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ABSTRACT

The crux of audit work is the collection and the evaluation of evidence (Abou-
Seada and Abdel-Kader, 2003; Rittenberg et al., 2009). International auditing
standards suggest that the auditors should obtain evidence to support their
opinions (IFAC, 2010b). Thus, this study investigates the extent of sufficiency
and appropriateness of evidence obtained by Libyan auditors in the Libyan
context thus contributing to the knowledge of the auditing in developing Arab
countries. Particularly, this study examines the effects of the six selected
factors which are: source of evidence, directness of evidence, types of

evidence, professional and academic qualifications of the auditor, consistency
of evidence, and amount of evidence; on the audit evidence.

A mixed method approach was utilised in the study to gather a range of views
from all the professional groups involved in Libyan Auditing. Self-administered
questionnaires were used to collect data concerning the perceptions of
participants (external, internal, state auditors, and tax experts) regarding the
effect of the six selected factors on evidence. Statistical analysis was

undertaken on the resulting data and to test if the study hypotheses were
supported.

To confirm and support the questionnaire findings semi-structured interviews
were conducted with Libyan auditors. This process enhanced and supplemented

the questionnaire findings providing in-depth clarification and understanding of
the effects that the selected factors have on evidence obtained by Libyan

auditors. Content analysis was used to analyse the collected data from the
interviews.

The study found that the six factors create an impact on audit evidence. There
is a difference in perceptions in relation to evidence within the Libyan
professional auditing groups. Survey participants did not perceive any impact
from education, experience or gender yet interviewees supported literature in
relation to education and experience. Recommendations and implications for
Libyan professional practice have been developed from the literature and study

evidence. A key recommendation is the updating of Libyan legislation to
address the challenges auditors face in gathering audit evidence.
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CHAPTER ONE
INTRODUCTION TO THE RESEARCH



1.1Introduction and Background

This study aims to examine the sufficiency and appropriateness of audit
evidence obtained by Libyan auditors. Auditing is described as a sequential
process of evidence gathering and evaluation with the aim of giving an
independent opinion about the financial statements (Boynton and Johnson,

2005; Arens et al, 2006; Soltani, 2007). The American Accounting

Association’s Committee [AAA] on Basic Auditing Concepts defined auditing
as:

&

‘a systematic process of objectively obtaining and evaluating evidence
regarding assertions about economic actions and events to ascertain the

degree of correspondence between those assertions and established criteria
and communicating the results to interested users” (1972)

The evidence-obtaining and the evidence-evaluation processes are core
activities within an audit process (Abou-Seada and Abdel-Kader, 2003:
Rittenberg et al, 2009). Soltani (2007) added that audit evidence is the

substance of the audit process. Figure 1.1 on page 3 visually represents the

audit process including the collecting and determining of the audit evidence

process.

The objective of financial statements is to provide information about the
financial position, performance and changes in financial position of an entity to
its stakeholders. This financial information would be useful to a wide range of
users for the purpose of making economic decisions (International Financial
Reporting Standards [IFRS] Foundation, 2010). In 1973, the International

Accounting Standards Committee [IASC] issued the International Accounting



Standards [[ASs] to provide a standard level of financial reporting to enable the

needs of stakeholders to be met (IFAC, 2010a).

Figure 1.1: Overall of the audit process

Source: Boynton and Johnson (2005: 6)

The International Accounting Standards Board [IASB] developed from the

IASC (IFRS Foundation, 2010). The IASB in April 2001 reviewed and updated

the previously developed international standards to meet regulatory
requirements and further formalisation of accounting standards and procedures.

These updated standards are called the “International Financial Reporting

Standards [IFRS] (IFRS Foundation, 2010).

A second professional body the International Federation of Accountants
[IFAC] during the same period of time has also been working to ifnprove the
professional practice of its practitioners. This professional organisation was

founded 1n 1977 and aims to establish standards and guidance for professionals

in the various sectors of accountancy (IFAC, 2010a). This organisation has also



issued International Standards on Auditing [ISAs] whose purpose is to
establish standard practices and provide guidance on the objectives and general

principles governing the auditing of financial statements (IFAC, 2010a).

In recent years there have been significant changes to international auditing
standard-setting processes. These changes, reflected today in the standard-
setting activities of the IFAC, include greater direct public input into the
auditing process, more rigorous and transparent processes and international
public interest oversight (IFAC, 2010‘a). As part of the professional standards
development, the IFAC established the International Auditing Practices
Committee [IAPC] in 1978 which is now known as the International Auditing
and Assurance Standards Board [TAASB] (IAASB, 2007). In 2010, the IAASB
updated two standards in relation to audit evidence (IFAC, 2010b). These two

standards are: ISA 500 ‘Audit Evidence’ and ISA 501 ‘Audit Evidence-

Additional Considerations for Specific Items’ (IFAC, 2010b). The ISA 500

requires the auditors to meet an expected minimum standard in relation to the
audit evidence that they gather and base their professional opinion upon (IFAC,
2010b). This evidence must be assessed by the auditor using a range of tests
that assess the control systems in place along with substantive tests of
transactions and balances. The second standard ISA 501 provides additional
guidance to support ISA 500 so that auditors have examples along with defined
testing criterta for specific items (IFAC, 2010b). The specific items discussed
in ISA 501 include evidence for financial statements account balances and

disclosures (IFAC, 2010b). The IFAC (2010) Handbook within ISA 501 also

covers explicit examples of disclosure items which include: physical inventory



counting, litigation and claims, long-term investments, and segment

information.

With the rising internationalisation of economic trade, accounting and auditing
system must be up to dated (Zeghal and Mhedhbi, 2006). As a result of the
increasing popularity of participating in the global economy investors are
becoming increasingly interested in emerging markets as they present a
diversification opportunity according to Levich (2001). A side effect of

working in a new or emerging environment is that integration of local and
international accounting practices including the audit process, needs to be
considered. Michas (2010) highlights that, in emerging market countries, there
are often deficiencies in the auditing and accounting practices. These countries
may not have basic audit rules and legislation in place and it is important for
Investors to consider the risk impact that this lack of specific rules and

regulation places on their venture into these new markets (Michas, 2010).

Investors consider the risk that the lack of policy and practice infrastructure
represent and may be reluctant to invest if the developing country is not
attempting to address the basic policy infrastructure for accounting and

auditing which are more commonly found in developed countries (Michas,

2010).

Part of the rationale as to why international organisations encourage the

adoption of ISA, IAS and IFRS is that it helps the organisations feel that their

investment is protected as these standards provide rigorous verification



opportunities for stakeholder assessments of investment performance (Carson

- and Dowling, 2010).

Caster and Pincus (1996) through to Glover et al. (2004), McDaniel and
Simmons (2007), Kaplan ef al. (2008), Missah (2008), William et al. (2009)
and Ohta (2009) all raise concerns about the need for accurate and scrupulous

evidence to support the audit process including the final audit opinion report.

Academics and professional organisations have mostly focused on identifying
how audit evidence is perceived by the different interested parties or
stakeholders involved in the audit process (Abou-Seada and Abdel-Kader,
2003; McDaniel & Simmons, 2007), what factors might influence the audit
process (Glover et al., 2004; Kaplan et al, 2008), and assessing the impact of

auditors upon quality and quantity of evidence (Gronewold, 2006). The
resulting professional opinion report from the audit process needs to be

trustworthy and considered valid with the suitable use of evidence to support

the opinion developed (IFAC, 2010b).

Bentham’s (1827) theory of persuasiveness of evidence is still a fundamental

underpinning notion in relation to evidence (Caster and Pincus 1996) but it is

not the only fundamental philosophy which has influenced the development of

concepts and practices in relation to evidence. The source, the directness, the
consistency, and the amount of evidence were derived from Bentham’s theory
of the persuasiveness of evidence (for more details see Chapter 3, section

3.5.3). However, Caster and Pincus (1996) point out Bentham'’s theory did not

deal with the important issues such as the structure of the audit evidence and



the characteristics of the auditor (e.g. experience, knowledge). This deficiency

in addressing issues such as the experience of the auditor according to

Hollingshead (1996) and Gronewold (2006) are areas which need to be

explored to improve the professional practice of auditors. The relationship

between these factors is described in Figure 1.2 below.

Figure 1.2: The study factors
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When examining at the above model Figure 1.2 it is important to note that all the

factors interact with each other to affect the sufficiency and appropriateness of the

evidence. The ISA 500 attempts to address these various factors to improve the

professionalism and the consistency of evidence (IFAC, 2010b). The supporting

guidance, ISA 501 provides additional detailed guidance to auditors to enable

them to address specific issues where they may run into difficulties when

undertaking an audit process (IFAC, 2010b).



1.2 Justification and Rational for This Research

There are a number of reasons why the research is necessary. First, emerging
market economies are becoming more integrated into the global economy as a
whole and have become more important to investors worldwide in recent years.
The share of global economic output generated by emerging markets is

currently just below 50 percent and rising (Francis and Wang, 2008). This has
highlighted the increasing importance emerging market economies are playing
in the global business environment and signals a need for additional academic
resear;h that investigates the audit process in these countries (Michas, 2010).
Prior to the 1960s, the Libyan economy was predominately agricultural. With
the development of the exploration for oil and gas (hydrocarbon) into full
production facilities the economy of Libya changed. The income from oil was
used to support the provision of infrastructure services and facilities (Salama

and Flanagan, 2005). This provision of infrastructure and communication of

ideas with the rest of the world was constrained during the political challenges
of the United Nations [UN] sanctions due to Libya’s isolation from the rest of
the world (Salama and Flanagan, 2005; UN, 2007). The UN sanctions on Libya

finally lifted in 2003 and as a result the national economy underwent rapid

change (UN, 2007).

While the external national politics was effecting the development of Libya,
there have also been some major internal changes to Libya’s economic

structure and policies in the last twenty years (Almajberi, 2003).



With the political infrastructure changes there has been a move to alter the
economic structure of Libya. One of the reasons why the Libyan government
has adapted its policies and is encouraging the development of new industry
sectors 1s the realisation that the economic structure was too dependent on the
oil revenues and these were finite (Fayad, 2006). An indication in the change in
government policy can be found in the Development Plans which have been
introduced since 2001 according to Fayad (2006). To encourage the move from

state ownership and development of privatisation the General People’s

Committee [GPC] has undertaken a number of legislative changes which has

included the establishment of the Libyan Stock Exchange [LSE] (GPC, 2005).

The establishment of the LSE was an important policy action to encourage
foreign investors to participate in the Libyan economy, allowing foreign banks

such as Hong Kong and Shanghai Banking Corporation [HSBC], and other

international financial businesses such as audit firms. As a result of the
changing economic policy there was entry into the Libyan accounting
environment of PricewaterhouseCoopers, Deloitte Touche Tohmatsu, Emst and
Young and KPMG. These large multinational firms are collectively known as
the Big 4 of international ac;:ountancy, auditing and professional service firms
and all have opened branches in Libya (Alfaitori, 2007; Faraj and Akbar,
2010). Due to the presence of the Big 4 companies and their activities along
with the LSE and foreign investment there has been an increased number of
financial information users in recent years in Libya and, as a result, the
importance and reliance on the auditor’s report has increased in significance.

All of the changes to the economic environment have generated the need to



investigate the use of audit evidence practices by professional auditors within
Libya and the results of this study aims to improve the professional activities of
Libyan auditors, audit firms and regulators. Ahmad and Gao (2004) argue that
within accounting professional practice and education in Libya there needs to
be further research. It is hoped that by identifying current best practice and how
a developing country, such as Libya, can implement these policies and

practices into its local infrastructure, this will enhance investors’ confidence in

the Libyan market economy.

The adoption of IASs, IFRSs and ISAs by the developing countries is not only
imperative (Faraj and Akbar, 2010), but also required in order to access the
capital markets at the global level. It is an international trend, which is
recognised as ‘best practice’ around the world (Obaidat, 2007). In addition, the

adoption of IASs, IFRSs and ISAs had become a significant global
phenomenon (Al-Hussaini et al., 2008). Richter Quinn (2004) concluded that

accounting and financial information originating from developing countries is
still difficult to trust, despite the urgent need for these countries to attract
foreign investment and foreign capital, and despite the pressing demands from
individual and institutional investors, lending institutions, and multinational
agencies. Some developing countries have taken the initiative to adopt IAS,
IFRS and ISA such as Jordan, China, Poland and the United Arab Emirates

[UAE] or adapt them to their particular reality as observed in Egypt. This

process is expected to improve the quality and credibility of accounting and
auditing information and develop the flow of capital and investment, resulting

in economic development. Libya, as a developing country, aims to be part of

10



the global economy and it is suggested by Obaidat (2007) that developing
countries should adopt the international standards such as ISAs, IASs and
IFRS. Libya at this point in time has not adopted any of the current

international standards in auditing or accounting practices (Faraj and Akbar,

2009).

Another reason why the researcher wanted to carry out the study was that the
majority of studies, which investigate audit processes and practices, tend to be
related to developed countries. As a result there are only a limited number of
studies which address the issues that developing countries have in attempting
to improve their professional accountancy and auditing practices and the
challenges that policy makers along with local professional bodies encounter
(Dixon et al., 2006; Pratten and Mashat, 2009; Michas, 2010). Blay et al.
(2003) highlight the concerns that investors and stakeholders have in relation
to risk and their capital. Libya with its past political world history, the rapid
economic developments and the increasing presence of multinational
organisations participating within its growing economy will face similar issues
that other developing nations have faced as a result of globalisation and the
open market structure. Harrison et al. (2001), Pratten and Mashat (2009), Faraj
and Akbar (2010), Michas (2010) and Siddiqui (2010) all stress the need that

there needs to be further studies about auditing in developing countries. Kalel
(2000), Glover et al. (2004) and Jarboh (2006) all draw attention to the specific

need to focus on audit evidence in particular relating to the quality and

quantity of evidence utilised to complete the professional opinion report.

Several researchers including Gronewold (2006) has suggested that there is a
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need to undertake more research to examine the impact of some variables (e.g.
amount of evidence, source of evidence) on the report. These suggestions

provide further insights for studying sufficiency and appropriateness of audit

evidence to support the opinion.

When reviewing the current literature in relation to audit evidence the
researcher identified that the majority of studies of audit evidence tend to look
at the relationship between single factors and evidence (i.e. Rose and Rose,
2003: Kizirian ef al., 2005; Payne and Ramsay, 2008; Caster et al., 2008).
However, this research intends to study six audit evidence factors that impact
on its quality and quantity, thereby giving a more comprehensive picture of the
pertinent issues in collecting and evaluating of audit evidence. From the review

of auditing literature and the researcher’s personal experience as an auditor 1n

Libya, there is anecdotal evidence that there is an interconnected relationship
between a number of factors that impacts on the quality and quantity of audit

evidence. At this stage there is currently not enough academic evidence to
support the anecdote so this study is questioning and investigating if there is a

interrelationship between various factors.

Finally, most empirical studies in the auditing field have investigated the audit
evidence using only one specific research methodology such as quantitative
methods or qualitative methods (Rose and Rose, 2003; Kizirian et al., 2005:

Payne and Ramsay, 2008). This study will use both quantitative and qualitative

methods to collect and analyse study data and contribute to the understanding

of the significance of audit evidence in the development of the audit opinion.
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The source of evidence, directness of evidence, types of evidence, professional
and academic qualifications of the auditor, consistency of evidence and the
amount of evidence available are all factors which were selected in this study
to measure the sufficiency and appropriateness of audit evidence obtained by
Libyan Auditors. The personal rationale for this topic comes from the
researcher’s personal experience as a professional auditor and public servant in
the Libyan Electric Company for five years. The recent changes to the political
and economic policies have impacted on the researcher’s professional practice
and as a result there is full awareness that faces many challenges to meet the
new expectations of the globalised world economy. In order to meet the
increasing challenges as a professional, it 1s necessary to review the current
practices of Libyan auditors and if the evidence upon which they base the audit

opinion reports, is sufficient and appropriate.
1.3 Aim and Objectives of the Research

The main aim of this study is fo investigate and understand the extent of the

sufficiency and appropriateness of audit evidence used by Libyan auditors as

part of the auditing process.

