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EXECUTIVE SUMMARY  
I want to thank you for allowing me to respond to the Call for Views (“CFV”). I hope my 
responses can assist in furthering this endeavor. 
 
My responses to this CFV will focus on the following methodology related to financial 
statement audits; distinctly separate the following: 
 

1. Simplified Compliance Audit ("SCA"), Highly efficient, easy to plan and perform and 
creates the value sought after in the audit. 

2. Relevant or value-added financial and non-financial information to be "audited" or 
assessed ("Value-Added Services"). 

 
Thus, simplify the audit to get more value and all the Value-Added Services that Users 
(defined below) want can be done as separate engagements using graduated levels of 
assurance, which will increase their value. 
 
SCA. The SCA came from the theory of Simplify, Simplify, Simplify. Simplifying the financial 
reporting, will necessitate simplifying the accounting standards which will simplify the 
audit. I realize the financial reporting and accounting standards are not being addressed in 
this CFV but I may occasionally reference them in my responses. 
 
I happened to note the word or a variation of the word simplify is used throughout the 
House of Commons Business, Energy and Industrial Strategy Committee, The Future of 
Audit, Nineteenth Report of Session 2017–19 (“BEIS Future of Audit”). Thus, is the United 
Kingdom (“UK”) struggling with the complexity and requirements of financial statement 
audits and seeks to "simplify" the audit? 
 
As I read the BEIS Future of Audit, my concern is the overall theme for auditing is to expand 
the audit and the auditor’s responsibilities. If this is the course of action or prevailing idea, I 
believe it will lead to numerous difficulties in completing an audit. For example, even if we 
ignore the quality of the audit, how can an audit be completed logistically (the physical 
planning and performance of the audit) if the audit is to be expanded. And given the fact the 
Big 4 now audit the overwhelming number of large public companies, how could smaller 
firms perform an expanded audit? 
 
There are three more concepts I will address in more detail under Chapter 10. 

• Logistics 
• Personnel 
• Timing 

 
I have a recommendation which goes in the other direction. “Simplify” the audit by 
providing a standardized financial reporting method. In the attached white paper, I have 
created a cash-based model but with some minor adjustments can result in a cash based 
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Earnings Before Interest, Taxes, Depreciation and Amortization (“EBITDA”) or Realized 
Profits. Note: the white paper is written from the perspective of United States Generally 
Accepted Accounting Principles ("US GAAP") but I anticipated the method could be used for 
any country under any currency. The white paper primarily addresses accounting 
standards and financial reporting but I am providing it as a type of financial reporting 
method I foresee being implemented to simplify audits. 
 
The following is to help clarify the vision of the SCA: 
 

• Financial Statements. Entity provides a simplified standardized set of financial 
statements under a cash-based, historical cost, financial reporting model which can 
be tailored by industry. 

• Audit. The audit will be conducted under the current auditing standards which may 
require some modification but not significantly. Because the financial statements 
and related standards have been simplified, the audit can expand its assessment of 
internal controls, compliance with accounting standards, regulatory compliance and 
accuracy of the amounts which can result in greater assurance and confidence in an 
entity’s financial reporting. 

• The audit report can include expanded explanations (which is being considered) of 
audit procedures along with greater assurance on the accuracy of the financial 
statement amounts. 

 
There a numerous advantage to separating the SCA from the Value-Added Services. I will 
outline as many as I can in my responses but here are a few: 
 

• More audit firms able to perform SCA's especially of the FTSE 350. An SCA audit will 
allow a non-big 4 firm to perform an audit on its own. This will allow greater 
competition and market prices for audits.  

• Audit firms only. There would be less concern breaking up accounting firms. I 
foresee an industry of audit only accounting firms performing SCAs which specialize 
by industry. The audit profession as an industry could stand on its own and be 
viable, relevant and valuable. 

• Conflicts of Interest. By separating the SCA from Value-Added Services, this would 
become a non-issue. 

• Profitability. Specialty SCA accounting firms will be sought after and the fees 
charged will be commiserate with the value received. Maybe audit fees will never 
reach the profit margins seen in consulting, but many accounting firms could still 
see this as very profitable especially as technology improves. 

• Technology. An SCA can be more technologically focused allowing for more testing 
and greater confidence. Note: many of the current standards including International 
Financial Reporting Standards (“IFRS”) and US GAAP require significant amounts of 
judgement, variables and estimates which limit the ability to use technology.  

• Investor and Regulatory Agencies. Allows larger or other specific firms to focus on 
investor and regulatory related items that can be specifically identified as Value-
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Added Services. The BEIS Future of Audit outlines multiple items that these Value-
Added Services could cover. For example, some of the issues below such as 
assessing fraud detection and preventive controls or analysis of capital maintenance 
accounts can be "audited" or evaluated separately from the SCA using graduated 
levels of assurance. These would be performed by firms who have the expertise and 
knowledge (not the audit firm) and can handle the greater risk and exposure to 
conduct these types of services. 

• Footnotes can by reduced dramatically. 
• Timeliness. An SCA audit can be performed faster allowing investors to receive 

basic, relevant financial information almost in real time if an SCA audit is done 
continually. 

• New Industry. Value-Added Services will become a new form of a revenue for 
accounting and other firms. 

• And There are many others. 
 
 
This CFV is already considering the separation of the audit firm into its own company. I 
strongly recommend and support this as the future of auditing. I merely want to help 
provide a method to achieve this goal. 
 
I have used the BEIS Future of Audit format and outline in my responses to the questions 
below. For clarification, I have labeled each response with an "R" and a number which 
corresponds to the question number. I left the questions for reference. 
 
I have added commentary to several sections either before or after a series of questions to 
help provide context of my responses. 
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CHAPTER 1 – DEFINITIONS OF AUDIT AND ITS USERS  
 
Questions  

Q1: For whose benefit should audit be conducted?  How is it of 
value to Users?   
  
Q2: Should the audit be designed to enhance the degree of 
confidence of intended Users in the entity or just in the financial 
statements?  

  
Q3: Should UK law be amended to provide greater clarity 
regarding the purpose of an audit, and for whom it is 
conducted?  If so, in what way?  
  

    
R1. The audit is to be conducted for the benefit of three parties: The entity (management, 
directors, officers, etc.), investors/shareholders and regulatory agencies (all three, 
"Users"). As a public company and auditor for a public company, the wider definition for 
whom the audit is conducted is just about any informed person or group. 
 
Forgive my directness, but the current audit does not have much value which is why it is 
called a commodity (at least that is how it is referred to in the United States ("US")). 
 
As for why the audit has little to no value, one has to assess why it is considered a 
commodity. A commodity is something that is bought and sold and is generally useful or 
valuable. The more valuable the commodity, the higher the price paid. How is the audit 
of financial statements (the, “Audit”) a commodity? If the audited financial statements 
are useful and valuable, a premium should be paid, but this is not the case. Since audited 
financial statements are bid so the lowest or most favorable price is achieved, it stands 
to reason that the audited financial statements are not useful or valuable. Thus, the 
accounting profession produces an audit report that is a commodity and not a 
professional service that provides value. What has happened? How is this not being 
addressed? What are the causes? Laws have been passed, accounting and audit standards 
have been improved, the audit report is to become more detailed and there is continual 
oversight, yet the commodity still exists, which means the changes are not effective. Until 
the accounting profession looks at the true causes, the Audit will continue to be a 
commodity. 
 
I believe the goal of this CFV is to address this problem. 

