articles and books) ..............................................................................................102

Interviews and meetings (primary data sources)............................................................................... 110

International Standards on Auditing ................................................................................................. 110

US GAAS............................................................................................................................................. 110

EU Directives...................................................................................................................................... 110

Danish legislation................................................................................................................................111

Appendix 1.............................................................................................................................................. 112



6

Abbreviations

8th Directive: EU Directive 2006/43/EC on statutory audits of annual accounts and consolidated

accounts

AICPA: American Institute of CPAs, USA

APAK: Abschlussprüferaugsichtskommission, Germany (Auditor Oversight Commission)

ASB: AICPA Auditing Standards Board

DDPA: Danish Data Protection Agency

Directive 95/46/EC: EU Directive 95/46/EC on the protection of individuals with regard to the

processing of personal data and on the free movement of such data

Directive 2006/43/EC: EU Directive 2006/43/EC on statutory audits of annual accounts and

consolidated accounts

EAIG: European Audit Inspection Group

FAOA: Federal Audit Oversight Authority, Switzerland

FRC: Financial Reporting Council, UK

GAAS: Generally Accepted Auditing Standards

IAASB: International Auditing and Assurance Board

IFAC: International Federation of Accountants

ISA: International Standard on Auditing

ISAE: International Standard on Assurance Engagements

MNE: Multinational Enterprise

PCAOB: Public Company Accounting Oversight Board, USA

SME: Small and Medium sized Enterprises

The Bookkeeping Act: The Danish Bookkeeping Act (Bogføringsloven)

The Danish Accountants Acts: The Danish State Authorised Public Accountants Act (Revisorloven)

The Data Protection Directive: EU Directive 95/46/EC on the protection of individuals with regard to

the processing of personal data and on the free movement of such data

The Private Data Act: The Danish Act on Processing of Private Data (Persondataloven)

The Statutory Audit Directive: EU Directive 2006/43/EC on statutory audits of annual accounts and

consolidated accounts



7

1. Introduction

This section should provide a background for understanding our topic and specifically the line of

thought in our research question. Moreover, we will present the delimitations to our topic and the

disposition and methodology of our thesis.

1.1 Background analysis

In this section, we will introduce the background for the phenomenon called “letterbox audit”. We

will describe the attributes of globalization that results in companies being listed or registered in one

country, while the primary part of their business is conducted in another. This in turn, calls for a

different audit setup and we will thus introduce a definition of letterbox companies and the

corresponding letterbox audit. We will describe the evolution of ISA 600 and how this standard is

challenged by the emergence of new corporate structures. Finally, we will provide an overview of

some of the challenges a letterbox audit setup contain with regards to data processing across

borders. This will form the foundation for our research question by introducing the relevant

terminology and underscore the novelty and relevance of the topic.

1.1.1 Globalization and the demand for new audit setups

In recent years, the global business environment has initiated a transformation from MNEs to truly

global enterprises. Historically, the organizations consisted of a global headquarter close to where the

company was founded, and this headquarter served as the heart and brain of the organization. From

here group management was conducted and subsidiaries controlled. However, in recent years

companies have begun to evolve from this classical structure in order to exploit for example lower

wages, tax legislation or other purposes abroad. This leads to a great variety of organizational setups,

where some entities might consist of no more than a letterbox, figuratively speaking.

There is no paved or natural evolutionary way to this next organizational setup, as the companies

adapt to new possibilities, where they for instance can outsource and centralize operations,

management and accounting in one place. This transformation is all facilitated by modern IT, ERP-

systems and communication systems. This transition towards more dynamic organizational structures
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calls for a similar development in the audit industry, where auditors in some way must respond to

their customer’s demands, while following the relevant international standards of auditing.

Since this is a relatively new field within audit theory, and since it has no direct mentioning in any of

the existing international standards of audit, we have chosen to lighten the descriptions in our

analyses by introducing a couple of definitions. These definitions stem from our professional

experience with the topic and from international organizations such as IAASB’s, descriptions of the

topic.

A letterbox company is a company, where most economic activities take place at other subsidiaries,

affiliates or at the parent company in other countries than where the company is registered. A key

feature of this definition is that the country of registration demands that a locally licensed auditor

signs the audit report.

The audit of a letterbox company will have to be performed by an auditor closer to the de facto place of

operations or financial data, but has to be signed by a domestic auditor, i.e. it will involve two auditors:

A signing auditor and a performing auditor. We will define the two as follows:

Performing auditor is the auditor that performs work on an audit engagement to provide an “internal

audit report” to the signing auditor to enable the signing auditor to issue an external audit report,

where he expresses an audit opinion.

The signing auditor is the auditor that signs an external audit report based primarily on the work

performed by another auditor. Moreover, the signing auditor is responsible for the audit engagement

and for the audit opinion on the financial statement.

IAASB has identified such a setup as “letterbox audit” referring to a corporate setup, where a company

is registered in one place, but key economic activities take place outside that country, but the audit

opinion still must be signed by a locally licensed auditor. It thus becomes interesting how such a setup

is regulated. Initially, the problems of signing an audit opinion based on the work of another auditor

are addressed in ISA 600 “Special considerations – Audits of group financial statements (including the

work of component auditors)”, just as cases where a company outsources functions to a service

organization are addressed in ISA 402 “Audit considerations relating to an entity using a service

organization”.
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We will argue that the emergence of all kinds of corporate structures, where an entity of a company

might be a hybrid of a shared service center and a business unit, challenges the ISAs with actual

conditions that do not necessarily align with the definitions in the standards. Through our interviews,

we have confirmed that this type of audit setup does in fact challenge the intention of ISA 600 and ISA

402.

Some years ago, the increasing prevalence in group audits led to a demand for a clarification of ISA

600 from the audit industry, with the goal of a more consistent group audit practice (IAASB 2007).

The previous ISA 600, “ISA 600: Using the work of another auditor” was applied to companies with

more than one component, where a component was audited by another auditor, but only in cases

where the financial statements of such components were material. In this version, a component was

defined as: “a division, branch, subsidiary, joint venture, associated company or other entity whose

financial information is included in financial statements audited by the principal auditor.” (ISA 600:

Using the work of another auditor, section 5).

In 2002 IAASB commenced a process of revising ISA 600 to address a demand for regulation and

guidance on group audits to ensure streamlining and best practice within the field. In the revised

version, the definition of a component has been widened to: “An entity or business activity for which

group or component management prepares financial information that should be included in the group

financial statements.” The application material underscores the span of the definition by highlighting

that the engagement team’s understanding of the group and components includes an understanding of

the group structure, both in an organizational and legal sense. (IAASB 2007)

Despite the width of the current definition of a component, we will argue that a letterbox setup can

exhibit features that challenge the applicability of it.

During the process, focus shifted from a standard addressing the use of the work of another auditor to

a specific group audit standard. This is reflected in the changes in the title during the process: the

original title “Using the work of another auditor” changed into “The work of related auditors and other

auditors in the audit of group financial statements” in the first draft, and ended up being: “Special

considerations – Audits of group financial statements (Including the work of component auditors)”

(IAASB 2007).
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Contrary to the expansion of the definition of a component, the roles and balance of power between

group auditor and component auditor were streamlined at the cost of the more general perspectives on

the use of the work of another auditor that the original ISA 600 entailed.

In our opinion, the revised ISA 600 is so focused on defining best practice for a standard group audit

that it is challenged by different organizational setups, as in the case of letterbox companies.

1.1.2 International opinions on the matter

In this section, we will introduce letters to IAASB and statements from IAASB which will substantiate

our suspicion: ISA 600 is challenged by the occurrence of letterbox audits, and there is a demand for

clarification and regulation on how to audit letterbox companies.

Up to now, we have identified the demand for a new audit setup from corporations, and how the audit

industry has responded. We have demonstrated that this setup goes beyond the intention of ISA 600,

which in turn has been confirmed by our interviews. On this basis, we have found it relevant to pursue

the topic.

The letterbox audit is a setup that needs to be addressed by regulators, and this has been substantiated

by recent discussions in IAASB. Labelled audits of letterbox companies or simply letterbox audits, the

IAASB describes the setup as the “circumstances where the audit opinion is signed by an audit partner

in a different jurisdiction from where the group’s operations, accounting records and financial

management are located, and where the vast majority of the audit work is performed” (2013a).

According to this IAASB Draft Proposed Strategy 2015 - 2019 and Proposed Work Programme 2015 -

2016, several member organizations have raised awareness of the matter and asked for the IAASB to

bring forward clarifications and guidelines. Some of these members are the audit regulators in

Switzerland and in the United Kingdom.

In the UK, the 2012/13 and 2013/14 Audit Quality Inspections (FRC 2013a, 2014) conducted by the

FRC, substantial findings and critique of the Big 4 regarding their handling of letterbox audits was

raised. Already, following up on the 2012/13 inspections, the FRC felt the need to direct a letter to the

UK audit firms from FRC Director of Audit Quality, Andrew Jones (FRC 2013b). The letter explains

the FRC’s interpretation of application of ISA 600, especially in relation to the audit quality flaws
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found in the inspections. Further, in the 2013/14 annual report the FRC directly stated that “[it] gave

particular emphasis to the audit of letterbox companies”.

In Switzerland the lead audit regulators, Federal Audit Oversight Authority (FAOA), came to similar

conclusions in the 2013 Activity Report (FAOA 2014) and stated that “the audit of letter-box

companies will be a special focus area for the 2014 FAOA inspections”. Already before the 2013

Activity Report was published, the FAOA provided guidance for interpretation of ISA 600 to this

special case in “Audit des sociétés boîte aux lettres” (FAOA 2013) (Authors’ interpretation: Audit of

letterbox companies), all in line with the interpretation given by FRC.

Of recent development, a number of independent European audit regulators as part of their

commentary to IAASB’s strategy for 2015-2019 (cf. IAASB 2013a) mention that “the issue of the audit

of ‘letterbox’ companies would deserve [quick] specific consideration regarding its timing” (EAIG

2014).

In June 2014, IAASB held a meeting to discuss feedback on IAASB’s proposed strategy and work

program for 2015-2019 and to issue recommendations for a way forward. At this meeting ISA 600 was

identified as one of five topics for prioritization in IAASB’s 2015-2019 work program, and issues

relating to letterbox audits and whether these issues can be addressed quickly is the initial point to be

considered. (IAASB 2014)

In the explanatory appendix it is specified: “Clarification is sought on whether ISA 600 applies in the

situation where the group parent company is registered in one jurisdiction, which is where the group

auditor is based, but the group’s operations, accounting records and management are located in a

different jurisdiction.” (IAASB 2014, Appendix 2)

1.1.3 Data processing across borders and challenges to a letterbox audit

The ISAs requirements to the accessibility and storing of audit documentation depends on the type of

audit and thus on the corporate structure, and these requirements sometimes collide with national

legislation, safeguarding processing of personal data. When auditing companies with operations in

locations in other countries, especially outside the EU, certain challenges arise with regards to audit

documentation and data processing.
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In Denmark, the Accountants Act on one hand prescribes who can sign an audit opinion, the demands

to audit documentation and when it can be shared. On the other hand, the Private Data Act while

protecting people’s personal data imposes a range of limitations as to when data can be send out of the

country. Both laws are results of the implementation of EU directives, and the rules across the union

are therefore uniform. This enables data processing within the union. However, sharing data with an

auditor or regulator outside the union still poses difficulties.

Within the current legislative framework for data processing across borders, it becomes especially

important to understand which ISA(s) govern the specific audit given the variations in documentation

requirements. We will argue that the challenges of data processing across borders will become bigger

with the emergence of letterbox audits.

1.2 Synthesis and research question

With the emergence of so-called letterbox companies as a consequence of organizational setups in

global enterprises, the known framework for group audits, governed by ISA 600 is challenged. The

occurrence of letterbox audits has not been supported by guidance from international standards or

regulation, and as a consequence the roles of the performing and signing auditors are not clear. This

can, on one hand, lead to inadequate audit quality, and on the other hand, to inefficiency in the

performance of the audit. Our analysis is substantiated by discussions in IAASB, who have recognized

the need for clarification within the topic of letterbox audits. The ramifications of letterbox audits

becomes clear as well when it comes to fulfilling the documentation requirements, given the

restrictions on data processing across borders imposed by the EU and national legislation.

This thesis will try to shed light on letterbox audits, and we will answer the following research

questions:

How do letterbox audits challenge the existing institutional framework, and how can regulatory

shortcomings be remedied?

In answering these questions, we will cover the following aspects of letterbox audits:

 What role does geographical proximity play in audit quality?

 How do international standards of audit regulate the audit of letterbox companies, and are

there any shortcomings?
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 What are the legislative challenges to letterbox audits on a national and European level with

regards to data processing across borders?

 How could standards and legislation be changed to adapt to the emergence of letterbox audits?

1.3 Delimitation

The current academic understanding of the impact and ramifications of the emergence of letterbox

audits is far from complete. Through our vast search for literature, we have not been able to identify

academic work on this specific topic. Currently, standing literature merely provides narrow

explanations on various relationships rather than a comprehensive overview of letterbox audits.

Bearing the novelty of the topic and our exploratory approach to it in mind, we have tried to broaden

our analysis to allow ourselves and our reader the opportunity to obtain a comprehensive

understanding of the many facets of letterbox audits. However, given the scope of a master’s thesis, we

have had to exclude some aspects of our topic.

Since our topic taps into international auditing and transnational groups, it is considered irrelevant to

examine the ramifications for smaller audit firms, and we thus follow the delimitation seen in much

academic literature on group audits by focusing our attention on the “Big 4” auditors (i.e. Deloitte, EY,

KPMG and PwC).

We have limited our analysis of audit quality to the role of geographical proximity in audit quality. We

acknowledge that culture plays a great part in understanding a company and in a client relationship,

and that cultural proximity might be equally as important as geographical proximity. Generally, it

seems that there are clear merits for arguing that culture affects audit quality through interpretation of

standards and interaction with the clients in the respective nations. However, a vast amount of

literature also finds that the relationship between a nations culture and audit firm size is inversely

proportional. Thus, we will abstain from bringing culture into the analysis.

Ethics will also be excluded from the scope of the paper. We argue that it is safe to assume that the

accounting firms in question have implemented relevant safeguards (e.g. codes of conduct, functioning

quality assurance, etc.), and the risk of misconduct is thus judged insignificant. Additionally, any

impact caused by divergence in ethics is not deemed specific for this research question but would

apply in a broad sense. Thus, we assess that such a debate is too far from the core of the topic covered
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by this thesis, and since we are able to draw a clear line between ethics and the other aspects, we limit

our research on this matter.

We recognize that this topic might be perceived as a curiosum within auditing, and consequently this

thesis will evolve around the audit regulations and audit practices, and we will therefore abstain from

looking into the economic outcome of an audit, and from analyzing a client’s perspective on the topic.

Finally, the ISAs gain grounds globally and there is a unification progress with US GAAS (labelled the

Clarity Project, this was supposed to have been completed in December 2012 (Morris & Thomas

2011)), and countries that do not implement them, however lean on these standards. The ISAs are

drawn up by the IFAC, and hence the closest the profession gets to actual ubiquitous auditing

standards. The ISAs will be the point of departure of our analysis, and we will only look into other

standards to the extent that it generates a greater understanding of the ISAs.

1.4 Disposition and methodology

Our interest in the topic was initially sparked by a practical introduction through our jobs as

professional accountants, and our experience was that few people outside practitioners working

specifically on letterbox audits and audit responsibles knew of the topic. Our approach to the topic has

been an exploratory study on this relatively new phenomenon. Since IAASB has recognized that the

audit profession has indicated a need for further guidance on letterbox audits, our approach may

therefore be useful in granting an understanding of the phenomenon and to explore whether or not

further research is worth pursuing (Saunders et al. 2009).

Initially, we conducted introductory interviews with Mr. Lars Engelund and Mr. Peter Gath, who are

both audit responsibles at PwC and formerly KPMG, respectively, with the intention of determining

whether or not the topic was worth pursuing. The interview left us with some different directions to

pursue, all facets tapping into offshoring; be that at the audit client or at the auditor. Through our

work, we saw the emergence of the letterbox audits and saw audit professionals struggling to handle

this new phenomenon. For that reason, we talked to three people:

1. Ms Diana Hillier to represent the regulators due to her job as former Member and Deputy

Chair of IAASB and Partner at PwC.

2. Mr Jens Røder who is CEO and Secretary General of the Nordic Federation of Public

Accountants to represent the audit industry.
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3. Ms Katarzyna Kwasza of Global Assurance R&Q at PwC to understand how the audit firms

were dealing with this new topic.

With the interviews we covered some significant stakeholders to help us identify dilemmas,

unanswered questions and interesting, current topics. The interviews enabled us to narrow down our

literature search to focus on especially audit quality, proximity, audit reviews, and international

cooperation and knowledge sharing.

The interviews were conducted at the interviewees’ premises as informal and unstructured interviews

either face-to-face or by phone. The advantage of this form for interview is that you “explore in

depth a general area” and “find out what is happening [and] to seek new insights (Robson 2002 as

cited in Saunders et al. 2009). Our questions were designed to narrow down the number of

interesting facets to a practical number of significant issues and tangible obstacles. We asked the

questions in an open manner in order not to impede the interviewees in expressing their

observations. The questions we asked included the following topics:

 Are you aware of issues with letterbox audits?

 What issues have you observed?

 Are you aware of any initiatives designed for using on letterbox audits?

Thus, the reason for the interviews was to gain a fundamental understanding of letterbox audits and

insights from relevant professionals. With the interviews we covered some significant stakeholders to

help us identify dilemmas, unanswered questions and interesting, current topics. The answers yielded

that regulator inspections had shown improper application of the ISAs especially regarding division of

responsibility and obtainment and exchange of audit documentation. The interviews enabled us to

narrow down our literature search to focus on especially:

 Proximity;

 Audit reviews and audit efficiency; and

 Legislation on transnational documentation, cooperation, and auditor responsibility.
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It is through the identification of these analytical focal points that we have been able to narrow down

secondary data to apply.

Regarding our review of secondary data, this comprises primarily academic articles published in

renowned and widely acknowledged journal, all of which are peer-reviewed. Further, we have looked

into ISAs and similar texts and preparatory documents surrounding them. The articles provide the

theoretical input needed, whereas the ISA, etc. governs audits in practice. Combined they equip us

with the possibility conduct our research in the sphere between theory and practice.

To explain our approach to the topic and our analysis, we will go through the dispositions of the paper,

and present our considerations regarding methodology specific to each chapter. However, generally,

we will argue throughout the paper that audit regulations bridge audit quality and efficiency, which at

times can be opposites, and we will therefore bear this balance in mind, when analyzing current

regulation of letterbox audits and when discussing how letterbox audits ought to be regulated.

1.4.1 Literature review

In our literature review, we will look into audit quality and the role of geographical proximity. Our

point of departure is a perception of audit quality as a somewhat elusive expression that most people

have some idea of what encompasses, but there is no unique definition of audit quality that have

general applicability. We will therefore present a framework for understanding audit quality. We have

made a broad literature review to obtain an understanding of the different parameters that influence

audit quality. This study helped us make the relevant delimitations and guided us in what facets that

play a specific role in the case of letterbox audits. We will especially look into the effect of geographical

proximity on audit quality, and we will present the schism of audit quality versus efficiency. We will

use the insight on audit quality as a foundation for evaluating the current regulation of letterbox

audits.

We have critically assessed the validity of our literature, and we have applied a specific preference to

peer-reviewed articles. To the extent possible, we have used more than one peer-reviewed article when

proving a point or discussing a phenomenon.
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1.4.2 Analysis of regulatory aspects of letterbox audits

Our analysis of letterbox audits will be two-tiered, consisting of one section where we analyze how

letterbox audits are regulated by current ISAs and one section on data processing across borders. The

analysis as a whole will be based on a positive approach, i.e. an analysis of how letterbox audits are

regulated now.

In our analysis of the regulation of letterbox audits, we will look into how different ISA’s apply to

provide for a further analysis of the relationship and balance of power between the performing and

signing auditor.

First, we will present the requirements of the audit of a shared service center governed by ISA 402.

Since this is also a matter of regulating the cooperation between two auditors (the service auditor and

the user auditor), this will feed into the discussion of how the relationship between performing and

signing auditor could be regulated. The definitions of what constitutes a shared service center will also

be drawn upon in the discussion of what constitutes a component in the sense of ISA 600.

Second, we will look into the definition of components in ISA 600, to clarify the distinction between

group audits and audits of a shared service center. We will then look into how ISA 600 currently

regulates the field, especially to draw parallels between the roles of group auditor-component auditor

and signing auditor-performing auditor. As an extension to this, we have looked into ISA 610 “Using

the work of internal auditors” to obtain an understanding how the standards of audit balances audit

quality and efficiency in this setting. Finally, we introduce the general responsibilities regarding the

documentation of an audit, as set forth in ISA 230 “Audit Documentation” and how this general

standard relates to the documentation requirements of ISA 402, 600 and 610.

Following the ISA demands on audit documentation, we will look further into the European and

Danish legislation on audit documentation, and the limitations imposed on processing of personal

data across borders. We will use this to argue that laws enabling processing of data across borders are

a premise for letterbox audits to work in our discussion.

Our review of legislation and regulation will primarily be based on the relevant ISA’s and laws, it will

however be supported by relevant peer reviewed articles when appropriate. We will also apply

secondary data from institutions considered generally accepted within the audit profession (e.g.

IAASB, IFAC, national regulators, etc.). In incidents where a relevant source does not match these
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criteria, we do not apply them singlehandedly or build any conclusion on their basis alone, and the

findings of such sources will merely be adopted in a broader context supported by other sources.