From this contextual analysis, the researcher aims to identify areas for further

development to improve current professional practice within Libya or other

developing countries with similar issues.

13



To meet this aim, five objectives have been formulated:

1. To explore the effect of the study variables on quality and quantity of

evidence collected by Libyan auditors.

This objective will explore the effect of the study variables which are: source
of evidence, directness of evidence, type of evidence, academic and
professional qualifications of the auditor, consistency of evidence, and amount
of evidence; on the sufficiency and appropriateness of evidence obtained by
the Libyan auditor. Most previous studies in the audit evidence field have

tended to be focused on a single factor. This objective will therefore seek to

develop a unifying framework of audit evidence factors based on previous

literature and views of auditors.

2. To analyse the Libyan auditors’ perceptions regarding the influence

of the study factors on the sufficiency and appropriateness of audit
evidence.

The auditor groups selected for this study are external, internal, state and

taxation auditors. The rationale for this is that (a) these four groups are used
commonly in studies conducted in the audit evidence field in developing
countries in general and in Arab world countries particularly. (Kalel, 2000;
Ahmid, 2000; Al-Amro and Al-Angari, 2007; Al-Jadaani and Al-Angari, 2009;
Faraj and Akbar, 2010; Ali ez al., 2010), (b) the majority of participants in the

focus group conducted at the first stage of this study stressed the importance of

the external, internal, state and taxation auditors® perceptions for this study

because all these selected groups use audit evidence in order to support their

work and report in the Libyan auditing environment, and (c) in order to provide

14



the best chance for generalisablity of the study findings (Hussey and Hussey,

1997), more than one related group were used to collect the data for this study.

Some prior research addressed the relationships between the auditor type (e.g.

external, internal, taxation) and the audit quality (see Jakubowski, 1995; Brown
and Raghunandan, 1993; Morrill and Morrill, 2003; Haron et al., 2004; Jarboh,
2005; Michas, 2010; Lopez and Smith, 2010). These studies found that there
are major differences in the amount of experience and expertise between the
internal, state and external auditors. For instance, Jakubowski (1995)
investigated audit quality among governmental and non-governmental auditors
and found differences in the quality of audit reports across auditor types.
Similarly, Brown and Raghunandan (1995) found that state alnd local auditors
provide higher quality audits than the Big 4 firms, possibly due to lower levels
of litigation risk faced by Big 4 firms when conducting government audits.
Therefore, the different types of auditors lead to variances in their perceptions

about some of the key issues such as the attitudes towards audit evidence

(Ahmid, 2000). This objective will explore the potential effects of the auditors’

occupation (external, internal, state, and taxation auditor) on quality of audit

evidence.

3. To assess independent variables (educational level, years of

experience, and gender of auditors) which may affect the
participants’ perception about the factors concerning audit evidence

A number of previous studies into Libyan accounting education concluded that

Libya needs to strategically plan in order to modify and modernise both its

accounting education and practice (Mahmud and Russell, 2003; Ahmad and
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Gao, 2004; Abofars, 2008). Bait-El-Mal et al. (1973) and Abofars (2008)
found that accounting and auditing practice in xLibya 1s influenced by their
education and the contribution of academics and practitioners in the accounting
field. The period of economic stagnation in Libya during the 1990s also created
stagnation in other areas such as education and infrastructure development
(Agnaia, 1997; Abulgasem and Alukel, 2007). This delay in professional

educational development has possibly resulted in current professional
educational practices not meeting international standards and a lack of
awareness of the importance of the quality of audit evidence. There is
increasing reliance on the auditors’ report in Libya as a result of the increasing
use of financial statements by investors in the new open market economy. The
auditor may not have the professional knowledge or experience to meet these
new demands. For the experience of the auditor, Gronewold (2006) found that
experience affects auditors’ judgements regarding audit evidence. Pratten and
Mashat (2009) point out that the male-dominated culture in Libya and Arab
society has a significant effect on the attitude and behaviour of people. In

addition, Gold et al. (2009) found that female auditors were more influenced
by a male client and less influenced by a female client than male auditors.

Thus, educational level, years of experience, and gender of the participants are

considered as independent variables that may affect the auditors’ viewpoints

regarding audit evidence.
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4. To improve the current knowledge and literature in relation to audit
evidence and practices for Arab countries such as Libya.

There is little or no current evidence and knowledge of current attitudes and
practices within Libya in relation to audit evidence. This limitation of evidence
also affects other Arab countries in the Middle East, Gulf States and the
Western Arab countries (Jarboh, 2006; Joshi and Deshmukh, 2009). The Gult
States have been undergoing rapid development and, when compared to Libya,
are highly advanced in their economic and political structures (Al-Shammari et
al., 2008). With the rapid development in this part of the globe there have
been challenges that have to be addressed and overcome including cultural

attitudes and practices along with the political structures.

5. Provide recommendations and suggestions based on the findings of
this study to the auditing sector in Libya regarding audit evidence.

The questionnaire and interviews will provide the researcher with data to
enable a contextual analysis of the current environment which is found in

Libya for auditors and their attitudes towards audit evidence and the factors
which impact on their perspectives towards evidence. From this contextual

evidence the researcher plans to identify areas which can be developed and,

with support from the literature, suggest appropriate models or solutions that

can address the contextual issues which were identified through the research

process. These recommendations will be sent to the LAAA for consideration

and possible implementations.
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1.4 The Research Questions
To achieve study objectives, the following questions were formulated:

1. How does source of evidence, directness of evidence, type of evidence,
academic and professional qualifications of the auditor, consistency
of evidence, and amount of evidence affect the sufficiency and
appropriateness of audit evidence gathered by the Libyan auditor?

2. Are the perceptions of Libyan auditors affected by the source of
evidence, directness of evidence, type of evidence, academic and

professional qualifications of the auditor, consistency of evidence,
and amount of evidence on quality and quantity of evidence?

3. Does the demographic backgrounds of Libyan auditors (educational
level, years of experience, and gender of auditors) influence their

perceptions or opinions regarding the effects of source of obtaining
evidence, directness of evidence, type of evidence, academic and

professional qualifications of the auditor, consistency of evidence,
and the amount of evidence?

Several hypotheses are developed to address the above objectives and provide

answers to the research questions. These will be discussed in chapter four,

section 4.19.

1.5 Research Methodology

The choice of research methodology adopted for this study is dictated by the
objectives of the study. The positivist approach was deemed most suitable for
this research allowing for the development of study hypotheses and the testing
of relationships between variables without influence from the researcher.
Furthermore, previous studies in this field have tended to use this approach
(for example, Kalel, 2000; Ahmid, 2000; Jarboh, 2005; Al-Hadi. 2008) but in

order to reduce any potential bias and weakness of using a single method
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approach (Hussey and Hussey, 1997) and enhance the study findings, a mixed-

methods approach was utilised (See Figure 4.1 for detail).

A questionnaire 1s used to collect the primary data for the study. In order to

increase validity and reliability of the results arising out of this survey tool,

pre-testing and a pilot study for the questionnaire were employed. This is
followed by semi-structured interviews designed to supplement and enhance

the data obtained from questionnaires. Using latent content analysis, responses

from interviews were analysed.

1.6 Structure of the Thesis

This thesis consists of seven chapters as outlined below (See Figure 1.3 on

page 21).

Chapter One provides a brief background to the study. It also highlights the
justification and rational of the study. It sets the research objectives and

questions and outlines the structure of the study.

Chapter Two provides a discussion of the factors from emerging economies,
Arab nations and Libya to provide a systematic contextual understanding of the
effects that impact on Libyan accounting and auditing professionals in their
daily practice. Libya’s recent political, economic and socio-cultural
environment 1s explained and the relationship between accounting and auditing

education and practice is contextualised to provide the reader with a systematic

understanding of the factors inﬂﬁencing Libyan auditors.
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Chapter Three critically reviews the literature on éudit evidence in general and
provides a definition and discussion of the nature of evidence. The study factors
are examined in detail along with their effect on the sufficiency and
appropriateness of evidence. This chapter also reviews different theories which

have been proposed for evaluating quality and quantity of audit evidence.

Chapter Four discusses the research methodology and methods underpinning

the study. From a discussion of the philosophical ontology the research

rationale evaluated the issues which the researcher needed to consider such as

limitations and ethical considerations. The study model is developed in detail

and includes four hypotheses.

Chapter Five presents the results of the data obtained from the study
questionnaire and interviews. The results of testing hypotheses related to source

of evidence, directness of evidence, type of evidence, academic and

professional qualifications of the auditor, consistency of evidence, and amount

of evidence are presented in this chapter.

Chapter Six analysis and collates the findings in line with the academic and

professional literature. These findings are analysed in order of the research

objectives to provide suggestions for further research and identifies

implications to practice for Libyan auditors.

Chapter Seven provides contribution to knowledge and limitations of the study.

Based on the research findings, recommendations are provided along with

suggestion for future research.
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Figure 1.3: Outline of the thesis
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CHAPTER TWO

AUDITING AND ACCOUNTING IN THE
EMERGING AND ARAB COUNTRIES AND
LIBYAN ENVIRONMENT




2.1 Introduction

The aim of this chapter is to present a background of accounting and auditing
in emerging economies, Arab countries and in particular, Libya, in order to
develop a greater understanding of the complex political, economic and
cultural environment that 1s impacting on the professional accounting and
auditing services. This contextual background will be reviewed in relation to
the potential effect of the Libyan auditor’s education level, years of experience
and gender have on their professional attitudes towards audit evidence. This
chapter includes a brief description of the current political and economic
systems including the Libyan Stock Market, professional bodies and the
current education of Libyan accounting professionals. Through a discussion of
the underlying issues and background it is expected that an understanding of
why there are differences in Libyan auditor’s perceptions regarding sufficiency

and appropriateness of audit evidence. In addition, this chapter will discuss of
the possibility of transferring this research to other Arab countries and what

can be learnt from the close regional neighbours of Libya.

2.2 Accounting and Auditing in Emerging Economies

Developing countries are defined as ‘third world countries’, meaning they are
less developed and do not include either the western world as their centre (as
US) or the eastern world (as Russia). Developing countries are mostly found in
Africa such as Libya, Tunisia and Egypt, Asia, Latin America, and the Middle
East (Al-Oqla and Al-Angari, 2019). Although developing countries have some

common features they are not a homogeneous group (Askary, 2006). Each
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country is different in terms of Gross National Product [GNP], population,
culture, degree of literacy, and the kind of legal, economic and political system
under which 1t operétes (Chand, 2005; Askary, 2006; Al-Oqla and Al-Angari,
2010). However, despite great differences in these factors, they are many
characteristics that are quite similar (Al-Hussaini et al, 2008; Askary ef al.,

2008; Michas, 2010), including:

e Lowlevels of living standards and productivity

e High rates of population growth, dependency burden and levels of

unemployment and underemployment

e Political mismanagement and an inefficient public sector

e The absence of Stock Markets

e An absence of the relevant education system in general and accounting

education in particular.

Prior accounting research (Ahmad and Gao, 2004; Ashraf and Ghani, 2005;
Zeghal and Mhedhbi, 2006; Askary, 2006; Cooper and Robson, 2006;
Abulgasem and Alukel, 2007; Ali and Ahmed, 2007; Askary et al., 2008;
Aggestam, 2009; Arsoy and Gucenme, 2009) have investigated the influences
of the environmental factors on accounting and auditing professions. These
studies 1dentify several factors, such as international factors, economic and
political influences, legal systems, taxation, culture, religion, and accounting

education system, that seem to affect the development of auditing and

accounting practices in emerging countries. Ali and Ahmed (2007), Askary et
al. (2008), Aggestam (2009) and Arsoy and Gucenme (2009) have all found
that any significant change in these factors in a particular country could affect

its accounting and auditing regulations and policies. For instance, a decision to
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establish or develop a stock market and attract international investment could
trigger the restructuring of the auditing and accounting systems and strongly

motivate the adoption of international accounting and auditing standards.

With the growing internationalisation of economic trade and the globalisation
of businesses and financial markets, financial information prepared and audited
according to a national auditing and accounting system may no longer satisty
the needs of users whose decisions are more international in their scope
accordiné to Beke (2010). Thus, to meet the new global environment and to the
new requirements of decision makers, accounting regulating authorities have

sought out solutions that allow for the improvement and advancement of

accounting and auditing (Zeghal and Mhedhbi, 2006). Recently, several

initiatives have been proposed such as harmonization of accounting standards
and practices on an international scale. This initiative’s goal 1s to have a

coherent set of éccounting standards and practices that provide national and

international decision makers with a relatively homogenous information
product that is comparable and reliable (Carmona and Trombetta, 2008). Thus,
some emerging countries such Jordan, Bahrain, China, Egypt, Qatar, UAE who
have adopted international accounting and auditing standards [IASs, IFRSs and

ISAs] to improve the credibility and quality of accounting information and in

order to share the global economic.

Economic conditions are a major determinant in the development of a

9 L
country’s accounting system. For example, a country’s level of economic

growth has a positive effect on the development of accounting systems and
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auditing practices (Abulgasem and Alukel, 2007). According to Bakre (2006),
Celik and Ecer (2009), Al-Akra et al. (2009), and Salehi (2010), the economic
factors such as nature of business ownership, nature of the economic system,
and the stock market have an important effect on accounting and auditing
professions. For instance, the stock markets in some emerging economics such
as China, UAE, and Egypt have developed significantly over the last decade
(Chen et al., 2005; Samer, 2008; Abdmoulah, 2010). Several factors have
played a vital role in this development, which include the achievement of
higher eco;lomic growth, monetary stability, stock market reform, privatisation,
financial liberalisation and new institutional framework for investors

(Marashdeh and Shrestha, 2010). As result of these developments, the

accounting and auditing practices have been positively affected. However,
Hassan (2008) concludes that the development of accounting in emerging
economies depends mainly on the cultural and political motives rather than on
economic changes. In addition, Hassan (2008) argues that both types of

motives are interchangeable as cultural and political ones are hidden under the

promoted economic benefits. Cooper and Robson (2006) suggests that

legitimacy is a dynamic process in which the development of accounting

regulations is located in relation to the desires of various groups such as

regulatory agencies, the accounting profession and the government officials

(the state).

For the relationship between the religion factor and the accounting and auditing

practices, the prior studies of Islam and accounting (Karim, 2001; Lewis, 2001

Lewis, 2005; Kamla et al., 2006; Abd- El-Razik, 2009) concluded that in the
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Islamic world the Islamic principles from ‘Sharia’ influenced the accounting
systems. According to Kamla et al. (2006), the ‘Quran’ (the revealed words of
God) and Sunnah (Contains God’s inspired acts; sayings of the Prophet
Mohamed) are the material sources of Islamic Law. Together, they are referred
to as the Islamic principles or Sharia. The Islamic tradition places ethical or
social activity ahead of individual profit maximisation. Speculative

investments, such as margin trading, are not allowed because Islam bans

transactions that involve uncertainties. Partnerships are a common form of
business organisation. That is, Islam recognizes and encourages commerce.

Although it requires business activities to be conducted in compliance with
principles enshrined in the Sharia. What 1s lawful, ‘Halal’, and unlawful,
‘Haram’, for various aspects of business activity is prescribed. The Sharia’s
prescriptions include all areas of trading activit); and this religious body of

knowledge advises the nature of allowable traded goods and services, as well

as the mores of business conduct (Kamla et al., 2006).