 
R2. The audit should be enhanced to increase the degree of confidence in the financial 
numbers only, not in the overall entity. With that said, a by-product of a proper audit can 
help provide additional confidence in the entity. 
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R3. I strongly believe that more laws including clarifying laws, improved accounting 
standards or increased oversight are unnecessary and have been tried. 
 

CHAPTER 2 – THE ‘EXPECTATION GAP’  

 
Questions  

Q4: Do respondents consider there is an expectation gap?  
  

Q5: If so, how would respondents characterise that gap?  
  
Q6. Is there also a significant ‘delivery’ or ‘quality’ gap between 
auditors’ existing responsibilities in law and auditing standards, 
and how those responsibilities are currently met?  
  

    
 
R4 and R5. There is a substantial expectation gap and the accounting profession has 
done an extremely poor job in addressing this issue. The clearest example of the 
expectation gap relates to audits and detecting fraud. The Users of financial statements 
as well as the general public believe audits are to prevent and detect fraud. The next 
significant expectation gap is the understanding that the amounts on the financial 
statements are true and accurate when auditors and management know they contain 
significant estimates, variables, valuations, and sometimes are missing material 
amounts. 
 
R6. I am unable to specifically comment about the "delivery" or "quality" gap in the UK 
because I am not familiar enough with the laws and all the accounting standards, but I 
imagine there is a significant problem based on the mere fact this CFV is being 
conducted along with the Kingman Report. For the US, one merely needs to visit the 
website of the Securities Exchange Commission ("SEC") and the public Company 
Accounting Oversight Board ("PCAOB") to see the continual violations and fines of 
auditors not following the laws and/or the accounting standards.  Thus, there appears 
to be a significant quality or delivery gap. 
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CHAPTER 3 – AUDIT AND WIDER ASSURANCE  
  
Questions  

Q7: What should be the role of audit within wider assurance?  
  
Q8: Can the level of assurance that an audit provides 
legitimately vary in different circumstances, for example 
depending on the business sector in question, and the nature of 
the entity’s business risks?  
  
Q9. Are the existing boundaries between internal and external 
audit clear?  
  
Q10. To what extent should external auditors be able to use 
evidence obtained from work performed by internal auditors in 
drawing conclusions?  
  
Q11. Do current eligibility requirements for external auditors 
focus too much on independence at the potential expense of 
market innovation and the quality of the audit product?  
  

   
R7. I am unable to comment as I am not clear on the term "wider assurance". 
 
Commentary. My concern is widening the scope of an audit. How does an audit firm get 
comfort providing more assurance with a wider audit scope? My suggestion is to 
narrow or simplify the scope of the audit to get the wider assurance being sought. Then 
Value-Added Service engagements which include the examples mentioned in the BEIS 
Future of Audit (i.e. compliance with the Corporate, Governance Code, reporting on 
executive pay, pay gaps and pay ratios, environmental  
sustainability, and payment practices such as the treatment of suppliers and late 
payment terms) and numerous others would be performed separately by firms with 
expertise in the given specialty. In addition, the reports or findings on these Value-
Added Services would include varying degrees of assurance by entity and industry. 
 
R8. Yes, the level assurance could vary because some industries have more risk than 
others and the application of the current accounting standards could create more 
volatile estimates that are subject to greater variation. 
 
R9. Yes. I believe the boundaries between internal and external audit are very clear as is 
their roles. 
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R10. Almost none. Internal auditors benefit the entity. They take direction from its 
officers and directors and have almost no obligation to Users outside of the company. 
They are a good resource but there should be minimal if absolutely no reliance placed 
on their work or documentation.  As the famous saying goes, Trust, but Verify. 
 
R11. Yes, there is a significant amount of focus placed on independence. I agree there 
should be independence but the intense focus is definitely affecting the quality of the 
audit. An auditor should be able to assist an entity in improving its internal controls and 
accounting without jeopardizing its independence. My concern is the more attempts to 
constrain the auditor, the more they may attempt to work around it. I am not sure what 
market innovations, except recently, have been kept from being introduced due to 
independence. 
  

CHAPTER 4 – THE SCOPE AND PURPOSE OF AUDIT  
  
Questions  

Q12: Should directors make a more explicit statement in respect 
of risk management and internal controls?  If so, should such a 
statement be subject to audit?  
  
Q13: Should auditors’ responsibilities regarding assessing the 
effectiveness of an entity’s system of internal control be 
extended or clarified?  
  
Q14: Auditors are currently required to report to audit 
committees their views on the effectiveness of relevant internal 
controls for listed and other relevant entities. Should auditors be 
required to report publicly these views?  
  

  

R12. Directors should make a more explicit statement as it relates to risk management 
and internal controls and that statement should be audited. I think management should 
be as transparent as possible including addressing risk management and internal 
controls. An SCA would allow a deeper dive into internal controls and risk management 
giving greater assurance. If needed or required, a separate Value-Added Service 
engagement related to risk management could be performed by specialists who could 
provide various level of assurance on an entities risk management. 
 
R13. The auditor’s responsibilities assessing internal controls should be expanded and 
clarified but it cannot be done under the current audit methodology. The current audit 
methodology already is being strained as there are too many other items for an auditor 
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to address. Adding more responsibility to the current audit would result in reduced 
quality somewhere else. If you simplify the audit (i.e. SCA), financial reporting and 
corresponding standards, you can significantly enhance the assessment of internal 
controls. 
 
R14. Yes, auditors should provide their comments on the effectiveness of an entity’s 
relevant internal controls. This information should be included in the audit report or as 
supplementary information. 
  

Questions  
Q15: Is the current regulatory framework relating to going 
concern fit for purpose (including company law and accounting 
standards)?  
  
Q16: Should there be greater transparency regarding identified 
“events or conditions that may cast significant doubt on the 
entity’s ability to continue as a going concern”?  
  

  

R15. R16. I am unable to comment on the UK regulatory framework on going concern. 
Based on the recent number of audit failures as a result of financial struggles of various 
companies, there should be more transparency regarding identified “events or 
conditions that may cast significant doubt on the entity’s ability to continue as a going 
concern. This is another excellent example of a separate Value-Added Service to be 
performed with its own level of assurance. An outside professional or specialist can 
assess the legal, regulatory and accounting requirements which appear to already exist 
but require a more intense assessment, as it relates to an entity's ability to continue as a 
going concern. 
 

Questions  
Q17: Should directors make a statement about the 
sustainability of the entity's business model beyond that 
already provided in the viability statement?    

  
Q18: Should such a statement be subject to assurance?  
  
Q19: Who might be capable of giving such assurance?  
  

  
R17. I am not familiar with a viability statement so I am not able to comment. 
 
R18. If it is determined that the statement can be or should be subject to assurance, a 
separate Value-Added Service should be performed by an appropriate firm or person. 
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R19. I am unsure who or if anyone would provide this type of assurance. This may be 
the problem with attempting to look into the future. I personally struggle with forward 
looking assessments of an entity and attempting to provide any level of assurance on 
them whether it be financial or non-financial information. I can see significant risks as a 
result of the numerous assumptions, estimates and methodologies various companies 
use to project financial and non-financial information. I am unsure of the reliance to be 
placed on these predictions. Thus, limiting their benefit. With that said, it would be 
interesting to understand management's analysis on creating projections or forecasts 
which could shed light on management decisions and actions being taken. 

 
Questions  

Q20. Is there a case for a more forward-looking audit?  What 
would be the main benefits and risks?  
  
Q21: Would audit or assurance over financial and non-financial 
information outside the annual financial statements (for example 
KPIs or non-financial metrics, payment practices or half-yearly 
reports) enhance its reliability and therefore be of benefit to 
Users?  
  