1.4.3 How should letterbox audits be regulated in the future?

In this section, we will discuss the shortcomings in the current regulation of letterbox audits that we

identified in our analysis. We will generally adopt a normative approach to the discussion: How could

standards and regulations be changed to adapt to the emergence of letterbox audits?

We will discuss what constitutes a letterbox audit and the effect of the broad definition of a component

in ISA 600. We will furthermore discuss how the roles of performing and signing auditor can be

clarified, inspired by how the use of the work of another auditor is regulated in ISA 402, 600 and 610

is regulated.

We will also take up the basic discussion, as presented by IAASB this June: Does ISA 600 apply to a

letterbox audit?

We will move on to a discussion of how the current challenges posed by legislation on data processing

and requirements on audit documentation can be solved to make way for letterbox audits setups.

In our discussion, we will draw on our findings on audit quality efficiency from our literature review,

and in that way we will maintain the basic theme of balancing audit quality and efficiency, and we will

argue that this balance is a fundamental feature of audit regulations.

1.4.4 An illustrative case

To clarify when a letterbox audit arises, we have chosen to demonstrate a hypothetical corporate

structure that would call for such an audit. The purpose of this case is also to illustrate that letterbox

audit is not just a matter of auditing empty shell companies, but rather that some of the same

problems arise despite different levels of activity in the letterbox company.

For this illustrative case study we set forth a generic organization, and the organizational structure

itself is not vital for the understanding of the case but it helps setting the scene. The setup is inspired

by an actual engagement and the challenges connected to it.
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In Figure 1, we have drawn up the organizational structure of a third tier company in Country Z, called

Company Z; the entire group is a worldwide manufacturing company. Technically, Company Z is

controlled by its immediate parent company in Country Y, called Company Y. The ultimate parent

company, Company X, is located in Country X. In Country Z, there is what on the outside would be

perceived as a regular organization with CEO, management, sales personnel, administrative personnel,

etc. The only difference is that the financial administration is maintained at Country Y. For example,

Company Z has a payroll accountant employed to perform similar tasks as would normally be expected

- the only difference is that this payroll accountant does not have access to the company’s ERP system.

Instead, after having prepared the monthly payrolls he sends the journal entries to the shared service

center in Country Y.

Figure 1: An illustrative case of a letterbox setup

A strong ERP system (typically a SAP, Oracle, Maconomy, Microsoft Dynamics system) allows for easy

central consolidation, reporting, and monitoring. The consequence of this being that local financial

knowledge might only be limited, as the local financial clerk is simply only asked to follow procedures.

Company X has no specific function in our case, and is only included to illustrate that Company Z and

Y might be parts of a bigger group and that the specific letterbox audit only arises because of the

organizational setup between Company Z and Y in the midst of a regular group audit.

No matter the organizational structure, legally, a global enterprise’s national presence is often

established in each jurisdiction through a company of some sort (i.e. an independent legal unit as

distinct from a branch). Depending on legal type and national legislation, the local companies are most
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often obliged to present yearly audited financial statements and further, the financial auditor must be

authorized or certified in the relevant country effectively requiring a local auditor.

One immediate advantage of the illustrated setup is that group auditor or internal shared service

center auditor, depending on the setup, is the one de facto “closest”, geographically speaking, to the

data. He is thereby able to perform the financial audit for each financial reporting business unit, and

the local auditors “just” have to sign them. However, this initial upside brings about a range of

questions of what roles the two auditors have in this setup and how it is regulated.

As illustrated in our case in the organization chart in Figure 1, Auditor Y essentially conducts the

statutory audit based on the data and information available from Company Z, obtained through

Company Y. This is possible because Company Y maintains the administration data in its broadest

sense. For specific financial statement line items, the local Country Z auditor might perform the audit

due required knowledge about specific topics (typically salary, tax, VAT, and duties). However the

greatest part of the audit is essentially conducted outside Country Z by auditors with limited or no

knowledge about Country Z, e.g. specific legislation, macroeconomic conditions and institutions.

Auditor Y, i.e. the performing auditor, produces an internal audit report, in which he expresses an

internal audit opinion. Based on this report, Auditor Z, i.e. the signing auditor, provides the company

with an external audit report in which he expressed the external audit opinion.

The heart of the matter of this description is: How much and what type of work should be performed

by the signing auditor, before he signs the external audit report, so he obtains sufficient appropriate

audit evidence, while conducting an effective and timely audit, as prescribed in the Danish State

Authorized Public Accountants Act’s article 16?

We chose to base our example on a company with activity in the letterbox company, but we also know

of letterbox companies, where the company in all senses actually is an empty shell, i.e. de facto without

any employees, however, the fundamental problem of the degree of involvement from the signing

auditor remains the same. Moreover, the variety of organizational structures that could result in a

letterbox audit underscores the complexity of the topic.

We will use this illustrative case as an explanatory point of reference in our further analysis and

discussion.
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2. Literature review: Audit quality

In this chapter we will look into three distinct perceptions of audit quality, and we will argue that

geographical proximity plays a great role in audit quality. Geographic proximity affects the

cooperation between auditors, but also the relationship between client and auditor, and we will

therefore argue that audit quality in a letterbox setup is affected by geographic proximity. We will

use this literature review as foundation of our analysis of how letterbox audits are regulated and in

the discussion of how they ought to be regulated.

From our research question, we state that we want to understand how letterbox audits challenge the

existing institutional framework. In doing so, we will need to understand to what extent consensus has

been reached on the definition of audit quality as we perceive audit quality to be the mortar between

the bricks. Essentially, because our research question examines the profound dynamics of an audit

setup we need a common point of reference for our theories, which enables us to appraise an eventual

effect; and no matter the conclusions we reach on the existing setup, or the conclusion we reach for

improvements or directions for future research, our conclusions cannot compromise the audit quality,

which is why audit quality constitutes such a good point of reference. Hence, we will first understand

audit quality and the measurement of it. Thereafter, we will examine correlation between audit quality

and geographic proximity and between audit quality and audit review.

Securing audit quality is of major concern to both regulators and auditors and is reflected in ISAs as

well as in national legislation. The reason is that audits fundamentally are conducted to protect the

users of the financial statements from material misstatements. ISA 200 (3) states: “The purpose of an

audit is to enhance the degree of confidence of intended users in the financial statements.”

The timeliness of reviewing audit quality is highlighted by IAASB at their meeting in June 2014, where

a debate was raised on what factors that should guide the identification of potential priorities and

actions in the future work programs. Audit quality is identified as one in four factors: “The need for

change to enhance audit quality globally (…) and the degree to which such a change would further

facilitate high-quality financial and corporate reporting and enhance public confidence therein.”
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Though quite essential for discussions on evolution within auditing, the area of audit quality still has

not reached a scientific mature state. Francis (2011) provides some suggestions for this:

1. Auditing practice and regulatory policy-making have not traditionally been science-based,

hence there is little demand for research;

2. Even if there is a demand for audit research, existing research is not viewed as being relevant

and useful; and finally

3. Research is not demanded because it threatens the authority of practitioners and regulators.

Regarding bullet 3, it is noteworthy that IFAC at the time of bringing forward this thesis have just

recently presented a framework for audit quality, which was unanimously approved by the IAASB in

December 2013. Some of the more recent articles presented below have been developed as

commentary to this same framework of audit quality. For this paper, we will not employ the IAASB

framework but thereagainst we have chosen to present the 2011 Francis framework. For this we have

two reasons:

First, we find that the two frameworks are essentially the same. The IAASB framework is more explicit

and detailed, whereas the Francis framework is leaner in its presentation. Our main focus is not audit

quality, we merely employ audit quality as a tool for analysis and hence, we think that the Francis

framework will suffice.

Second, the IAASB framework is still in its completion stage; though, the framework has been

approved by the IAASB, the final commenting, interpretation and presentation is yet to be developed.

Moreover, the Francis framework has been developed on the basis of a vast literature review and has

now been around long enough for critics to chip in on the discussion.

By definition of DeAngelo (1981), audit quality “is defined to be the market-assessed joint probability

that a given auditor will both (a) discover a breach in the client’s accounting system, and (b) report the

breach.” Here, (a) will be influenced by the audit strategy and audit plan as well as the technological

endowment of audit firm and performing auditor, and (b) will be influenced by the auditor’s

independence. By this definition, audit quality is not coined in a clear-cut, measurable way. Instead,

DeAngelo lets the markets perception guide with the advantage of not generalizing the concept of audit

quality across legislation, culture, audit firm sizes, audit firm industry expertise, etc. The DeAngelo
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definition has gained a strong foothold and a big part of later research on audit quality makes

reference to that paper.

From that point, many scholars have scrutinized different angles and conjunctions at which we

research audit quality. Based on our review, we see the formation of two schools, which we will refer to

as: The legal view and the continuum view. The legal view researches past cases where legal

institutions have pronounced rulings, orders or directions, i.e. de juris audit quality flaws. By this, the

legal view is practical, case-based but difficult to apply in general. The continuum view perceives audit

quality as a continuum ranging from bad audits to good audits and gives audit quality as a relative

measure. By this, the continuum view is theoretical, nomothetic and provides a means to conceptualize

audit quality.

2.1 The legal view

The legal view (i.e. ISA’s and legislation) puts forward but two characteristics for audit quality: audit

failure or no audit failure. Studies based on the legal view have focused mostly on legal cases and

opinions by governmental institutions.

In Francis (2011), referring to Palmrose (1987), Palmrose (1988), and Carcello and Palmrose (1994),

audit engagements of publicly listed companies that lead to litigation are cited to be less than 1 %.

Further, the percentage of legal proceedings in which the auditor was actually condemned was found

to be even smaller. It is noted that the reasons for these low figures may be due to out-of-court

settlements. Additionally, there may also be a number of “unknown unknowns” (i.e. failures that are

never noticed) and hence may never be brought to public attention.

In the US both the SEC and the PCAOB are regulatory bodies. PCAOB’s authority was established in

the wake of the Sarbanes-Oxley Act, while the SEC is the national agency and regulatory body

responsible for enforcing US securities laws, etc. The two agencies’ spheres of responsibility may

overlap and the two agencies can coordinate any penalty trials and corrective measures 1. Due to these

1 Since its creation, the PCAOB generally has sought to coordinate its enforcement efforts with those of the SEC.
In some instances, the Board may focus on the conduct of the auditors, while the SEC investigates the audit
client (typically, a public company), its management, and other relevant parties. In other cases, however, the
SEC’s Enforcement Division may take the lead with respect to all aspects of an investigation and ask the PCAOB’s
Enforcement Staff to stand down.
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agencies routinely inspections, studies of these inspections may mitigate for the unknown unknowns

risk (as mentioned above). However, studies of SEC enforcement actions against auditors/accounting

firms also indicate very low relative audit failure rates (Feroz et al. 1991, Dechow et al. 1996, Dechow et

al. 2011, Beasley et al. 1999 and Beasley et al. 2010 as referenced by Francis 2011).

Another traditional measurement of audit failure is false issued opinions, i.e. linking false negative or

false positive audit opinions in terms of qualifications for going concern and subsequent default of the

auditee with actual events. Using the data of Lennox (1999), Francis (2011) reports again, that

“...evidence suggest a very low binary audit failure rate”. Francis finds that only 0.7 % of total audit

engagements yielded Type 2 errors, i.e. false positive audit opinions.

Collectively, the weakness of this approach is that the basis of extrapolation (i.e. the cases deemed bad

audits) are relatively small and does not incorporate the unknown cases. This lead one scholar to state:

“What I can more properly conclude is that known audit failures with material consequences are

relatively infrequent” (Francis 2004).

2.2 The continuum view

Over the years, an understanding has developed that audit quality is not a mere dichotomous measure.

With demonstrated low audit failure rates, it seems established that it is:

 questionable whether we can theorize generally on the basis of the relatively few cases of audit

failure,

 doubtful that audit failures can be reduced further, and

 debatable whether stricter legislation significantly will reduce audit failures.

With reported audit failures in less than 1 % of the total yearly audits, it seems plausible, however, that

we can learn something from the differences in the remaining 99 % non-failed audits. This, in the

words of Francis (2011), makes “audit quality more likely a continuum that can range from very low

quality (audit failures) to very high quality”. Francis goes on to introduce two primary observable

outcomes of the audit process:

1. the audit, which is directly under the auditor’s control, and
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2. the client’s audited financial statements, which are the responsibility of the client but are also

affected by the audit process.

Incidentally, these two outcomes are directly comparable to the two audit quality dependents

mentioned by DeAngelo (1981) above (i.e. auditor independence and audit processes/independence,

respectively).

In the continuum view, investigation of the first outcome, the audit itself, has focused on the likelihood

of issuing a going concern report conditional on the financial circumstances of the client, for instance

proposing a direct relationship between probability of issuing going concern reports and auditor

independence. For illustrative purposes, please refer to DeFond et al. (2002) who investigated the

relationship between non-audit service fees and auditors’ propensity to issue going concern audit

opinions or Carey & Simnett (2006) who researched linkage between long audit tenure and propensity

to issue going concern audit opinions.

It is, however, for the second outcome, using the financial statements as dependent variable that the

biggest part of audit quality research is found. Many of the known articles look at some characteristic

and abnormal earnings restatements, accruals and the like.

2.3 Francis’ framework for understanding audit quality

Following a very thorough review on existing literature on audit quality, Francis (2011) introduced a

framework for understanding and researching audit quality to the table. He suggested that to

understand audit quality, one must take into consideration:

1. Audit inputs

a. audit tests

b. engagement team personnel

2. Audit processes

a. implementation of audit tests by engagement team personnel

3. Accounting firms

a. engagement teams works in accounting firms
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b. accounting firms hire, train, and compensate auditors, and develop audit guidance

(testing procedures)

c. audit reports are issued in name of accounting firms

4. Audit industry and audit markets

a. accounting firms constitute an industry

b. industry structure affects markets and economic behavior

5. Institutions

a. institutions affect auditing and incentives for quality, e.g., State Boards of Accountancy,

the AICPA, FASB, SEC, and PCAOB, as well as the broader legal system

6. Economic consequences of audit outcomes

a. audit outcomes affect clients and users of audited accounting information

As noted above, we will utilize this framework to investigate certain characteristics relating to our

research question. The presentation of the framework is merely to put the following review into

context and provide the merits for these aspects.

In relation to our research question, we will try to understand especially how proximity and the

institutional framework affect audit quality in the special setup of letterbox audits. In accordance with

our methodology and limitations described, we argue that the key significant variable here is

geographic proximity and this actually relates to points 1-4 (i.e. audit inputs, audit processes,

accounting firms, and audit industry and audit markets). Additionally, the institutional framework

(point 5) is key to assess the transnational setup and will also play a big part. Finally, in accordance

with our limitations we will refrain from tapping into the economic consequences of the audit

outcomes.

2.4 Proximity

Normally for large clients, the engagement team will go visit the audit client at the client’s premises.

This ensures easy communication between auditor and audit client, and generally there is the

perception that face time is of value to the client. However, in our case this is not the procedure. The

accounts are kept abroad, and the performing auditor is hence going through the books in the context

of a shared service center or a significant component essentially constituting the entire financial

statement. This means that the distance between audit client and performing auditor is likely to be
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significant and the same goes for the performing auditor and signing auditor. This fact is sparsely

discussed and we thus find it interesting to examine how proximity influences audit quality through

various proxies.

The research on proximity and audit quality is limited. Yet much research on proximity on a broader

scale has been conducted from which we will draw parallels. However, the link, we find is important: A

substantial part of an audit is the planning; it is crucial for understanding the entity and its

environment, the conclusion of which should have a direct impact on the audit strategy. However, we

suggest that also during the test of details and controls the audit documentation obtained could be

misinterpreted and too much or too little value allocated to it, if the audit documentation is not put

into its right context. Though the planning and audit strategy work should be completely tailored to

the specific clients, we argue that also here the respective auditors (of course) apply a risk based

approach. The result being that some audit strategies and the basis for the audit strategy has a

“standard” approach, and this is probably not troublesome or risky. However, for more unique

companies (i.e. financially distressed clients, high risk industry companies, companies subject to

complex legislation, high profile clients in general, etc.) a detailed understanding of the entity and its

environment is key.

Ultimately, audit quality is a concern for the users of the financial statements and, thus, a concern to

regulators. On these grounds we need to assess how, if at all, there is evidence that if you broaden the

distance between the economic agents in the audit this will impact audit quality and how this should

influence audit regulation, legislation, and standards.

2.4.1 Proximity and audit quality

We were able to find only two articles directly relating to proximity and audit quality. First,

synthesizing on management and social psychology, Hanes (2013) finds an array of unique challenges

within team members’ coordination and communication, knowledge sharing, work design, and social

identity, which inhibit geographically distributed audit teams from effectively performing work.

Second, in another newly published article of Choi et al. (2012). Standing on the growing body of

research of the importance of geographic proximity between economic agents, Choi et al. twist the

research question to examine “whether the geographic distance between auditor and client plays a role

in determining audit quality. Their findings are notable in this ever globalized society: “... local
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auditors [provide] higher-quality audit services than non-local auditors.” Of not less notable

conclusions they find though that this quality impairment is weakened for diversified clients.

Where Choi et al. examines the direct relationship between auditor and audit client, DeFond et al.

(2011) examines the relationship between the probability of an auditor issuing a going concern

financial audit report for financially distressed clients and the proximity to a regional SEC (U.S.

Securities and Exchange Commission) office. Of special relevance for this thesis, DeFond et al. finds

supporting evidence for a risk-protection behavior of Big 4 auditors, who in turn are more likely to

issue going concern reports for clients that are headquartered further away from a SEC regional office.

This, however, is only true for Big 4 auditors, DeFond et al. (2011) actually finds that the opposite is

true for non-Big 4 auditors. This observation is backed by Kedia & Rajgopal (2011), who find a negative

relationship between auditee-SEC geographic proximity and likelihood of financial statement

restatements. This reflection suggests that the quality control systems at the Big 4 auditors overrule

some sort of opportunistic behavior embedded in the auditors.

Krishnan (2003) looked at the relationship between industry expertism and audit quality. The findings

were that clients of non-expert auditors reported discretionary accruals that were, on average, 1.2 % of

total assets higher than discretionary accruals for clients of specialist auditors. The indication is that

“specialist auditors mitigate accruals-based earnings management more than non-specialist auditors

and, therefore, influence the quality of earnings”. Reichelt and Wang (2010) came to similar

conclusions and found that: “when the auditor is both a national and a city-specific industry specialist, 

its clients are less likely to meet or beat analysts’ earnings forecasts by one penny per share and more

likely to be issued a going-concern audit opinion”. To this, we draw a parallel to geographic proximity,

as geographic proximity will enable the auditor to better understand the client and its environment

and its local operations.

Another possibility could be to look at the vast range of literature, that has looked at audit tenure and

audit quality. We presume that time and length of audit relationship again is a fair proxy for audit

client knowledge. On this note, for instance Myers et al. (2003) found a clear-cut correlation between

higher earnings quality and longer audit tenure”. Also Chen et al. (2008) reached this conclusion, and

found that discretionary accruals decreased significantly with longer audit tenures. The positive links

between audit quality and audit tenure is further substantiated by research by Geiger & Raghunandan

(2002), Johnson et al. (2002) and Mansi et al. (2004). Lim & Tan (2010) however found that this
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positive effect however is moderated by specialization and client dependency. See also Brooks et al.

(2013) who found “that earnings quality increases with auditor tenure only when the Bonding Effect is

weak2, such as in firms audited by specialist auditors and only in industries with high litigation risk

[and] that the concavity of audit quality only exists when the Bonding Effect is strong, such as in firms

audited by non-specialist auditors and by auditors of high client importance and in low litigation

industries”. Moreover, Manry et al. (2008), however, could only partly confirm these findings but

found no real relationship for big audits suggesting a consistent audit quality level. Finally, Davis et al.

(2008) found that in the pre-Sarbanes Oxley Act era, there was a negative relationship between audit

tenure and audit quality but this trend did not persist into the post-Sarbanes Oxley Act era. Again, we

suggest that this could be due to the quality control systems in place in the audit companies as a

consequent of the Sarbanes Oxley Act and the post-Enron public perception of the audit companies

and audit firms’ value at stake.

We were not able to find any articles that proved audit quality deterioration linked to audit tenure for

Big 4 accounting firms in specific. However, Carey & Simnet (2006) did find significant deterioration

of audit quality on non-Big 4 engagements.

Overall, the findings suggest that increased tenure and, hence, client specific knowledge tend to result

in better audits. However, in a number of studies the effects are moderated for especially the Big 4

audit firms. We would like to accentuate the study by Davis et al. (2008) who found significant

differences before and after the implementation of Sarbanes Oxley Act. This act was supposed to

heighten audit quality, and is hence consistent with literature and our view that Big 4 provides better

quality audits (Becker et al. (1998) and Francis et al. (1999)).

2.4.2 Geographic proximity and economic agents

Whereas the standing literature on proximity and audit quality is not vast, the dynamics of geographic

proximity and economic agents and interpersonal relationships is broadly examined. We will thus

draw parallels from this academic research to the audit of letterbox companies to substantiate our

findings, as we presume that the same dynamics are applicable here.

2 Audit quality decreases with auditor tenure as the auditor bonds himself to the client due to either an economic
bond or a social bond.
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A great amount of literature has explored the dynamics of geographic proximity and equity investors.