The challenges and problems of accounting education in emergiﬁg economies
have been a source of ongoing debate and controversy from the accounting and
auditing researchers (Ahmad and Gao, 2004; Bakre, 2006; Watson et al., 2007;
Aggestam, 2009; Celik and Ecer, 2009; Siddiqui, 2009; Hammami and Fedhila,
2009). Yapa (2000), Ahmad and Gao (2004), and Bakre (2006) found that
almost all developing countries that have been colonies under powerful
Western rulers have inherited their accounting education from a colonial

system. Ahmad and Gao (2004) argue that accounting education in emerging

countries should focus on national information needs and emphasize the use of
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accounting not only to business enterprises but also to state and economic

development activities. Social and economic characteristics must be fully taken
into account in improving accounting education systems and curricula from the
West. Likewise, Bakre (2006) suggests that developing countries need to
evolve appropriate accounting structures, education and training that can better
address their peculiar economic problems, rather than just adopting the

accounting systems that have been developed by western nations. Accounting
teaching in developing countries is facing serious challenges due to the

increasing number of students (Hammami and Fedhila, 2009).

Within the Middle East region there are a number of developing countries and
the global changes to the business market and the impact of international

businesses who operate in multiple markets according to Taylor et al. (2003)

highlights the challenges that Hammami and Fedhila (2009) identify in the

provision of accounting and auditing information that meets the users’ needs in

this region.

2.3 Accounting and Auditing in Arab Countries Environment

The Arab world stretches across more than eleven million square kilometres
(about four million square miles) of North Africa and part of western Asia. It
consists of twenty two countries which have a population of more than three

hundred million people (Ellabbar and Havard, 2005). The majority of people In

Arab countries profess Islam and speak Arabic.
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The accounting profession in the Arab countries has gone through different
stages leading up to their current situation. The Middle Eastern countries began
to regulate the accounting profession during the first half of the twentieth
century, influenced by prevailing Mandate regulations (Al-Emary and Manah,
2010). For example, the accounting regulations of Egypt of 1909, Iraq and
Palestine of 1919 were influenced by British precedents. The Syrian and
Lebanese commercial laws were based on French counterparts. The British
Mandate had transferred the British income tax system and accounting
practices to Egypt and Palestine in 1932 and 1941, and the French did the same

with their systems and practices to Syria and Lebanon in 1942 and 1944

(Aldine, 1999).

Many Arab countries have experienced major structural changes that have
transformed the whole economy in recent years. These changes has included
the privatization of the public sector, encouraging foreign investment and
establishing Arab Stock Markets [ASM] such as in Syria, Libya, and Algeria,
or developing existing ones, such as Egyptian, Saudi or Kuwaiti stock markets

(Ellabbar and Havard, 2005; Al-Hussaini et al., 2008; Alami, 2009; Elsayed

and Hoque, 2010; Hassan et al., 2011). According to Al-Qahtani (2005) and

Marashdeh and Shrestha (2010) these systematic challenges have been aimed

at.

 Removing official barriers that have blocked the market due to

monopolistic or oligopolistic power.

Liberating economic activities and allowing the forces of the market to

take control based on the laws of demand and supply in production,
commerce, and service.
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e Reducing the government role in the national economy by giving the

private sector more influence.

o Creating the appropriate judicial and institutional settings as incentives
for both local and foreign investments.
Due to the adoption of these new economic changes in the Arab world, the last
ten years have been filled with an increasing interest in developing accounting

and auditing practices. Companies listed in the Egyptian Stock Market [ESM],

Kuwaiti Stock Market [KSM], and Jordanian Stock Market [JSM] all have had
to adopt the IASs, IFRSs and ISAs for preparing and auditing their financial

statements (Pryor, 2007; Al-Yaseen and Al-Khadash, 2011).

Egypt has a developing economy whose Stock Exchange dates from 1382
(Abd-Elsalam and Weetman, 2003). In the mid-1970s, the Egyptian
government followed an open-door policy by liberalizing the national economy,
and initiated several improvements to the accounting and auditing standards and
practices. These developments were accompanied bjr increasing competition
among audit firms, decreasing audit fees, and an increasing bressure to enhance
the efficiency of audits without decreasing effectiveness (Wahdan et al., 200)).
The Egyptian government issued the Banking Law No. 163 in 1957, the
Company Law No. 159 in 1981, and the Capital Market Law No. 95 in 1992 in
order to restructure (1) financial reporting, (2) disclosure requirements, and (3)

accounting and auditing professions (Farag, 2009). The company law has

required an auditor to collect all required evidence in order to report whether

financial statements fairly present the company’s financial condition and results

of operations (Fawzy, 2004).
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The Egyptian Society of Accountants and Auditors [ESAA], emerged in 1977,
plays a central role in the accounting and auditing professions within Egypt, it
iIs an association of chartered accountants that develops educational and

professional standards. The ESAA 1s a member of IFAC (Wahdan et al., 2005)

and it issued Egyptian Auditing Standards [EAS] in 1997 (Fawzy, 2004).

In Jordan, the Auditing Profession Law No. 32 of 1985 was issued to regulate
auditing practice (Rawashdeh, 2003). This legislation established the Jordanian
Association of Certified Public Accountants [JACPA], and organised the
linkage between auditing practitioners and public and private corporations, and
limited liability companies. The JACPA is a member of IFAC and some
regional bodies such as the Arabic Association of Certified Public Accountants.
In addition, it has approved ISAs as national standards and used them to audit
all listed companies in the Amman Stock Exchange [ASE] (Al-Akra et al.,
2009). According to the Al-Akra et al. (2009) accounting practice in Jordan was
limited to the recording of transactions, satisfying only the formalities of the

outdated law requirements with no set form or content for financial statements.

In addition, accounting regulation in Jordan has suffered from many

weaknesses according to Al-Akra et al. (2009) including the lack of

professional regulations that meet the international standards for accounting and

auditing.

For Lebanon, auditing is a legal requirement for all listed companies on the

Beirut Stock Exchange [BSE] and other stock corporations, banks and

Insurance companies, limited companies and some individual enterprises
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(Tabet, 1998). Although the ISAs have not been approved as national standards,
the auditors are using them widely when providing auditing services and
reporting (Abu-Mansour, 2001). Mansour (1997) has confirmed that Lebanese
auditors are required to implement ISAs because the Lebanese Association of
Certified Public Accountants [LACPA] is a member of IFAC. According to
Harb (1999), the Lebanese auditing profession ig mainly influenced by the

Commercial Law of 1942 as a legal requirement. This law ordered that all stock
and limited companies must appoint an auditor and specified the auditor’s

responsibilities and duties. It further stated that the stock companies should

appoint one additional auditor or more to add more credibility to the auditing

process.

In Syria, the auditing profession is ruled by two pieces of legislation: the

Commercial Law of 1949 and the Certified Public Accounting System [CPAS}

of 1958. The Commercial Law requires that an auditor should be appointed for
stock corporations. Other legal texts have dealt with auditor responsibilities and

auditing reports. The CPA System was 1ssued to organise auditing practice and

to establish the Syrian Association of Certified Public Accountants [SACPA].

However, the SACPA has not been given the legal authority to organise the

accounting and auditing practice effectively (Alkadi, 1992). Syrian Stock

Exchange [SSE] was established in 2009 (Abdmoulah, 2010). Financial

reporting in Syria is not oriented toward a fair presentation of the financial

position and results, rather it is directed towards compliance with legal

requirements and tax law, and accordingly can be described as a form over

substance accounting system (Deloitte and Touche, 1990). Syria does not apply
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any special accounting principles, but depends on some rules and regulations

issued concerning different accounting principles such as inventory valuation

and depreciation of fixed assets (Alkadi, 1992).

For the Arab Gulf Cooperation Council [GCC] countries, namely, Bahrain,
Qatar, Oman, Kuwait, Saudi Arabia and UAE, the accounting and auditing
professions have been organised by company law and auditor law. Although
only Kuwait and Bahrain are members of IFAC, the IAS and ISA have adopted
by all GCC countries (Al-Qahtani, 2005). In all GCC countries, the government
regulates financial reporting and controls the accounting and auditing
professions. Professional accounting bodies exist in four states; namely,
Bahrain, Kuwait, the UAE and Saudi Arabia. However, the Bahrain Society of
Accountants and Auditors [BSAA], the Kuwait Accounting and Auditing
Association [KAAA] and the UAE Accountants and Auditors Association

[UAEAAA] have no regulatory power to license accountants and auditors or to

establish accounting and auditing standards (Al-Basteki, 2000). In contrast, the

Saudi Organisation for Certified Public Accountants [SOCPA], established in
1992, is empowered by the Saudi Ministry of Commerce to issue accounting

and auditing standards and has the authority to recognise certified public

accountants (Al-Amro and Al-Angari, 2007; Al-Hussaini et al., 2008).

External auditor laws have been enacted in all GCC member states to regulate
the auditing profession from 1962 according to Al-Qahtani (2005) who argues

that the effectiveness of the audit function depends on the qualifications of the

auditor. Furthermore, the various GCC legislative statutes require auditors to
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collect sufficient evidence in order to support their professional opinions, the
maintenance of official accounting standards and statutory requirements as well
as a clear financial position for the stakeholders who are interested in the

organisation which has been audited by them (Al-Qahtani, 2005; Al-Jadaan
and Al-Angari, 2009).

For the all GCC countries, the Stock Exchanges were established in the early
1990s and they have developed significantly over the last decade. Several

factors have a major role in this development, which includes the achievement

of higher economic growth, monetary stability, privatization, financial

liberalization and a new institutional framework for investors (Marashdeh and

Shrestha, 2010).

Some important features of development in the accounting and auditing
professions in Arab economics during the last fifty years can be observed. Prior
studies (Obaidat, 2007; Askary et al., 2008; Al-Akra et al., 2009; Farag, 2009,

Michas, 2010) evaluated these financial professions and found four common

characteristics. The first characteristic according Al-Akra et al. (2009) and

Michas (2010) when describing accounting and auditing professions in the Arab
countries is the various countries’ previous association with developed

countries and how this association affects the current economic and political
situation or the side effects of a previous colonial connection. The second
characteristic describes the recurring state of change for the professionals and

the resulting lack of established stable concepts or standards (Al-Akra et al.,
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2009; Farag, 2009). This feature might be related to the condition of political

and economic instability that exists in many Arab countries.

The third characteristic according to Farag (2009) and Al-Akra et al. (2009) is
the dominance of government agencies in relation to the professional bodies.
This is either because of the lack of qualified professional bodies presence or a

professional body which does not have the authority that would enable the
professional body to issue professional standards and a code of ethics (Farag,

2009), Al-Akra et al. (2009) highlight that there is a desire to implement a
uniform accounting system for the whole economy in the centrally controlled

systems prevailing in some countries. The fourth characteristic described by
Farag (2009) is related to the social view of the accounting profession, which is

generally downgraded. Arab societies consider this profession as a means of tax

evasion rather than as a system of useful information for prudent financial

decision-making.

Several studies in accounting and auditing areas conducted in. the Arab
countries i.e. Egypt, Jordan, Libya, and Bahrain found that there is a
compliance gap between accounting and auditing requirements and actual
practices (Wahdan et al., 2005; Faraj and Akbar, 2010; Al-Akra et al., 2009;
Joshi and Deshmukh, 2009). According to Jahamani (2003), this non-
compliance with auditing is mainly caused by (1) the lack of experience and
expertise 1n the professions, (2) the lack of accounting and auditing education,

and (3) the lack of developments of accounting and auditing regulations.
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Al-Rashed (2002), Hassan (1998) and Jahamani (2003) suggested the following
practice problems of accounting and auditing in most Arab economies:

1. There is a shortage of qualified accountants and auditors.
2. Accounting information is not available or is not available in the proper

form, or is received too late.

3. There is a lack or weakness of legislation relating to accounting and

auditing standards and procedures.

4. A strong national association of accountants and auditors is lacking.

5. The non-existence of any clear accounting policies and standards.

Additionally, Jahamani (2003), Humphrey (2007), and Michas (2010)

indicated key factors which have a significant influence on accounting and

auditing education in Arab countries. These include:

1. Locally authored accounting and auditing textbooks are inadequate.

2. Teaching of accounting and auditing subjects at the college level 1is

inadequate.
3. Qualified accounting instructors are insufficient.

4. Professional development opportunities for accounting educators and

practitioners are lacking.
5. There is a lack of accounting and auditing research.
Culture has been shown to be a major factor affecting the structure of business

and society (Hassan, 2008; Askary et al., 2008; Al-Akra et al., 2009) and,
latterly, accounting and auditing (Maali ef al., 2006; Askary et al., 2008; Sim,

2010). Similarly, the legal structure and the development of stock markets in a
society affect its accounting structure (Abdmoulah, 2010). The Arab countries
have a great deal in common, although they may perceive themselves from

time to time as having different political and economic aims. Despite great

wealth in some of them, they are all developing countries attempting to build a
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modern business infrastructure within the constraints of limitations in available

social and physical resources. Countries in the Middle East and Northern
Africa share the common bond of an Islamic religious and cultural heritage

which specifies certain rules about life and economic activity.

Prior accounting studies (Kantor ef al., 1995; Maali et al., 2006; Abumustafa,

2006; Wilson, 2009) found that Arab countries share similar characteristics in
the accounting field. For example, some share an Islamic Finance System and
Islamic banking. In addition, The Arab world has been presented as a largely
homogeneous unit in cultural, legal, and religious terms (Kantor et al., 1995;

Wilson, 2009). Hofstede (1991) places Egypt and Saudi Arabia in a common
Arabic-speaking group that includes such politically diverse countries as
Lebanon, Libya, Iraq, and Kuwait. These countries are portrayed as highly

masculine and uncertainty avoidant with a large power distance and a low

individualism or collectivist perspective on life (Hofstede, 1991). This cultural

oneness is supported in many cases by an Islamic philosophy.

Another similarity 1s that several Arab countries have moved from planned

economies to the global economic stage and are adopting some of the

characteristics of a market economy (Maali et al., 2006).

2.4 Libya's Environment and Its Accounting and Auditing Practices

A number of studies (Ahmad and Gao, 2004: Bakre, 2006: Watson et al.,

2007; Abulgasem and Alukel, 2007; Aggestam, 2009) conducted within the

accounting field revealed that the study of accounting or auditing systems for
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any country should precede a study of its environmental factors. Jarboh (2008)
point out that the accounting objectives, standards, policies, and techniques
result from the environmental factors in each country. Therefore, this study
considers the influence of environmental factors on accounting and auditing
professions in Libya, including political and economic influences, cultural, the

professional and legal regulations of accounting and auditing, and the

education system of the country.

2.4.1 A Brief Libyan Background

The Great Socialist People’s Libyan Arab Jamahyria [GSPLAIJ] has been the
official name of Libya since 1981. Libya is situated in North Africa (Gadhafi,
1981). The capital city is Tripoli which is also the largest city and one of the

country’s two major ports. Benghazi is the other major port.

The latest official census which was conducted in 2005 recorded a population
of 5.5 million, with about 51 per cent males and 49 per cent females (Libyan

Secretariat of Economic and Planning, 2005). Islam is the state religion and

large percentages of the population are Muslims. There are some non-Libyan

Christians who live in the country: Arabic is the official language, while

English and Italian are also used in business and trade.

2.4.2 History of Accounting Practice in Libya

When income tax was first introduced in 1923, accounting was at its starting

point in Libya (Kilani, 1988). When this tax law was introduced [talian

enterprises brought with them Italian accountants, but there was no evidence
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that Libyans practiced accounting during that period, as the Italian colonial
authorities kept their accounting practices to themselves (Kilani, 1988;
Abozyredh, 2007). Since the early 1950s, the development of the Libyan
accounting profession has been significantly influenced by several factors.
These include Libyan accounting education, accounting academics,
international oil companies, international accounting firms, and, to some extent,

rapid changes in the Libyan social, economic, political and legal environment

(Kilani, 1988; EI-Moghirbi, 2003; Central Bank of Libya, 2006).