Q22. If so, what information might usefully be subject to audit or 
another form of assurance and why?  
  

 
R20. I am not sure I fully agree that an audit is as forward looking as outlined in the 
BEIS Future of Audit. I believe the audit is both historical and a point in time. Its ability 
to be forward looking is limited. I agree that an auditor is to assess an entities ability to 
continue as a going concern but there are many factors influencing that assessment. I 
would not make the current audit more forward looking. As I have emphasized, the 
audit should be simplified so assessment of transactions to date and internal controls 
can provide a higher level of confidence in the organizations ability to record 
transactions properly. 
 
R21. Yes, but I recommend this information be assessed separately from the audit of the 
annual financial statements and not in conjunction with it. The goal is not to enhance 
the audit. The audit should stand alone and provide the highest level of assurance. 
Additional financial and non-financial information should be assessed on its own to 
enhance the overall confidence in the entity and to benefit the Users. 
 
R22. Many public companies provide additional financial information along with the 
audited financial information. The most common in the US is EBITDA. EBITDA could be 
subject to audit. In the UK, Realized Profits could be subject to audit. Both of these have 
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significant benefit to Users of financial statements and the audit of them would provide 
greater confidence in their result. My recommendation is to take this one step further 
and have the statement of sources and uses (i.e. cash based income statement) (see 
attached white paper) result in EBITDA or Realized Profits which would be audited 
under the SCA. 

 
CHAPTER 5 – AUDIT PRODUCT AND QUALITY  

 
Questions  

Q23: Do respondents agree that the value and quality of the 
audit product should be considered separately from the 
effectiveness of the audit process?  
  
Q24. Do respondents consider that emphasis placed by 
auditors on ‘completing the audit file’ for subsequent FRC 
inspection can eclipse the desired focus on matters requiring 
the exercise of considered judgment?  
  

 
R23. I do not agree. The value and quality of the audit product should be the result of 
the effectiveness of the audit process. 
 
R24. Yes, I believe it does. There is more concern about documenting the audit 
workpapers than there is evaluating the financial and non-financial information. The 
problem is auditors have been forced into this mentality. There are so many pressures 
(regulatory, legal, compliance with accounting and auditing standards, risk assessment, 
etc.) that the audit has turned into a "check-the-box" service. 
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Questions  
Q25. What additional benefit might a switch from a binary audit 
opinion to a more graduated disclosure of auditor conclusions 
provide?  
  
Q26. Could further narrative be disclosed alongside the opinion 
to provide more informative insights?  
  
Q27. What would prevent such disclosures becoming boiler 
plated?  
  
Q28: To what extent, if any, has producer-led audit (including 
standards-setting) inhibited innovation and development for the 
benefit of Users?  
  

  
R25. This is one of the best ideas I have heard. In the US, I have struggled with why they call 
the audit pass/fail when there are several other opinions under US GAAP which are allowed. 
For example, a qualified opinion means the financial statements taken as a whole have been 
audited and an opinion expressed except for a specific GAAP departure. The GAAP departure 
may not be relevant or beneficial to the Users of a particular financial statement. The main 
point being that a graduated level or departure is not a “fail”. I would strongly recommend a 
move to more graduated levels of assurance or allowance to not follow every accounting 
standard because it may or may not be beneficial to the Users of the financial statements. 
Also, I believe it will give Users better information especially by industry. 
 
R26. Yes, you could add more narrative but what would this look like, how do you avoid the 
boilerplate language and what happens if additional information that may not be relevant 
causes impactful changes in stock price movement? The US is implementing Critical Audit 
Matters (“CAM” s) and they are grappling with the issues of adding more information and its 
impacts. This assumes the audit report continues in its present form or expands as discussed. 
Under and SCA, additional narrative could be used to expand insight into internal controls, 
specific accounts, and/or regulatory and compliance matters. 
 
R27. This is exactly the problem. My suggestion is to provide no template just outline the 
requirements and let the auditors decide how to present. The problem is if their disclosures 
cause market reactions. In my opinion, this will have to be an accepted consequence (not just 
here but in this whole process) in order to gain transparency.  
 
R28. I believe producer-led audit and standard setting bodies have completely inhibited 
innovation and development and not only at the detriment of the Users. I think it has 
inhibited major development and innovation within the entities themselves. Technology is a 
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perfect example. In order to satisfy certain audit and accounting standards, entities have had 
to rely on antiquated methods because technology did not “talk” to the accounting system. 
Recently, this has been changing and entities are moving forward with technological changes 
which require the audit and accounting standards now to “catch-up” when accounting 
profession should have been anticipating these changes. The accounting standards are still 
significantly behind and, even though auditing has improved use of technology, both need to 
make major changes to keep pace. 
 
As for Users, they have been receiving the same standard financial statements and audit 
reports with very little, if any, innovation and development. It is why entities provide so 
much non-audited information with there annual reports. The Users need improved financial 
and non-financial information. Unless the audit profession and the standard setting bodies 
make significant changes, the continual issues related to audits and financial reporting will 
become worse. 
 
CHAPTER 6 – LEGAL RESPONSIBILITIES  

 
Questions  

Q29. What role should auditors play in determining whether the 
directors are complying with relevant laws and regulations, 
including with respect to matters of capital maintenance? Is it 
appropriate to distinguish between matters which may 
materially affect the financial statements and other matters?  
  
Q30. Does a perceived inconsistency between company law and 
accounting standards as regards distributable reserves inhibit 
auditors from meeting public expectations? How might greater 
clarity be achieved?   
  
Q31. Should distributable and non-distributable reserves be 
required to be disclosed in the audited financial statements?  
  
Q32. How do auditors discharge their obligations relating to 
whether the entity has kept adequate accounting records?  Are 
the existing statutory requirements effective in setting the bar 
for auditors at a high enough level?  
  

 
R29. The auditors should play a key role in ensuring directors are complying with 
relevant laws and regulations especially as it relates to any financial information 
including capital maintenance. The auditors should determine what matters are material 
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to the financial statements and those that are not. My concern is the current audit does 
not allow for a comprehensive assessment of this issue. Under an SCA, compliance with 
laws and regulations would continue to be relevant to the audit and could be enhanced 
dramatically. Another possible solution is to have this as a Value-Add Service which is 
assessed or “audited” separately with a graduated level of assurance. 
 
R30. I would need to understand this particular issue more clearly before I could 
comment. 
 
R31. Any relevant financial information should be disclosed in the financial statements. 
Distributable and Non-distributable reserves are relevant and need to be disclosed.  
 
R32. This question brings great concern to me. The answer for me is simple. If the entity 
cannot maintain adequate accounting records, the auditor should refrain from 
conducting the audit or releasing their report upon discovery that the entity has not kept 
adequate accounting records. The very definition of the word adequate indicates a 
minimum set of standards. The basic premise of any entity is to have at a minimum 
adequate accounting records. It is every accountant's responsibility to ensure that 
accounting records in there most basic form (i.e. cash receipts, disbursements, journal 
entries, ledgers, payroll, etc.) are at a minimum adequate. I am not familiar with the 
statutory requirements but I do not need to be to answer this question. The existing 
statutory requirements are more than enough and, in my opinion, should not even be 
necessary. If the auditors are conducting audits of entities that have less than adequate 
accounting records, my question is how would an audit even be conducted. What 
confidence would you have in the information being provided by management with 
inadequate accounting records? 
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CHAPTER 7 – THE COMMUNICATION OF AUDIT FINDINGS  
  

Questions  
Q33. Should there be more open dialogue between the auditor 
and the Users of their reports?  For example, might an annual 
assurance meeting open to all stakeholders prove valuable?  
  