This stack of articles has identified a “home or local bias”. Local or domestic investors are in a long list

of studies shown to outperform their peers. Further, there is a clear tendency that geographically

proximate analysts are more accurate than other analysts (e.g. Coval & Moskowitz 2001, Malloy 2005,

Ivković & Weisbenner 2005, Covrig et al. 2007, Bodnaruk 2009, and Baik et al. 2010).  

Looking at the proximity of (non-)bank lenders to small business, Petersen & Rajan (2002), found that

soft knowledge3 has originally been key to profitable small business lending. That was the reason why

primarily banks would lend out to small business, and why small business lending historically has

been costly. However, the authors also note that proximity has since the 70’s has grown smaller and

more distant non-business lenders have gained market shares of small business lending. They suggest

that this is due to harder knowledge4 facilitated by for example modern IT. The implications of this are

interesting and should be seen in connection with the other reviewed articles on how IT facilitates

knowledge transactions.

Audretsch & Stephan (1996) also found that geographic proximity can matter. However, they found

this postulate only to be true for informal exchange of information, e.g. knowledge spillovers.

However, along the same lines as Petersen & Rajan (2002), they found that if knowledge can move

through a channel of formal ties, geographic proximity is not necessary.

2.4.3 Geographic proximity and inter-personal relations

Whereas we earlier have looked at external factors to understand if knowledge collection is facilitated

or hindered by proximity, we will now study how proximity affects the absorption on the team – in

other words why proximity matters in knowledge sharing between humans. This means that we will

try to explore the personal dynamics and if proximity facilitates the decodification of the knowledge

obtained.

The link between geographic proximity and inter-personal relations has two sides of specific interest:

First, there is the relation between the performing auditor and the auditee and second, there is the

relation between the performing auditor and signing auditor. As we have pointed out earlier, the

3 Information that is hard to communicate to others, let alone capture in written documents (Petersen & Rajan
2002).
4 Opposite to soft knowledge, e.g. whether small businesses are current on their trade credit payments and to
whom they have applied for credit.
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power relationship in a letterbox audit is atypical compared to a conventional audit. Thus, we seek to

understand how this affects the knowledge transfer of audit evidence in our case in point. Here, we use

knowledge transfer as a proxy for audit documentation, as an audit essentially is obtaining and

structuring relevant knowledge of all sorts to form an opinion of significant financial statement line

items specifically but also the true and fair view of the financial statement in general.

Following the lines of Haas & Banerjee’s (2008), we advocate for a two-tiered approach to

understanding proximity between the audit clients and the signing auditors-performing auditors. The

relationship between signing auditors and performing auditors in our case is facilitated by worldwide

organization (i.e. a Big 4 company), which we will assume corresponds to any other MNE. Hence, the

string of literature regarding the intra-firm relationship we will refer to as the internal view. By the

same token, we will use the term external view of the relationship between the audit firm (be that

either performing or signing auditor) and the audit client.

For a brief overview of what has been written about this, Haas & Banerjee (2008) find that the area

lacks research but sum up that the external perspectives mainly have focused on “... studies of

boundary-spanning activities and research on the social networks of team members” while the internal

perspective “... overlooks the interactions between teams and their environments, however as well as

the effects of organizational contexts on teams”.

As stated above, for this relation we rely on the limited research within external knowledge transfer.

Argote, McEvily, & Reagans (2003) gave an account for how different articles compounded could

define the external perspective as “... obtaining and using knowledge from sources outside the group

can play a fundamental role in the effectiveness of teams and their organizations” (Haas & Banerjee

2008).

Geographic proximity in general seems to have substantial influence on knowledge transfer or

knowledge acquisition. See for instance McEvily & Zaheer (1999), Aharonson et al. (2007), Bell &

Zaheer (2007), Tallman & Phene (2007), Torré (2008), Huggins & Johnston (2010), Chetty &

Michailova (2011), and Stensheim (2012).

Throughout the last 30 years or so, along with the spurring number of articles, an understanding of the

type of relations a team has with the externalities has proceeded. It seems more and more evident that
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one should realize the importance of “strong ties” and “weak ties” as defined by Granovetter (1973).

Granovetter defines the strength of a tie as “... a (probably linear) combination of the amount of time,

the emotional intensity, the intimacy (mutual confiding), and the reciprocal services which

characterize the tie”.

In 1992, Ancona & Caldwell decided to provide an understanding of teams’ external activities, and

found that not only the amount of external activities but especially the type of activities influenced the

teams’ overall performance - though without defining the type in more detail. By 1999, Hansen shed

more light on the types of activities, namely weak and strong ties. Investigating superior team-

performance in sub-units across different divisions in MNEs, Hansen found that the type of activities

could be embedded in either weak or strong ties. He found that “weak interunit ties help a project

team search for useful knowledge in other subunits but impede the transfer of complex knowledge,

which tends to require a strong tie between the two parties to a transfer. Having weak interunit ties

speeds up projects when knowledge is not complex but slows them down when the knowledge to be

transferred is highly complex.” Following up on this, Ancona, Bresman & Kauefer (2002) scrutinized

the comparative advantage of what they called X-teams - successful teams that “emphasize outreach to

stakeholders both inside and outside their companies”. For one dimension of these X-teams, the

extensive ties, they too found success embedded in the external activities either through strong or

weak ties. They pointed out that strong ties were good for facilitating “... higher levels of cooperation

and the transfer of complex knowledge” and vice versa.

Later streams of research have added to the understanding by combining the view of external and

internal streams of knowledge transfer.

Haas (2006) investigated group dynamics emerging when mixing cosmopolitans, locals, and others.

Citing Kanter (1995) and Tung (1998), Haas defines cosmopolitans as individuals with broad

experience in many countries, locals as individuals with deep experience in the project country, and

others as neither very globally experienced nor local experienced (though they may have some of

both). These characteristics is later in the article expanded upon to reflect for locals, individuals who is

expected to bring forth “insight into the local environment and conditions relevant to the project, such

as the local economy, politics, culture, business customs, demands and tastes, infrastructure, and

resources” where cosmopolitans are expected to contribute with “substantial knowledge to their teams

in the form of skills, competencies, and expertise relevant to the functional requirements of the work”.
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In short and for the usage in this thesis, these authors suggest that this description be simplified as the

locals being soft skill savvy and the cosmopolitans being technically savvy. Lightly interpreted, this

would imply that in the context of international audit as our case in point, locals would typically be

able to contribute with a good understanding of the business and hence provide good insights with the

works related to e.g. understanding the business environment, local legislation and risk assessment.

By the same token, the cosmopolitans typically would provide valuable insights regarding the

organizational risk determiners, working procedures, etc. The findings that Haas reach, suggest that

an abundance of neither locals nor cosmopolitans resulted in higher-quality projects but “could

impede effective knowledge application”. Instead, Haas implies that “an ideal team composition

[include] one or two local members, but not more, and several cosmopolitans, but not too many.

The value of locals is supported by Sole & Edmondson (2002) who found that knowledge is embedded

in specific sites and that locals have better prerequisites to exploit this knowledge - given however that

they know how to appropriate it. In order for cosmopolitans to translate the locally embedded

knowledge that cosmopolitans first had to translate the specific problem at hand into a situation they

could relate to. Should the locals not have the tools for appropriating the knowledge they would

casually turn to other non-team locals for informal help (i.e. advice, feedback, and practical assistance,

etc.).

The findings above seems supported by Hansen & Løvås (2004), who found that “ transfers of

information and know-how related to hardware and software development generally were more likely

if the target subsidiary had related competencies, was geographically close, had a prior relationship

with the transferring team, and belonged to the same formal subgroup” (Haas & Banerjee 2008) -

again characteristics of pre-existing relations (weak as strong).

Torré (2008) made a status of existing literature arguing for the significance of proximity on

innovation and cocreation. The emergence of IT (he labels it ICT for Information and Communications

Technologies), he argues, has changed the environment substantially, “thus, the hypothesis that the

transfer of knowledge (of tacit knowledge in particular) is facilitated by geographical proximity is

largely called into question”. Though discussing a new paradigm on the transfer of knowledge, he also

cites several studies for proving a hitherto too simplistic approach prevailing and exclusive of ICT (e.g.

Gertler & Levitte 2005, Bell & Zaheer 2007): “... face-to-face relations, and therefore geographical

proximity, are not the only possible support for the sharing of tacit knowledge … ICTs make the long-

distance sharing or coproducing of tacit knowledge possible thanks to the technological evolution of
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computer sciences…”. In spite of his literature review, Torré concludes his paper by defending “the

thesis that, despite the validity of these new arguments, geographical proximity remains essential for

knowledge transfer” - the form however has changed: ICTs mitigate for the geographical gaps and

successful knowledge transfers are possible through temporary proximity (i.e. face-to-face meetings,

short- or medium-term visits).

2.4.4 Synthesis on Proximity

Collectively, the above research points towards that having some specific knowledge about your client

is positively related to better engagement audit quality. Long-term relationships, industry/city specific

knowledge and geographic proximity are all positive factors to this relationship. However, for the

number of articles which specified the analysis into two segments, Big 4 and non-Big 4, many of the

findings were inconclusive for the Big 4 firms. Yet, the research presented does not exonerate the Big 4

completely for proximity caused biases, and we conclude that there are merits to the claim that

proximity matters. This is backed by the research which suggests that long audit tenure may positively

affect audit quality.

We have broadened the scope as the amount of literature on the area specifically is limited. However,

in related areas such as capital investments, equity investments, etc. the conclusions that proximity

matter are also valid. Interestingly, however, it seems that IT may become a factor which can mitigate

for great distances.

Finally, we broadened our research to understand the people dynamics. Again, literature shows that

one should not underestimate the value of proximity between people in knowledge transactions.

Though IT again is shown to be able to facilitate the transfer of hard knowledge, it is shown that it

need locals to decodify the tacit knowledge and comprehend data it is given context.

The studies presented do indicate that being a Big 4 company does mitigate for a negative relationship

with proximity. These studies, however, have only been conducted on data from the US. So more

specifically, we can only report that there are studies that show, that being a Big 4 company in the US

may positively affect audit quality even on dispersed audits. It would be interesting to see similar study

conducted in the EU but especially in less developed countries, as this is where many of the shared

service centers are located.
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Further, though many of the studies show that hard knowledge is possible to transfer across distances,

especially facilitated by IT, we have not been able to find one single study that concludes that omission

of soft knowledge from the picture is without negative implications. Instead, it seems that the best

medium for tacit knowledge to move is through the weak ties, informal interactions or being a “local”.

2.5 Audit Review

In letterbox audits and group audits in general, the traditional review of working papers, which is

normally conducted as part of the regular engagement, is suddenly applied a much greater distance

between reviewer and reviewee. Besides the obvious geographic distance, this also takes out the

familiarity between the reviewer and the reviewee. In this section, we will try discover the dynamics

which surround the audit review in the setting of dispersed audit documentation.

ISA 220 sets up the framework for audit reviews. In paragraphs 16 and 17 the ISA stipulates that “The

engagement partner shall take responsibility for reviews being performed in accordance with the firm’s

review policies and procedures” and that “On or before the date of the auditor’s report, the

engagement partner shall, through a review of the audit documentation and discussion with the

engagement team, be satisfied that sufficient appropriate audit evidence has been obtained to support

the conclusions reached and for the auditor’s report to be issued.”

However, besides the above mentioned framework, there are no standards on the extent and the

specifics of conducting the actual review. It seems like the design of procedures performed are put in

the hands of the senior auditor’s professional judgment - probably based on a risk and materiality.

However, “for a number of decades the audit review process has been considered a key quality control

mechanism of the audit process” (Fargher et al. 2005).

One could argue that the safeguard of the respective auditor signing the actual auditor’s report, should

prevent most partners from underwriting against better belief or even no involvement in significant

matters. However, even if not described in great details in the ISAs, a review of the standing literature

yields that there is a consensus on industry standards and perception of the workpaper review as a

main source of quality control and risk management mechanism (Pongsatitpat & Ussahawanitchakit

2012).
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Reviews come in two variants: face-to-face and electronic and many studies have been conducted

regarding these reviews in contexts of for example preparer familiarity and task complexity, reviewer

rank, type of review, and workpaper stylization (Pongsatitpat & Ussahawanitchakit 2012).

Agoglia et al. (2003) set out to identify reviewee and reviewer bias stemming from other work

conducted on the audit engagement. Based on a case study of a company exposed to fraudulent

behavior, 45 associate level (reviewees) and 45 senior level (reviewers) were introduced under time

pressure to an elaborate description of a company’s control environment. The reviewees were

randomly asked to document their findings on the effectiveness of the control environment using one

of three different justification memos5 . The study concluded that the unrestricted component memos

resulted in the most detailed justification. However, the participants also developed a blindness to the

weaknesses in the control environment due to the larger number of positive characteristics. Agoglia et

al. (2003) concludes by saying that “this may be problematic because firms can have more positive

than negative control environment characteristics, even when fraud is present”. These findings are

consistent with the conclusions of Pincus (1989). For a somewhat similar study they found that

participants judging the fraud risk of a real case tended to underestimate the fraud risk if they were to

use a questionnaire leading them through various components and aspects. Or perhaps rather

overestimate other safeguards and controls mitigating effect on fraud. Finally, the findings are

consistent with Rau & Moser (1999), who found that senior auditors will be influenced by other

workings they have performed on an engagement when subsequently assessing going concern. In

addition, the paper reports that any biases “may not be fully offset in the review process…”.

Nonetheless, the findings suggest that auditors who are presented to a great load of data, or maybe

even conduct the audit themselves should be aware of not taking a roseate view of the firm.

Related to this, reviewers also seem to have difficulties adopting a critical mindset towards the

reviewees explanations, when they review the working papers. Yip-Ow & Tan (2000) thus find “that

exposure to a preparer's justification for a non-error cause reduced the number of alternative error

hypotheses generated by the reviewer, and increased the reviewer's belief in the likelihood of a non-

error cause”.

5 The justification included “(1) supporting memo, which prompted them to provide important judgment-
supporting evidence; (2) balanced memo, which prompted them to provide important positive and negative
information about the firm’s control environment; and (3) component memo, which prompted them to provide
important positive and negative evidence on a series of components of the decision as well as make an overall
assessment.”
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Agoglia et al. (2009) and Agoglia et al. (2010) opened up different related aspects of the review.

Extending the research of Brazel et al. (2004), the 2009 paper indicated that “e-review preparers

provided their reviewers with lower-quality workpaper documentation than face-to-face preparers”.

This statement may seem bold and crucial for the work of the auditors. However, the 2010 paper

provides a more nuanced view on this matter. What the scholars find is that the method of reviewing is

depending on risk of misstatement and workload pressure: “These findings suggest that reviewers

perceive reviews involving face-to-face interaction to be more appropriate when effectiveness of

procedures is essential to ensure an acceptable level of audit quality and, when risk conditions allow,

consider electronic review to be a practicable way to cope with workload pressures associated with a

hectic client schedule.” These studies may not contradict but at least shed more light on the topic prior

research, which had mostly only been able to identify workpaper review as complex and depending on

a variety of aspects. Prior to the 2009 paper, it seems that the only obvious consensus was that the

audit review was dependent on the individual auditor (e.g. Gibbins & Trotman 2002, and Fargher et al.

2005).

Asare & McDaniel (1996), Gibbins & Trotman (2002), Favere-Marchesi (2006), and Tan & Trotman

(2003) extent the above elucidation by adding more perspectives to the interpersonal relationship

between the reviewee and the reviewer. All the papers find that reviewer familiarity with the reviewee

significantly improves team performance and hence, audit quality.

Finally, in newly published article, Hanes (2013) finds that “Although geographically distributed teams

perform the same tasks as traditional teams who work side-by-side, my review suggests that the

understanding between geographically distributed team members as well as the information and

knowledge shared across the team are likely to differ. Furthermore, the motivational and relational

features of work are likely to be altered in geographically distributed work arrangements, as are team

members’ work practices and social identity. Overall, this suggests that geographically distributed

work is likely to be very different from work performed in more traditional work arrangements.”

2.5.1 Synthesis on Audit Review

The literature reveals that audit review is not conducted by means of explicit, tangible review schemes.

Apparently, consensus has been reached that audit review is an unavoidable part of an engagement

and key to securing audit quality. Being that the review tools at hand leave much room for professional
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judgment with regards to the adequacy of the review procedures performed, it seems that the work is

very dependent on engagement specific conditions.

However, the literature review provided also yields the conclusions that in general it is difficult for

seniors to remain sceptic towards the discussions presented and the conclusions reached of the

reviewee. Unfortunately, mere e-reviews tend to yield lower quality working papers. To this we add

that most engagement teams normally talk about obstacles and significant matters on location or

casually during the course of the audit, to which, fortunately, the studies above find that the reviewers

are able to use to their advantage and tailor the review to the reviewee.

The finding are significant for the letterbox audit setup, as the signing auditors essentially will have no

other way of reviewing the performing teams’ papers than through e-reviews, and the signing auditors

should be aware of this dynamic. However, there is the basic dynamic presented that the signing

auditor is aware of his responsibility by his signature. Whereas the signing partner in a conventional

audit setup will have his team close to him, probably a team with persons he already knows, the fact

that the de facto engagement is essentially unknown to him will probably alter his embedded

confidence in the team and usual practice to a more risk aware mindset.

Additionally, it seems apparent that no matter the audit setup, letterbox audit or transnational single-

component audit, the audit staff at the signing auditor will also be exploiting the staffing pyramid.

That means that when the performing office sends their audit documentation for review at the signing

office, it is most likely to be a lower-grade staff who in turn will be reviewing the audit documentation

one more time. The discussion of whether this is economically viable and efficient is taken elsewhere

in this paper. However, as shown above the art of reviewing documentation properly and maintaining

a healthy sense of skepticism is difficult even for senior staff. Then how is a junior staff member able to

review a member of senior staff from another territory? Being that this is a relatively new issue, there

is no literature on this mechanism. We suggest that naturally, the signing office junior reviewer will

stand in awe of the performing office senior staff reviewer. A junior staff member probably has to be

extremely certain before correcting or criticizing a superior auditor, also because the review process is

complicated by geographic distance and perhaps distance, unfamiliarity, language barriers and

different time zones. By the time the audit documentation reaches the signing auditor, it will already

have been reviewed three times. No matter ISA requirements, it seems unlikely that the signing

auditor will not put his trust on the quality assurance already performed three times. Finally, this
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dynamic we suggest is also spurred by the fact that the engagement fee is not likely to encompass that

many reviews, and the fee for the signing office is probably limited as they are not expected to perform

any first hand auditing but merely review. Also, in a conventional group audit a non-senior staff

member is also likely to perform the review of the client and component auditor reporting packages

that also have been reviewed by superior staff members at their locations. However, each of these

components are unlikely to be essentially the whole group financial statement, and since the power

attribution is probably mostly with the group auditor as foreseen in ISA 600, and the audit of the

component conducted in the context of the component’s environment.

2.6 Audit quality and efficiency

The primary focus of this chapter is to form a foundation for understanding audit quality when

analyzing the letterbox audit setup. However, another relevant facet to audit quality is the role of

efficiency when conducting an audit. We have not made a special literature review on efficient audits,

and we will merely present how efficiency is described in ISA 200 and in Danish legislation.

In ISA 200, in the application and explanatory material regarding “Sufficient Appropriate Audit

Evidence and Audit Risk” the section “Timeliness of Financial Reporting and the Balance between

Benefit and Cost” (A 48) describes the regards to efficiency. While it is underscored that time,

difficulty or costs are not valid excuses for not obtaining sufficient appropriate evidence “… there is an

expectation by users of financial statements that the auditor will form an opinion on the financial

statements within a reasonable period of time and at a reasonable cost, recognizing that it is

impracticable to address all information that may exist or to pursue every matter exhaustively on the

assumption that information is in error or fraudulent until proved otherwise.” Thus, efficiency with

regards to time and costs is a parameter when planning and conducting an audit, but it does not

reduce the demands to quality.

Along the same line, the Danish State Authorized Accountants Act article 16 states that the auditor is a

representative of the public and that he should perform his duties according to good auditing practices

and perform the job demonstrating the accuracy and speed as allowed by the nature of the task. So in

this respect, audit quality must also be a balance of quality and efficiency, if an auditor is to

demonstrate accuracy and speed in performing his job.

In a commented version of the law, it is stated that no clear guidelines can be made to how long time

an audit will take, but that it is the auditor’s duty to be effective and to use approaches that secures a
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fair balance between an appropriate execution of the audit and the audit fee. As well as in ISA 200 it is

pinpointed that regards to speed of the audit in no way may compromise the quality of the audit.

Even though audit quality dominated the IAASB meeting in June this year, efficiency of audits was

also indirectly mentioned in the debate over factors that should guide the identification of potential

priorities and actions in future work programs. IAASB recognized that potential costs and benefits

associated with an action should be acknowledged when assessing global applicability. (IAASB 2014)

2.6.1 Synthesis on audit quality and efficiency

All in all, both ISA and national legislation recognizes a need to take time and costs into consideration,

and that the audit should be planned to ensure efficiency, however, such regards never relax the

quality demands set forth in both legislation and ISAs.
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3. Regulatory aspects of letterbox audits

In the following section, we will analyze the regulatory aspects of letterbox audits. We will analyze

the how different ISAs regulate the topic, and how the use of the work of another auditor is

controlled in both ISA 402, ISA 600 and ISA 610. Then we will analyze the different requirements set

forth in the ISAs regarding audit documentation, depending on the organizational setup. From there,

we will look into the challenges of data processing across borders, and how this is regulated on a

national and European level, and what obstacles an auditor encounters when sending data to a

country outside the EU. Finally, we analyze how selected countries’ audit inspections have responded

to the special case of letterbox audits.