Up to Libya’s independence in 1951, there was no domestic accounting

profession and most business firms depended upon foreign accounting firms

from Italy and the UK (Abozyredh, 2007). No formal accounting education or
training was available locally, and so, when independence came, there was a
shortage of personnel to fill clerical and technical positions in the
administrative and public services (Abofars, 2008). This was one of the
country’s most serious handicaps and meant that, throughout the 1950s, it relied
greatly on advisers from the UK, US and UN to establish rudimentary
accounting systems (Abofars, 2008). At that time, many. foreign agencies from
the UK and the US such as the Libyan Public Development and Stabilisation
Agency, the Libyan American Reconstruction Commission, the Libyan and
American Joint Service impacted on the development of acco;untancy in Libya
when they carried out various projects (Buzied, 1998). These agencies were all
administered by non-Libyans and, through them, the British and Americans

implemented their own accounting models, significantly influencing the

accounting system (Buzied, 1998).
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The discovery of oil in the early 1960s provided the country with the financial
resources to develop business activities leading to a significant growth of the
economy (Ahmad and Gao, 2004). Accordingly, there were increasing needs
from investors, creditors, business managers and governmental agencies for
financial information and resulting accounting services. Subsequently, many
foreign accounting firms from Egypt, the US and the UK opened branches in
Libya, predominantly providing audit services. Following the People’s
Revolution and the major transformation of the country’s political system,
Libya attempted to distance its processes and reduce the influence of foreign
organisations such as those from the UK and US on the local systems. As part
of this alteration to the market structure, post revolution included the
nationalisation of foreign owned companies (Buzied, 1998). This decision to
alter the spheres of influence also impacted on the systems of recognizing and

producing professional accountants by putting a strong emphasis on university

education and qualifications from Libya (Ahmad and Gao, 2004; Abulgasem
and Alukel, 2007; Abofars, 2008).

The accounting practice in Libya is influenced by four key sources of impact

namely (Mahmud and Russell, 2003; Ahmad and Gao, 2004; Al-Badre, 2007;

Alfaitori, 2007; Pratten and Mashat, 2009):

1. Statutory requirements (i.e., governmental laws and regulations) that

control business in this particular country.
2. The impact of accounting technology and know-how imported from

other countries (particularly from the UK and through publications

and the experience of qualified personnel and companies).
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3. The influence of accounting education and the contribution of
academics and practitioners in the accounting field.

4. Some changes in the Libyan social, economic, political and legal
environment.

In Libya, as in several of its counterparts in the rest of the world, a number of

laws have been issued and promulgated to regulate accounting practice.

Therefore, the major influence on accounting practice has primarily been

statutory (Al-Hasade, 2007; Abozyredh, 2007; Al-Hadi, 2008). Accounting

technology and know-how imported from other countries also has a major

impact on accounting practice in Libya. Mahmud and Russell (2003)
demonstrated that British and American accounting practices, transferred to
Libya though oil companies, have affected the country’s oil companies. This, in

turn, also has influenced other business enterprises (non-oil companies) as

employees move in and out of the oil sector.

Education has been recognized as a key element in political and socio-economic

development (Mahmud and Russell, 2003; Ahmad and Gao, 2004; Alfaitori,

2007; Abofars, 2008). Universities in Libya played a major role in constructing

and developing the accounting practices in the country (Mahmud and Russell,
2003).

2.4.3 The Influence of Political Environment System

Libya’s political system is theoretically based on the political philosophy in
Gadhafi’s Green Book, which combines socialist and Islamic theories and

rejects parliamentary democracy and political parties (Gadhafi, 1981). In the
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theory of Gadhafi, Libya became a direct democracy governed by the people
through local popular councils and communes (Gadhafi, 1981). Gadhafi based
. his new regime on a blend of Arab nationalism, and aspects of the welfare
state. Gadhafi (1981) called this system ‘Islamic socialism’ and while he
permitted private control over small companies, the government controlled the
larger ones. Welfare, liberation, and education were emphasised, the

implementation of a system of Islamic laws including the banning of alcohol

and gambling (Gadhafi, 1981).

The General People’s Congress is the legislature in Libya; it consists of circa

2,700 representatives of the People’s Congresses (Gadhafi, 1981). The GPC is
the legislative forum that interacts with the General People’s Committee,

whose members are secretaries of Libyan ministries (Khorwatt, 2006).

For most of the 1990s, Libya endured economic sanctions and diplomatic
isolation as a result of Libya’s refusal to allow the extradition to the United

States [US] or Britain of two Libyans accused of planting a bomb on Pan Am
Flight 103, which exploded over Lockerbie, Scotland. Following the
intervention of South African President Nelson Mandela, who made a high
profile visit to Libya in 1997 and United Nations [UN] Secretary General Kofi
Annan, Libya agreed in 1999 to a compromise that involved handing over the
defendants to the Netherlands for trial under Scottish law. UN sanctions were

thereupon suspended, but US sanctions against Libya remained in force.

In August 2003, Libya wrote to the UN formally accepting responsibility for

the actions of its officials in respect of the Lockerbie bombing and agreed to
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pay compensation of up to US $2.7 billion or up to US $10 million each to the
’families of the 270 victims (Khorwatt, 2006). Thereafter, the US rescinded its
ban on travel to Libya and authorised US oil companies to invest in Libya.
Libyan cooperation led to relations warming with the US and in April 2004,
when the US economic sanctions against Libya were ended, a written statement
from the White House Press Secretary stated that US companies will be able to

buy or invest in Libyan oil and products (Otman and Karlberg, 2007). US
commercial banks and other financial service providers will be able to
participate in and support these transactions. Since then, the Libyan
government, with its new relationship with European Countries and the US,
has attempted to play a more high profile role in the world and a number of

international oil companies have invested in Libya (Khorwatt, 2006).

The recent improvements in diplomatic matters have been highlighted by the
recent official visit by US Secretary of State Condoleezza Rice in 2008 (St

John, 2008). Harrison et al. (2001) highlighted that needs to be further studies
about auditing in developing countries. Joshi and Deshmukh (2009), Farag
(2009), Faraj and Akbar (2010), and Michas (2010) have all identified the need
for further studies which relate to Middle Eastern or Arab countries and the
factors which are currently influencing these developing nations. One of the
objectives of this study is to analyse the independent variables which may
atfect the auditor’s perceptions about audit evidence and these factors are
likely to be dually effected by the individual’s perceptions and experiences of

the political structure of the country they live and work in.
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2.4.4 The Influence of Economic Environment System

2.4.4.1 Economic System

In the early 1970s, the government began a drive for economic development.
Over the past 30 years, the expansion in the hydrocarbon sector has driven the
country’s economy, with the contribution of oil to Gross Domestic Product

[GDP] at over 50% in the 1970s and early 1980s (Otman and Karlberg 2005).

While the economy has largely depended on oil as the main source of wealth,
the country has allocated a large amount of money to establishing industrial
companies in non-oil sectors over the last two decades, following the
government’s Development Plans of 1980. Thus, the non-oil sectors increased
significantly, contributing over 70% of GDP (Otman and Karlberg 2005).
Nevertheless, the country still faced difficulty in being able to produce enough

capital goods and consumer goods to achieve ‘self sufficiency’ (Agnaia, 1996).

Libyan’s economic system consists of private and public sectors. However, it is

based on what is termed ‘the Third Universal Theory’, which 1s based on the

‘Green Book’ authored by Gadhafi (1981).

In September 1992, Privatisation Law No. 9 was passed to regulate the private
sector business in the national economy and to open up a number of public
sector enterprises for privatisation (General People’s Congress, 1992). The

law’s key goal was to regulate and improve private sector investments. The law

identified the economic sectors in which the private sector and individuals

could invest. These sectors included production, distribution and service
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activities in industry, agriculture, transport, commerce, finance, and tourism

(General People’s Congress, 1992). The law authorised the establishment of

privately funded businesses, along with family and individual activities.

In 1997, the General People’s Congress [GPC] 1ssued Foreign Investment Law
No. 5. This legislation is designed to encourage foreign investment in areas that

would result in a transfer of modern technology, a multiplicity of income

resources, and which would contribute to the development of the national

products (General People’s Congress, 1997).

In 2005, the GPC established the Libyan Stock Exchange [LSE] by Libyan
Stock Exchange Law No. 134. The objectives of the LSE include (General

People’s Congress, 2005):

e Encouraging saving by ordinary citizens and raising capital for
public companies

e Promoting and encouraging investment in securities

o (Creating the necessary investment environment

o Establishing a code of conduct and faimess among the various
investors

* QGuaranteeing equal opportunities for those dealing in securities in

order to protect small investors.

The first phase focused on introducing financial definitions and rules, the
addition of several workshop courses, and a series of agreements with the
Amman Stock Exchange [ASM], Cairo and Alexandria Stock Exchange [CSE,
ASE] and the Egyptian Company for clearance and deposit. Listed market

securities include the National Mills and Fodder Company, the United

Insurance Company, and the Libyan Insurance Company, Sahari Bank, and the
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Hay Alandalus Domestic Bank. The volume of subscription on July 2, 2007,

totaled 49539 shares, with a total value amounting to US $ 568,707.00 [346,773

LD].

In October 2007, a cooperation agreement was signed in London between the
Libyan Stock Exchange and London Stock Exchange. The agreement provides
for training of teams from the Libyan Stock Exchange in Tripoli and in London

to enable them to run the stock market operations (Libyan Stock Exchange,

2008).

2.4.4.2 Banking in Libya

Libya’s banking and financial sectors are developing (Alfaitori, 2007). The

economy largely operates on a cash only basis, and ATM cash machines are a

common use on most Libyan city streets (Fayad, 2006). The Central Bank of
Libya [CBL] started its operations in 1956 to replace the Libyan currency

committee which was established in 1951 and whose functions were confined

to maintaining sterling assets against the issue of local currency, thus having no

role in controlling the money supply or credit or in supervising banks (Central

Bank of Libya, 2003). The CBL is completely state owned and represents the

monetary authority in Libya and enjoys the status of autonomous corporate
body (Central Bank of Libya, 2003). The law establishing the CBL stipulates

that the objectives of the Central Bank shall be to maintain monetary stability in
Libya, and to promote the sustained growth of the econoiny in accordance with

the general economic policy of the state (Central Bank of Libya, 2003). The
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functions of the CBL have grown since its establishment, and now include the

following (Central Bank of Libya, 2008):

1.
2.

3.

10.
11.

Issuing and regulating banknotes and coins in Libya
Maintaining and stabilising the Libyan currency internally and externally

Maintaining and managing the official reserves of gold and foreign

exchange

Regulating the quantity, quality and cost of credit to meet
the requiremehts of economic growth and monetary stability

Taking appropriate measures to deal with foreign or local economic and

financial problems

Acting as a banker to the commercial banks

Supervising commercial banks to ensure the soundness of their financial
position and protection of the rights of depositors and shareholders
Acting as a banker and fiscal agent to the state and public entities

Advising the state on the formulation and implementation of financial and

economic policy
Supervising foreign exchange

Carrying out any other functions or transactions normally performed by
central banks, as well as any tasks charged to it under the law of banking

and currency and credit or any international convention to which the state

1s a party

12. Managing and issuing all state loans

During the period of 1969-1992, there were no private banks in Libya. As

shown in the Figure 2.1 on page 49, at the top of the system is the Central Bank

of Libya, which sets the monetary policy and acts as a bank of the banks

(commercial and specialised banks). The monopoly of the state-owned banks

over the Libyan banking system and the absence of competition in the sector

led to poor financial services (Alfaitori, 2007).
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Figure 2.1: The Libyan banking system

Source: Central Bank of Libya {CBL] (2006)

The issuing of Law No. 1 of 1993 has allowed for the establishment of private

commercial banks and for foreign banks to open branches, agencies or have
representatives in Libya (General People’s Congress, 1993). Despite
government efforts to build a strong financial sector that could support private
investment initiatives (Alfaitori, 2007), the Libyan banking sector plays no
significant role in improving the economy and is still in its very early stages
compared to those of developed countries (Otman and Karlberg, 2007).

However, the fluid nature of the financial industry is very promising for

foreign investors as it generates US$ 60 to US$ 70 billion in revenue every

year (Fayad, 2006). Because the Libyan banks have a high level of accounting
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and auditing systems (Alfaitori, 2007; Al-Badre, 2007) the internal auditors for

this study will be selected from the banking sector in Libya.

Following the recent political changes and their impact on the economic sector
in Libya, there has been a high demand for auditors to meet the new challenges .
of the changing economic structure. Farag (2009) and Michas (2010) highlight
the need to improve professional practice and develop professional education
to meet the challenges of the global economy in developing countries.
Gronewold (2006) stress that accountants and auditors need to meet the needs
of the users of their documentation. As the circumstances for the users in Libya

along with the types of users are changing thanks to the economic development

of Libya, the professionals need to change to address the new needs

(Gronewold, 2006).

2.4.5 The Influence of Culture

The main aspects of the social structure of contemporary Libya are the extended
family, the clan, the tribe and the village, all of which play a major role in the
individual’s and community’s life. The Libyan family has a wide connotation

which includes father and mother and their unmarried and married sons and
daughters with their families as well as many more distant relatives and
kinsmen such as grandparents, aunts, uncles, cousins, nieces and nephews (El-
Fathaly and Palmer, 1980; Ritchie and Khorwatt, 2007). Agnaia (1996)
indicated that because the individual is identified with his family, his good or

bad deeds bring collective fame or shame to the family members. The

individual has to obey and respect the rules and traditions of the family, clan,
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the tribe and village. Agnaia (1996) pointed out that personal relations and
family contacts can play a greater part in gaining business and career promotion
than practical experience or academic qualifications. Loyalty to the family,
clan, and tribe along with the emphasis placed on regionalism and sectarianism,
occasionally outweigh loyalty to a profession and sometimes the law. Pratten
and Mashat (2009) indicated that family; religion and language have a

significant effect on the attitude and behaviour of people in Libya and Arab
society. In Libya, the family operates as a small society, with its members being

assigned to a hierarchical order, according to age and generation. Authority and

leadership are the preserve of the father, grandfather, or eldest son (Ritchie and

Khorwatt, 2007).

As most of the Libyan population 1s Muslim, Islam plays an important role in

the community’s life and in people’s relationships with each other (Lewis,
2001). Furthermore, the revolutionary system 1s committed to Islam and has on

a number of occasions clearly reaffirmed Islamic values (Agnaia, 1997). In

societies with a high level of male-domination, there are rewards in the form of
wealth or status for the successful achiever. In male-dominated cultures, men
are expected to be ambitious, assertive; concerned with money and to admire
whatever is big and strong. In contrast, in cultures identified as having low
masculinity, trying to be better than others is neither socially nor materially

rewarded. In feminine cultures both men and women are expected to be non-

competitive, modest, concerned with relationships and to sympathise with

whatever is small and weak (Hofstede, 1991),
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Pratten and Mashat (2009) indicates that Libyan society is described as one
which is characterised as male-dominated. Libya, like all Arab countries,
distinguishes clearly between male and female roles. Libyan culture is mainly
masculine because the dominant role in Libyan society belongs to men (Pratten
and Mashat, 2009). In addition, in Libya, the high degree of collectiveness and
solidarity cannot be matched in any modern country (El-Fathaly and Palmer,

1980). Agnaia (1996) pointed out that Libya as an Arab country may be

characterised more as a collectivist culture.

Hofstede (1991) observes that culture plays an important part in the culture of
organisations. This cultural factor is likely to influence the political and
economic structure of organisations within Libya and other Arab counties and

thus needs to be considered when investigating current practices and policies in

the Libyan context for auditors.