Q34. Should more of the communication and resulting 
judgments that occur between the auditor and the audit 
committee be made transparent to Users of the financial 
statements?  
  
Q35. Should there be enhancements to the extended audit 
report, such as an obligation to update on key audit matters 
featured in the previous audit report?  
  

  
R33. Yes, I could see significant benefit for both sides (Auditors and Users) to have 
dialogue. The suggestion of an annual assurance meeting open to all stakeholders is a good 
idea and should be pursued. This will also enhance transparency. Although I do see a 
significant challenge to this issue, the entity being audited may not want its auditors 
speaking about the entity without significant management say in what is being 
communicated. This is understandable as public company stocks could be impacted by 
incorrect communication. I am not sure this should prevent an annual meeting but the type 
of communication will need to be discussed. 
 
R34. Yes, as stated above the US is embarking on the introduction of Critical Audit Matters 
(CAMs) which most of them seem to be coming from communications between the audit 
committee and the auditor. The challenge is what form this communication takes and how 
much. 
 
R35. Yes, the audit report should be enhanced and definitely include updates and/or 
changes to matters in the previous audit report.   
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CHAPTER 8 – FRAUD  
  

 
Questions  

Q36. Do you believe that Users’ expectations of auditors’ role in 
fraud detection are consistent with the requirements in UK law 
and auditing standards?  If not, should auditors be given 
greater responsibility to detect material fraud?  
  
Q37. Do existing auditing standards help to engender an 
appropriate fraud detection mindset on the part of auditors?  
  
Q38. Would it be possible to devise a ‘reasonable person’ test 
in assessing the auditor’s work in relation to fraud detection?  
  
Q39. Should auditors be required to evaluate and report on an 
audited entity’s systems to prevent and detect fraud?  
  

    
Commentary. The Association of Certified Fraud Examiners ("ACFE") most recent 
Report to the Nations 2018 Global Study on Occupational Fraud and Abuse (“2018 
Report to the Nations”) identifies 3 primary categories (Asset Misappropriation, 
Financial Statement Fraud and Corruption) and 50 specific sub-categories of fraud not 
to mention the numerous variations of each identifiable type. Thus, the general 
discussion of fraud as it relates to the audit leads to numerous questions; Which Frauds 
should auditors detect? How much is material when it comes to fraud? If fraud is 
detected by an auditor, how much investigation should the auditor perform? This 
assumes the auditors are qualified to detect and conduct a fraud investigation. 
 
Why doesn’t the external audit catch fraud? Quite simply. It is not designed to detect 
fraud and it never will be. Every ACFE biennial Report to the Nations for the last 20 
years has demonstrated the infrequency an external audit detects fraud. In the most 
recent 2018 Report to the Nations, 80% of companies had an external audit as a fraud 
detection method yet the external audit only detected fraud 4% of the time, whereas 
7% of the time fraud was detected by accident. Thus, a company had almost a twice as 
likely chance to “stumble” upon fraud than by having educated, trained CPAs who were 
tasked with planning and performing the audit to ensure there is no material 
misstatement due to fraud. The problem with the second part of my previous sentence 
is two-fold. Certified Fraud Examiners ("CFE"s) spend years honing their skills learning 
how to assess, detect and investigate fraud. How can we expect a staff, supervisor or 
even a manager, who most likely have never dealt with a fraud, detect let alone 
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investigate one using a checklist and their professional skepticism? The second part of 
the sentence is materiality. As we all know, audits use sampling and materiality. Even if 
the checklist and their professional skepticism lead them to a possible area of fraud, the 
audit procedures to vet the fraud are not like a forensic investigation. And, if the fraud is 
large enough for discovery, what does that say about the financial statements as a 
whole. 
 
R36. I am not familiar with UK law and auditing standards so I cannot comment on the 
specifics of whether Users’ expectations of auditors’ role in fraud detection are 
consistent with the requirements in UK law and auditing standards. Being a CFE and a 
CPA, I do believe Users and the general public as well as those in political office feel 
auditors and the audit should detect fraud. With that said, I do not believe auditors 
should be given greater responsibility to detect fraud primarily because they are not 
the best equipped to assess and investigate fraud. 
 
R37. No, as I stated above, the audit is not designed nor will it ever be designed to 
detect fraud. There is a better way. 
 
R38. No, I do not believe it is possible to reasonably define a “reasonable person” test to 
assess an auditor’s work in detecting fraud. Who defines the “reasonable person”? 
Would this be based on the law or an accounting standard definition? How would you 
define the criteria for the reasonable person test? 
 
R39. Not the auditors, but an independent specialized firm (not the audit firm) should 
assess an entity’s ability to prevent and detect fraud. This is another perfect example of 
a Value-Added Service that has significant benefit. This specialized firm, as a separate 
engagement, would assess and report on an entity’s ability to prevent and detect fraud. 
The firm could provide various levels of assurance on their assessment. Imagine a 
separate report on an entity’s ability to prevent and detect fraud and the value to Users. 
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CHAPTER 9 – AUDITOR LIABILITY  
  

Questions  
Q40. Is the audit profession’s willingness to embrace change 
constrained by their exposure to litigation?  
  
Q41. If there were a quantifiable limit on auditor liability, how 
might this lead to improvements in audit quality and/or 
effectiveness?  
  
Q42. Should company law make auditors potentially liable, or 
otherwise accountable, to all stakeholders who reasonably rely 
on their audit work and their published auditor’s report?  
  
Q43. How might quality of the audit product be improved if the 
approach to liability was altered, and what reform might enable 
the most favourable quality improvements?   
  
Q44. To what extent (if any) are firms unable to obtain the 
desired level of professional indemnity insurance to minimise 
the risk of being unable to meet a significant claim relating to 
their statutory audit work?  How significant is this risk for both 
the largest firms and other firms undertaking audits of Public 
Interest Entities?  
  

 
R40. Yes, it is factor but not the primary reason the audit profession does not embrace 
change. In my opinion, exposure to litigation is more of an issue for audit firms who 
perform audits of private companies. I think the accounting profession in general 
does not like change which is why the accounting profession is experiencing difficulty. 
For example, what prevented the full convergence of US GAAP with IFRS? A goal that 
was touted for many years as a needed step for the global markets. It was not the 
exposure to litigation. It was fear and mostly on the US side. 

 
R41. I disagree that any limit in auditor liability would lead to any improvement in 
audit quality and/or effectiveness. The audit profession, which includes the audit and 
accounting standard making bodies, has had ample time to improve the audit. Even 
with all the issues surrounding audits and auditors, the audit profession and standard 
making bodies have not implemented changes to alleviate, let alone solve, the 
problem. I would not focus on reducing auditor liability as it will distract from the 
true attempt to correct this issue. 
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R42. I would say yes but I will leave this to lawmakers, attorney's, professors and legal 
experts who would be far more knowledgeable than I. 
 
R43. Same answer as R41. 
 
R44. I am unable to provide comment on. 
 

CHAPTER 10 - OTHER ISSUES  
Technology  

 
Questions  

Q45. How far is new technology actually used in audits today? 
Does the use of technology enable a higher level of assurance 
to be given?  
  
Q46. In what way does new technology enable assurance to be 
given on a broader range of issues than is covered by the 
traditional audit?  