3.1 Analysis of the current ISA regulation of letterbox audits

Of the ISAs only a few govern the use of another auditors work in any way. These are:

 ISA 402/ISAE 3402: Audit Considerations relating to an entity using a service

organization/Assurance Reports on Controls at a Service Organization

 ISA 600: Special Considerations - Audits of Group Financial Statements (Including the Work

of Component Auditors)

 ISA 610: Using the Work of Internal Auditors

In addition to this, the FCR has clearly stated that also ISA 200: Overall Objectives of the Independent

Auditor and the Conduct of an Audit in Accordance with International Standards on Auditing and ISA

230 Audit: Documentation, apply to audit of letterbox companies.

One quickly realizes that ISAE 3402 is irrelevant for this topic. ISAE 3402 concerns the issuance of

auditor’s reports “for use by user entities and their auditors on the controls at a service organization

that provides a service to user entities that is likely to be relevant to user entities’ internal control as it

relates to financial reporting”. As so it is essentially the assurance reports types 1 and 2 that are

mentioned in the ISA 402. A shared service center can be viewed as an internal service organization,

and hence any assurance given is normally governed by this ISAE. Since this standard is not expected
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to encompass our audit case in point, as it is not providing assurance over right matters, they will be

omitted from further scrutinizing. However, our analysis includes an overview of relevant aspects of

ISA 402 to which we point your attention.

In the following analyses of ISAs we will focus on the points that we believe are of the most importance

with regards to applying the standard to a letterbox audit. We will therefore not go through the whole

standard, but primarily look into:

 The scope of the standard, and the limitations to its application

 How it defines the two auditors in question

 What division of labor it prescribes between the two, and who bears the responsibility for the

audit and the audit opinion.

 How it might be applied to a letterbox audit setup

3.1.1 ISA 402: Audit Considerations relating to an entity using a service organization

In this section, we will look into the standard that governs the audit considerations related to the use

of a service organization. Especially, we will use the analysis to provide an understanding of the

entities that ISA 402 define and govern. This definition we will use in our analysis of what constitutes

a component. Additionally, we will use it to understand how it governs the use of the work of another

auditor in this context.

ISA 402 applies to the case where the engagement auditor in his audit relies on data provided by a

service organization to the audit client. The standard provides a series of examples to what may

constitute a service organization and what services they can provide (e.g. maintenance of the user

entity’s accounting records, management of assets, or initiating, recording or processing transactions

as agent of the user entity). In particular for smaller entities, the ISA mentions that the service

provider may actually provide “bookkeeping services ranging from the processing of certain

transactions (for example, payment of payroll taxes) and maintenance of their accounting records to

the preparation of their financial statements.”

The purpose of the standard is to obtain an understanding of the nature and scope of the services

provided by the shared service center, the influence on the company’s internal control, and to plan and

perform appropriate audit procedures.
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The standard defines two auditors: The user auditor and the service auditor. The user auditor is the

auditor that audits and reports on the financial statements of the company that uses a service

organization. It is accentuated that the user auditor bears the full responsibility of the opinion

expressed in the auditor’s report, and no reference can be made to the work of a service auditor, unless

this follows by national regulation or legislation. In such a case the user auditor must underscore that

this does not limit his responsibility with regards to the audit. By the same token, the service auditor is

the auditor who “at the request of the service organization, provides an assurance report on the

controls of a service organization.” (8 d)

The engagement auditor must obtain an understanding of the provided service and the internal

control of relevance to the audit to form basis for the identification and assessment of the risk of

material misstatement. If the auditor is not able to obtain such an understanding through the company

using the services, he can do one or more of the following:

 Obtain a type 1 or type 2 report

 Contact the service organization through the user company to acquire more specific

information

 Visit the service organization and perform the procedures necessary to attain sufficient

information on the relevant controls at the service organization

 Use another auditor to perform the relevant procedures to obtain the sufficient information on

the relevant controls.

The Type 1 report is a report that comprises a description of the service organization’s control system,

objectives and related controls that have been implemented at a specified date. The report has been

prepared by the management of the organization and is audited by a service auditor, who expresses an

opinion on the description, the objectives and related controls, and on the suitability of the controls in

obtaining the goal. A Type 2 report differs from the Type 1 report by including the auditor’s description

of the tests of the controls that have been conducted and the results thereof.

We will not look into the specific procedures performed to obtain such evidence of the controls at the

service organization (cf. ISAE 3402), but focus our attention on the requirements prescribed by the

standard when using the work of another auditor.



44

To use Type 1 or Type 2 reports as sufficient appropriate audit evidence, the auditor must ensure that

the service auditor is competent and independent of the service organization and the adequacy of the

standard the report was issued under. Should the auditor instead decide to use another auditor to

perform the procedures to provide the necessary information, the application material to the standard

states that the auditor might find guidance in ISA 600 in relation to understanding the other auditor,

the extent of necessary involvement in his work, and the evaluation of the work performed by him. In

relation to our topic, we note that the amount of work relating to the use of another auditor when this

work takes form of a Type 1 or 2 report is limited to ensuring competence and independence. As we

will see below, the amount of work related to understanding another auditor is substantially increased

in the case of a group audit.

However, for the purpose of a letterbox audit we also note that this ISA is insufficient as it covers only

the internal controls and validity of the financial data. Hence, ISA 402 is not drawn up to enable

auditors to give assurance on financial statements. This also means that ISA 402 cannot set aside for

instance ISA 600, which covers audited components’ input to the group financial statements, not only

the internal controls and validity of the financial data.

Another reason why ISA 402 does not apply to our research question is the presumption of the signing

auditor is also the performing auditor. In our case, the performing auditor is that same auditor who

audits the activities at Company Y. The same auditor that ultimately will provide assurance for not

only the internal controls surrounding Company Z’s activities, cf. the presentation of ISAE 3402 above,

but also a large amount (or the most part) of the financial data constituting the financial statements.

However, even though the standard does not fit the letterbox audit case perfectly, we will still look into

its possible application and draw parallels to other problems, when discussing the definition of a

component in chapter 4.

3.1.2 ISA 600: Special Considerations – Audits of group financial statements

In this section we will look into the standard that currently governs letterbox audits. Our point of

departure will be a general analysis of the points most relevant to a letterbox audit, and then we

analyze how the standard applies to such a setup. We will primarily focus on the identification of

components, which will be crucial for the discussion of when we actually have a multiple-component

letterbox audit, and on the regulation of the relationship between group- and component auditor,
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which will be used for a general discussion on regulating the use of the work of another auditor. We

will not cover the consolidation process, since we find this to have peripheral influence on the case of

letterbox audits.

The standard applies to audits of groups, where a group is defined as all the components whose

financial information is included in the group’s financial statement. It is punctuated that a group

always consists of more than one component. However, the standard can also be applied with the

necessary adaptations to a non-group financial audit, when the auditor uses the work of another

auditor (e.g. in case of an inventory count at a remote location).

It is noted by Damm (2011) that the engagement team must assess if the company is a group in an

audit sense. The standard must always be applied for companies that are defined as groups in

accounting terms, i.e. companies that are required by law to make a group financial statement. A

company that is not necessarily a group in accounting terms can still be perceived as a group in audit

terms, if it has some of the following characteristics: Components in different locations, a shared

service center, subsidiaries or affiliates. Furthermore, the use of reporting packages to send financial

information from components to the parent company, or the use of a component auditor that is not

part of the engagement team, might indicate that it should be perceived as a group audit.

The objectives of the standard are to determine whether to act as group auditor and if so, to

communicate the scope and timing of the work clearly with component auditors, and finally, to obtain

sufficient appropriate audit evidence to express an opinion on the group financial statements. We

remark that the ISA itself does not elaborate further on definition of group, and as so neither

prescribes an assessment of what is in fact a group, nor does it provide any guidance on how to assess

if it is a group. The prevalence of hybrids of corporate structures, for instance letterbox companies,

could have made such guidance useful and help the auditors assess if a full-scope ISA 600 audit is

necessary; especially given the magnitude of additional work that ISA 600 calls for which might seem

disproportionate if a single-component audit had sufficed.

As presented in chapter 1, the definition of a component in ISA 600 was broadened from the previous

ISA 600 ”Using the work of another auditor” to the present definition, which one might recall as being

an entity or business activity that prepares financial information that should be included in the group

financial statement. According to Damm (2011), the identification of components is done to increase
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the efficiency of the audit. The identification can be based on different criteria; however, it should

reflect the structure of the company, and it should ensure that sufficient appropriate audit evidence is

obtained.

Components are divided into significant- and insignificant components. A component is significant

either due to its financial significance or because of identified significant risks of material

misstatements on a group level. If a component is significant because of its financial significance, the

component must undergo an audit. However, if the component is significant due to a significant risk of

material misstatements, the group auditor may choose to have a component auditor to either perform

a full audit, to audit specific account balances or groups of transaction relating to the risk, or to

conduct specified audit procedures relating to the risk.

With regards to an insignificant component, the group auditor might suffice with analytical procedures

on a group level. It is relevant to pinpoint that it is the responsibility of the group auditor to assess the

amount of work that must be done on each component, so he must obtain a thorough knowledge of the

group to gauge the risks of the different components.

The division of components into significant and insignificant, feeds into the risk based approach (cf.

ISA 200) that the revised ISA 600 was built on. Naturally, the primary focus of the standard is to

ensure audit quality and consistency in practice, but especially this part points to some regards to

efficiency in the performance of group audits. This comes not only as a consequence of the

differentiated amount of work that must be performed, depending on whether a component is

significant or insignificant, but also by the degree to which the group auditor must be involved in the

work of the component auditor.

Given the broad definition of components and the degrees of freedom in the identification of

components, one might argue that the standard provides little guidance, or maybe rather too few

requirements with regards to assessing what constitutes a component. This is also recognized by

IAASB at their June meeting this year, where the identification of components in a complex situation

is accepted as an issue for further consideration (IAASB 2014). In chapter 4 we will discuss the

implications of the broad definition of components on the definition of letterbox companies.
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The group auditor is the sole responsible for the group audit engagement and for the audit opinion

expressed on the group financial statements. It is accentuated that the auditor’s report on a group

financial statement may not refer to the work of another auditor, unless this follows by law or

regulation in the given territory6. If a reference is made, it must be clear that it does not diminish the

responsibility of the group auditor. Before the revision of the standard it was possible to have “divided

responsibility” on the group audit opinion, and with the elimination of this option concerns were

raised. Some believed that divided responsibility was particularly useful in some cases; others stated

that it maintained transparency in the auditor’s report; and finally, some respondents were concerned

about the amount of costs it would take to fulfill these requirements. IAASB decided to maintain “full

responsibility”, arguing that the group auditor’s procedures should be the same whether or not he

accepts full responsibility for the audit, because the standard should apply equally to all group audits.

Moreover the group auditor should be the one who assesses and is responsible that sufficient

appropriate audit evidence has been obtained across the entire group (IAASB 2007).

The component auditor is the auditor that performs work on the financial information of a component

at the request of the group auditor. In the hearing response to the revised version of ISA 600, many

respondents expressed concern that the standard contained no explicit requirements to the

component auditor, and wanted IAASB to incorporate some requirements of cooperation, given the

context his work was to be applied in. IAASB rejected this idea on the basis that the standard was

addressed to the group auditor, not the component auditor. However it was agreed to include the

requirement that the group auditor must obtain a confirmation from the component auditor on his

cooperation. (IAASB 2007)

The lack of requirements addressed to the component auditor might become troublesome, when the

standard is applied to a letterbox audit. In such a setup, the component auditor will act as the

performing auditor (including main contact point to the audit client and its group), and might conduct

by far the largest part of the audit (depending on the specific setup, naturally) whilst being subjected to

neither regulation nor the responsibility associated with signing the audit opinion.

Just as in a financial audit, the group auditor must obtain an understanding of the group, its

components, their environment, and an understanding of the component auditor. This entails an

6 We note that the clarified AU-C 600 in US GAAS still accepts reference to the work of another auditor. Also see
discussion below.
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understanding of his competency, whether he can and will live up to ethical standards (in specific:

independence), and if he works in a regulatory environment with active supervision of auditors.

Finally, the group auditor must understand whether he can be involved in the work of the component

auditor to the necessary extent. This initial understanding should mitigate the risk of working with a

component auditor that will not provide the sufficient access for the group auditor to be sufficiently

involved. Equally important, this initial understanding might provide an inside into how much the

group auditor needs to be involved in the work of the component auditor, and to what extent the group

auditor can rely on the component auditor’s work in obtaining sufficient appropriate audit evidence.

The standard requires that the group auditor is involved in the risk assessment on significant

components, as well as in determining eventual further audit procedures when significant risks are

assessed in both significant- and insignificant components. In the application material, it follows that

the degree to which the group auditor needs to be involved is influenced by three factors:

1. the significance of the component,

2. the identified significant risks, and

3. the group auditor’s understanding of the component auditor. (A54).

In case of an insignificant component the amount of work that must be done by the group auditor is

affected by the understanding of the component auditor, and the fact that the component is

insignificant becomes a secondary concern.

In the most basic case of an insignificant component, the group auditor only conducts analytical

procedures on a group level, and as a consequence there is no duplication of work.

In the case of a significant component where an audit of the financial information is performed, the

group auditor must be involved in the component auditor’s risk assessment, and as a minimum

discuss which business activities that are significant to the group, the risks of material misstatements

due to fraud or error, and finally, the group auditor must review the documentation of the component

auditor’s identification of risks of material misstatements. If such risks have been identified, the group

auditor must also evaluate the further procedures to be performed. All in all: There are significant

amounts of additional work to be performed by having the group auditor review the risk assessment,

however, this serves as a cornerstone to the risk-based approach, and as such the group auditor must

be involved, given his sole responsibility for the audit.
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In the basis for conclusions for ISA 600, IAASB stated that comments were made on the previous draft

on the requirements to the group auditor’s involvement in the work of the component auditor. Some

respondents argued that the requirements were too prescriptive and that they might not apply in all

cases. IAASB agreed to this, and moved the paragraph to the application material (A55). However,

IAASB purposely maintained the requirements with regards to identifying and assessing the risks of

material misstatements arguing that the group auditor has to be involved in these procedures.

It is in the nature of a group audit that it will be geographically dispersed – was it not, the group

auditor would most likely conduct all the work himself. In the light of our literature review on audit

quality and proximity it is very interesting to look at the requirements for communication between the

group- and component auditor. As a point of departure, the standard stipulates an effective two-way

communication to ensure that sufficient appropriate audit evidence is obtained and to secure an

efficient overall audit process. The standard clearly sets the tone: In connection with the group auditor

obtaining an understanding of the component auditor, the application material even suggests visiting

the component auditor, if deemed necessary.

The group auditor’s instructions are often communicated in a letter format. Damm (2011)

recommends the use of teleconferences between the different component auditors and group auditor,

or simply just phone calls between group auditor and component auditor. This recommendation spurs

from the insight that phone calls often provide for a freer line of communication that will allow topics

to be discussed more fully. Moreover, they encourage an increased personal dialogue, which could

provide for a better understanding of the component and the component auditor. This in turn, could

lead to a more efficient group audit. We here draw a link to our review of proximity, which also

prescribes that informal lines of communication facilitates knowledge transfers, especially soft

knowledge.

One could argue that the requirements to communication between the two parties to some extent try

to mitigate the negative effects of the distance between them, given our analysis of the influence of

proximity on audit quality. Another interesting point related to our literature review is the balancing of

audit quality and efficiency in the standard. Such concerns have been addressed in the hearing process

behind the revised ISA 600.
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The background for the revision of ISA 600 was lack of regulation and guidance on group audits and

as a consequence, significant variances in practice prevailed. An initial concern to respondents in the

hearing process was to strengthen the procedures that should be performed by the group auditor on

the direction of the audit and the involvement in the work of a component auditor. Such requirements

were implemented in the following exposure drafts, and while most respondents agreed to them, some

respondents were concerned that the requirements would lead to increased costs of group audits.

IAASB argued that the final changes to the requirements and guidance on obtaining an understanding

of the component auditor and the communication with him addressed this concern. IAASB concluded

that the standard would improve the quality of group audits which would be in the interest of the

public (IAASB 2007). One could argue that IAASB thereby tried to balance audit quality and efficiency

in the revised version of the standard.

How does letterbox audit differ from a group audit setup?

Table 1 illustrates some of the differences between group audits and letterbox audits. Even though

letterbox audits have been recognized as a phenomenon it has not been clearly defined and the

attributes have only been vaguely described. As stated in Chapter 1, we have come across cases of

letterbox audit and the following description spurs from our own experiences and from IAASB

statements.

Table 1: Comparison between a group audit and a letterbox audit

Group audit (ISA 600) Letterbox audit

Audit setup A group where some

components are audited by a

component auditor. The group

auditor signs the audit opinion.

Members from the group

engagement team can also

audit components, and will in

that context be members of

both the group engagement and

component engagement team.

A company that is registered in

one territory, but the audit is

primarily conducted elsewhere,

but the audit opinion must be

signed by a licensed auditor

from the territory where the

company is registered.
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What constitutes a

component or letterbox

company?

Component: An entity or

business activity for which

group or component

management prepares financial

information that should be

included in the group financial

statements.

Letterbox company:

Substantially all business

activities are outside the

territory where the entity is

registered.*

Auditors Group auditor and component

auditor.

Signing auditor and performing

auditor.**

Responsibility Group auditor bears the full

responsibility for the audit.

Signing auditor bears the full

responsibility for the audit.

Product from subunit Audited reporting package. "Internal" audit opinion.

Client relationship Managed by group auditor. Managed by performing

auditor.

Management of the audit The audit is managed "top-

down" by the group auditor.

The audit is managed "bottom-

up" by performing auditor.*

*) As described in our illustrative example there are great variations to corporate structures that calls

for a letterbox audit.

**) This terminology is our choice due to its illustrative nature, but the terms are not mentioned or

defined in the context of ISAs.

It is very important to underscore that letterbox audits and group audits are not mutually exclusive.

On the contrary they are interlinked given the definition of a component in ISA 600. No matter who is

performing and signing auditor, there will always be an issue of how to ensure that the signing auditor

has obtained sufficient appropriate audit evidence, when the large part of the work is conducted by

another auditor.

To clarify how ISA 600 regulates a letterbox audit, we have made two possible scenarios:

1. Group auditor is the signing auditor for the letterbox company, and a component auditor is the

performing auditor.

2. Group auditor is the performing auditor, while a local auditor is the signing auditor.
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We have illustrated these two scenarios in Figure 2.

Figure 2: Illustration of the two cases of letterbox audits under ISA 600

In the first case, Company Z is the parent company, which offshores a range of its functions to its

subsidiary, Company Y. The auditor in country Z, Auditor Z, acts as signing auditor, and signs the local

audit report based on the work done by Auditor Y, the performing auditor.

Just as in a regular group audit setup, the group auditor, Auditor Z, bears the full responsibility,

manages the client relationship, plans the audit and sets forth the audit strategy, etc. while a

component auditor conducts the work on its respective component. All of this in line with the demands

from ISA 600. The standard prescribes a range of requirements to the group auditor and his

management of the audit of the whole group and his involvement in the work of the component

auditor, and it is clearly a “top down” approach to the audit engagement.

The problem with such an engagement is: Can the group auditor sign a local audit opinion on a

company where most of the work is conducted by the performing auditor in a different jurisdiction?

As we have recognized in chapter 1, there is a great variety of what constitutes a letterbox company,

and we will proceed with this discussion in chapter 4. For now, we ask you to picture a scenario where

the parent company, Company Z is registered in Z, but the group’s operations, accounting records and
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management takes place in Y. A natural consequence would be that client relationship would be

maintained by Auditor Y, at least in practice. And since Auditor Y is the one de facto conducting the

primary part of the audit, how does one ensure sufficient involvement of Auditor Z, in line with the

demands of ISA 600?

In the second scenario, Auditor Y acts as group auditor, and Auditor Z is component auditor for

Company Z. In Country Z, the auditor’s report on the financial statement of Company Z must be

signed by a licensed auditor, i.e. Auditor Z. Company Z has outsourced most of its activities to Country

Y, so most of the audit would have to be performed by Auditor Y. All in all, Auditor Y is group auditor,

but becomes performing auditor with regards to Component Z, whilst Auditor Z is component auditor

in relation to Y, but becomes signing auditor in country Z and group auditor for ”subgroup Z” (i.e.

Country Z activities and the activities offshored to Company Y).

Given the broad definition of components in ISA 600, Company Z and its Component Z in the second

scenario become a group within the group, and you could argue that ISA 600 applies. This would mean

that Auditor Z becomes group auditor and Auditor Y becomes component auditor in relation to Group

Z. It thus becomes very complex, who’s really in charge of the audit, because on one hand, Auditor Y

maintains client relations, and is the ultimate group auditor, and bears the full responsibility of audit

opinion on Group Y. However, Auditor Z bears the full responsibility for the audit opinion expressed

on Group Z, and therefore has to be involved in the work of Auditor Y, as described above.