2.4.6 The Effect of Accounting Education in Libya

Prior studies in accounting education in conducted in Libya (e.g. Kilani, 1988:

Mahmud and Russell, 2003; Ahmad and Gao, 2004) concluded that since most
university teachers undertook their education at American universities, the

accounting system has shifted from British oriented textbooks to American

oriented textbooks. Mahmud and Russell (2003) in their study of the
development of accounting education and practice in Libya identified several
factors as the main impediments to the development of accounting education in

the Libyan context. These include: (a) the outmoded accounting curricula and

syllabuses; (b) the scarcity of modern textbooks and references in Arabic, (c)
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the lack of active professional societies, and (d) insufficient public knowledge
of the role of accounting. Mahmud and Russell (2003) find that Libya needs to

strategically plan in order to modify and modemize both its accounting

education and practice.

Libyan accounting education focused entirely on the intermediate level (pre-
university), with the establishment of the first School of Public Administration
in 1953, the aim of which was to develop clerks and book keepers (Buzied,
1998). Accounting education at university level started in 1957 with the
establishment of the Accounting Department in the Faculty of Economics and

Commerce at the University of Libya (now called Garyounis University)

(Kilani, 1988; Buzied,1998). The accounting education system in Libya is

divided into three levels: pre-university, undergraduate programme, and

postgraduate programme.

Pre-university level accounting education extends over 3-4 years of study. It is
subdivided into general baccalaureate, specialised baccalaureates, technical and
vocational institutes and centres. This level of education is made up of over 30
commercial institutes, colleges and secondary commercial schools. Most of
them were established to meet the increasing demand for bookkeepers,

accountants, clerks and secretaries for both governmental and private sectors

(Buzied, 1998).

Since undergraduate programme inception in 1957, the Accounting Department
in the Faculty of Economics and Commerce at Garyounis University has been

the most influential force in accounting education in Libya. From 1957-1981, it
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was the only faculty that offered accounting education at the university level.
The growing demand for accountants and accounting services in the 1980s
increased the need for the provision of accounting education at the higher
education level. As a result, a few other universities such as El-Fatah University

and Al-Jabal Algarbi University also began to offer accounting programmes

(Buzied, 1998; Mahmud and Russell, 2003).

For the postgraduate programme, the Department of Accounting at Garyounis
University has been offering a master’s programme since 1988. The programme
1s organised into three components: core subjects, electives and a dissertation. It

Includes five core subjects of accounting and accounting related subjects, plus a

minimum of three electives from six choices, among which must be at least one

from management postgraduate subjects, one from economics postgraduate

subjects and a dissertation (Ahmad and Gao, 2004).

Until 2004, there was no Doctor of Philosophy [PhD] programme available in
accounting accessible within Libya, even though this qualification was
considered to be very important for the advancement of the accounting faculty

and the development of accounting research. Staff members with a PhD are
either foreigners or Libyans who studied outside Libya in another country such
as the US or UK. The lack of a PhD programme is one of the main factors that

have contributed to the slow development of accounting education and research

in Libya according to Ahmad and Gao (2004) along with the previous

diplomatic difficulties.
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Research in accounting and auditing in Libya has been quite insignificant
(Ahmad and Gao, 2004; Pratten and Mashat, 2009). Only a few staff members
of accounting departments in the universities have been active in this field and
then only on a small scale (Abofars, 2008). Accounting and auditing research in
Libya is conducted in two ways: firstly by publishing articles in the journals by
academics accountants. The other way to conduct research in Libya is through
the research project which is one of the requirements for either MSc or PhD

degrees. The study by undertaking research in the Libyan environment is

attempting to improve the knowledge of auditing in Libya.

After the revolution of 1969, the Libyan state has paid more attention to higher
education and offered many scholarships for Libyan graduates to pursue their

education abroad (Abulgasem and Alukel, 2007). The policy of the government
was focused on sending accounting students to the US and the UK (Abofars,
2008). However, this policy only continued for a short time, and then political
issues negatively affected the relationships between Libya and the US and UK
(Khorwatt, 2006). This was especially after the killing of a policewoman during
a demonstration outside the Libyan People’s Bureau in London in April 1984,

which had led to the breakup of diplomatic relations with the two countries.

The relationship with the US got worse in 1982 when the American government
banned the import of Libyan oil to the US, and the US stopped all exports to

Libya. As a result of that, the number of students who were sent to the US and

the UK decreased sharply especially in the eighties and nineties. This has

created an extreme skills gap and shortage of the number of academic
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accountants who teach in Libyan universitiecs and in auditing research

(Khorwatt, 2006).

Furthermore, with regard to auditing, it can be argued that the accounting
education system in Libya has offered few courses related to auditing even on
undergraduate programs or Masters Programmes. This means that there is a

high probability that an accounting student will graduate with little experience

of auditing. Haniffa and Cooke (2002) states that a well-educated society will

demand their right for companies to fulfil their social obligations and be

accountable for their actions.

Mahmud and Russell (2003), Ahmad and Gao (2004) and Abofars (2008) have

all identified that further professional education is required to improve
professional practice while Farag (2009) and Michas (2010) emphasise the
needs for professionals in developing countries to improve their practice to

meet the challenges of globalisation. Abulgasem and Alukel (2007) highlighted

that the diplomatic situation during the 1990s created a lag in the educational

development of professionals and academics within Libya and as a result the

professional development education sector has been delayed in relation to

current best practice ideas and ideals.

2.4.7 The Influence of Auditing Regulations

In the 1970s, with the increase of accounting graduates from the Garyounis

University and the return of many graduates from abroad, many Libyan-run

accounting firms were established. As a result of the increase of accounting
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firms in both number and size, and the lack of regulation over accounting and

auditing standards and practices, there was an urgent need to set up a

professional body, to take the responsibility for developing a general

framework of accounting and auditing. To meet the demand, Accounting and

Auditing Professions Law No. 116 was enacted in 1973 (Libyan State, 1974). It

covers (Libyan State, 1974):

The establishment of the Libyan Accountants and Auditors Association
[LAAA]

Registration of accountants

Exercise of profession

Fees

Pension and contribution fund

Obligations of accountants and auditors

Penalties

General and transitional provisions

The LAAA was established 1in 1974 with the following objectives (Libyan

State, 1974):

1.

To organise and improve the conditions of the accounting profession

and to raise the standards of accountants and auditors professionally,

academically, culturally and politically

To organise and participate in conferences and seminars related to

accounting internally and externally and to keep in touch with new

events, scientific periodicals, lectures and so on

. To establish a retirement pension fund for its members

To increase co-operation between its members and to protect their rights

. To take action against members Who violate the traditions and ethics of

the profession.
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The primary professional qualification of accountancy in Libya is membership

of the LAAA. Accountants who want to qualify as members must meet the

following requirements (Libyan State, 1974):

1. Hold Libyan nationality.

2. Have a bachelor’s degree in accounting.

3. Have five years experience of accountancy related jobs in an accounting

office after obtaining the bachelor’s degree.

4. Be of good conduct, reputation and respectability, commensurate with

the profession.

Accountants who are registered on the list of accountants in practice have the

right to certify accounts and balance sheets of all types of firms and taxpayers.

Registration with the LAAA ensures that an accountant or auditor has the

accreditation to work in the private sector as a professionally accredited
individual. Accounting firms in Libya, which are required to be licensed by the
LAAA, can offer services in such areas as preparing ﬁnaﬁcial reports, auditing,
tax services, bankruptcy, management consulting, system design and

installation (Libyan State, 1974). Because of a shortage of expertise and
experience in many service areas, along with low demand from companies and

organisations for other services, most of the public accountants are

predominantly occupied in preparing and auditing financial reports. Other

services are seldom provided (Buzied, 1998).

In 1988, Libyan State established the Institute of Public Control [IPC] by State

Accounting Bureau [SAB] Law No. 7. The IPC is responsible for auditing all

the state agencies, departments, organisations aided by or in receipt of loans

from the government together with any other corporations to which the state
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contributes more than 25% of the capital (Libyan State, 1988). The IPC’s
responsibilities have been extended to include the auditing of foreign
companies and joint ventures operating in Libya, with the purpose of ensuring
that these companies operated in accordance with Libya’s laws and regulations.
IPC membership is the alternative professional qualification for auditors in
Libya who work in the public sector. An accountant who wants to qualify as a

member must meet the following requirements (Libyan State, 1988):

e Hold Libyan nationality.
e Have a bachelor’s degree in accounting.
e Have five years of accountancy experience in the IPC.

e Be of good conduct, reputation and respectability, commensurate with

the profession; and swear to do work with complete honesty and

integrity.

The variation in professional registration body for Libyan auditors is highly
likely to affect their professional perceptions based on the different rules and

expectations that they have from the professional bodies(Ahmid, 2000). The

IPC versus the LAAA division is likely to create variables based on the sectors
that the auditors are individually focused upon (Haron et al., 2004: Michas,

2010; Lopez and Smith, 2010). While IPC are state auditors for government

agencies the LAAA auditors work in the private sector and experience a
different operational environment. The IPC group of auditors is also likely to be
differentiated by the audit sector they predominately work in for example

taxation. This experiential background of the LAAA and the range of service

sectors that the work in provides a greater range of environments (Kalel, 2000:

Ahmid, 2000).
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2.5 Summary

Like many Arab countries in recent history, Libya, i1s experiencing rapid
economic change and undergoing major developments (Al-Hussaini et al,
2008). Developing countries around the world are facing economic changes and
in particular in the Middle East, North Africa and GCC there 1s a tendancy to
diversify industry from agriculture or oil dominated economies (Marashdeh and
Shrestha, 2010). An initial emerging economy discussion was extended with the
historical economic developments of Arab countries in the region to develop
the characteristics that impact on the development of professional practice and

regulation in the region. From this discussion of emerging and Arab nations,

characteristics were identified and these factors can be observed in Libya
(Maali et al., 2006). These cross contextual similarities present an opportunity
to learn from each other (Jahamani, 2003; Humphrey, 2007; Michas, 2010). It is
hoped from the 1nvestigation of the situation in Libya new approaches will be

developed and these will transferable to other Arab nations who are attempting

to address the audit evidence needs as a developing country (Abulgasem and
Alukel, 2007; Aggestam, 2009). By extension from Libya and other Arab

Nations further strategies may be applied to other emerging economies around

the world.

Libya’s recent history has been identified as a factor in the delay in professional

development and education and this includes Libya’s participation in the global

economy. The change from a planned economy to a market economy has also
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impacted on the accounting and auditing practices within the country. Cultural

practices of organisations impact on the society and 1ts people.
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CHAPTER THREE
LITERATURE REVIEW




3.1 Introduction

The aim of this chapter is to review the literature regarding audit evidence in
general and the study factors which are: source of evidence, directness of
evidence, type of evidence, academic and professional qualifications of the
auditor, consistency of evidence, and amount of evidence that may affect its

quality and quantity in particular.

Through a discussion of the nature and definition of evidence this study
identifies how evidence is defined and can be interpreted within auditing. From
the definition of evidence in the contextual setting of auditing, the discussion
will then move onto the sufficiency and the appropriateness of audit evidence

highlighting the factors which impact on evidence including the theories of

evidence.
3.2 The Definitions and Nature of Evidence

In general, Oxford Dictionary (2008) defines the concept of evidence, as:

“Information or signs indicating whether a belief or proposition is true or
valid” |

Mautz and Sharaf (1961) in their philosophical discussion about evidence

describe it as: ‘Truth’. This approach to truth is classified by Mautz and Sharaf

(1961) as:

e Material truths are those which are impressed on our minds by

natural evidence.

e Mathematical truths which result from the acceptance of the basic

postulations and assumptions of mathematics.
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e In addition to mathematical abstract rules of law or conceptual truths
there are additional abstract definitions of truth from other

philosophical and theoretic knowledge areas which provide a diverse

and complex range of theoretical concepts.

Evidence has received considerable attention from several fields such as law
and auditing, who have attempted to define what is meant by evidence. For
example, the theoretical approach to evidence in the law subject area is
described as the means of establishing and proving the details of any fact that 1s
alleged demonstrating the truth or untruth of the assertion (Keane, 2008; Gorter,

2008; Gardner and Anderson, 2009; Nemeth, 2010). While, it defined by the
ISA 500 (2010) as:

“All the information used by the auditor in arriving at the conclusions on
which the audit opinion is based, and includes the information contained in

the accounting records underlying the financial statements and other
information” (IFAC, 2010b: Para.3).

Evidence, in the context of auditing, according to Kumar and Sharma (2005),
Soltani (2007) and Rittenberg et al. (2009) refers to any information used by the
auditor to evaluate whether the quantifiable information under audit has been
stated in accordance with the established criteria. As part of the audit opinion

the evidence utilised on which the opinion is based is required to be

documented (Kumar and Sharma, 2005; Soltani, 2007; Rittenberg et al., 2009).

From the various definitions of evidence for the purpose of this study evidence
will be defined utilising the ISA 500 (2010) where information gathered by

either oral conversation, physical and electronic documents, and visual

observation of specific practices and locations will be considered as part of the
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audit evidence. Evidence must be utilised in the audit process to support the
expert analysis, assessment and final opinion report by the auditor. The
advantage of using this definition and standardised approach to evidence in the
Libyan context is, as an international standard, this definition of evidence
currently operates in other countries. By using International Standards such as
ISA 500 (2010), Libyan auditing professionals are working to provide

confidence to the users of audit information. This confidence in relation to the
business practices provides a lower risk exposure for foreign multinational

organisations when they are considering investing in the Libyan economy.

The literature of evidence provided comparisons between evidence in different

fields. Mautz and Sharaf (1961: 76) consider five conceptual areas in relation

to evidence (See Table 3.1 on page 67). This table by Mautz and Sharaf (1961)
illustrates the dissimilarity that the theoretical areas including auditing, has

towards the different characteristics of each type of evidence. An example for
these differences in theoretical approaches is the purpose for which the
different theoretical and philosophical areas use the evidence. In the legal
theoretical area, evidence is to prove a statement while in the theoretical area of
history; evidence is to enable the historian to develop an understanding of the
event that has occurred in the past. As the needs and requirements of each
theoretical area will differ, therefore their approach to evidence will differ.

While there is some dissimilarity there 1s also considerable similarity between

some of the theoretical areas. A good example of this similarity in the use of

evidence can be observed in historical studies and auditing. Historical research

and auditing have much in common in their usage of evidence. These two
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theoretical areas both work with the documentation of past events although

auditing is also concerned with some present conditions as well as what has

happened in the past.

66



(9L :1961) Jeaeys pue Zjne\ 2204108

SPIS1J 9AIJ UI DUIPIAI Jo uonedJissed daneaedwo)) :1°¢ dqe L



Ry

Audit evidence includes data generated by the operation of organisational
accounting systems, the actual physical inspection of assets held by an
organisation, and documents created internally and externally which includes
previous audit opinion statements (Kumar and Sharma, 2005; Soltani, 2007).
Table 3.2 below provides some examples of audit evidence which can be

utilised in the audit process by the auditor.

Table 3.2: Some examples of audit evidence

Source: Soltani (2007: 281)

There have been a number of theoretical attempts by auditing researchers to

clarify the nature of audit evidence. Mautz and Sharaf (1961) recognised that
there were three broad classes of audit evidence which are natural evidence,

creative evidence and rational argument.
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Natural evidence is a type of evidence that exists all around us and is relied
upon commonly in every mental activity that we perform (Mautz and Sharaf,
1961; Flint, 1988; Barnes, 1991; Power, 1992; Gronewold, 2006). This type of
evidence leads to the description of ‘material truths’ that leave no room for
doubt. Gronewold (2006) emphasises that natural evidence is the most

convincing type of evidence available as the individual intrapersonal cognition

about the evidence does not factor into the use of the evidence.