  
  
Commentary. What would happen to the financial statements and the corresponding 
audit, if Users could receive financial information they specify in real time from an 
immutable software? As of today, I have not heard of any block chain, AI or other 
software that can prepare a full set of financial statements with footnote disclosures 
without significant human manipulation. Thus, the technology is limited to transaction-
oriented improvements. Technology is not able to apply interpretive guidance and 
application of an accounting standard, not yet at least. The way I see it is Users want 
three things as it relates to financial and non-financial information: timely, accurate and 
relevant. Current audit and accounting standards provide none of those three. 
Eventually, technology will provide all three. 
 
R45. I believe you have to define technology first. Some would say that using MS Excel is 
technology which means the audits definitely use technology. If you are referring to 
Blockchain and AI type technology, I believe technology is used minimally in auditing 
especially in the audits of non-public companies. The challenge from my perspective is 
how to use technology beyond transaction-oriented items. How can we apply software 
to interpret and apply an auditing or accounting standard? In today’s environment, I am 
not sure it has the ability to do so. Thus, the use of technology will remain limited until 
we rethink the application of the auditing and accounting standards. 
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I definitely believe technology can allow for a higher level of assurance but the 
assurance is at the transactional level. I see a day when information is provided from an 
immutable system direct to a User. Imagine a contract between two parties being 
tracked in a blockchain environment (orders, payments, receipts, pricing, etc.). At any 
point along the blockchain information can provided in real time to a User. Under 
current accounting standards, those amounts or information are removed from the 
blockchain environment and interpretive guidance is applied which results in a 
different number for financial statement reporting. My question. Why would a User 
want an adjusted number when the real information is available from the immutable 
software? 
 
Technology will be able to look at even more transactions allowing higher level of 
assurance on internal controls. I am sure this is currently being assessed and 
implemented. 
 
Please note: A cash-based method will easily allow for the implementation of this type 
of technology. 
 
R46. I am not sure new technology can enable assurance on a broader range of issues 
and I am not sure you want it to. Using new technology to expand the audit so 
assurance can be given on a broader range of issues does not seem like an optimal use 
of new technology.  I suggest another focus which is using new technology to give a 
greater assurance by diving deeper into specific audit areas such as internal controls, 
revenue recognition, inventory, etc.  
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Proportionality  
 
Questions  

Q47. Are there aspects of current audit procedures or output 
that are no longer necessary or desirable?  
  
Q48. Given that a zero failure regime is not attainable (and 
arguably not desirable) how should the Review calibrate the 
value of audit in relation to the limitation of potential failure?  
  
Q49. Does today’s audit provide value for money?  
  
Q50.How should the cumulative costs of any extension of audit 
(whether stemming from this Review or other drivers of change) 
be balanced against the likely benefits to Users?  

  
 
R47. Yes, the auditing of footnotes accompanying the financial statements. Many 
footnotes are boilerplate and extremely verbose yielding little beneficial information 
and creating unnecessarily longer financials. Thus, auditing them creates no additional 
value or benefit for the financial statements. Hopefully, during this process of assessing 
financial reporting and auditing, many of them can be removed or substantially 
reduced. As for the audit procedures, my opinion is the entire audit needs to be 
simplified and focused as I have stated. This will eventually identify the unnecessary or 
undesirable audit procedures. 
 
R48. I do not know. 
 
R49. Today, yes, it does. Since the audit is a commodity, a willing buyer (the entity) and 
willing seller (the audit firm) agreed upon its price, a service (an audit) and product (a 
clean audit report). Thus, the buyer (the entity) received value. The value being the 
clean audit report. 
 
The other question is does the current audit provide value? The answer is no. The audit 
under current accounting and auditing standards has no value which is why it is 
reduced to being a commodity instead of a valuable service.  
 
R50. I am not sure how you balance the cumulative costs of extending the audit against 
the potential benefits to Users. My opinion is the extension of the current audit and 
related cumulative costs will likely yield little to no benefit to Users. By increasing the 
responsibilities of the auditors, you are spreading the audit to thin. A primary issue is 
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timeliness. By keeping the same deadlines for reporting, the audit will touch on many 
areas but in a much more limited scope. Thus, the benefits to Users may even be 
reduced from the current level of expectation. 
 

Shareholders  
 

Questions  
Q51. What use do shareholders currently make of audit 
reports?  Are they read by shareholders generally?  What role 
does AI play in reading and analyzing such reports?     
  
Q52. Would interaction between shareholders and auditors 
outside the AGM be practical and/or desirable?  
  
Q53. How could shareholders express to auditors their ex ante 
anxieties to help shape the audit plan?   Should shareholders 
approve planning matters for each audit, including scope and 
materiality?  
  
Q54. What assurance do shareholders currently obtain other 
than from audit reports?  

  
 
Commentary. I think shareholders seek financial or non-financial information that is 
timely, relevant and accurate. The present audit is struggling with these 3 criteria and 
definitely needs substantial changes to meet them going forward. 
 
R51.  I will answer this question from the perspective of a shareholder (as I am a 
shareholder). Given my background and thoughts on the current state of the audit, I 
make no use of the audit report nor do I read it. I cannot speak for other shareholders 
but given the value of the audit today, I can't imagine the audit report has any use. As 
for AI, I do not use any but others may have more sophisticated software to assist with 
analysis. 
 
R52. Unable to answer 
 
R53. I am unable to provide comment on the first question. As for the second question, 
unless shareholders have significant understanding of the audit process and 
procedures, I do not believe they could provide valuable insight into planning matters. 
A second concern is each shareholder may have a different agenda for why it holds the 
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stock of the company so their input or approval could be influenced by their ultimate 
investment goal as it relates to the stock. 
 
R54. I am not aware of any. 
 

Culture  
 
Questions  

Q55. In what way would it be possible for auditors to report on 
the culture of the entity whose financial statements are being 
audited?  
  
Q56. How can auditors demonstrate that appropriate skepticism 
has been exercised in reaching the judgments underlying the 
audit report?  
  
Q57. Should the basis of individual auditors’ remuneration be 
made available to shareholders?  

  
 
R55. I do not think this is a responsibility for the auditor. The requirement seems very 
subjective. In addition, what training does an auditor have to conduct this assessment. If 
this becomes a requirement of Users, a separate engagement by highly trained people 
(not the audit firm) can conduct and provide an assessment of the culture. 
 
R56. This is an excellent question and difficult to answer. I hope there are those who are 
better qualified than myself to assess and provide a response. Based on my 
observations and what I have read, I do feel auditors should increase their level of 
skepticism but how that is demonstrated I do not know. 
 
R57. I do not agree with this. The auditor works for the firm and the firm issues the 
opinion. Individual remuneration is highly subjective and an individual’s assessment 
may vary. I have read a disturbing trend related to audit firms that staff who do speak 
up or bring to light issues are sometimes labelled "difficult". These staff are assigned to 
less desirable work and clients until their behavior is changed. Thus, you may not get 
the remuneration you are seeking because the staff are trained to "tow" the corporate 
line. 
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Cost  
  
Questions  

Q58. Do respondents view audit costs as generally too high, 
about right or insufficient?  
  
Q59. Would Users of financial statements wish more detail on 
the make-up of audit fees?  
  
Q60. Is the profitability of the audit function sufficient to sustain 
a high-quality audit industry?  

  
 
R58. For today’s audit, audit costs are insufficient. 
 