On one hand, one could argue that this would lead to more cooperation between the two auditors,

because the roles are turned upside down with the “sub-group”. On the other hand, one could fear that

the balance of power between the two auditors could be skewed, so that it would be more or less

impossible for Auditor Z to instruct Auditor Y on any matters relating to Component Z. One could

imagine a scenario where Company Z is only a minuscule part of Group Y, where Auditor Y does not

pay particular interests to the national demands of a locally signed auditor’s reports in Country Z. This

could lead to a situation where Auditor Z is more or less side tracked in the audit of Group Z, because

the client relationship is maintained by Auditor Y, most of the activities of the group are placed in

Country Y, Auditor Y might be reluctant to take instructions from Auditor Z, but Auditor Z is still

“stuck” with the sole responsibility of the audit opinion of Company Z in Country Z.
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This situation was clearly not the focus of ISA 600, and on top of all the potential difficulties presented

in the second scenario, the fundamental problem in both scenarios remain: How can an auditor sign

and take on the responsibility of an audit opinion, if far most of the audit has been conducted in a

different jurisdiction and by a another auditor?

3.1.3 ISA 610: Using the work of internal auditors

In this section, we will analyze what factors an external auditor must take into consideration when

using the work of an internal auditor. We are naturally aware that this standard has no direct

application to a letterbox audit, but we will draw parallels to the use of the work of a component

auditor, and the analysis will form the foundation for a discussion of how letterbox audits could be

regulated in chapter 4.

ISA 610 governs the usage of the work of an internal auditor in two cases: when using the work in

obtaining audit evidence and when the internal auditor provides direct assistance to the external

auditor. It is underscored that the standard only applies when the entity has an internal audit function,

and where the functions of the internal audit is relevant and are expected to be used in obtaining audit

evidence. Moreover, there is no requirement in the standard for the external auditor to use the work of

an internal auditor to change the nature, timing and extent of the audit. A natural consequence of the

auditor being internal is the lack of independence. Therefore despite many points in common between

ISA 600 and ISA 610, the primary focus of ISA 610 is under what conditions an external auditor can

use the work of internal auditors given this lack of independence.

An internal audit function is defined as ”A function of an entity that performs assurance and

consulting activities designed to evaluate and improve the effectiveness of the entity’s governance, risk

management and internal control processes.” (14). It is without relevance what the function is called

internally in determining whether the work can be used or not. Instead the external auditor must

evaluate: the nature of activities, the competence of the internal auditor, the systemic and disciplined

approach of the function, and finally, how objectivity is influenced by policies and procedures and

organizational status of the function.

Even though the objectives of the internal and external auditor differ, the two might perform similar

functions, and the external auditor may therefore use the work of the internal auditor, if this is not

directly prohibited or restricted by national legislation. The external auditor can for instance use the
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information obtained by the internal auditor in the assessment of the risks of material misstatements

due to error or fraud. Another possibility is for the external auditor to use the work performed as

partial substitution for audit evidence obtained by the external auditor himself.

Though not quite the same, there are similarities between ISA 600 and ISA 610 in the regulation of

using the work of a component auditor and using the work of an internal auditor, respectively.

In ISA 600, the group auditor had to obtain an understanding of the component auditor and the extent

to which the group auditor should be involved in the work; in ISA 610 the external auditor has to

evaluate the internal audit function, and if it can be used. Further, he must assess the nature and

extent of work that can be used.

According to ISA 600, the group auditor must be involved in the work performed by component

auditor. As a minimum he must also engage himself in a discussion of the business activities key to the

group, an assessment of the risk of material misstatements caused by error or fraud, and a review of

the component auditors’ documentation of identified significant risks of material misstatements in the

group financial statement. Moreover the standard encourages the group- and component auditor to

maintain an effective two-way communication during the audit.

According to ISA 610, the external auditor has to consider the nature and scope of work that has been

or will be performed by the internal audit function and the relevance to the overall audit strategy.

Further, the external auditor must have access to reports and documentation from the internal audit

function. Additionally, as the external auditor must oversee much of the work conducted by the

internal auditor this calls for an ongoing dialogue to coordinate the two auditors’ work. It is

highlighted that as audit responsible, the external auditor has to be the one making all the significant

judgments in the engagement and plan to use the work of the internal auditor. The more judgment

involved in an activity performed by the internal auditor, the higher the risk of material

misstatements.

In ISA 600 the group auditor has to assess if the component auditor has obtained sufficient

appropriate audit evidence, when reviewing the reporting package of the audit. If the group auditor

deems it necessary, he must look into the documentation of the audit, and if that does not suffice, he

must determine whether additional procedures should be performed.

In ISA 610, the external auditor has to be even more involved in the work of the internal auditor.

Besides reading the reports of the internal auditor, he must perform sufficient audit procedures on the
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work of the internal auditor that he plans to use, to assess whether the work has been properly

planned, performed, supervised, reviewed and documented, and whether sufficient appropriate

evidence has been obtained. Finally, he must evaluate the conclusions of the procedures. The amount

of work that must be done is affected by the general analysis of the efficiency of the internal audit

function and of the importance of the specific procedures, i.e. the assessed risk of material

misstatement and the amount of judgment involved in reaching conclusions.

Finally, and most importantly: there is a question of responsibility. In ISA 600 it is clarified that the

group auditor is the sole responsible for the expressed audit opinion and no reference can be made to a

component auditor’s work, unless this is specifically required by national legislation. The same goes

for an audit report partially based on the work of an internal audit function. ISA 610 states that the

external auditor has the sole responsibility for the audit opinion expressed and that this responsibility

in no way is reduced by using the work of an internal audit function.

So to sum up the parallels: In both standards, it is clear that the group auditor and the external auditor

are the ones to make the overall audit strategy and plan the audit, but both has to consult the

component auditor and the internal auditor, respectively, depending on the extent to which they will

apply their work and their services. Both standards also call for communication between the two

parties throughout the audit, and for communication with the management on both the plan and the

results of using the work of the component auditor/internal audit function. All in all, there needs to be

a great deal of evaluation and communication of the collaboration between the two in every step of the

process, and this process has to be transparent to the management of the company.

Johansen & Laursen (2011) makes the interesting point that an external auditor is obliged to assess the

internal auditor and to use his work if the conditions laid out in ISA 610 are met. They argue that the

reason for this obligation comes from the Danish Accountants Act and the above mentioned

requirement that the auditor should demonstrate the accuracy and speed as allowed by the nature of

the task. They argue that the usage of the work of an internal audit function provides for some division

of labor which should reduce the work conducted by the external auditor, and as such reduces the use

of resources. Furthermore, they expect synergies to be obtained from the cooperation between the

internal and external auditor, because of the sparring the two parties can have, given the in-depth

knowledge of the company possessed by the internal auditor and the wider insights into general

auditing practices of the external auditor.
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According to the standard “The requirements are designed to provide a framework for the external

auditor’s judgments regarding the use of the work of internal auditors to prevent over or undue use of

such work.” (ISA 610, 11) and combined with Johansen & Laursen (2011)’s thoughts on reduced use of

resources, will lead us to conclude that the standard to some extent balances regards to audit quality

and efficiency. This is done by even allowing the usage of the work of an internal auditor, while setting

a range of requirements such that audit quality is not compromised by this application.

3.1.4 Letterbox audit – a single- or multi component audit?

In our introduction, we defined a letterbox company as a company where most economic activities

take place outside the country of registration. Moreover, we assumed that the company was part of a

group. During the paper we have reflected on how different standards could apply to the scenario, and

we now see that we might have been premature in stating that the company was part of a group.

After having analyzed the very broad definition of components in ISA 600, we have realized that some

hybrids of letterbox audits maybe came closer to a conventional audit comprising a shared service

center and thereby the help of a service auditor, than to the group audit setup usually applied to the

scenario. This also attacks another part of our definition; we assumed that most economic activities

take place in an entity abroad, but what about the cases where it is only some activities that are

outsourced?

We have already given indication as to when in general group auditing standards come into force.

However, one thing is to discuss general application and consequences on a theoretical level another

thing is the application in practice.

We have prepared Figure 3 to illustrate the borderline between single-component audits and group

audits depending on the interpretation of the given case.
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Figure 3: Applicable audit regulation depending on the number of components in the organization

We will thus argue that should it be determined that if the operations abroad are to be perceived as a

mere shared service center, then the regulations for conventional audits apply. By the same token, if

we interpret the offshore operations as a component in itself, then by today’s standards this would lead

us into an ISA 600 audit. The consequences and pitfalls of this will be discussed next along with why

the ISAs obviously are not tailored to cater what we call the audit of letterbox companies. But for now,

in the light of the topic of our paper, we will suffice to deem that there are two possible outcomes in a

case of more than one component: A regular group audit setup or a letterbox audit setup.

We will now look further into the definition of a component. In the explanatory notes of the standard a

component is defined as an entity or business activity for which group or component management

prepares financial information that is included in the group financial statements. This may be a
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function, process, product or service (or group of products or services), or geographic location. But

how much emphasis should actually be laid on the business aspect of business activity.

As the definition is very broad, it may be useful to define what a component is not: In accordance with

our analysis, a component is not a shared service center and a component is not the internal audit

function. By matters of definition in the ISAs, in turn, this means that a component is not “a third-

party organization … that provides services to user entities that are part of those entities’ information

systems relevant to financial reporting” (ISA 402); and a component is not “a function of an entity that

performs assurance and consulting activities designed to evaluate and improve the effectiveness of the

entity’s governance, risk management and internal control processes” (ISA 610).

It is important to mention that ISA 402 and ISA 600 are not mutually exclusive. In a group audit,

there may be reason to obtain assurance from a shared service center auditor. However, this is for use

not only by the group engagement auditor or the component auditors but for all auditors in any given

group whose components make use of the shared service center.

ISA 402 does equip group auditors with the possibility of obtaining assurance externally (i.e.

assurance from other auditors than group engagement auditors). However the extent of assurance is

limited to the description of controls, their design and operating effectiveness. In other words, an ISAE

3402 assurance report can give the group engagement auditor assurance of the data processing at a

service organization but not of the validity of the inputs. Should the auditor wish to use more of the

work of another auditor, reference is made to ISA 600 in the application material.

Now back to our case. We suggest that the difference in between the two setups shall be found in the

nature of the activities abroad. Bear in mind that ISA 600 does not mention shared service centers

explicitly, however, we see no hinder in a shared service center, the entity, in itself becoming a

component for a group. However, does the fact that a part of the financial statements is audited by the

shared service auditor make that input a component in itself? Probably not, otherwise we must assume

that ISA 600 would have mentioned this more explicitly. Thus, ISA 600 focuses on and is designed to

be flexible according to the nature of the client. By the same token it is not the audit setup that governs

whether ISA 600 is applicable (though we acknowledge that ISA 600 can govern inter-auditor work).

The fact that ISA 600 does not incorporate a regard to the most efficient audit setup may influence the

group audit, may in fact be one of the largest pitfalls of ISA 600 and cause much ambiguity of our case.
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In conclusion, we propose that groups like our illustrative case, where the activities abroad are mere

supporting activities (i.e. administration, bookkeeping, etc.) are more to be seen as a single component

audit than a group audit. There is a functional management at place in County Z and not just in the

form of nominees and their running of the business are just backed by supporting functions in Country

Y. This conclusion we find true for that one extreme on the scale from offshored activities being purely

administrative to offshored activities essentially constituting the business operations (Please refer to

Figure 4).

Figure 4: Illustration of extremities in group audit hybrids

On the other point of that scale, we see what we may denominate “letterbox companies in its purest

form”. As discussed earlier, the purest form of the letterbox company is the situation where Company

Z in essence is a letterbox and basic means. Company operations and management, etc. are taken care

of by another entity. It is a prerequisite for companies that management be registered with the

Business Authorities7. Whether the registered directors are essentially mere nominees or offshored to

other group companies, legally they are liable and can be charged as such. Though a company

technically has a management, if in reality the running of the company is conducted elsewhere, this

could argue for the operations abroad constituting an independent component. Looking back to the

definitions in ISA 600, there is some sort of company operations in the management of Company Z,

which prepares the financial input. Under all circumstances, we have difficulties not defining

Company Z as a component in itself even if it just a legal shell – perhaps just an insignificant

component.

As we have already pointed out, many audit companies have come to the conclusion that the audit of

letterbox audits should be governed by ISA 600. With a little bit of imagination the reasoning at the

individual audit partners is not hard to follow. Imagine that Company Z management comes up to

Auditor Z and says that henceforth, it would be easier if Company Y just runs through the books, as

7 In Denmark at least, however, we assume that this is the case generally.
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they are the ones closest to the actual bookkeeping and maybe even also actual management. It is also

worth noting here that in the name of globalization and economies of scale, fee allocation will probably

mirror that expected audit will be skewed towards Auditor Y. What we now essentially are left with is

that using the work of Auditor Y is imposed on Auditor Z in order to sign Company Z’s financial

statements.

The parallels to ISA 600 with component auditors and group auditors are obvious. Bear in mind that is

only a few years ago since ISA 600 was merely Using the work of another auditor. After realizing that

the letterbox audit setup is not a regular audit setup, ISA 600 would be a logical means to turn to;

especially considering that there are no other obvious ISAs.

The discussion above pinpoint the essence of the ISA complications: Determining which ISAs should

govern the audits. When IAASB in the next couple of years discuss these specific engagements, this

hence shows that they should consider:

 whether existing ISAs should be extended to explicitly encompass letterbox audits, or

 whether a new ISA explicitly for the purpose of letterbox audits should be developed.

We will advise them to form a new ISA for this special case. We will warn them about interpreting

letterbox audits as narrowly as they are mentioned at the moment in the preparation for the IAASB

2015-2019 strategy. This would effectively rule out our case in point and the complexity of problem be

left unsolved. Perhaps one should look back to how ISA 600 was intended earlier as governing the use

of other auditors’ work.

3.1.5 ISA 200

Audit theory wise, ISA 200 does not really provide any emphatic points but merely sets the tone of the

ISAs and defines their scope application and limits to same. The biggest contribution is probably the

introduction of the audit risk model, which underlines the work performed in all other ISAs; we can

especially see it in ISA 600 with the focus on significant components. Moreover, ISA 200 introduces

themes like professional skepticism and professional judgment. Interestingly, in exceptional

circumstances ISA 200 provides a means to alter an audit as the auditor may judge necessary to depart

from a relevant requirement in an ISA. However, “in such circumstances, the auditor shall perform

alternative audit procedures to achieve the aim of that requirement”. Finally, we may emphasize that
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departure from the ISAs is of extraordinary nature as the ISAs are perceived as complete, sufficient

and adequate. Additionally, the work of actually documenting the departure from the ISAs and

performing substitute procedures may eventually prove to be just as costly as just complying with the

ISAs.

Due to the complex nature of the letterbox audits, auditors may find it tempting to override the ISA

requirements in order to tailor an audit strategy and audit plan that they might find fit. However in

doing so, the auditors also take on a risk that at an eventual inspection they can be reprimanded for

not following the ISAs. The consequences of not following the ISAs or overruling the ISAs are probably

larger than for not implementing an ISA requirement correctly or misinterpreting a piece of ISA

guidance.

Finally, ISA 200 also defines what constitutes a smaller entity. The list is not exhaustive and all

characteristics may not be relevant for each case. However, normally a smaller entity is characterized

by:

a. Ownership is concentrated around a small number of individuals either directly or indirectly

(i.e. both natural persons or another enterprise), and

b. One or more of the following:

i. Straightforward or uncomplicated transactions;

ii. Simple record-keeping;

iii. Few lines of business and few products within business lines;

iv. Few internal controls;

v. Few levels of management with responsibility for a broad range of controls; or

vi. Few personnel, many having a wide range of duties.

The above definition is interesting because many ISAs mention special looser requirements for smaller

entities. Especially in a Danish context, smaller entities are the prevailing segment of the Danish audit

clients8 . Of most importance, we refer to some of these special requirements to smaller entities under

the ISA 402 discussion, and the distinction plays a crucial part of analysis of whether ISA 600 is

applicable at all.

8 57 % of annual revenue in Denmark stems from SMEs according to FSR – Danish Auditors
(http://www.smvportalen.dk/Om-smvportalen/Noegtal-om-SMV-segmentet; accessed on 5th July 2014)
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3.2 ISA requirements on audit documentation

3.2.1 ISA 230

ISA 230 on audit documentation provides guidance on the timeliness of the preparation of the audit

documentation, what and how to document the audit procedures performed and the audit evidence

obtained and finally the assembly of the final audit file. Most interestingly for our case is the

sufficiency of the audit documentation.

The ISA stresses the importance of audit documentation on a timely basis, and the auditor should

document:

1. the nature, timing and extent of the audit procedures performed to comply with the ISAs and

applicable legal and regulatory requirements,

2. the results of the audit procedures performed, and the audit evidence obtained; and

3. significant matters arising during the audit, the conclusions reached thereon, and significant

professional judgments made in reaching those conclusions.

Regarding the assembly of the final audit file, ISA 230 clarifies that “the auditor shall assemble the

audit documentation in an audit file and complete the administrative process of assembling the final

audit file on a timely basis after the date of the auditor’s report”. Moreover, “in principle, compliance

with the requirements of this ISA will result in the audit documentation being sufficient and

appropriate in the circumstances”. What’s interesting on this matter, however, is how it is supported

or contradicted by legislation.

3.2.2 ISA 600

ISA 600 also regulates the attainment of audit documentation but in a group setting. As the area is

ultimately governed by national legislation, the ISA requirements do not overrule but are designed to

complement local legislation. Thus, the requirements are designed for the group auditor, and how he

should react on missing audit documentation concerning the components.

Regarding the group auditor’s own work, paragraph 50 states that the group auditor must include in

his audit documentation:
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a. An analysis of components, indicating those that are significant, and the type of work

performed on the financial information of the components.

b. The nature, timing and extent of the group engagement team’s involvement in the work

performed by the component auditors on significant components including, where applicable,

the group engagement team’s review of relevant parts of the component auditors’ audit

documentation and conclusions thereon.

c. Written communications between the group engagement team and the component auditors

about the group engagement team’s requirements.

It is a requirement that for significant components, the group auditor reviews component auditors’

documentation on identified significant risks of material misstatements. Moreover, the group auditor

shall determine whether it is necessary to review other relevant parts of the component auditors’ audit

documentation. However, this documentation may take form of memoranda or the like.

Additionally, the ISA several places prescribe that the group auditor should have access to the audit

documentation and review but no place is it mentioned that they should keep a copy. In contrast,

several places it is acknowledged that access to or distribution of audit documentation may be

prohibited by law or regulation. To overcome this, the ISA also provides different alternatives:

First, the group auditor should consider the significance of the component and if it needs to involve

the component audit more at all. Lesser significance points towards more loose component audit

documentation requirements and vice versa: “If the component is not a significant component, and the

group engagement team has a complete set of financial statements of the component, including the

auditor’s report thereon, and has access to information kept by group management in relation to that

component, the group engagement team may conclude that this information constitutes sufficient

appropriate audit evidence in relation to that component. If the component is a significant component,

however, the group engagement team will not be able to comply with the requirements of this ISA

relevant in the circumstances of the group audit.”

Second, if the component is of a more significant size or risk the group auditor may consider visiting

the component auditor and review the audit documentation on-the-spot. This decision would of course

be taken with consideration to the cost of such procedure. Moreover, this would also be dependent on
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whether the component auditor legislation allows for it. Alternatively, subject to group auditor’s

professional judgment, a memorandum might also provide the necessary assurance needed for the

consolidation purposes.

Third, if the auditor is unsuccessful in obtaining the relevant audit documentation, he must consider if

the lack of audit documentation should affect the independent auditor’s statement and to which

extent. This would be evaluated on the basis of, again, the significance of the component and the

pervasiveness of the lack of audit documentation.

In our case, should it be determined that it is in fact a group audit governed by ISA 600, due to the

component’s significance it would mean that the group auditor should be very much involved in

reviewing the component auditor’s work. ISA 600 clearly states that a mere set of audited financial

statement is not sufficient as audit documentation for significant components, and in the case of

letterbox audit the component will constitute essentially the whole of or the majority of the financial

statements. By the same token, if the group auditor does not succeed in obtaining the relevant

information, this matter will probably so pervasive that the result would naturally be a disclaimer of

opinion.

3.2.3 ISA 610

In ISA 610 there are moreover some specific requirements regarding the documentation, if the

engagement auditor chooses to place reliance on the internal audit. This includes:

a. The evaluation of:

i. Whether the function’s organizational status and relevant policies and procedures

adequately support the objectivity of the internal auditors;

ii. The level of competence of the function; and

iii. Whether the function applies a systematic and disciplined approach, including quality

control;

b. The nature and extent of the work used and the basis for that decision; and

c. The audit procedures performed by the external auditor to evaluate the adequacy of the work

used.
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ISA 610 further provides for the possibility for the internal audit function, but in terms of audit

documentation requires that it includes:

a. The evaluation of the existence and significance of threats to the objectivity of the internal

auditors, and the level of competence of the internal auditors used to provide direct assistance;

b. The basis for the decision regarding the nature and extent of the work performed by the

internal auditors;

c. Who reviewed the work performed and the date and extent of that review in accordance with

ISA 230;

d. The written agreements obtained from an authorized representative of the entity and the

internal auditors under paragraph 33 of this ISA; and

e. The working papers prepared by the internal auditors who provided direct assistance on the

audit engagement.

3.2.4 Synthesis on ISA requirements on audit documentation

Collectively, the ISA requirements in ISA 600 and ISA 610 are quite alike. We will not go into further

detail with how to document properly according to ISA 230, and accordingly, we will take this for

granted. Both ISAs require that the group auditor/engagement auditor documents:

 An understanding of the audit subject; for ISA 600 audits that involves understanding the

group, its components and the component auditors’ capabilities; and for ISA 610 this involves

an understanding of the internal auditor’s work in the organization and the internal auditors’

capabilities; and

 To what extent he can rely on the input from the other auditors, whether their work is adequate

and covers the relevant risks, and in turn his own involvement mitigate for any shortcomings

(i.e. for group audits this could be for instance lack of industry expertise and for use of internal

auditor’s work, this could be lack objectivity) ; and

 The communication with the other audit engagement teams; and

 The proper review of the other audit engagement teams work; and

 Attainment of the audit documentation (of for ISA 600 assurance of unrestricted access).