The second class of evidence described by Mautz and Sharaf (1961) is creative
evidence. This evidence does not naturally occur but is created through effort to
bring it forth. Scientific experimentation is an example of this type of evidence.
When a scientist performs an experiment the results of the experiment have
been created through the activities of the scientist thus they have created
evidence through effort. Within the auditing process scientific or creative

evidence is when the auditor uses calculation to confirm the figures reported in

a financial statement such as the balance sheet. Gronewold (2006) describes this

secondary form of evidence as information which the auditor has to perform

cogitative evaluation for it to become evidence.

From the empirical scientific approach the third class of evidence is that of
rational argument has developed from the application of logic to philosophical

discussion which is described by Mautz and Sharaf (1961) as abstract evidence.
Rational argument is not directly developed from the observation of natural

evidence or from experimental created evidence. The logical approach of

experimental created evidence has been expanded to rational argument which
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covers the discussion of ideas which have developed from observed fact. The
observed facts may appear to be true to the observer yet the observer has had to
undertake mental effort to take the sequences of images that they have observed
into a conclusion that their mind finds appealing. Taylor et al. (2003) highlight
that evidence is affected by abstract theoretical approaches even ethical
concepts including validity and reliability. The auditor when undertaking an

audit needs to have a detailed understanding and appreciation of the ethical

concepts.

3.3 Sufficiency and Appropriateness of Audit Evidence

ISA 500 (2010) has defined the terms of ‘sufficient’ and ‘appropriate’ in

relation to evidence as:

“Sufficiency is the measure of the quantity of audit evidence.
Appropriateness is the measure of the quality of audit evidence” (IFAC,
2010b: Para.?).

For the purpose of this study sufficiency has been defined based on the ISA 500
(2010) as the quantity of the material while the terminology of appropriateness

is when the researcher is describing the quality of the audit evidence.

There 1is a symbiotic relationship between the ‘sufficiency’ and
‘appropriateness’ concepts of evidence has been described by the auditing
literature and standards as an interrelationship as a result of the interaction
between these two concepts (Chambers, 2006; Talbot, 2006; IFAC, 2010b, ISA

500). For example, ISA 500 (2010) states that:

“The sufficiency and appropriateness of evidence are interrelated concepts
and refer to the quantity and quality of evidence. The decision as to whether a
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sufficient quantity of evidence has been obtained will be influenced by its
quality” (IFAC, 2010b: Para. 33).

Rittenbery et al. (2009)' suggests that there 1s a generally a strong
interrelationship between the concepts of sufficiency and appropriateness of

evidence but there are cases where the quantity of evidence may not have the

quality or appropriateness as required and visa versa.

In determining the quality and quantity of evidence, studies by Kumar and
Sharma (2005), Talbot (2006) and Soltani (2007) have suggested that the

auditor will be influenced by some factors that s/he should consider. These

include:

e The assessment of the nature and degree of risk of misstatement at both

the financial statement level and account balance or class of transaction

level.

e The nature of the accounting and internal control systems, including the

control environment.

o The materiality of the item being examined.

e The experience gained during the previous audits and the auditors’

knowledge of the business and industry.

o The findings from the audit procedures and from audit work carried out

In the course of preparing the financial statements, including indications
of fraud and error.

e The source and reliability of information available.

(Kumar and Sharma, 2005; Talbot, 2006; Soltani, 2007)

Mautz and Sharaf (1961) argue that the important point is not the quantity of

evidence but rather the quality of evidence that is used in an audit. For instance,
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a single piece of evidence may be compelling, whereas a large amount may be

only somewhat persuasive. Guy et al. (1996: 142) state that:

“Evidence is persuasive if it is sufficient in quantity and quality to allow the
auditor to reach a conclusion. Persuasiveness should stand the test of
evaluation by other auditors; that is, other auditors should also agree that the

amount of evidence is persuasive”.

Reliability of audit evidence is judged by its ability to provide convincing
evidence related to the audit objective being evaluated (Caster and Verardo,
2007; Rittenbery et al., 2009). The ISA 500 (2010) has established several
presumptions about the reliability of audit evidence in order to guide the auditor

in the collection and evaluation of the evidence that they gather during the audit

process (See Table 3.3 below).

Table 3.3: Reliability of audit evidence

Source: (IFAC, 2010b, ISA 500)

According to the guidance provided to auditors by the ISA 500 (2010),

evidence obtained directly by the auditor is preferable to that obtained
indirectly. Evidence from well-controlled information systems is more desirable

for the audit process than evidence from poorly controlled systems.
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Independent third-parties evidence obtained from knowledgeable individuals
with adequate time and motivation to respond to auditor inquiries is preferable
to internally generated information from the client. Evidence supported by

original documents is preferable to photocopied documents or verbal evidence
not supported by original documents. However, some types of evidence better
address specific assertions. For example, if the auditor wishes to test warranty

liabilities, it is likely that most of the information resides internally such as
client’s accounting system and some operational data. However, that data

should be supported by a strong internal control system and documentation

related to client warranty claims (Rittenbery ef al., 2009).

3.4 Factors Effecting Sufficiency and Appropriateness of Audit

Evidence

It is important to note that examining a range of audit evidence types is
expected to increase audit quality and effectiveness (Marietta and Arnold,

2008). As previously be discussed in chapter one there are six factors which
have been developed from Bentham’s (1827) theory of evidence, Caster and
Pincus (1996) two additional factors of evidence. Caster and Pincus (1996)
identified that the structure of audit evidence and the personal characteristics of
the auditor such as their knowledge and experience as an auditor are additional

factors which affect the evidence that they collect. The specific factors were
described in Figure 1.2 on page 7. Gronewold (2006) identifies that by

addressing these additional factors identified by Caster and Pincus (1996) that
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this will lead to improvements in the quality of audits and the performance of

auditors.

The six identified variables which may impact on audit evidence are: source of
evidence, directness of evidence, type of evidence, academic and professional
qualifications of the auditor, consistency of evidence, and amount of evidence.
These six variables will be used to examine the main aim of this study which is
to inveétigate and understand the extent of the sufficiency and appropriateness
of audit evidence used by Libyan auditors as part of the auditing process. A

short synopsis of the factors that affect audit evidence has been provided on

page 75 in Table 3.4.
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Table 3.4: Synopsis of factors that influence audit evidence
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3.4.1 Source of Evidence

The persuasiveness or quality of audit evidence depends on the reliability of its
source (Gronewold, 2006; Missah, 2008). According to Goodwin (1999) the
independent source is perceived by the auditor as more credible than the non-
independent source, but to confirm the reliability of this source, the source
should be known to the auditor. The ISA 500 (2010) state:

“Audit evidence obtained from an independent source may not be reliable if
the source is not knowledgeable” (IFAC, 2010b: Para. 4).

Figure 3.1 below describes the various sources of evidence. The auditor needs
to gather sufficient evidence so that the risk of material misstatements is
minimised. The assurance that is gained through a combination of procedures
that always includes: (a) an evaluation of internal controls over the financial

reporting process and; (b) direct tests of the account balance or underlying

transactions. Evidence is obtained through the combination of control testing

and account balance testing.

Figure 3.1: Some sources of audit evidence

Source: Rittenberg et al. (2009: 307)

76



Several studies in the auditing area have indicated that the competence and the

objectivity of the source is an important determinant of persuasive power of the
evidence (Payne, 2004; Marris, 2010). The ISA 500 (2010) state that:

“Evidence obtained from independent sources outside the enterprise is more

reliable than that secured solely from within the enterprise” (IFAC,
2010b:Para.9).

However, Rose axid Rose (2003) advise that is not always possible to determine

the validity of specific information or its source.

Prior auditing literature including Kizirian et al. (2005), McDaniel and

Simmons (2007), Payne and Ramsay (2008), Kaplan et al. (2008), Zhang et al.
(2009), Marris (2010) and professional standards such as ISA 580
‘Management Representations’ (2010) have focused on examining the

influence that some characteristics have on the audit process. These

characteristics include the competence, credibility, reliability and objectivity of
the entity’s management of the quality of management information. These

studies found that the audit evidence affected by the type of its source such as

external or internal. Kaplan et al. (2008) concluded that the accounting system
of a client is not a completely objective and reliable source for obtaining audit
evidence. On the other hand, Goodwin’s (1999) study revealed that auditor

judgment did not differ when information came from an external source such as

independent agency versus an internal source such as the organisation’s

management information systems such as the accounting application.

According to Janvrin (2001) and ISA 500 (2010), the auditors should assign

greater persuasiveness to evidence from external parties than to evidence from
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internal parties. However, the auditors may be unable to collect evidence from
external parties. There could be delays in obtaining responses to requests for
information and as a result the auditor may be compelled to rely on internal
sources for gathering audit evidence (Caster and Pincus, 1996). ISA 330 ‘The
Auditor’s Responses to Assessed Risks’ (2010) directs auditors to maintain an
attitude of professional scepticism when they integrate information provided by

management into their auditing judgments (IFAC, 2010b).

Haynes (1999) investigated the relationship between the auditor experience and

the evidence source. Haynes (1999) found that the persuasiveness of

information obtained from management was influenced by auditor experience

and source credibility. More recently, Kaplan et al. (2008) examined the auditor

experience and its effect on management-provided information and suggested

that management is not an objective information source.

According to Salterio and Koonce (1997) and Agoglia et al. (2009) audit team
members placed more weight on information originating from other audit team

members than information from client personnel. Anderson et al. (2001) and

Al-Angari (2006) point out that auditors are sensitive to the objectivity of the
source of evidence. Auditors consider evidence from a fellow auditor to have a
higher standard of quality than evidence from the entity’s management, because
the fellow auditor is seen as more objective than client management (Salterio

and Koonce, 1997). Kizirian et al. (2005) discovered that management Integrity

exhibits incremental explanatory power beyond the risk of material

misstatement for the persuasiveness of audit evidence collected.
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According to Kizirian et al. (2005), when the client’s information 1s not
trustworthy, the auditor seeks to collect external evidence such as a report from
an expert. On the other hand, Von Wielligh (2006) concluded that it 1s not
appropriate for the external auditor to rely solely on the reports of experts in
expressing an opinion in relation to the financial affairs. Von Wielligh (2006)
suggested that some key issues that should be considered by the auditor before

deciding to rely on an expert’s report. These issues include: the type of

expertise, the assessment of the risk of error in the report of the expert, the

scope of the work of the expert and the appropriateness of the work of the

expert as audit evidence.

Evidence gathered from highly credible sources is perceived as being more

valid than evidence obtained from less credible sources (Murphy and Yetmar,
1996). Therefore, the auditors rely more heavily on evidence from a more

competent source than a less competent source (Anderson et al., 2001), But as

previously mentioned the credibility of the source is dependent on the expert’s
previous experience, the scope of the evidence which they are providing their
expert opinion upon and the validity of the context where the expert opinion has

been asked. Where the expert comes from and what they are asked about are

identified by Von Wielligh (2006) are important to ensure the credibility and

validity of the expert’s opinion.
3.4.2 Directness of Evidence

Caster and Pincus (1996: 6) define direct evidence as: “Evidence that goes in one

stage to the matter asserted in the evidence”.
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Most auditing studies that discuss the evidence area have focused on
investigating the effect of some issues on audit evidence such as source, type
and amount (Kizirian et al. 2005; Gronewold, 2006; Morariu et al., 2008;
Zhang et al., 2009; Agoglia et al., 2009). Caster and Pincus (1996) however,
identify that the directness of evidence factor has not received sufficient

attention from both auditing researchers and professional standards.

Caster and Pincus (1996) found that the number of audit tests and the direction
of audit evidence to the test at hand were influential in affecting the
persuasiveness of audit evidence. Caster and Pincus (1996: 7) state that: “as the
directness of evidence increases, the evidence becomes more persuasive”. Similarly,
Audit evidence obtained directly by the auditor (for example, observation of the

application of a control) is more reliable than evidence obtained indirectly or by

inference (for example, inquiry about the application of a control) (IFAC,

2010b, ISA 500). For instance, confirmations obtained directly by the auditors
from knowledgeable third parties are considered to have a very high degree of

reliability (Cosserat, 2000). However, evidence obtained indirectly by the

auditor is at least as effective in initially detecting financial statement errors

(Spires, 1991).

Martin (2007) advises that the auditor needs to ensure that the internal controls
of the organisation which is being audited should be assessed. If internal
controls are understood by the auditor as those which are to likely be strong, the

auditor will plan to gather audit evidence to confirm that controls are in place

and operating effectively in order to minimise the amount of direct audit
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evidence needed to test the financial statements (Martin, 2007). If the auditor
assesses that the internal controls within an organisation are likely to be weak
they will need to identify alternative methods to collect and assess the evidence
about the organisation. According to Missah (2008), some documents represent
direct audit evidence of the existence of an asset, for example, a document

constituting a financial instrument such as a stock or bond. However, Inspection

of such documents may not necessarily give evidence about ownership or value

of the financial instrument (IFAC, 2010b, ISA 500).

3.4.3 Types of Evidence

Audit evidence is information that provides a factual basis for the audit
opinion. It is the information documented by the auditors and obtained through
observing conditions, interviewing people, examining records, and testing

documents (Kaptein et al., 2009; Agoglia et al., 2009). This information can

come in many different forms such as documents or oral information, from

many different sources such as the accounting system of organisation which is

being audited, and may be obtained in several different ways such as

observation or inspection (Marris, 2010).

The different types of audit evidence can be classified as being: physical
evidence, documentary evidence, confirmations (third-party representations),

analytical procedures, and oral evidence (Aldhizer and Cashell, 2006; Payne

and Ramsay, 2008; Zhang et al., 2009; Pany and Whittington, 2010; Janvrin et
al., 2010; IFAC 2010b, ISA 500). Most these studies analysed each type of

evidence separately, discussing peculiarities, exceptions, special factors that
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influence reliability, and then describe certain situations, in which evidence 1s

either more or less reliable.

3.4.3.1 Physical Evidence

Physical evidence is described by Gray (2008), and Oprean and Span (2009) as
the inventory or the examination of the quantitative existence and qualitative
status of the tangible assets (stocks and cash) and other items reflected in the
balance sheet (licenses, patents, trade effects, securities, and others). Physical
examination is useful for verifying the occurrence of production operations
making or receiving of goods and execution of works (Gray, 2008; Pany and

Whittington, 2010). The Inventory process and physical examination of

tangible assets provide conclusive audit evidence or a high probative force
(Oprean and Span, 2009). According to Jarboh (2006) and Joshi and
Deshmukh (2009), physical evidence provides reliable audit evidence with
respect to existence. However, it cannot provide sufficient evidence about the
ownership of goods (rights and obligations) or on the valuation of these assets
(historical cost, realizable value or recoverable amount) (IFAC, 2010b, ISA

500). In order to increase the reliability of the physical evidence of tangible

assets, Oprean and Span (2009) suggested that the existence of assets shall be

inspected on the basis of relating documentary evidence.

3.4.3.2 Documentary Evidence

Documentary evidence has traditionally been defined as paper based

information and recently this definition has been refined to include any type of
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recorded information such as a computer or video or audio (Gray, 2008; Jarboh,
2006; Agoglia et al., 2009; Marris, 2010). Documentary evidence is described

by ISA 500 (2010) and Joshi and Deshmukh (2009) as a reliable form of

evidence. The ISA 500 (2010) states that:

“Documents that have not passed through the client’s organisation are usually

considered the most reliable ones, followed by those created outside that are
in the possession of the client. However, those that were prepared inside the

client’s entity are considered the least reliable ones” (IFAC, 2010b: Para.7).
The degree of credibility of this type is dependent on the independence and
objectivity of the document’s source, the effectiveness of internal control (Ross
and McHugh, 2006; Oprean and Span, 2009). External documents such as
confirmations form third parties are more credible than documents created
inside the entity (IFAC, 2010b, ISA 500). Prior literature related to auditing
evidence (Ross and McHugh, 2006; Gronewold, 2006; Marris, 2010) and ISA
500 (2010) advised the auditor to consider the independence, integrity and
reliability of the source of documents, the effectiveness of the control, and the
method of delivery (direct or indirect), and the form of documents (original or

copy) when s/he is evaluating the sufficiency of this type of evidence.