R59. No, this would serve no purpose as a User would not have any context on the detail 
of the fees. For example, what if the fee had a description called audit sampling with 
total hours and a dollar amount. Unless it provided specific detail on what and how the 
sampling was performed and on what amounts in the financial statements, how would a 
User get value from this. Also, even if you gave the User this information, what value 
does it provide to them? I do not see any. 
 
R60. Currently under the present auditing and accounting standards, absolutely not. As 
more accounting firms look to non-attest services, which the profession constantly 
inform them they should, for more revenue, the audit function becomes less of a focus. I 
believe todays audit function is similar to loss leader and is used as a relationship to sell 
other non-attest services. But, if you isolate the audit profession and provide a basic 
core service that leverages technology which can be specialized by industry as I 
mentioned earlier, you can make the audit very profitable and valuable. 
 
As I stated in the Executive Summary, there are three additional areas to be considered, 
logistics, timeliness and personnel. These three topics are interrelated. 
 
Logistics. Under the current audit methodology, there is a significant number of 
requirements that require substantial amounts of time. As stated earlier, I think audits 
focus on checking-the-box to ensure all items have been covered at the expense of 
quality. If you expand the audit and auditor’s responsibilities, the audit will become 
even more strained and will continue to create an environment where there is simply 
not enough time to plan and perform an audit adequately, let alone at a higher level. In 
simple terms, just being able to finish an audit in some given period of time may not be 
feasible. 
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Timeliness. Users require that entities financial and non-financial information be 
provided in a timely manner for them to make decisions about their investments. Given 
an audit has to be completed in a specified amount of time, how does an expanded audit 
get completed in the same time period? In fact, with the advancement of technology, 
Users will most likely require more information even faster. I am not sure how the 
current audit let alone an expanded audit will meet this need. 
 
Personnel. I can only assume the theory is given enough people and resources and 
ignoring cost, any audit including an expanded audit can be completed in a given period 
of time. This assumes the personnel are available. I have seen a constant struggle in the 
accounting profession to hire and retain qualified personnel. This will continue to be an 
issue and is becoming worse. If we assume the Big 4 are able to acquire and utilize most 
of the talent, how does this help encourage smaller firms to be able to handle some of 
the FTSE 350 audits without qualified personnel? 
 
If the goal is to expand the audit and increase the assurance given while budgeting 
costs, timeliness and needed personnel, it seems counterproductive as to the result 
being sought. 
 
In summary, simplify and focus the audit to achieve greater assurance and confidence. 
Allow the Value-Added Services to be separate engagements to be conducted by other 
firms with the appropriate experience and knowledge while using graduated levels of 
assurance to provide more confidence in the entity. 
 
Thank you for you time and consideration. 
 
Keith Kauffman Bio: 
 
Keith Kauffman is the CFO of Sunbelt Holdings located in Scottsdale, AZ (US). He has 
been a CPA for over 25 years and a Certified Fraud Examiner ("CFE") for over 20 years. 
He has worked in public accounting and private industry and has extensive experience 
in business operations, financial analysis, cash management, accounting and auditing, 
and internal control analysis with an emphasis in tax and compliance matters. During 
his career he has been able to work for and consult with businesses from "mom and 
pop" to Fortune 500 and his experiences have provided him a unique perspective of the 
accounting profession.  He received his B.S. in Accounting from the University of 
Arizona’s Eller College of Management. In addition, he taught accounting at Paradise 
Valley Community College and has recently been volunteering as a legislative liaison for 
the Arizona Society of CPAs. 
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A quote from the Arizona Republic dated Thursday, May 10, 2007 made by Stuart Preston.  
 

“Cash is Cash. Everything else is accounting.” 
 
The next quote is from Albert Einstein. 
 
 “Everything should be as simple as possible, but not simpler.” 
 
What do these quotes have to do with financial statements? In my opinion, they are the basis of what is 
wrong with the current financial statement presentation methods. 
 
In order to improve financial reporting, the accounting profession continues to assess modifications to 
United States General Accepted Accounting Principles (“US GAAP”) including convergence with 
international accounting standards. There are considerations to modifying the audit report to increase 
transparency. Congress has passed laws, Sarbanes-Oxley and Dodd Frank, to assist in the fight in improving 
financial reporting. In addition, auditing standards have been improved to assist auditors in ensuring 
financial statements do not contain material misstatements. 
 
Even with changes to the accounting standards, improvements in the auditing standards, laws passed and 
attempts to increase transparency, financial statements as well as the audits of financial statements are 
becoming increasingly more complex, difficult to analyze and provide little, if no relevance, to an investor 
or the organization. Why? 
 
I believe the resolution lies in the financial statements and not in the standards or laws. 
 
When I began assessing ways to improve financial statements, I focused, as my colleagues have done, on 
changing US GAAP in order to improve financial statement presentation. As I continued my assessment, I 
had an epiphany. The focus should not be modifying US GAAP. It should be developing a new set of 
financial statements by altering the financial information being presented on the balance sheet, income 
statement and cash flow statement. 
 
As I began developing this “new” set of financial statements, the primary purpose of the presentation began 
to emerge. The primary purpose of my new financial presentation was to show in a “simpler” manner the 
increases and decreases to cash and/or appearance of cash transactions (for example, a long-term loan to buy 
equipment) (“Cash”) during the reporting period. In the simplest terms, answering the following questions; 
where did the Cash come from (Sources of Cash) and what was it used for (Uses of Cash)? 
 
As I continued development, many other questions and ideas arose such as could the new financial reporting 
model be used by different entities (i.e. government, not-for-profit, private, public, etc.), different industries, 
internally in an organization (i.e. budgets) for a company, division, department, or team, and even be used to 
eliminate or significantly reduce financial statement fraud. The answer to all of these and more was yes it 
can.  
 
Thus, I have created a new and vastly improved financial reporting method, Kauffman Financial Reporting 
Method (“KFRM”). 
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For the KFRM, I made the following decisions: 
 

 Only Cash (or the appearance of cash) transactions will be recorded. 
 Limit the categories on the Balance Sheet (explained later). 
 There will be no estimates. For example, depreciation and amortization will no longer be calculated. 

In order to calculate depreciation and amortization each reporting period, it requires the asset to have 
an “estimated useful life”. This will preclude it from being presented. 

 Assets and liabilities will be recorded at historic cost (i.e. Fair Market Value (“FMV”) presentation 
will not be allowed), except for one specific asset type. This asset type will be recorded at FMV only 
if specific conditions exist. 

 Impairment Testing will no longer be required. 
 
In the attached Exhibit A, the column labeled KFRM represents the format of the new financial reporting 
method. The company in Exhibit A is fictitious and does not represent any particular industry. The amounts 
are being used to explain and clarify the new financial reporting method. I have decided not to address the 
notes to the financials at this time as my focus is on the financial presentation.  
 
I made adjustments to the change the presentation of the financial information from GAAP to KFRM. When 
the adjustments were completed, the result was a new way to present financial information: 
 

 A Balance Sheet with only 6 categories, which are 1) Cash and Cash Equivalents; 2) Investments; 3) 
Long-Term Assets (for example, Property, Plant and Equipment); 4) Due To or From Related 
Parties; 5) Long-term Debt including Lines of Credit; and 6) Equity. Since the Balance sheet has 
been reduced to 6 primary areas, the attached table (see Exhibit B), although not fully inclusive, 
reflects where specific Balance Sheet categories will now be presented. 

 The Statement of Income became the Statement of Sources and Uses.  
 A new statement called the Statement of Retained Earnings Reconciliation would reconcile Net 

Income/(Loss) to Retained Earnings on the Balance Sheet. This statement begins with the Net 
Income/(Loss) and adds or subtracts various items which include, but are not limited to, gains and 
losses, debt forgiveness, FMV gain or loss, Goodwill, etc.  