Interestingly, though the two ISAs clearly are tailored for two quite different and distinguishable

situations, the nature of the work the engagement team has to perform is similar.
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3.3 US requirements for group audits

Parallel to the IAASB clarity project the ASB has been through a similar process. Because the IAASB

and the ASB has joined efforts in streamlining the two world-dominating sets auditing standards, it

is likewise interesting to examine the development that has led to the US standard. In this section, we

will hence try to draw parallels to the ISAs but more importantly also try to understand how group

audits are regulated in the US and examine the differences to IAASB’s standards.

Effective for audits of group financial statements for periods ending on or after 15th December 20129,

AU-C 600 titled Special Considerations -- Audits of Group Financial Statements (Including the Work

of Component Auditors) is meant to form a counterpart to ISA 600 and the similarities are many.

According to Thomas & Wedemeyer (2013) the only substantial exception is that under US GAAS the

group auditor is able to reference the work of a component auditor. This is also backed by AICPA

(2014) that for every ISA notes substantive differences to US GAAS: “When no reference is made to a

component auditor in the auditor’s report on the group financial statements, no substantive

differences exist between the requirements of ISA 600 and the requirements of section 600 [i.e. AU-C

600] (auditors’ addition). The possibility is also present under ISA 600 but only if required by law or

regulation.

So far so good, but what was intended by giving US auditors the option making reference to the work

of component auditors? The answer is that it is a relic from the pre-clarification process US auditing

standards and is strictly linked to assuming responsibility for the work of the component auditor(s)

(For more regarding the preparatory legislative work see for instance PCAOB (2010)); or as mentioned

in AICPA (2014): “No compelling practice issues suggest a need to change an approach that has always

been permitted by GAAS in the United States.” According to Thomas & Wedemeyer (2013) this

practice “is particularly useful

a. in audits of governmental entities where withdrawing from an engagement is often not

permitted, and

9 Like this there is a time gap between when IAASB and ASB issued their respective clarified audit standards on
group audits.
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b. in situations where the group auditor’s access to information related to certain components is

limited by extenuating circumstances.”

In our case perhaps only bullet 2 has actual relevance; however, both bullets have merits and are

mentioned as such. For bullet 2, the authors bring forth the following examples for when it may be

impractical to obtain the information needed to assume responsibility for the component auditors’

work:

 The group financial statements may include an equity interest in an investee that is audited by

another auditor and where group management, because of its lack of control over the investee,

is unable to arrange access to the work of the other auditor.

 Components may operate in countries or locations where the group auditor does not operate

and group management has elected to use a local auditor.

 Laws and regulations may specify that other auditors are to audit components of group

financial statements of governmental entities and operations.

Interestingly, while the European regulators have raised awareness of issues with group audits and

letterbox companies several places (see above), we have been able to find neither PCAOB nor AICPA

guidance specifically on the subject or comments as part of preparatory legislative works or strategies,

etc. However, we have seen PCAOB mention them several places maybe most clearly in PCAOB (2010),

where inspections reports have found that audit firm have not complied with PCAOB standards when

“issuing audit reports on financial statements filed by issuers that have substantially all of their

operations outside of the U.S.” Moreover, “[PCAOB’s] inspection staff has observed some situations in

which it appeared that U.S. registered public accounting firms that provided those auditing services

did so by having all or most of the audit performed by another firm10 or by assistants engaged from

outside the firm [in another country] without complying with PCAOB standards applicable to using the

work and reports of another auditor and supervising assistants”.

Though relating to the superseded AU 54311 on Part of Audit Performed by Other Independent

Auditors, of special interest in the PCAOB Staff Audit Practice Alert No. 6 (PCAOB 2010) may be the

10 We here note that legally each territory is an indpendent company no matter to what audit network they
belong.
11 AU 543 is the part of the new superseded PCAOB interim auditing standards.
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following: “In determining whether its participation is sufficient to serve as principal auditor12, the

firm should consider, among other things, the materiality of the portion of the financial statements

[the firm] audited in comparison with the portion audited by other auditors, the extent of [the

auditor’s] knowledge of the overall financial statements, and the importance of the components [the

firm] audited in relation to the enterprise as a whole”. Further, PCAOB states that “a lack of sufficient

participation cannot be overcome by using the work of the other auditor, even if the firm assumes

responsibility for that work”. We have not heard of similar stipulations in relation to ISA 600 and not

in relation to AU-C 600. However, it is interesting if that interpretation, that the group auditor has to

conduct a significant part of the audit himself, is still embedded in US GAAS. The PCAOB’s words are

“even if the firm assumes responsibility”, which is a possibility in AU-C 600 only if the group auditor

has been sufficiently involved in the component auditor’s work. Consequently, what the PCAOB

questions prior to the release of AU-C 600 is how a group auditor can issue an opinion on a set of

financial statement, for which he has only been in charge of a minimum of the actual audit work

besides reviewing component auditors’ work.

In a 2013 Audit Risk Alert (AICPA 2013), the AICPA confirms that AU section 543 was superseded by

AU-C 600 and the old standard primarily gave “guidance for the auditor in deciding (a) whether to

serve as the principal auditor and use the work of other auditors and (b) the form and content of the

principal auditor’s report in those circumstances”. Moreover, parallel to the stipulations of ISA 600,

AICPA (2013) specifically articulates the procedures the group engagement team is required to

perform when a component auditor is involved in the group audit and the vast engagement and

responsible the group auditor undertakes (in special the stipulations in section 64 and 65 of AU-C 600

regarding the involvement in the work performed by component auditors).

It is difficult to appraise whether group auditor engagement in 2014 is substantially different and

adequate, as we have not been able to locate inspection reports with as clear mentioning of the issue as

PCAOB (2010). However, in PCAOB (2013), which is a proposal to provide further disclosure in the

auditor’s report of certain participants, “[PCAOB] has seen cases in which the extent of participation of

other persons ranges from none to substantially all the work” (authors’ underlining for emphasis).

With this it seems that the audit of letterbox companies and the split of work geographically complying

with PCAOB standards is still an issue.

12 Principal auditor with AU-C 600 became group engagement partner cf. ISA 600.
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In conclusion, before the implementation of the clarified standard on group audits, it seems like there

was a clear expectation that principal auditor would be in charge of a significant part of the group

audit. Though the AU-C 600 is almost identical to ISA 600, it is interesting however to see if this is

still an actual expectation of PCAOB as if it were a underlying assumption of the audit standard that

the group auditor of course is in charge of the audit by practice and not just as nominee.

3.4 European auditor regulation

Auditor regulation in the various EU member states is mainly governed by EU Directive 2006/43/EC.

In Article 3(1), it is stated that “A statutory audit shall be carried out only by statutory auditors or audit

firms who are approved by the Member State requiring the statutory audit.” While this does not

exclude the possibility of “truly international auditors” - what we would imagine as a person from one

country, with approval to carry out statutory audits in countries different from the person’s own

citizenship, however, we find it unlikely to become the mainstream case in the near future due to

national differences. The preambles of the 8th Directive stipulates that “the statutory audit requires

adequate knowledge of matters such as company law, fiscal law and social law” and though progress

for international alignment is in motion, the picture of auditors licensed in many countries with the

requirements for continuing education on each country’s specific legislation and customs seems

utopian. Of course there are auditors with two or more licenses to different countries but the

proportion is low.

3.5 Transnational access

We will now sum up the different setups that we have introduced and put them into the context of

existing audit legislation and data privacy legislation:

First, we will introduce the 8th Directive, which formed the base for the Danish Accountants Act. We

will use the specific implementation in Denmark to understand the interpretation of the Directive into

national law. This will provide us with the grounds to understand the specific articles of relevance to

the letterbox audit setup, in particular to answer the questions:

 Who can sign the financial statements?

 What are the demands for the audit documentation, especially in an ISA 600 context?

 What are the stipulations for obtaining and sharing audit documentation?
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Second, we will introduce the Directive 95/46/EC, which formed the base the Danish Personal Data

Act. The interpretation of this act the DDPA has put into context, on ground of a request from FSR -

Danish Auditors to sign a letter of consent to process data to the PCAOB. This ruling constitutes a

precedent from which we will draw parallels.

3.5.1 The Directive on Statutory Audit, the 8th Directive (Directive 2006/43/EC)

The EU directive on statutory audits of annual accounts and consolidated accounts several places

provides stipulations for conducting a (group) audit. For a bridge on selected articles coherence

between the 8th Directive and the Accountants Act, we refer to Appendix 1.

The first article of specific interest, Article 23, governs the confidentiality and professional secrecy of

the auditors. The Article is not very explicit in it requirements but entrust the member states to

produce adequate legislation on confidentiality and professional secrecy in line with the 8th Directive.

In the Accountants Act, confidentiality and professional secrecy is governed by Article 30 and is a

translation of Directive Article 23 (Jensen et al. 2009). The article’s first paragraph mentions a

number of sections from the criminal code, the implications of which are less interesting for our topic,

and as a consequence we will not dive further into. The second paragraph directly mentions an

exception to the first paragraph and equips a component auditor in a subsidiary with a possibility to

process confidential information to the group auditor in a parent company. Regarding the exception,

Jensen et al. (2009) find that this is to be interpreted as a right and not a duty but it follows domestic

good auditing practice to comply with group auditor directions. Before providing audit documentation

to non-EU auditors, it is, thus, the responsibility of the auditor to assess, whether the group auditor is

subject to confidentiality and professional secrecy duties of an adequate scale as the ones imposed the

8th Directive parallel to the stipulations of Article 47. In addition to this, it is also the component

auditor’s responsibility that such data transfers comply with the Data Protection Directive (also see

next section).

For our case, it could be interesting to find out if the exception is only valid for component auditor to

group auditor transactions and not vice versa. Imagine that Company Y is located in Denmark; and in

accordance with our case, Auditor Y also audits the financial information of Company Z in accordance

with an agreement with Group XYZ. Will Auditor Y be able to process the conclusions of its audit and



72

audit documentation to Country Z? Technically, Company Y is parent company and accordingly,

Company Z is subsidiary. Hence, any process from Auditor Y to Auditor Z will not be in accordance

with the exception in the Accountants Act Article 30(2).

The exception in the Danish implementation is quite clear in stating that it is the processing of data

from component auditor to group auditor that is permitted. Perhaps this is due to other setups than

the conventional group audit had yet to emerge when drawing up the Accountants Act. The reason why

(within the EU), component auditors may deliver audit documentation, etc. to the group auditor is due

to the fact both the component auditor and the group auditor is subject to the same 8th Directive, and

hence, their respective countries are expected to have implemented adequate safeguard to preserve

confidentiality. However, as also suggested by Jensen et al. (2009), it may be reasonably supposed that

legislator with the provision did not want to limit the provision to be effective for only group auditors

subject to 8th Directive. This point is backed by the fact that in the Accountants Act, the words of 8th

Directive Article 27(1)(b) are interpreted narrowly. The Directive Article merely states that the group

auditor should review and maintain documentation of the review of third-country13. Accordingly, this

provision should probably not cause too much impediment for, say, an ISA 600 letterbox audit.

However, we note that we have not found evidence in literature, circulars, legal precisions, etc. that the

wording has been tried legally to encompass other group audit structures.

Article 27 governs the statutory audits on consolidated accounts and is hence the legislative basis for

the group accounts, to which ISA 600 provides the conceptual framework. Article 27(1)(a) notes that

the group auditor bears the full responsibility for the audit report in relation to the consolidated

accounts. Article 27(1)(b) specifies that the group auditor reviews the work of the components retains

the documentation of his work. Article 27(1)(c) specifies that the group auditor for third-country

auditors and entities from countries that has no working arrangement as referred to in Article 47, the

group auditor should assure that he has the relevant audit documentation of relevance for the group

audit or that he will have unrestricted access upon request. Bear in mind that opposite to Article 23,

the aspect here is whether to retain documentation, not whether the auditor is allowed to process

confidential data abroad.

13 The documentation retained by the group auditor shall be such as enables the relevant competent authority to
review the work of the group auditor properly.
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Articles 27(1)(b)-(c) are translated into the Danish Accountants Act Articles 23(2)-(5). From the

comments (Jensen et al. 2009), we note that by review of component work papers, this is ensured by

conducting the audit in accordance with ISA 600. Regarding the attainment of third-country work

papers, in practice the stipulations of the article are relevant only for third-country auditors and

entities outside the EU and EEA area and in countries with which there exist a working arrangement

for exchange of audit working papers (in accordance with 8th Directive Article 47(1)(d) - please also

see discussion below on Article 47). The latter rule is designed to equip the Danish Audit Supervisory

Authority with the relevant documentation in case of an inspection.

The Directive Article 47 governs Cooperation with competent authorities from third countries. Though

we showed that the Danish implementation of Article 27(1)(b)-(c) referred to Article 47 to steer the

data processing to third countries, the Article essentially stipulates the cooperation between national

audit regulators. For this reason this particular article is essential for understanding transnational

audits. The first section allows for the transfer of audit working papers and other documents to third

countries, provided that:

a. those audit working papers or other documents relate to audits of companies which have

issued securities in that third country or which form part of a group issuing statutory

consolidated accounts in that third country;

b. the transfer takes place via the home competent authorities to the competent authorities of that

third country and at their request;

c. the competent authorities of the third country concerned meet requirements which have been

declared adequate;

d. there are working arrangements on the basis of reciprocity agreed between the competent

authorities concerned;

e. the transfer of personal data to the third country is in accordance with Chapter IV of Directive

95/46/EC.

The second paragraph of Article 47 elaborates on Article 47(1)(d) and the third paragraph elaborates

on Article 47(1)(c), while the remaining paragraphs of Article 47 (i.e. (4)-(6)) are irrelevant for our

research question.
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Referring back to the discussion on Directive Article 23 above, please be reminded that before

providing audit documentation to non-EU auditors, it is the responsibility of the auditor to assess,

whether the group auditor is subject to confidentiality and professional secrecy duties of an adequate

scale as the ones imposed in Article 47 of the 8th Directive . Before doing so, in accordance with Article

47, the auditors must assess:

1. the justification as to the purpose of the request for audit working papers and other documents

is provided by the competent authorities;

2. whether group auditors are governed by an adequate level of confidentiality and professional

secrecy (i.e. at least equivalent to the requirements of the 8th Directive)

Alternatively, the focal audit client can release the component of its confidentiality and professional

secrecy to completely boycott the impediments of Article 47.

3.5.2 The Data Protection Directive (Directive 95/46/EC)

The link between the 8th Directive and the Data Protection Directive is directly given in Article

47(1)(e), which stipulates the terms of cooperation with competent authorities from third countries

and the transfer of audit working papers to these third countries and that such transfers shall be in

accordance with Chapter IV of the Directive. However, prior to diving further into any analysis of the

Directive, we need to set a couple of things straight:

The Directive was developed not for confidentiality in general and especially not for regulating data

transfer for international audits but for maintaining and keeping actual sensitive data on natural

persons. The natural link between auditor legislation and personal data is thus given by reference in

the 8th Directive to the Data Protection Directive. Like this, in the following we will analyze the

legislative framework of personal data processing in broader sense. We will apply a definition that goes

a bit further than the Directive, where personal data traditionally relates to natural persons (e.g. HR

information such as social identification numbers, salaries, sickness records, etc.). However, given the

mentioning in the 8th Directive we will take for granted that the processing of audit documentation in

international audits is also subject to the Directive.
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Chapter IV of the Directive prohibits the exchange of personal data with other countries, unless some

specific conditions have been fulfilled. The underlying principles are presented in Article 25 (only

relevant paragraphs are mentioned):

1. The Member States shall provide that the transfer to a third country of personal data which are

undergoing processing or are intended for processing after transfer may take place only if,

without prejudice to compliance with the national provisions adopted pursuant to the other

provisions of this Directive, the third country in question ensures an adequate level of

protection.

2. The adequacy of the level of protection afforded by a third country shall be assessed in the light

of all the circumstances surrounding a data transfer operation or set of data transfer

operations; particular consideration shall be given to the nature of the data, the purpose and

duration of the proposed processing operation or operations, the country of origin and country

of final destination, the rules of law, both general and sectorial, in force in the third country in

question and the professional rules and security measures which are complied with in that

country.

The consequence of the ultimate governing by the Data Protection Directive is that the auditors should

be aware, that even if they find that the data processing to a third country could be allowed according

to Chapter IV, should the audit documentation contain any personal data, the transaction is subject to

the Data Protection Directive in its entirety and not just the regulations of Chapter IV.

Article 26 continues by stating conditions for derogating from the principles in Article 25. Most

considerable for this thesis:

 the data subject shall have given his consent unambiguously to the proposed transfer (Article

26(1)(a)), or

 the transfer is necessary for the performance of a contract between the data subject and the

controller or the implementation of precontractual measures taken in response to the data

subject's request (Article 26(1)(b), or

 “A Member State may authorize a transfer … to a third country which does not ensure an

adequate level of protection …, where the controller adduces adequate safeguards with respect
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to the protection of the privacy and fundamental rights and freedoms of individuals and as

regards the exercise of the corresponding rights…” (Article 26(2)).

As discussed above, the process of confidential data of the audit clients are subject to Chapter IV of the

Data Protection Directive. The easiest way of course would be to get the consent of the audit client to

transfer the data abroad according to paragraph Article 26(1)(a). It is questionable whether the auditor

could rely on Article 26(1)(b) and argue that the data transfer is necessary for the auditor to fulfill his

role as auditor for the audit client. Also, Jensen et al. (2009) do not present this way of derogating

profound principles of Article 25, and we hence do not find this possible. There against, referring to

the discussion on breach of confidentiality under the section on the Statutory Audit Directive, Jensen

et al. (2009) explicitly states that to derogate from the Article 25 principles, the auditor should obtain

the audit client’s consent. Moreover, we refer to the Sarbanes Oxley Act verdict presented below, which

neither allows for the exchange of audit documentation, etc. to the USA. The means of Article 26(2)

will require an approval of the DDPA, and again since the statutory audits and audits for group

purposes has already been negotiated with the audit client, it may be easiest to obtain the audit client’s

consent.

Looking further outside that EU borders, Holder & Grimes (2007) took on to compare data privacy

protection laws in the two unions, USA and EU, and the two “most prominent destinations for

business outsourcing”, India and the Philippines. The scholars found that only EU, which has a strong

legacy for securing its citizens’ sensitive personal data, has passed legislation designed exactly for that

purpose. USA instead has a patchwork of different laws which concerted gives the Americans some

sort high protection. That is mainly due to the respective states having implemented their own laws to

compensate for flawed federal regulating.

Though we use this debate to discuss the opportunities and obstacles for the auditors, the debate is

perhaps even more important to audit clients. We need to assess and identify the data controller 14 and

the data processor15. According to Hodler & Grimes, many European companies question whether

retaining information abroad is even a problem. Their point is that the European company is the

14 Data controller shall mean the natural or legal person, public authority, agency or any other body which alone
or jointly with others determines the purposes and means of the processing of personal data (Directive
95/46/EC).
15 Data processor shall mean a natural or legal person, public authority, agency or any other body which
processes personal data on behalf of the controller (Directive 95/46/EC).
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actual data controller, whereas any shared service in India is a mere data processor, and can only

process personal data under instructions of the data controller. This puts India in a dilemma when

drawing up and developing their future data protection laws, as their perception of whether Indian

shared service centers are actual data controllers or mere data processors may affect European

legislation. In India, they would probably see themselves as more data controllers than data processors

as this ceteris paribus is more prestigious. However, if the Indian shared service centers eventually by

Indian law are defined as, or at least in some cases are defined as, data controllers, this could have

immense impact on the easiness, how, and to what extent, the European Companies can exploit their

Indian shared service centers.

Moreover, the ramifications of the above discussion would probably also influence auditors’

cooperation, especially in the case of a single component audit where the engagement auditor needs to

retain all documentation. If the European companies were correct, and the Indian shared service

centers under European law were mere data processors but under Indian law they were data

controllers, this would obviously have an effect. Both the European and the Indian authorities would

claim controlling rights and any exchange would be complicated.

Here, it is interesting to draw parallels to for instance the DDPA’s opinion on similar matters. On its

website, the DDPA provides guidance on various issues and of two of these issues is how due diligences

and mergers and acquisitions16 are regulated by the Danish Act on Processing on Personal Data:

For due diligences, the case has many parallels to our case and is hence interesting as it concerns a

(foreign) company which tries to drain a Danish data controller for confidential information and

personal data prior to an eventual acquisition. Quoting the Data Protective Directive Article 7(f), the

DDPA first finds that buyer and seller both have a legitimate interest in the data process which in turn

makes the process of non-sensitive data acceptable on condition that it is subject to confidentiality and

secrecy. Moreover, subject to the individual data subjects’ consent, the DDPA notes that also the

process of sensitive data is acceptable. The DDPA even adds that there may be specific conditions

present in each individual case which allows for data process also without the data subjects’ consent.

Finally, the DDPA notes that years’ practice in acquisitions have confirmed that companies may

change ownership without this is being viewed as process of data. The underlying assumption

16 The DDPA’s guidance on data processing in relation to mergers and acquisitions can be found here:
http://www.datatilsynet.dk/erhverv/virksomhedsoverdragelse/overdragelse-af-oplysninger/ [accessed 5th July
2014].
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apparently is that the data is embedded in the company. However, again there can be certain factors

which could modify this standpoint, and any decision must be taken on a case by case basis. In these

examples, it is probably irrelevant whether the data is being processed in a shared service center

abroad, it seems like the data controllers are the respective companies.