3.4.3.3 Confirmations

Confirmation is an interview process which is directly obtained from third
parties such as customers, banks and other business partners. According to

Janvrin et al. (2010) confirmation can consists of some written statements as a

result of requests made to third party organisations and individuals such as

lawyers’ letters and specialist reports (Gray, 2008; IFAC, 2010b, ISA J0)5).

Client’s confirmation and other claims by debtors is a costly procedure and
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creates some inconvenience to third parties (Allen and Elder, 2001; Hammami
and Fedhila, 2009). However, the requested answers for confirmations are
received directly from independent sources of the audited entity and, therefore,

they are considered reliable audit evidence (Oprean and Span, 2009; Caster ef

al., 2008; Marris, 2010).

US audit standards have required auditors to confirm accounts receivable balances
since 1939 (American Institute of Accountants [AIA], 1939), and because
auditors perceive them to be persuasive evidence for many assertions, they also
use them for other. accounts such as cash, debt and marketable securities
(Caster et al., 2008). The current international audit confirmation standard, ISA

505 ¢External Confirmations’ was recently revised and updated (IFAC, 2010Db).

According to this standard, confirmatory applications take several forms such

as positive and negative forms (IFAC, 2010b, ISA 505), each of them have
some advantages and disadvantages. For example, confirmation received from

third parties can represent audit evidence regarding the existence and accuracy

of accounting, but does not provide sufficient evidence of accounting or

completeness on the debtor’s solvency to enable to the recoverability of

receivables (Oprean and Span, 2009).

Cosserat (2000) suggests several factors which may influence an auditor when

considering the acceptability of third party certificates as evidence. These

include:

1. Itis written

2. It is received in direct response to a request made by the auditor

himself, it neither is volunteered nor 1s received following a request by
the company
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3. The third party is properly qualified for the purpose of the certificate

and that his status is credible and has integrity in the opinion of the

auditor

4, The third party is independent of the company.

Examining the audit confirmation process is important since confirmations are
commonly used in the audit process and are often perceived to be one of the more
persuasive forms of audit evidence. Janvrin et al. (2010) described audit
confirmation process as illustrated in Figure 3.2 on page 86. The audit
confirmation process consists of several steps. First, auditors evaluate if
confirmations are appropriate and choose the financial statement items relevant
to the audit objectives for which confirmations are to be requested. Assuming
confirmations are appropriate; auditors design the confirmation request and
identify the appropriate relevant third party who will receive the request. Once

the request is designed, auditors communicate the request, most often a written

confirmation sent by postal mail, to the appropriate third party (Aldhizer and

Cashell, 2006). To reduce the possibility that the results will be biased because

of interception and alteration of the confirmation requests, auditors are advised

by auditing standard to maintain appropriate control over the request when

communicating to third parties (IFAC, 2010b, ISA 505).

Next, the third party provides the requested evidence. If the third party fails to

respond to the request, the auditing standard suggested that the auditors follow-up
with a second (and potential third) request (IFAC, 2010b, ISA 505). When no

response is received, auditors usually perform alternative audit procedures to
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reduce audit risk to an acceptably low level (American Institute of Certified Public

Accountants [AICPA], 2008).

Figure 3.2: Audit confirmation process

Source: Janvrin et al. (2010: 29)
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The ISA 505 standard provides little guidance for auditors when they obtain
evidence from a third party. First, they may determine if control was
maintained over the response. Stated differently, they may examine the
evidence to authenticate the identity of the third party respondent and
determine that the original request was not altered. Second, auditors may
determine if this evidence matches the auditee’s financial information. If
differences are discovered, auditors follow up on these differences and/or

generally perform alternative audit procedures. Third, auditors evaluate the

reliability of the evidence (IFAC, 2010b, ISA 505).

3.4.3.4 Analytical Procedures

In 2010, the International Federation of Accountants Committee [IFAC]
updated International Standard on Auditing [ISA] No. 520 ‘Aralytical

Procedures’. This standard aims to guide the auditor when s/he performing

analytical procedures. According to this standard, the term analytical procedure

means.

“Evaluations of financial information through analysis of plausible

relationships among both financial and non-financial data”
(IFAC, 2010b: Para. 4)

Analytical procedures also include investigating the fluctuations that are not

consistent with other relevant information or that deviate from expected values

(Oprean and Span, 2009). The purpose of substantive analytical procedures is

to obtain assurance that accounts are fairly stated, detect fraud and error in

transactions and account balances, and provide evidence about audit objectives

(Harrison et al., 2001; Arens and Loebbecke, 2000; Oprean and Span, 2009).
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ISA 520 (2010) indicated that the analytical procedures assist the auditor when
forming his/her opinion. For example, numbers, missing from the sequence
may indicate incompleteness of the financial statements (IFAC, 2010b). This

assists the auditor to draw reasonable conclusions on which to base the

auditor’s opinion.
3.4.3.5 Oral Evidence

Oral information obtained by interviewing different people within the entity or
beyond, who know well enough the conditions and other specific issues that
have developed audited transactions and operations, is widely used as primary
evidence in auditing (Gray, 2008; Marris, 2010; IFAC, 2010b, ISA 500). The
interview is a procedure commonly used by auditors in order to obtain
particular knowledge of the entity, its environment including internal control
and may take the form of free discussions of informal or formal writing

interview (Oprean and Span, 2009). However, it alone ordinarily does not

provide sufficient audit evidence of the absence of a material misstatement at
the assertion level, nor of the operating effectiveness of controls (IFAC, 2010b,

ISA 500). Thus, under IAS 330 (2010) ‘The Auditor’s Responses to Assessed

Risks’, professional scepticism should be applied during inquiries of

management and employees, and exercising professional scepticism requires

the auditor to respond to heightened nisk of material misstatement by
considering changing the nature, timing, and extent of the auditing procedures

to obtain reasonable assurance that the financial statements are free from

material misstatements (IFAC, 2010b, ISA 330).
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Interviewing cannot replace other audit procedures which provide more
reliable evidence, but there are situations in which interviewing is the only type
of procedure for collecting necessary information (Oprean and Span, 2009).
Thus, management intentions regarding the reorganisation of the entity, the
disposal of assets, in combination with other entities, etc. can be documented
only on interview (Marris, 2010). To increase the relevance of the interview,
all the statements or responses of the management or other persons shall be

written either by the auditors or by the respondents (Oprean and Span, 2009).

Based on the responses received from these interviews, the auditors may
collect confirmation. of the information they preyiously obtained or of other
corroborated information (IFAC, 2010b, ISA 505), or they may declare that the
information obtained was not collected by other procedures or contradict the

information held (IFAC, 2010c, ISA 580 ‘ Management Representations’).

Prior auditing literature (Payne and Ramsay, 2008; Caster et al., 2008; Kaptein
et al., 2009; Agoglia et al., 2009) and professional standards such as ISA 500

(2010) argued that different types of evidence provide different levels of
support for auditors’ opinion. The most reliable type of evidence would be that

which is created outside the company and sent directly to the auditors such as

confirmations from third parties (Marris, 2010). For example, physical
evidence collected by the auditor is described as providing a high level of
assurance and being the most reliable type of evidence (Hammami and Fedhila,
2009; IFAC, 2010b, ISA 3500). Soltani (2007) point out the best audit

conclusions depend upon the most reliable types of evidence.
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3.4.4 The Academic and Professional Qualifications of the Auditor

There are significant differences between experienced ‘and inexperienced
auditors with respect to knowledge, problem solving behavior, searching and
evaluating evidence, and decision quality (Qing, 2006; Sheng-wen, 2006;
Bruynseels et al., 2007; Marietta and Arnold, 2008; Marris, 2010; Ali et al.,
2010; Habib and Bhuiyan, 2011). Abou-Seada and Abdel-Kader (2003) also
found that the evidence process by auditors is influenced by the extent of their
knowledge of a client’s operations and industry. In addition, the result of the
study of Sim (2010) observed that the group culture towards consensus that the
auditors have experienced within their organisation will affect their beliefs

significantly when evaluating internal control of the client. Bowlin et al. (2006)

indicate that financial reporters who have experience as an auditor are more

sensitive to large penalties for misreporting than other financial reporters who

have the same amount of experience but have only exclusively worked in the

accounting reporter role.

Moreover, previous literature (i.e. Arthur, 2001; Hoffman et al., 2003; Jarboh,
2005) on the effect of auditor experience on audit evidence indicated that the
well-developed knowledge structures of experienced auditors help them to
consider the risk, the cost and the time of searching audit evidence. Bruynseels
et al. (2007) concluded that an increased level of experience is predicted to
have an increasing effect on auditors processing of audit evidence. Abou-Seada

and Abdel-Kader (2003) observed the role of professional expertise is

significant in auditing decisions and especially in the evidence process. For
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example, audit evidence collected by a competent and experienced auditor is
expected to be more reliable than evidence from a novice (Bruynseels et al.,

2007). Additionally, industry specialist auditors are more likely to resolve

complex accounting issues earlier compared to their non-specialist counterparts

because of their strong industry-focused knowledge (Habib and Bhuiyan,

2011).

Arthur (2001: 253) states that:

“It is a matter of personal skill for auditors to judge how much, what kind,

and what combinations of different types of evidence are necessary to enable
an opinion justifiably to be formed and a report to be made”.

Auditing standards require the auditor to approach the client with professional
scepticism. Any bias that impairs an auditor is judgment of either the

competence or the objectivity of a source could reduce the audit’s effectiveness

and increase audit risk (IFAC, 2010b, ISA 330).

In a tax-related context, Magro (2003) found both experts and students who

were undertaking a similar audit would adequately consider directly relevant
information from the different tax-authorities as part of the decision of a
specific estate tax issue. However, in contrast to the experts, the students
through their lack of audit experience according to Magro (2003) apparently did
not distinguish between indirectly relevant and irrelevant information. This lack
of experience hindered the students’ ability to recognise the value of the
evidence as irrelevant or relevant and thus hindered their judgement reports.

Additionally, the students either did not recognize irrelevance or they were

unable to ignore irrelevant evidence when forming their judgment. As
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Bruynseels et al. (2007) and Abou-Seada and Abdel-Kader (2003) highlighted
experience as an accountant over a number of years is needed before making
the transition to an auditor. This industrial professional experience will develop

the future auditor’s awareness and understanding of accounting practices and
processes in an operational context rather than just the theoretical academic
learning in a higher education. The workplace experiences of the new auditor

will be affected by the contextual location of their accounting experience

according to Sim (2010).

3.4.5 Consistency of Evidence

Boritz and Wensley (1990: 69) stress that:

“The evidence provided by audit procedures i1s not necessarily of the same

type. Two items of evidence may provide corroborating or conflicting
information about financial assertions. We say that two different audit

procedures provide corroborating evidence when both fall on the same side

of 50 per cent. We say two different audit procedures provide conflicting
evidence when both fall on different sides of 50 per cent”.

The ISA 500 (2010) points out:

“When audit evidence obtained from one source appears inconsistent with
that obtained from another, the reliability of each remains in doubt until
further work has been done to resolve the inconsistency. However, when the

individual items of evidence relating to a particular matter are all consistent,
then the auditor may obtain a cumulative degree of assurance higher than that

which he obtains from the individual items” (IFAC, 2010b: Para. 17).

As an example, an auditor has three pieces of evidence available to support the
receipt of stock: (1) A goods received note, (2) A purchase invoice, and (3) A

payment to the supplier (Goodwin, 1999). According to Harrison et al. (2001),

the quality of any such comparison as audit evidence depends upon:
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1. The quality and independence of the evidence compared.

2. The quality of enquiries made into any lack of consistency between the

sources of evidence.

3. The independence of the internal control operative from the sources of

evidence under examination.

4, The quality of any comparison evidence.

Goodwin (1999) argues that auditors will be less concerned with source

integrity when evidence provided by the source is consistent with evidence
obtained from a different source. According to Caster and Pincus (1996),

evaluating the strength or persuasiveness of the evidence sets 1s important in

auditing. Conflicting evidence may indicate an inappropriate set of initial
assumptions and those assessments of inherent risk, degree of evidential
support, and other factors need to be revised. In many cases it also will be

necessary to devise strategies to collect additional evidence to resolve the

conflict (Boritz and Wensley, 1990). Dutta and Snivastava (1993) argued that
the process of combining pieces of evidence contributes to uncertainty because

there are not uniform procedures for combining different items of evidence that
relate to a single objective or a single account. Moeckel (1991) pointed out that
when considering evidence relating to any potentially material audit area,

auditors need to take steps to ensure that items that are potentially relevant to

one another are considered together.

3.4.6 Amount of Evidence

According to Rittenberg et al. (2009), the auditor must collect an appropriate

amount of reliable evidence concerning the faimess of the financial statements
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and their conformity with the Generally Accepted Accounting Principles
[GAAP]. Empirical auditing studies (e.g. Caster and Pincus, 1996; Blay et al.,
2003; Gronewold, 2006; Al-Hadi, 2008) and professional standards such as ISA

500 (2010) have addressed the relationship between the quantity of audit
evidence and its reliability and they found that the quality of audit evidence 1s
influenced by its amount. For example, ISA 500 (2010) indicated that the

quantity of the audit evidence needed is affected by the auditor’s assessment of

the risks of material misstatement and also by the quality of such audit evidence
(IFAC, 2010b). Caster and Pincus (1996) concluded that the greater number of

witnesses, the greater the persuasiveness of evidence. However, in some cases
the high amount of evidence provides a limited amount of persuasiveness (Al-
Hadi, 2008). Bowlin (2009) studied the effect of material risk on the amount of

audit evidence, and found that the auditors tend to collect more evidence when

they find high-risk on balance accounts. The amount of evidence to be obtained

based on the following factors (Morariu et al., 2008):

1. Establishing the dimension of the audit sample and the population

elements that are to be tested

2. Generated costs
3. The evaluation of the nature and level of risk inherent for the financial
statements, an account balance or a type of transaction

4, The evaluation of the nature and effectiveness of internal control

systems

5. Personal expertise and skills of the auditor

6. The results of the audit procedures, including fraud or errors that might

have been revealed

7. The source and credibility of the available information.
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Cosserat (2000) indicates that the materiality and the nsk of material
misstatement are the main factors that affect the sufficiency of audit evidence.

The higher the risk of material misstatement, the quality of the audit evidence

should be greater. If the quality of the evidence is high, the amount of audit
evidence needed is less (Marris, 2010). There are several risks associated with
obtaining sufficient appropriate audit evidence. These include (1) inadequate
records, for example, incomplete files, excessive adjustments to books and
accounts, transactions not recorded in accordance with normal procedures, and
out of balance control accounts, (2) inadequate documentation of transactions,
such as lack of proper authorisation, supporting documents not available and
alteration to documents (any of these documentation problems assume greater

significance when they relate to large or unusual transactions), (3) an excesstive
number of differences between accounting records and third party
confirmations, conflicting audit evidence and unexplainable changes in
operating ratios, and (4) evasive or unreasonable responses by management to

audit inquiries (American Institute of Certified Public Accountants [AICPA],

2006).

One way an auditor may overcome concerns about ensuring that they have a
representative sample of the population of evidence is to use statistical
sampling. Rivest (2007) advises that the lower bands of confidence for the
sampling size should be identified in legislation so that the same standard for
sampling is used by all in the auditing profession. This statistical value of the

population provides greater confidence that the sample is representative of the

population (Saunders et al., 2007). VanderStoep and Johnston (2009) identify
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non-probability based sampling techniques which can be utilised by auditors
and through the use of statistical standards the auditor can improve other

practitioners and stakeholders in their confidence in relation to the professional
practice. The use of statistically supported probability sampling enables
auditors to reduce the judgment risk that they may have when using non-
statistically based sampling (VanderStoep and Johnston, 2009). The current

International Standard on Auditing [ISA 530] ‘Audit Sampling’ (2010) advises
that the auditor use a population sample that is representative of the population

and this sample size should be increased by the risk factors observed by the

auditor.