 The Statement of Cash Flows no longer exists.  
 
The primary statement would now be the Statement of Sources and Uses as it would reflect my primary 
purpose which is to show sources and uses of Cash during the financial reporting period.  
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The Statement of Sources and Uses will have three primary sections. 
 

 The first section results in the Net Income (Loss) which looks much like a traditional Profit and Loss 
Statement. The main difference is the focus is placed on the Net Income (Loss) and not on a 
particular category of revenue or expense. For example, the line item labeled revenue could include 
sales taxes, deposits, advanced payments, and other items that relate to a sale or income.  

 The next section is the Sources of Cash. This section includes Net Income and other items such as 
loans from financial institutions or related parties, proceeds from sale of equipment, etc. 

 The final section is the Uses of Cash. This section includes Net Loss and other items such as 
dividends paid, debt service including interest, property, plant and equipment acquisitions, etc. 

 
The end result on the Statement of Sources and Uses will tie to the Cash and Cash Equivalents line on the 
Balance Sheet. 
 
As I developed the KFRM, I asked myself what purpose does the Statement of Sources and Uses serve as 
there is already a Statement of Cash Flows? The answer is the Statement of Sources and Uses is different in 
two major respects. First, the Statement of Sources and Uses will become the primary focus much like the 
Profit and Loss statement is today where as the Statement of Cash Flows is more of a reconciling statement. 
Second, the Statement of Sources and Uses is designed to be “simpler” for users of financial information to 
understand. The Statement of Cash Flows uses complicated accounting terminology and is not easy to read 
unless you understood the purpose of each of its sections. 
 
Also, I considered the impacts on certain accounting methods which some of them have been outlined 
below: 
 

 The Matching Principle. This is a primary concept of our current financial statement presentation 
model. The goal is to ensure revenue and expenses are being “Matched” in the appropriate reporting 
period. This was one of the largest mental hurdles I had to cross. The new method merely explains 
the sources and uses of funds during a given reporting period and is not to ensure revenue and 
expenses are being “Matched” in the appropriate reporting period. 

 Revenue Recognition. This is a significant focus of the current financial statement presentation.  My 
profession has spent and currently spends quite a lot of time devoted to this topic. This new method 
places substantially less emphasis on the revenue line item. The only revenue recorded will be the 
physical cash received from a sale. A sale that has not resulted in the exchange of Cash is not a sale 
for either the seller or buyer. For example, if ABC Company sells 1000 widgets and does not receive 
payment until a later date, the sale has not taken place until payment is received regardless if the 
buyer took ownership of the product. If ABC Company delivers product but only receives a deposit 
as partial payment, the deposit is revenue. If the deposit is refundable until the full performance on 
the contract, the deposit is still revenue. If the deposit is returned, the refund will be recorded as an 
expense at the date it is actually returned. If the entire transaction happens over two reporting 
periods, you report the proper transaction in the reporting period it happened. Thus, you could record 
the deposit in one reporting period and the refund of the deposit in the next reporting period. In the 
Notes, the sale can be described along with the amount of the deposit. If there is no deposit (i.e. no 
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cash exchanged), there is no Note to be included. Thus, selling inventory on credit or per a 
contractual obligation is not a sale under my method until Cash is actually exchanged. 

 Inventory. Inventory in all of its forms (raw materials, products, etc) would no longer be recorded as 
an asset on the balance sheet. As “Inventory” is purchased it would be recorded as an expense under 
cost of goods sold on the Statement of Sources and Uses. I have heard the comment that there is 
value in the remaining inventory at the end of a reporting period. I will respond in two ways. First, 
the value is an estimate as there is usually a reserve recorded against inventory to adjust to the 
market value. As such, KFRM would not allow an estimate to be recorded. Thus, it should be 
recorded only at historic cost at the time of purchase. This leads to the second point that KFRM 
reflects what happens to the uses of Cash and a use of cash is the purchase of inventory. Whether the 
inventory is to be used in the current period or a future period is not relevant. This is one of the more 
clear examples of how KFRM will differ from the current reporting method. 

 Acquisitions. This method will mostly likely cause a change in the amount of goodwill along with 
where goodwill is recorded. Under the KFRM, there cannot be negative goodwill. A buyer will not 
record accounts receivable or accounts payable. If the buyer acquires inventory, it will be recorded 
under cost of goods sold on the Statement of Sources and Uses. Any intangibles, such as patents and 
trademarks, will be recorded on the balance sheet as an investment. The purchase of long-term assets 
will be recorded at acquisition cost on the balance sheet. If the acquirer is assuming long-term debt 
or financing the acquisition, this will be recorded as long-term debt on the balance sheet. This 
method could alter goodwill, which will no longer be recorded on the balance sheet as an asset to be 
either tested for impairment or amortized. The purchased goodwill, if any, will be recorded under the 
Use section on the Statement of Sources and Uses and will be recorded as a reconciling item on the 
Statement of Retained Earnings Reconciliation. Thus, if an acquiring entity creates significant 
purchased goodwill, the goodwill will reduce retained earnings at the time of acquisition. In the 
Notes, the acquiring entity will need to detail the acquisition. 

 Federal and State Income Taxes. The amounts recorded will only be what was paid or refunded. 
There will be no calculation for book/tax timing differences that result in a deferral amounts being 
recorded on the balance sheet. 

 
Along with the impacts, I realized weaknesses in the reporting method I am proposing: 
 

 Unrecorded Liabilities. They will not be recorded under this method. Although this appears obvious, 
it is a weakness and worth addressing. How would a user of financial information know or be aware 
of the amount of unrecorded liabilities if they are not presented on the balance sheet. If an issuer had 
$100,000 of unrecorded liabilities, would this knowledge benefit the user of the financial 
information? The answer lies in the overall strength of the financial information. All financial 
statement presentations have strengths and weaknesses, but to use an accounting term, it is the 
financial statements “taken as a whole” that provides the overall strength or weakness of the 
financial statement presentation. I believe the KFRM is far stronger than the current method and will 
more than compensate for this apparent weakness. 

 Financial Ratios. Another weakness, as many of them would have to be abandon as tools for 
analytical and comparative purposes. They would have almost no meaning under this new method. 
Although I have not addressed this or contemplated it, there is a possibility that new ratios could be 
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developed. In recent years during these economic difficulties, I have noticed the use of these ratios to 
be less important and cash to be the primary focus. 

 Fraudulent Reporting. As a Certified Fraud Examiner, I have asked myself could this method lend 
itself to new types of fraudulent presentation. I must concede it is possible. For example, selling a 
widget and acquiring large deposit only to return that deposit in the next reporting period.  What this 
method forces is the actual receipt of the large deposit and its eventual return. I have found that 
recording entries to create inventory or receivables is significantly easier than asking a company or 
individual to physically part with a substantial amount of cash hoping that it will be returned at a 
subsequent period. I do not believe you could ever totally eliminate financial statement fraud. 
However, the KFRM may significantly reduce its impact and/or prevalence. 

 
This new method has numerous other benefits. I will list some of them below including ones I have 
mentioned earlier: 
 

 Budgets or forecasts – As many of these are on a cash basis anyway. 
 External interim reporting to banks or government agencies. 
 Owners/Executives of companies will find the presentation easier to understand. Thus, possibly 

leading to better decision making. 
 Departments/Divisions/Teams – the method can be applied from consolidations to the most granular 

level of an organization. 
 Industry – the method can be used in any industry. 
 Government/Not-for-Profit – These organizations would not require a separate reporting method. 