As mentioned earlier, maintaining personal data abroad (i.e. outside EU and EEA area) could be

subject to governmental approval. Here it is also possible to draw a parallel to the Danish Bookkeeping

Act, which states that keeping accounting records abroad is subject to the approval of the Danish

Business Authorities. This points towards Denmark has assessed that keeping accounting records

abroad is equivalent to not having the accounting records under the company’s control under Danish

Law, the auditors have an extended duty to report such a matter when signing the independent

auditor’s report, as management may incur liability. However, this rule may also have been drawn up

for strictly practical purposes in case the Danish Authorities should want to inspect the company and

its accounts.

It is hence, doubtful, how many countries, specifically of the famous shared service center cluster

countries that can live up to the adequacy threshold of the directive. Later, we will scrutinize the

verdict by the DDPA of whether the Danish audit companies are allowed to hand out information, not

only on the auditors and audit firm employees but also audit documentation and other documents. On

its website, the DDPA published “safe third countries” approved by the European Commission. It is

remarkable how few of the traditional clusters are listed on safe list, which should worry not only the

auditors but also the audit clients.

In addition, both Directives (i.e. the Data Protection Directive and the Statutory Audit Directive)

comment on the use of bilateral agreements for assessing adequacy of third country legislation.

However, many bilateral agreements instead of a unilateral agreement do not exactly facilitate for

maneuvering correctly. Especially this aspect has aroused the public oversight boards’ interest in the

transnational auditor collaborations (Daugherty & Dickins 2009). An example of a bilateral agreement

is the EU-USA mutual agreement called the Safe Harbor Privacy Principles; the review of which, is

beyond the scope of this project.
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3.5.3 Danish response to the Sarbanes Oxley Act

So far we have examined the Data Protection Directive quite theoretically. However, directly applicable

to our case in 2004, the DDPA, gave a verdict following the Sarbanes Oxley Act (Datatilsynet 2004).

The decision followed FSR - Danish Auditors’ approach to the DDPA to have a draft declaration of

consent approved to process the following specific data to PCAOB:

1. Information about employed auditors’ involvement in pending and completed trials within the

last five years where the ruling goes against the audit firm/responsible auditor.

2. Information about employed auditor’s involvement in pending and completed civil actions and

alternative dispute resolution cases, which are started by governmental agencies following

finished audit work, and cases completed within the last five years where the ruling goes

against the audit firm/responsible auditor.

3. Information about employed auditor’s involvement in pending and completed administrative

and disciplinary proceedings which are started following finished audit work, and proceedings

completed within the last five years where the ruling goes against the audit firm/responsible

auditor - particularly proceedings processed at the Accounting Practices Board

(Revisornævnet).

4. Information about employed auditor’s involvement in pending civil which are started by

private individuals following finished audit work.

5. Information about eventual disagreements between the employed auditor and the audit client

whose shares are listed in USA.

In addition to this, the audit firms and the employed auditors must undertake to deliver additional

audit documentation and testify should PCAOB find it necessary.

The DDPA’s verdict was negative to FSR - Danish Auditors’ inquiry, and hence, the Danish auditors

were not allowed to process any information to the PCAOB:

First, the DDPA came to the conclusion that the processing of audit documentation and testimonies

was governed by the Danish Personal Data Act. This meant that the audit firms are not only

responsible for eventual personal data but also confidential company data. Any unauthorized (see

below) disclosure of information would thus be a breach of the auditors’ professional secrecy. This
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point by the way is substantiated also in the Danish Accountants Act, where Jensen et al. (2009) also

note that the processing of audit documentation is subject to auditor’s professional secrecy duties.

Second, coming to the same conclusions as our analysis of the Data Protection Directive above, the

DDPA found that any processing of such data as mentioned above would be possible, only with the

data subjects’ explicit consent on certain conditions. However, even though the data subjects would

give such a consent, the DDPA still cannot authorize data processing to the PCAOB on the following

grounds:

1. De facto, the consent is irrevocable because the PCAOB cannot control the data after it has

been published on its website,

2. The information collected is for the purpose of disclosing on the PCAOB homepage, and hence

not only a processing to a USA authority. Equivalent information are not public in Denmark

and thus the DDPA finds the purpose of the data collection is in contravention of the basic

principles of the Act on Processing of Personal Data even if the data subject should give their

full consent.

3. Finally, the PCAOB has not informed whether procedures and controls are in place to rectify

information or to delete any erroneous or misleading information, if needed.

Since 2004, a lot of water has flowed under the bridge and the first bilateral consents with EU

countries have been given and inspections conducted. These countries are among the largest countries

in the EU and are all subject to the same Data Protection Directive as Denmark. We have not been able

to identify any progress in Denmark’s official opinion on this matter, however, this verdict is 10 years

old and it seems plausible that the information exchange could be tested again in the near future, the

other EU countries’ consent taken into consideration. Also, to reach its conclusion, the DDPA sets up

some assumptions that today, either there must be empirical evidence to substantiate or reject or the

PCAOB’s procedures may have changed to please the other nations.

All in all, the ramifications of the DDPA ruling are broad. It seems obvious that the conclusions are

also applicable to not only data processing to regulators in other jurisdictions but also exchange of

audit documentation in general. The Sarbanes Oxley Act verdict of DDPA explicitly puts audit

documentation on an equal footing as personal data and prohibits this exchange.
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This put together with the ISA requirements and other legislation, e.g. Directive 2006/43/EC may

seem irreconcilable. Also, if we look at the UK and the Swiss regulators letters to their respective

regulees, they clearly state that for single component audits, the audit documentation should be

available in their entirety, at the engagement partner’s office upon request. But how is this possible if

the data processing is prohibited by data protection laws?

3.6 Audit regulators’ responses

Our vast search for audit regulators’ response to the audit of letterbox companies, which encompassed

Denmark, the UK, Germany, the Netherlands, France and Spain, encountered difficulties; only the

regulatory authorities of UK and Switzerland have sent actual guidelines for their local audit firms.

Moreover, simple google searches or searches on EBSCOhost for keywords like “US”, “letterbox

companies”, “audits”, and “PCAOB”, etc. in various forms are without relevant results. The nil-results

puzzles us and it seems weird that the American regulators have not officially responded or reacted to

what other countries’ regulators have found problematic. The reason for this may be the very liberal

audit requirements in USA17. One characteristic of the letterbox companies is that they are usually not

dependent on external financing and thus there is no reason for audits for letterbox companies in USA.

3.6.1 The UK and Swiss regulators

Following the 2012 inspections, the UK Financial apparently felt a need to clarify responsibilities in

group audits. On 30 May 2013, a letter was sent out to all auditors specifying that the requirements of

ISA 600 and ISA 220 should be applied to the audit of letterbox companies (FRC 2013b). Also the

Swiss regulators in 2013 felt an urge to guide their regulees on the topic of letterbox audits (FAOA

2013). Again the application of ISA 600 and ISA 220 but also ISA 230 is emphasized. Moreover, both

regulators and the German regulators (APAK 2012) have specifically stated that the audit of letterbox

companies or the level of involvement of the group auditor in the work performed by component

auditors is a key issue to address.

The conclusions of FRC (2013b) and FAOA (2013) were two-pronged and demanded of the auditors to

explicitly understand whether they were conducting group audits in accordance with ISA 600 or

17 There are essentially no audit requirements for American companies except for publicly listed companies.
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single-component audits. The two regulators letters are almost identical in terms of conclusions and

we will present the collectively.

First, they explicitly define components in accordance with the ISAs and gives examples of

components being e.g. divisions or branches. In this way, the definition of a component is much in line

with our discussion above, and the conclusion similar: if there is only one component ISA 600 is not

applicable. However, if ISA 600 is applicable then the regular audit work connected with the special

considerations of ISA 600 should be conducted. Here, the regulators especially mention planning and

understanding of components and component auditors but also consolidation; especially, in groups

with significant sub-consolidation.

Second, the regulators explicitly reminded the auditors of the requirements in single-component

audits. In their view, geographic distributed teams do not set aside the application of the basic

governing ISAs as ISA 200 and ISA 230. As such, the FRC which is also based in the EU notes that in

single-component audits, all audit documentation pertains to the engagement auditor. They also note

that though some firms have tried with inter-office opinions to form audit documentation, this cannot

substitute for overseas audit team members forming part of an integrated audit team, supervised by

and reporting to the engagement partner. Finally, the FRC notes that terms like signing firm and

performing firm is inappropriate and not in line with the ISAs.

3.6.2 Synthesis on audit regulators’ responses

We note that the public regulator opinions accounted for above, all in all follows along the lines of our

analysis. Importantly, they bring forward their view on what constitutes a component: if the audit

essentially consists of one component then ISA 600 does not apply. It would have been interesting if

the regulators so kindly would have stated in greater detail the borderline between components and

offshores activities encompassed by the home component. However, referring back to our analysis on

defining a component, we note that the FRC’s examples (divisions and branches) lean towards regular

activities and not just maintaining and processing of administrative and financial systems. Finally, We

presume that the FRC has consulted both the European Data Protecting Directive and significant

international Data Protecting Laws when claiming all audit documentation to the UK in single

component audits, and we hence find that this taps in on our discussion above on transnational access.

It indicates that financial data in overseas shared service centers in fact does belong to the companies

and the service centers.
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4. How should letterbox audits be regulated in the future?

In this chapter we will discuss the implications of our literature review, we will relate our findings

on audit quality, proximity and audit review to the globalization of audit setups. Then, we will look

into the short term perspectives of the emergence of letterbox audits, where we will take a practical

approach to how auditors can navigate within the current regulatory framework for letterbox

audits. Finally, we will look at the long term perspectives, and we will discuss how letterbox audits

could be regulated in the future, and we will propose three possible outcomes: A revision of ISA 600,

a specific standard on letterbox audits and a general standard on using the work of another auditor.

4.1 The role of audit quality and proximity in the globalization of audits

In this section, we will highlight our key findings from our literature review and discuss their

application to a globalized audit setup.

Based on our review of theory, we could put up a rather bold statement that proximity is good. The

amount of articles and the overall picture just happens to point towards a positive relationship

between audit quality and proximity between the auditor and audit clients but also between the

reviewer and the reviewees. We also found however that the Big 4 quality control systems effectively

moderate for the systemic risk that greater distances impose. As stated in our Methodology, we have

limited ourselves to only investigating Big 4 companies, but we will for the sake of a sound and

detailed discussion go easy on this limitation. It does also seem naïve to think that the findings that we

have come to, and the obstacles and opportunities that we will discuss eventually will not have an

effect also on smaller audit firms. Perhaps the evolution within globalization is driven by the big MNEs

but eventually the impact will reach SMEs as well.

But why is the positive correlation between audit quality and proximity important? We think that

many people within the business environment could agree that it would be glorious if globalization

could just take its course towards flexible setups and exploitation of low wage jobs. However, the

auditor’s main role is to mitigate for agency costs in society and verify financial data for the

stakeholders of a focal company in the jurisdiction(s) in which he is certified or practices. We have to
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keep in mind that the auditor is first and foremost a guarantor for reliable financial reporting; the

better the audit quality, the lower the transaction costs and financial risks in society.

Our review of audit quality in this context yielded some other interesting results as well. Collectively

our review on literature highlighted that parameters as knowing your audit client, its industry,

environment and context was key to delivering better quality audits. Better quality which could be

quantified in terms of diminishing abnormal accruals and beating of earnings expectations. This

finding seen in the light of the results we saw on knowledge exchange and interpersonal relationships

is interesting. Following the ramifications of the proximity to audit client discussion, we suggest that

this mechanism is due to locals adding value. To properly understand your audit client, its staff and its

operations in their context, you need locals to decode the information obtained and the

communications with the client.

So what does this mean? Should all audits be conducted only by local auditors? Obviously, that train is

long gone. Shared service centers have emerged and are an integrated part of a lot of group audits.

Every day engagement auditors place great reliance on the work on controls in shared service centers

in accordance with ISAE 3402 assurance reports. However, the inputs the individual auditors receive

from these reports are merely procedural. Up until recently, the actual audit procedures were

conducted by locals who knew and could see the client in its local context in opposition to its global

context. Essentially, to the group audit a component is just another component, but to the component

auditor, the component constitutes his whole audit.

These opposing developments are why our study is so interesting and what has kept us motivated

throughout the whole process. The letterbox audits are present and their number is only likely to rise.

So what should we take with us? We see two perspectives: a short-term and a long-term perspective.

The short-term perspective assumes everything remains as is and the long-term perspective starts

molding different aspects to indicate different future scenarios, the conclusions of which should be

interesting for everybody interested in securing (flexible) audit setups for the future.

4.2 Short-term perspectives on letterbox audits

In the short run, we see a range of interesting topics that auditors must deal with when conducting

letterbox audits in practice. This includes ensuring: The use of the right ISA, a critical review of the
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work conducted by other auditor, engaging in the work of the engagement team and performing

auditor, and investing in the relationship between the two auditors. Moreover the auditor must

ensure proper audit documentation. These topics will be discussed in the following sections.

4.2.1 Ensuring the use of the right ISA

As our analysis have underpinned, the line between applying single-component or group audit

standards to letterbox audits is unclear and subject to immense professional judgment. Accordingly,

the engagement auditor should ensure that the audit documentation properly reflects the

considerations behind choosing one setup or the other, especially in case of a quality review of

inspection. The safest outcome would be for the signing auditor to insist on a single-component audit,

however this may not be what the clients wants or needs and signing auditor may not be able to

control this. All client communication is handled by the performing auditor and hence the strength is

skewed towards the performing auditor. Additionally, the single-component solution may not be what

the performing auditor wants. Structuring each engagement in which he is the performing auditor as a

single-component audit instead may impede the economies of scale budgeted. Without going into

details with how test of details, etc. can be performed, it is not unlikely that the performing auditor

documents his work collectively and thus easy issuance of inter-office opinions would facilitate this

setup.

The reason why the single-component audit solution is the “safe” choice is because this should ensure

that all audit documentation is kept with the signing auditor. In this way, the local authorities would

have strong controls on ensuring that audit quality was not affected and would be able to inspect the

companies and charge auditors for eventual malpractice. Turning towards the ISA 600 the signing

auditor shall assure himself that he as a minimum has reviewed significant risks and components.

However, in the letterbox audits there is only likely to be one significant component, this would mean

that performing auditor would want to review this and probably put significant efforts into it. Using

our illustrative example, before the signing auditor reviews, the work has already been reviewed by the

performing junior team member at Auditor Y and his senior. Then, another junior at Auditor Z will

perform a review, and finally the signing auditor Z will review the work, before signing the audit

opinion. The question is if that is actually more efficient? The alternative is the single-component audit

where everything is kept at Auditor Z. This would of course also demand involvement at Company Z

but as we have previously demonstrated, it is inevitable in both cases. The strength of the single-

component solution is that you would cut out a lot of the inter-auditor communication, especially the



86

ones performed now to live up to the stipulations of ISA 600. For instance, it seems illogical that

Auditor Z will have to issue instructions to Auditor Y as if the group audit was initiated by him, when

in fact we have seen that the strength and client relationship lies with Auditor Y.

Perhaps at Auditor Y an integrated audit team would not be the most resource efficient solution, but it

would be interesting to see how much time would be saved coordinating inter-auditor access, pro-

forma communication, etc. when added up all the letterbox audits in an MNE.

4.2.2 Ensuring a critical review

As established prior in the paper, the signing auditor’s responsibility is unambiguous. From the

conclusion of the literature on review and audit quality and proximity, we found that key points for a

good and valuable review (i.e. risk of not detecting a wrong conclusion is low) includes being close to

the reviewee and knowing him well. Plus the review process gets more efficient. We also found that in

nature a critical review is difficult to conduct even for experienced personnel; reviewers tend to believe

what they’re being told, especially because in audit documentation positive sides of a problem tend to

outweigh the negative sides in numbers.

Hence, the signing auditor should consider who, what and when he will be involved in the review. At

the signing auditor’s office, we will most likely see junior staff conducting the review first and

ultimately presenting the signing auditor with his findings of the most significant issues, however

based on what he is presented with from the performing auditor’s office. As the performing office’s

senior staff is likely to be more experienced than the signing office junior staff, there is an elevated risk

of manipulating documentation for acceptance at signing office, especially if it comes to follow-up

questions during the review. Of course there is the option of the signing auditor reviewing all the

documentation (subject to some sort of materiality level) but the engagement will quickly grow too big

for this to be efficient or even likely in practice. As a consequence, we find that being aware of the

dynamics concerning the conductance of a review and communicating them clearly to the reviewing

staff at the signing auditor may help the team to overcome this risk and heighten review quality. Also,

the signing auditor should make sure that reviews are being conducted along the course of the audit.

By doing so, there is plenty of time and possibility to alter direction which can be helpful. To that we

may add that this is also an ISA 230 requirement, and for ISA 600 a requirement to be involved in

significant components.
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4.2.3 Engaging in the work of the engagement team or the performing auditor

The ending of the prior section naturally leads us to this section, where we will discuss the grounds for

engaging in the work of the integrated audit team or the performing auditor team. The choice between

integrated audit team or performing auditor, i.e. the component auditor, is dependent on the initial

analysis of the audit client and whether ISA 600 applies. However, applied to our illustrative case, the

actions are quite alike due to the significance of the Company Y in our case.

It follows directly of ISA 600 that group auditor, no matter if he de facto is with power in client

relations, should be involved in significant components. In the letterbox company in our case the

component is significant and involvement is hence inevitable. This fact is important to communicate

to both group and component auditor. ISA 600 is designed for use by the group auditor and does not

govern component auditors directly. It does, however, mention what the group auditors should be able

to expect from the component auditor but, again, ISA 600 is not directly binding for the components.

However following the discussion on the implementation of the 8th Directive in Denmark, the ISAs are

considered good auditing practice. The question then is what legal binding good auditing practice has.

This would probably need to be tried at some authority. To the best of our knowledge, no such cases

where component auditors are being tried for non-complying in a group audit have been brought

forward. This might be because component auditors actually do cooperate; they are highly skilled

professionals with integrity, and such cases would probably be solved intra-firm instead of involving

public awareness.

Should it be determined that ISA 600 is not applicable then this means that the signing auditor should

maintain the audit file in accordance with the ISAs and any conventional audit. At least in the Big 4

companies, modern audit programs facilitate international audit teams and cross-border works. The

theory as we have lain out above even suggests that this may be beneficial, combining locals and

international staff on the engagement teams. At the same team we may tap into muddy water,

however. By opening up your engagement teams, you also become vulnerable to exposure for public

contempt within the Big 4 organization.

4.2.4 Ensuring proper audit documentation

We will introduce this aspect by summing up our findings on audit documentation: In general, audit

documentation should live up to the standards of ISA 230. Single-component audits need to have all

documentation available locally, while group auditors need only obtain audit documentation on
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significant components (in addition to the documentation on their working on the group including

understanding the group, its components, etc.). Additionally, the group auditors need to familiarize

themselves with domestic and component data privacy laws.

Regarding single-component audits, the FRC and FAOA reports presented in chapter 3 found that

even for integrated audits, proper documentation was not in place at the signing auditor’s office.

Instead he relied on an auditor’s opinions from the component auditor. It is unlikely that the signing

auditor deliberately neglected the documentation requirements, but this implies that it is difficult to

steer through ISAs, audit legislation and personal data legislation. This only enforces our point that

the most secure interpretation at this point is to consider the letterbox audits single-component audits.

Should it essentially be an ISA 600 audit in accordance with our analysis, then both group and

component auditor should consider the special requirements. This includes awareness of the

requirements for auditors within the EU to obtain documentation from outside the EU. Basically, the

group auditor should assure himself that he has unconditional and unrestricted access to the audit

documentation but how is this regulated in practice? Say after a couple of years you need to access the

audit documentation for some reason, but the component auditor has left the audit network he was

once part of or the majority of the company merged into another network18? One may say that this is a

rare case, and it probably is. Nonetheless it’s highly relevant right now. This will probably not be a

problem, and eventually the companies will find a way to work around obstacles posed by national

legislation in cooperation with the local authorities. However, the reason why the authorities are so

keen on obtaining audit documentation might be due to the way the audit firms are structured. All of

the national Big 4 firms state that they are only responsible for their own deliveries, and cannot be

held responsible for other member firms’ responsibilities. Thus the member firms are not jointly nor

severally liable. Accordingly, the local regulators insist that the local firms should not be released of

the responsibility or be able to rely on some foreign country’s legislation.

From the component auditors’ perspective, they will probably need to deliver audit documentation to

the group auditor. Accordingly, it is their responsibility that confidentiality clauses and data protection

legislation are upheld. In order to ease the process of the audit documentation and still comply with

eventual restrictions especially on personal data, the component could consider for instance what

18 This is actually the case in Denmark where the majority of the partner in KPMG annulled their contract with
the KPMG network to become part of the EY network.
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actually needs be documented. In our view, in order to comply with ISA 230 you would be able to

document for example personal data on an anonymized basis.