The auditor may obtain more than one item of evidence for a specific assertion

about reality (Gronewold, 2006). For example, the auditor will require more

appropriate evidence when there is doubt about the integrity of management
(Cosserat, 2000). Auditing standards require sufficient substantive audit

evidence for all significant accounts, regardless of the auditor’s planned

reliance on controls (IFAC, 2010b, ISA 500).

The main objective of external auditors is to express an opinion on the financial
statements. In order to achieve this objective, an external auditor needs to
evaluate the internal control system of the organisation to ensure that this
system can detect and prevent any material misstatements (Haron et al, 2004).
Tests of control are made to provide evidence about the effectiveness of the

design and operations of the accounting and internal control systems (Cosserat,
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2000). Janvrin (2001) suggested that internal control effectiveness may

completely mitigate the need to use internal rather than external evidence.

3.5 Theories of evidence

Auditing, history, and law are among the fields of inquiry which rely upon

evidence for reducing doubt and obtaining belief. Mautz and Sharaf (1961)

were among the earliest researchers to consider aspects of a theory of evidence

in auditing. Among their most important contributions was pointing out that

intrinsic characteristics of the evidence set influence audit judgment.

The first general theory of audit evidence was established by Toba (1975) and
later developed by Kissinger (1977), Gibbs (1977) and Stephens (1983).
Furthermore, this theory was extended and examined by Smieliauskas and
Smith (1990). This line of research led to the introduction of more rigorous

notation (formal logic); a recognition that evidence was related to propositions

that, in turn, were related to propositions that the financial statements were

fairly presented; and a recognition that evidence aggregation might be viewed
as a problem of combining probabilities (Gronewold, 2006). The three theories
(general theory, theory of logic, and theory of the persuasiveness of evidence)

will be outlined and discussed.
3.5.1 General Theory of Evidence

Toba (1975) developed a normative framework for describing the relationship

between audit evidence and opinions by auditors on financial statements.

Toba’s framework was further developed and modified by Kissinger (1977). A
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number of studies have supposed that there would already be a “general theory”

of audit evidence (e.g. Toba, 1975; Srivastava, 1996). However, Caster and

Pincus (1996: 1) state:

“To date, no general theory of audit evidence has been accepted in either the
research or practice literature”.

The study of Toba (1975) ‘A General Theory of Evidence as the Conceptual

Foundation in Auditing Theory’ discussed the concept of evidence in auditing

and the reasoning processes employed by auditors in establishing the fairness of

financial statements. According to Toba (197)),

“The concept of evidence can be divided into two distinct parts: confirming
evidence and supporting evidence” (Toba, 1975: 9).

Furthermore, Toba (1975) suggested that the heuristic reasoning pattern of

auditing implies the existence of a distinct process of persuasion separable from

a process of proof.

Kissinger (1977) examined the Toba framework in order to (1) point out Toba’s
oversights and conceptual deficiencies and attempt to correct them and (2) to

extend some of Toba’s results particularly in the area of necessary and

sufficient conditions for the various options available to the auditor regarding

the opinion on a client’s financial statements.

The Toba-Kissinger framework addressed the relationship between evidence
and auditors’ opinions on financial statements; these relationships are derived
from a general theory of evidence using the rules of formal logic. It is

concerned with the evidential conditions for the issuance of an auditor’s

opinion on a set of financial statements under examination. In other words
’
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Toba (1975) developed the relationship between evidence and audit opinions as

a set of necessary conditions based upon weight of evidence, while Kissinger
(1977)’s extension to include materiality and explication of ‘preponderance of
evidence’ makes the conditions sufficient rather than necessary for the issuance

of an unqualified opinion.

The Toba-Kissinger logical relationships were based upon completeness of

collection of evidential matter, weight of evidence, and materiality. Stephens

(1983) indicated that these factors are important issues for relating the

framework to generally accepted auditing standards. Regarding completeness of
evidence, Toba argued that the judgments required from auditors concerning |

evidential matter include (1) the amount of evidence and (2) the integration of

evidence for evaluation. The Toba-Kissinger framework relating evidence and

audit opinions requires completeness of evidence because it makes no provision

for utilizing the output for collection of additional evidential matter.

With regard to weight of evidence, the weight required in the Toba-Kissinger
framework is a simple preponderance of evidence (Stephens, 1983). A possible
alternative weight of evidence requirement might have been to require an

arbitrarily pre-selected weight of evidence (Stephens, 1983). Kissinger (1977:
335) declares that:

“The requirements for a preponderance of evidence are usually less than the

requirement for some arbitrarily selected (high) level of evidence which
might be required”.

In terms of materiality, Kissinger injected materiality into the Toba-Kissinger

framework, but did not provide a precise definition of materiality (Stephens,
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1983). The framework of Kissinger made the evidential conditions sufficient
but not necessary. For example, compliance with General Accepted Accounting
Principles [GAAP] is sufficient for an unqualified opinion in the Toba-
Kissinger framework, but compliance with generally accepted accounting
principles is not a necessary condition. Thus, financial statements of a firm not

complying with GAAP could receive an unqualified opinion if the lack of

compliance did not have a material effect.

The empirical study by Stephens (1983) investigated the descriptiveness of the

Toba-Kissinger normative standards and sufficiency in three areas: (1)

compliance with GAAP, (2) completeness of internal control, and (3)
effectiveness of internal control. The results revealed that: (a) there is
substantial overall non-conformity with the Toba-Kissinger framework, (b) the
sufficiency conditions of Kissinger decrease conformity when compared to the

necessary conditions of Toba, and (c) the weight-of-evidence requirement

postulated in the Toba-Kissinger framework, a preponderance of evidence is
descriptive for audit opinions issued by the respondents. Smieliauskas and
Smith (1990) attempted to develop further a theory of audit evidence by
incorporating the concept of audit assertions from professional standards and

developments in the philosophy of science. They suggested that the explanatory

factor provides a sufficient understanding for developing a theory of audit

evidence.

From the above it appears that all studies require an explanatory link between

evidence and the assertion to be confirmed by evidence. Besides this specific
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aspect, no additional advice and guidance is provided on how the actual

sufficiency and appropriateness of evidence should be judged.

3.5.2 The Theory of Logic

With respect to evidence, Montague (1953) pointed out three points:

1. Belief, to be rational, must be supported by evidence

2. Evidence has varying influences upon the human mind

3. There are only a few basic ways of obtaining ideas and beliefs

Evidence varies in its influences on the human mind in two ways. First, some
evidence is so strong and so vivid that it compels the mind to accept it as
truthful and the mind then reaches a sureness of knowledge; other evidence is
neither not nearly so forceful nor so vivid, and the mind can entertain, along
with the evidence itself, the thought that it might not really be so. Some
evidence becomes more or less persuasive as it influences the mind to accept or

reject the proposition in support of which the evidence has been submitted or

obtained. Thus, there are differences within evidence itself that help to account

for the influence it has on the mind of the judgment maker. The second factor

which accounts for the varying influence of judgment is the degree of skill and

experience possessed by the one using the evidence (Montague, 1953).

For the third factor, Montague (1953: 34) points out that:

“Our ideas and beliefs can be traced to one or more of the following origins:
(a) Testimony of others; (b) Intuition, which is at least partly grounded in
instincts, feelings and desires; (c¢) Abstract reasoning from universal
principles; (d) Sensory experience; and (e) Practical activity having
successful consequences. Each of these sources may be, and actually has

been, accepted as indicating a primary criterion for determining philosophic
truth; and thus to the five sources of belief there correspond the following six

101



types of logical theory: (1) Authoritarianism, (2) Mysticism, (3) Rationalism,
(4) Empiricism, (5) Pragmatism, and (6) Scepticism.”

These methods were summarised as follows:

Regarding authoritarianism, Montague (1953: 39) stresses that:

“We get our beliefs from the testimony of our fellows than from any other

source. Little of our knowledge of the universe is directly tested by our own
intuition, reason, experience, or practice. We accept on trust nine tenths of

what we hold to be true”.

For instance, when the auditors obtains confirmations from outside parties, a
statement from a bank, from a customer, or from a creditor must be accepted
because the auditor cannot investigate the fact at issue in any other way. In
addition, more than this, he is entitled to rely on this testimony unless there i1s

reason to suppose that the ones returning the confirmation are biased or

incompetent.

In terms of mysticism, Mautz and Sharaf (1961) point out that knowledge
obtained through authoritarianism comes to us from others; knowledge obtained

through intuition comes to us within ourselves. Intuition brings the sudden flash
of insight, the quick perception of truth, the unexplained awareness of
relationships that we can account for in no other way. Montague (1953: 55)

explains intuition as: “a combination of instinct, imagination, and experience”.

Rationalism consists of reasoning from the universal to the particular; it is
identified particularly with mathematics and applications of pure logic in which
we start with accepted assumptions of universal application and reason from

them to conclusions. Thus, in solving an arithmetical problem, we accept the

numbering system, the meaning of arithmetical signs and symbols, and
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proceeding from these, we solve the particular problem before us. For instance,
the auditors use mathematics a good deal in auditing (Montague, 1953).
Regarding empiricism theory, Montague (1953) suggests that empiricism
consists of basing knowledge on perceptual experience and the auditor who

physically examines inventory or observes a paymaster distributing payroll

checks as examples of empirical evidence.

With regard to pragmatism method, Montague (1953) indicates that the
pragmatist believes that what works well must be true: whatever fails to work 1s

not true, workability are the tests of truth. Montague (1953) declares that in

auditing, we apply pragmatism when we trace the results of transactions or

conditions into the future. In terms of scepticism, some philosophers have
carried scepticism to the point where they are willing to believe nothing, a state

of complete doubt (Mautz and Sharaf, 1961). Montague (1953) believes that the

human mind is unable to attain absolute certainty in any field of inquiry.

3.5.3 The Theory of the Persuasiveness of Evidence

The theory of the persuasiveness of legal evidence was developed in the 1800s
by Bentham and is still the subject of academic discourse in modern
jurisprudence (Caster and Pincus, 1996). Within the field of jurisprudence,
Bentham is recognised as one of thé most influential legal the;orists regarding
evidence (Caster and Pincus, 1996). Twining (1985: 169) states that:

“In the specialised field of evidence, Bentham’s is the most comprehensive
general theory of the subject”.
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Bentham (1827) intended his theory to be comprehensive and applicable to all

fields of study. He states that:

“Questions in natural philosophy, questions in natural history, questions in

technology in all its branches, questions in medicine, are all questions in
evidence” (Bentham, 1827: 19).

Bentham’s theory of persuasiveness is part of his nine-volume treatise on

evidence ‘Rationale of Judicial Evidence’. To Bentham, persuasion is based on

the perceived strength of evidence, as weighed and expressed by witnesses and

judges.

Bentham (1827) was critical of using qualitative terms to express the strength of
evidence. He reviewed and rejected the English, French and Roman schools of
thought, illustrating deficiencies of each. For example, the English courts used
the terms (1) positive proof, (2) violent presumption, (3) probable presumption,
and (4) light or rash presumption to express four degrees of persuasiveness
(Caster and Pincus, 1996). Reinard (1988) reviewed over 150 empirical studies
of persuasiveness of evidence covering several disciplines and spanning a
period of about 50 years. Some evidence characteristics such as source

reliability and quantity of evidence were identified by Reinard (1988) as

consistently affecting persuasiveness or quality,

Bentham (1827) proposed a quantitative measurement system. He believes that

persuasiveness was a matter of degree that could be measured on a scale,

similar to a thermometer. Bentham (1827) declares that:

“The zero point of the scale indicated neutrality or nonexistence of any
degree of persuasion on either side, Positive numbers on the scale indicated
evidence persuasive in favor of a proposition or affirming the existence of the
fact in question. In contrast, negative numbers on the scale indicated
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evidence persuasive against a proposition or denying the existence of the
same fact” (Bentham, 1827:p. 75)

In addition, Bentham (1827) states that: “as probative force increased, the chance

of an incorrect decision decreased”.

Bentham (1827) identified the characteristics of evidence that affect
persuasiveness, which is termed ‘probative force’ in jurisprudence. These
include: (1) Amount of evidence, (2) Dispersion of estimates, (3) Composition
of evidence set, (4) Source reliability, (§) Directness of evidence, and (6)
Deviations from expectations. Regarding amount of evidence, Bentham (1827)
believes that the amount of evidence affects its persuasiveness. Particularly, he
points out that a greater number of witnesses on one side of an issue increased
the probative force of evidence. In terms of dispersion of estimates, Bentham
(1827) suggested a simple model for weighing the testimony of witnesses.

When witnesses are used to attempt to prove a fact, the number of witnesses

could be summed to determine the probative force of the evidence. But consider

a legal case where two equally credible witnesses testify that a car was
speeding. Is the evidence equally persuasive if (a) one witness testifies that the
car was moving at about 70 miles per hour and the other witness testifies it was
moving at 75 miles per hour, or (b) one witness testifies the car’s speed was 60
miles an hour, while the other witness testifies the car was moving 85 miles per
hour? According to Caster and Pincus (1996) when multiple estimates do not

agree, accuracy and confidence in decisions based on these estimates decrease.

With regard to the composition of evidence set, Bentham (1827) noted that

witnesses in a legal case often provide a mix of evidence, some operating in
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proof of the fact, others in disproof of it. The strength of an evidence set
depends on the mix of evidence. According to Bentham’s theory, the more one-
sided the evidence set, the greater the probative value. Bentham (1827)
suggested a simple additive model to illustrate this point: whén there are some
witnesses to prove a fact, and others to disprove a fact, the difference in the
number of witnesses 1s taken instead of the sum. Thus, the probative force of
evidence increases as the evidence set because more one-sided. Regarding
source reliability, Bentham’s theory of evidence recognised it as important in
determining the persuasiveness of an evidence set. Bentham (1827) described

characteristics such as rank, power, or official function that add credibility to a
witness. Testimony from such a witness has a superior degree of credence,
which increased the probative force of the evidence. In contrast, Bentham noted

that the morals or intellect of a witness may be suspect. In terms of directness

of evidence, Bentham suggested that directness of evidence affects its

persuasiveness. Bentham (1827) argues that the probative force of evidence

diminishes as more intervening steps are added.

Experience leads to certain expectations about the evidence that will be

presented in any given case (Caster and Pincus, 1996). Bentham (1827)
described these expectations as the ‘shape’ of evidence. According to Bentham,

“any deviation from the expected shape of the evidence made it inferior,
thereby decreasing its probative force” (Bentham, 1827: 66).

In the context of testing this theory, the results of several studies theory (e.g.,

Caster and Pincus, 1996; Srivastava, 1996) reveal some evidence supporting

persuasiveness of evidence. Caster and Pincus (1996) used amount of evidence,
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dispersion of estimates, composition of evidence set, source reliability,
directness of evidence, and deviations from expectations to test Bentham’s

theory of persuasiveness of evidence. Caster and Pincus (1996) found that all

six characteristics affect the persuasiveness of audit evidence.

Caster and Pincus (1996: 14) state:

“Bentham’s theory provides a model that is potentially valuable because it

cuts across several disciplines, which is significant because of the
commonalities of evidence characteristics across disciplines. Furthermore, a

theory of persuasiveness of evidence would be particularly useful in
auditing”.

Moreover, Caster and Pincus (1996) suggest that given the parallels between
the concepts of probative force of legal evidence and persuasiveness of audit

evidence ongoing work on audit evidence may both benefit from and contribute

to related work in jurisprudence.

From the previous discussion, one can fairly recognise that Bentham’s theory of
persuasiveness provides a particularly useful basis for the profession of

audi