Additionally, all this essentially comes down to who actually owns the data. As pinpointed earlier, it

seems like the Danish approach is ambiguous: the Bookkeeping Act implies that financial data abroad

is out of the focal company’s controls, whereas the DDPA’s interpretation of the Danish Data

Protection Act implies that the data belongs to the focal company. The 8h Directive is difficult to turn

to, since by reading it, it seems it was drawn up with a conventional group audit in mind and not with

examples of maintaining financial data abroad. However, the assumption in the relevant Articles is

that components outside EU own the data and as such bilateral agreements are deemed necessary in

accordance with Article 47. Should the financial data effectively belong to the audit client, then there

should be no problem with obtaining or processing the data, as it ultimately belongs to the signing

audit partner. Finally, it seems like this judgment must be assessed on a case by case basis, as it

depends on the local juridical conditions, which can be quite underdeveloped. Accordingly, this means

that all auditors should familiarize themselves with local personal data securement legislation in order

to be able to give proper advice to the audit clients but also in order to coordinate e.g. letterbox audits

with foreign auditors. No matter what, the development of bi- and multilateral agreements will be

interesting to follow the coming years. However, it is the responsibility of the regulators, standard

setters, auditor associations and the respective governments to design standards and legislation that

complement each other instead of contradicting.

4.2.5 Investing in the relationship between the two auditors

Another reason for why engaging time and efforts in the group auditor/component auditor or

performing auditor/signing auditor relationship is highly due to the negative relationship between

proximity and audit quality. Multiple interactions may create the weak ties advocated for in Chapter 2,

which in turn can provide for better knowledge flow. Probably, the need is mediocre for audits of

regular audit clients but imagine a financially distressed client, or perhaps a client where management

incentives for fraud are significant due to e.g. incentives based remuneration. In such cases, the

performing auditor would probably need to confer with the local auditor. This could be either due to

the more theoretical aspects as already elaborated on or also plane practical circumstances, e.g.

communications with bank and credit facilities within opening hours, physical observations of

inventories, significant changes in the macroeconomic conditions, etc.
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Moreover, the “strong” auditor (i.e. the auditor with the main client contact) in the auditor/client

relationship also needs to ensure that the “weak” auditor is on the team. In our case, Auditor Y is

dependent on Auditor Z eventually facilitating a smooth review and delivering on time, and not to

forget, actually being willing to sign the auditor’s report based on his review. It is not hard to imagine

that Auditor Z probably will not prioritize our case company in point as substantial responsibilities of

the audit has been lifted from and ownership of the client lies with Auditor Y. For those practical

reasons engagement in general between the auditors can prove priceless.

4.3 Long-term perspectives on letterbox audits

In this section we will discuss the long term perspectives of letterbox audits, and we will speculate as

to how a future letterbox setup could look like.

First, we will discuss how future regulation of letterbox audits could be designed. We will discuss

how ISA 600 could be revised, and the possibility of a “specific” letterbox standard, and what such a

standard might comprise. We will discuss the need of a general standard to guide auditors in the use

of the work of another auditor, and whether it would make sense to allow a reference to another

auditor’s work.

Finally, we will discuss how the audit industry can navigate in the future in the ever changing

landscape of corporate structures.

4.3.1 How could ISA 600 be revised?

As previously stated, it is recognized by IAASB that it must be scrutinized if ISA 600 does apply to a

letterbox audit setup, and it is hinted that the standard might have to be revised once again. (IAASB

2014). In this section, we will discuss two specific points that we believe such a revision could entail.

As we have already mentioned, the definition of a component would most likely need to be revised or

at least supported by clearer guidance. As we stated, it seems that we can only make a negative

delimitation of component as it is, i.e. when it is an internal audit function or when it is a shared

service center, based on their respective definitions. Despite these delimitations, there still seems to be

shades of gray between the definition of a component and a shared service center. Hence, this would

be one specific point calling for clarification. Another point could be to direct the definition of
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components towards that applied when drawing up legal structures instead of business structures. On

the other hand, this goes against the principle of defining a group in an audit sense rather than in a

legal sense, and one might overlook significant entities if the identification of significant components

were based merely on a legal structure. Another option would be to define a component more of the

likes of organizational theory, with production functions and supporting functions, which might imply

that some supporting functions, like for instance our case, where financial administration is managed

elsewhere, could be defined as shared service centers rather than components. Again, we must

underscore that this naturally depends on the setup at hand.

These are just some possibilities for redefining components, however, another solution would be to

make more guidance on when the function of an entity becomes so small that it is a triviality to define

it as a component.

Another point that would be relevant to introduce in a revised version of ISA 600, would be to have the

group auditor assess the size of his share of the audit. Following the standard, the auditor must, prior

to accepting the engagement, determine whether sufficient appropriate audit evidence can be

obtained, and especially when involving a component auditor. As such, initial considerations are

already required with regards to audit evidence. However, these considerations might be

supplemented by an initial evaluation of the group auditor’s share of the audit, to clarify the degree to

which he bases his opinion on the work of others.

In practice we imagine that Big 4 networks have corporate policies prescribing how much of a group

audit the network must do by themselves to be willing to act as group auditor. Such policy would be a

safeguard against signing an audit opinion based primarily on the work of another network. So we

believe that such considerations are already made to some extent, so it should not impose a great

burden on companies to implement such a requirement.

Such a measure could for instance be based on a percentage of the balance or annual turnover that is

being audited by the group auditor or any other key measure. This is not to impose a threshold stating

that the group auditor must audit some minimum of the group, instead this should serve as a way of

bringing awareness to the degree the auditor relies on another auditor’s work. We believe this could be

important in the light of letterbox audits. Such a measure should be documented and the group

auditor’s considerations of how he will obtain sufficient appropriate evidence given the circumstances.

The documentation part of our suggestion would impose more work for the group auditor, but on the

other hand, such documentation and reflections on mitigating the risks of using the work of another

auditor might be of use, should it come to a case of quality control.
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4.3.2 How could a specific standard on letterbox audits look?

In this section we will present some of the elements that we think a specific standard on letterbox

audits should include. This presentation is by no means exhaustive and regards to e.g. materiality

should also be made in the development of such a standard. Given the focus on the use of another

auditor, our point of departure will be ISA 600 and further inspired by ISA 402 and ISA 610.

With regards to scope, naturally such a standard should apply to a letterbox setting, i.e. a situation

where a large part of a company’s economic activities take place outside the jurisdiction of the signing

auditor, and the audit of those activities are done by another auditor. Since no clear definition of a

letterbox company is recognized, it is difficult to make a clear scope that does not suffer the same

pitfalls as ISA 600, but at the same time embraces the diversity of letterbox companies, as

demonstrated by our scale. On the other hand, the aim of such a standard could also be the purest

form of a letterbox company, and it should thus be easier to define. Another alternative would be to

apply a definition of a letterbox company, where specific functions must be offshored. This would be in

line with the description adapted by IAASB (2014), where a letterbox company was one where

operations, accounting records and management are located in a different jurisdiction. On the other

hand, such an approach would include the risk of some hybrids being excluded from the definition.

This discussion underscores the difficulties of finding the right definition of a letterbox company and a

letterbox audit – just as we see that despite our criticism of the definition of a component in ISA 600,

it might be difficult to find something more suitable.

Naturally the main objective of such a standard would be similar to that of ISA 600: to determine

whether to act as signing auditor and to obtain sufficient appropriate audit evidence. But in our

opinion, such a standard should also entail an objective of ensuring sufficient audit documentation

from the performing auditor, since the audit is based on his work to such a large extent.

Just as in a conventional audit, the signing auditor must obtain an understanding of the company and

its environment, and as in a group audit, an understanding of the performing auditor. On top of this,

the signing auditor should obtain an understanding of the functions being offshored and the influence

on the amount of activity left in the parent company. As we proposed as a possible change to ISA 600,

we think that some analysis of the division of labor between the performing- and signing auditor
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should be made, and the signing auditor should document an overall audit strategy where he actively

relates to this division. Furthermore the nature of the client relationship should be documented; will

the point of contact primarily be the performing auditor, and when should direct contact be made

between the signing auditor and the company’s management?

On the account of communication with performing auditor, we think they should be similar to those of

ISA 600. On top of that, the performing auditor should confirm the division of labor between the two

and his understanding of how his work will be used. Moreover, the performing auditor should confirm

that signing auditor will have access to all necessary documentation (unless hindered by national

legislation), and that performing auditor will provide the relevant documentation of the

communication made with the management of the company.

Finally, since the signing auditor bears the full responsibility of the audit, while the performing auditor

conducts most of the work, we think that the optimal solution would be for the signing auditor to keep

a copy of the performing auditor’s documentation. However, since there might be limitations imposed

on data processing across borders by national legislation, and maybe also reluctance from the

performing auditor in handing over his entire documentation, such a requirement might be

impractical. Another solution would be to include the internal report from the performing auditor, and

a documentation of the signing auditor’s review of the report and his conclusions. Finally, the signing

auditor should document his evaluation of the obtained audit evidence, taking the division of labor

into consideration.

We now take this thought a step further: The cooperation between regulators is slowly but steady

developing, and the access to audit documentation in foreign jurisdiction is a part of PCAOB’s key

strategy. Say that years ahead this is reality and in order to uphold the audit quality in the independent

jurisdictions, regulators may with ease obtain other countries’ audit documentation. As a natural way

to cater for increased international use of another auditor’s work, we turn to the American standard,

AU-C 600, which allows for referencing another auditor’s work. Under certain situations we see that

this could effectively make the audit of letterbox companies more efficient, as the amount of double

audit would be less. This also falls perfectly in line with recent discussions in PCAOB, who considers

the disclosure of names of other firms or individuals that participated in the audit and the

percentage of the audit’s total hours these participants provided, subject to certain minimal

thresholds. The pitfall here would be the public perception of the audit quality when knowing how
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much or how little the group engagement auditor has actually performed on the audit. The

advantage would be that the public is not being deceived to believe that the whole audit was

actually in the hands of the group auditor.

Another interesting aspect could be to acknowledge the work of the performing auditor and

degrade the signing auditor’s work to a mere review standard of another auditor’s work: Following

the lines of the existing ISA, such a review standard could include understanding the group and

the components and their auditors, reviewing of audit documentation to assure compliance with

national GAAS, and finally compliance with other national law and regulation. Doing so and

including the performing or component auditor’s report could facilitate the movement in the

globalized accounting environment efficiently whilst anchoring quality to the national standards.

Also, the advantage of this is that the signing auditor will not take responsibility of auditor’s work

or a set of group financial statement, whilst only playing a miniscule part of the audit. Within the

EU for instance, where auditor regulation and minimum standards are uniform, we see this as a

good means to cater the future.

4.3.3 A general standard for using the work of another auditor

An alternative to revising ISA 600 or introducing a specific standard to regulate letterbox audits could

be to make a generalized standard similar to the former ISA 600 “Using the work of another auditor”.

Looking back at the former ISA 600, the standard defined two auditors, the principal auditor, the one

responsible for signing an audit opinion, and the other auditor, the one reporting on the financial

information of a component.

Much like suggested above, this standard had the principal auditor evaluate whether his own

participation would suffice for him to be able to act as principal auditor. Such an evaluation should

consider: materiality of the portion of the financial statements he audits himself, the degree of

knowledge of the component’s business, risks of material misstatements in the components audited by

the other auditor, and finally, the additional procedures he must perform on the components audited

by the other auditor.
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Looking at ISA 402, 600 and 610, the obtaining of an initial understanding of the other auditor is a

common denominator, when using the work of another auditor (ISA 402 (13), ISA 600 (19), ISA 610

(15)), however the degree of such an understanding varies. We would argue that some procedures

should be mandatory, such as understanding competence, and the compliance with ethical

requirements, while others might depend on the setup, e.g. understanding how much the principal

auditor could be involved in the work of another auditor.

As previously stated, the revised ISA 600 imposes no direct requirements on the component auditor,

but indirectly, by requiring the group auditor to request a confirmation of his cooperation from the

component auditor. Neither ISA 402 nor ISA 610 states any requirements, directly or indirectly on the

other auditor. In contrast, the previous ISA 600 prescribes that “The other auditor, knowing the

context in which the principal auditor will use the other auditor’s work, should cooperate with the

principal auditor.” (ISA 600 - Using the work of another auditor, (15)). We do not think that it is a

problem in practice to obtain the cooperation of the other auditor, so it might be perceived as

superfluous to include such a requirement. On the other hand, in cases where an auditor cannot

decline or withdraw from an engagement, it might serve as a safeguard that the other auditor also is

subject to a requirement of cooperation.

With regards to documentation, we find it reasonable that the principal auditor documents his review

of the work of another auditor. The necessity of a review of the working papers will vary with the

degree to which the principal auditor relies on the work of the other auditor. However, requirements to

the documentation of the review could be inspired by the requirements in ISA 610. This standard

requires documentation of who reviewed the working papers, when it was done and the extent of the

reviews. By imposing such a documentation requirement the principal auditor will once again be

forced to reflect on the degree to which he relies on the work of another auditor, and how he has

evaluated this work.

A standard on using the work of another auditor could provide general guidance on the topic, and

could as such be of use to the hybrids of corporate structures, where one is somewhere in between a

group audit and a shared service center audit. We believe that such a standard might provide for

enhanced audit quality by making an auditor address the degree to which he relies on the work of

another auditor, the effects of such reliance, and how unsolicited consequences, e.g. increased risk of

material misstatements, can be mitigated.
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4.4 Concluding remarks on the future of letterbox audits

One tangible outcome of our theory and analysis is the need for proper documentation and

information on letterbox companies. When we were introduced to the topic more than two years ago,

the letterbox audits were not even mentioned by name anywhere. Today, they are on the agenda at

various institutions. However, quality reports leave the impression that ordinary auditors are not

aware of the complexity of this setup. Even worse, in some cases letterbox audits are straight up

imposed on the auditors by the clients, who probably has even less idea about how their setups affect

the ways in which their audits can be conducted. We might therefore end up in a situation where

auditors, in their willingness to cater for their client’s different setups, “incriminate” themselves by

applying standards that were not made for such a case. We have seen letterbox audits emerge as a

consequence of the evolution of corporate structures, and we do not have any reason to believe that

this evolution will come to a halt anytime soon, so we feel certain that the conventional group audit

setup only will continue to be challenged from different sides.

Thus, we will recommend continuous communication and elucidation. First and foremost the audit

firms must take their responsibility seriously in applying standards correctly and also applying the

correct standards as pointed out by regulators. Additionally, when talking to clients, especially about

international organization of the groups and so forth, the auditors should inform the clients that some

setups that may be cost-efficient for the client in many ways, may be very complex and hence costly to

audit.
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5. Conclusion

In this thesis we have tried to shed some light on letterbox audits, with the goal of exploring how

letterbox audits challenge the existing institutional framework, and how regulatory shortcomings can

be remedied.

The point of departure for our analysis was a literature review on audit quality. In this we introduced

two paradigms within audit quality, the legal view and the continuum view, and Francis’ framework

for audit quality to form a foundation for understanding the different factors at stake. From this

framework, we chose to focus our analysis on the role of proximity and audit reviews in audit quality

given the geographically dispersed nature of letterbox audits. This topic has not been subject to much

research, so we presented a range of studies that established the role of proximity in other, related

settings.

We set out to determine the role of geographical proximity in audit quality, and we found that

proximity does influence audit quality. Then, we looked into a range of factors linking audit quality

and proximity. First, we found that having some specific knowledge about the client positively affects

audit quality. Second, we found similar dynamics for geographic proximity and local knowledge.

However, we also found that the effect is moderated by being a Big 4 company. Moreover, we found

many indications that local knowledge and being “close” facilitates the transfer of tacit knowledge. We

therefore conclude that geographic proximity matters to audit quality.

We abstained from looking into the effect of culture and ethics in our study, because we believe that

these factors were beyond the scope of our paper. We believe that a study on the role of culture in

transnational audits could provide for a whole master’s thesis in itself, but in our literature review we

have not found any specific studies linking audit quality and culture. With regards to ethics, we believe

that the risk of audit quality being compromised by differences in ethics is mitigated by intra-company

policies.

We feel confident concluding that these delimitations to our literature review have not affected our

overall findings, since this study primarily has formed a basis for our understanding of the underlying

elements in audit quality.
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We used the Big 4 companies as the background for our analysis of the implications of letterbox audits,

and our results might therefore not necessarily be applicable to small- or medium sized audit firms.

We do not think that this delimitation will have any practical consequences, since we find it unlikely

that bigger transnational audits will be conducted by such companies, however we will not exclude the

possibility of mid-tier audit firms experiencing letterbox setups as a result of client demand.

We have analyzed how ISAs regulate the audit of letterbox companies. ISA 600 was our point of

departure for this analysis, since it is applicable to cases where an auditor involves another auditor in

the audit of financial statements.

Given the great variety of letterbox companies we saw two extremes:

1. A scenario where literally all activities (i.e. key activities and supporting activities) are

offshored to another entity and only a letterbox remains in the country of registration, and

2. A scenario where essentially all administrative functions are performed in a different country

by a shared service center but all value-adding activities remain in the focal county.

From this we realized that some cases of letterbox audits were merely conventional single-component

audits with a shared service center. At the other end of the scale, it seemed obvious that the empty

letterbox company was governed by ISA 600, given the current regulatory framework. Looking further

into the cases in between the two extremes led us to examine the definition of a component in ISA

600, since ultimately this definition would govern, whether a given letterbox setup would fall within

the definition of a group audit.

Overall, we think that ISA 600 has adopted such a broad definition of components and groups that it

could virtually be applied to any minuscule company who offshores some business to a foreign entity.

On one hand, this very broad applicability leads to a great variety in the companies that falls within the

definition of a group. On the other hand, the standard has quite extensive and specific requirements to

the group auditor, which might not apply as well to the broad range of companies that have been

subjected to the standard. This is exemplified by the emergence of letterbox audits, where only

nuances in the organization determine whether ISA 600 applies or not. It was the intention of the

standard to streamline group audit practice, so in that regard it is successful, however we would argue
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that it is obtained at the expense of inefficiency in some corporate settings which in reality might not

need an ISA 600 audit or where an integrated audit would be more appropriate.

We set out to identify the legislative challenges to letterbox audits on a national and European level

with regards to data processing across borders. In Denmark data processing is governed by the laws

implementing EU directives, so in all material aspects the challenges turns out to be the same on a

national and European level. We realized that it is of utmost importance that auditors are aware of

when data is in fact personal data, and thus are subject to personal data protection laws. In the audit

documentation auditors may have incorporated obtained personal data, and the protection of this

cannot be set aside by audit regulations or good auditing practice. Consequently, the auditor has to

ascertain the protection of eventual personal data embedded in his files. We found that the auditor

should be aware of when a mere review or a memorandum of understanding will suffice instead of

processing documentation in order to avoid excessive processing of data. Thus, this calls for making a

clear distinction in the application of rules on auditor confidentiality and rules guarding processing of

personal data.

No international conventions govern data processing, so it must be handled on a case by case basis,

when documentation can be handed over to another auditor. This is therefore affected by whether or

not bi- or multilateral agreements are made with non-EU countries. Finally, a difficulty persists in

defining who in a legal sense is “data controller” and who is mere “data processor”; definitions which

are key to assessing who may process data across borders. Our overall conclusion is that there is a

strict practice in when personal data can be processed.

So how can standards and legislation be changed to adapt to the emergence of letterbox audits? Within

the framework of audit standards, we propose three possible ways of adapting to the emergence of new

corporate structures, especially letterbox companies. One could be to revise ISA 600 and to rethink the

definition of components to provide more guidance on identifying components in complex situations.

Another option would be to implement a specific standard on letterbox companies, where guidance

was provided on the special circumstances regarding the “bottom up” management of the audit, and

how a signing auditor should act when most of the client relationship is maintained by the performing

auditor. A third option would be to design a general standard, in line with the previous ISA 600, to

address general considerations regarding using the work of another auditor. Such a standard could for

instance entail a documentation requirement of an assessment of the division of labor and the degree
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to which the responsible auditor relies on the work of another auditor. The common denominator of

the three suggestions is the most important: The standard should guide a signing auditor in mitigating

the risks associated with a performing auditor conducting far most of the audit.

Finally, we conclude that there is a need for an ongoing dialogue between regulators and auditors,

addressing the difficulties encountered with the emergence of hybrids of known corporate structures.

The current regulation of auditors is challenged by globalization, and they should be addressed, not

only by issuing new standards of audit, but through a holistic approach that takes limitations on data

processing into consideration. Moreover it will be still more important to maintain an open dialogue

with clients on the difficulties that different corporate setups might impose on their audit and the

likely associated costs of such an audit.
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6. Perspectives

As previously stated, we came across the phenomenon of letterbox audits about two years ago, and

since then, it has been on the radar for quality inspections in some countries. Criticism has been put

forth over Big 4 auditor companies’ handling of such cases, and concerns have been raised over how to

deal with this setup.

It has been brought to the attention of IAASB by European audit regulators, among others, but IAASB

has not addressed these concerns yet. Now IAASB has taken action on letterbox audits, as it was

identified as a topic for prioritization in the proposed strategy and work program for 2015-2019 at the

meeting in June this year.

At the same time, a forecasted timetable was released, and from that we see that letterbox audits will

be discussed and recommendations will be made in December 2014. Other ISA 600 issues will be

discussed in March 2015, followed by the issuance of a discussion paper in June 2015. This paper will

be subject to a hearing process, and in December 2015 the responses will be reviewed. In conclusion,

we believe that in a best case scenario, clarifying recommendations on the conductance of letterbox

audits will be available at the end of the year, but in a worst case scenario, such recommendations

might not clarify the regulatory status of how to audit letterbox companies. In any case, the revision of

ISA 600 will not materialize before at the end of 2015 at the earliest, so there is no reason to suspect

that the current challenges or insecurities regarding the audit of hybrids of groups will be addressed

before that.
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