This method is more than sufficient. 
 Tax Structure – C-corp., S-corp., LLC, LP, etc. can all use this method. 
 Tax Auditors – can use as a tool for investigation. 
 Easier to prepare and audit. 
 Fraud investigations. 
 Bankruptcy reporting. 
 Transparency. 
 And many others. 

 
The ultimate question is how would a user of such financial information be better informed than under the 
current method. The answer is in the simplification. I believe users of financial statements have trouble 
understanding the current financial statement presentation method. The current presentation method as we 
have already experienced is easy to manipulate and is difficult to interpret. Using the Statement of Sources 
and Uses, a user could clearly identify where cash came from and what it was used for instead of trying to 
understand how to interpret net income or net loss under the current method. I see the audit and interim 
reporting under the KFRM becoming an invaluable tool to assist owners, officers, boards, investors, lenders, 
management, employees, etc. in decision making related to an organization. 
 
Where do we go from here? 
 
If needed, the creation of a new financial accounting board to formalize the KFRM and accounting 
standards and work with the AICPA regarding new or modified auditing standards. 



Exhibit A



GAAP Adjustments KFRM
Assets

Cash and Cash Equivalents 470,000$            -$                    470,000$            
Accounts Receivable 2,000,000           (2,000,000)          -                      
Deposits and Prepaid Expenses 100,000              (100,000)             -                      
Inventory 3,000,000           (3,000,000)          -                      

5,570,000           (5,100,000)          470,000              

Property Plant and Equipment (Cost) 5,000,000           850,000              5,850,000           
Goodwill 1,250,000           (1,250,000)          -                      
Investments 75,000                -                      75,000                

11,895,000$      (5,500,000)$       6,395,000$         

Liabilities and Equity

Accounts Payable & Accruals 2,000,000$         (2,000,000)$        -$                    
Long-term Debt - current portion 500,000              -                      500,000              
Income Tax Payable 125,000              (125,000)             -                      

2,625,000           (2,125,000)          500,000              

Due to Shareholder 1,000,000           -                      1,000,000           

Long-term Debt 1,600,000           -                      1,600,000           
5,225,000           (2,125,000)          3,100,000           

Capital 1,000                  -                      1,000                  

Retained Earnings (Deficit) 6,669,000           (3,375,000)          3,294,000           
6,670,000           (3,375,000)          3,295,000           

11,895,000$      (5,500,000)$       6,395,000$         
-                      -                      -                      

Balance Sheet
ABC Company

As of (Date)



GAAP Adjustments KFRM
Revenue 20,000,000$     (1,000,000)$     19,000,000$        

Cost of Sales
Beginning Inventory 2,500,000         (2,500,000)       -                       
Purchases 14,000,000       -                   14,000,000          

16,500,000       (2,500,000)       14,000,000          
Ending Inventory 3,000,000         (3,000,000)       -                       

13,500,000       500,000           14,000,000          

Gross Profit 6,500,000         (1,500,000)       5,000,000            

Operating Expenses
Salaries, Wages, Benefits and Taxes 2,750,000         (300,000)          2,450,000            
Depreciation and Amortization 350,000            (350,000)          -                       
Rent Expense 400,000            -                   400,000               
Interest Expense 250,000            (250,000)          -                       
Professional Fees 375,000            -                   375,000               
General and Administrative 1,000,000         5,000               1,005,000            

Total Operating Expenses 5,125,000         (895,000)          4,230,000            

Net Income from Operations 1,375,000         (605,000)          770,000               

Gain (Loss) on Sale of Property 50,000              (50,000)            -                       

Net Income Before Taxes 1,425,000         (655,000)          770,000               

Income Tax Expense (Benefit) (125,000)           125,000           -                       

Net Income 1,300,000$      (530,000)$       770,000$            

Sources:
Net Income from Operations 770,000               
Procceds from Sale of Property 250,000               
Acquisition of Long-term Debt 2,100,000            
Advances from Shareholder -                       

Total Sources 3,120,000           

Uses:
Net Loss from Operations -                       
Acquisition of PP&E (3,000,000)           
Purchased Goodwill (1,300,000)           
Repayments to Shareholder (250,000)              
Debt Service - Due to Shareholder (25,000)                
Debt Service - Long term Debt (225,000)              
Dividends Paid -                       

Total Uses (4,800,000)          

Net Increase (Decrease) in Cash and Cash Equivalents (1,680,000)          

Cash and Cash Equivalents - Beginning of Year 2,150,000            

Cash and Cash Equivalents - End of Year 470,000$            

ABC Company
Statement of Sources and Uses

For the Period (Date)



GAAP Adjustments KFRM
Net Income (Loss) 1,300,000$    (530,000)$      770,000$       

Reconciling Items:
Gain (Loss) On Sale of Property -                 50,000           50,000           
Unrealized Gain (Loss) on Investment -                 -                 -                 
(Purchased Goodwill) -                 (1,300,000)     (1,300,000)     
Interest Expense -                 (250,000)        (250,000)        

-                 (1,500,000)     (1,500,000)     
Net Income (Loss) Before Tax Refunds (Payments) 1,300,000      (2,030,000)     (730,000)        
Income Tax Refunds (Payments) -                 -                 -                 
Net Income (Loss) 1,300,000      (2,030,000)     (730,000)        
Retained Earnings (Deficit) - Beginning of Year 5,369,000      (1,345,000)     4,024,000      
Dividends Paid -                 -                 -                 
Retained Earnings (Deficit) - End of Year 6,669,000$   (3,375,000)$  3,294,000$    

ABC Company
Statement of Retained Earnings Reconciliation

For the Period (Date)



GAAP Adjustments KFRM
Cash Flows from Operating Activities
Net Income (Loss) 1,300,000$    (1,300,000)$   -                 

Adjustments to reconcile net income to net cash provided 
by (used in) operating activities:
Depreciation and Amortization 350,000         (350,000)        -                 
Gain on Sale of Property (50,000)          50,000           -                 
Changes in assets and liabilities:
 Accounts Receivable (1,000,000)     1,000,000      -                 
 Deposits and Prepaid Expenses (5,000)            5,000             -                 
 Inventory (500,000)        500,000         -                 
 Accounts Payable & Accruals 300,000         (300,000)        -                 
 Income Tax Payable 125,000         (125,000)        -                 
Net cash provided by (used in) operating activities 520,000         (520,000)        -                 

Cash Flows from Investing Activities
Acquisition of PP&E (3,000,000)     3,000,000      -                 
Purchased Goodwill (1,300,000)     1,300,000      -                 
Procceds from Sale of Property 250,000         (250,000)        -                 
Net cash provided by (used in) investing activities (4,050,000)     4,050,000      -                 

Cash Flows from Financing Activities
Advances from (Repayments to) Shareholder (250,000)        250,000         -                 
Acquisition of (Repayment of) Long-term Debt 2,100,000      (2,100,000)     -                 
Net cash provided by (used in) financing activities 1,850,000      (1,850,000)     -                 

Net Increase (Decrease) (1,680,000)     1,680,000      -                 

Cash and Cash Equivalents - Beginning of Year 2,150,000      (2,150,000)     -                 

Cash and Cash Equivalents - End of Year 470,000$      (470,000)$     -$              

ABC Company
Statement of Cash Flows

For the Period (Date)



 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Exhibit B 



 
 

Category Statement Under KFRM 
Cash and Cash Equivalents Balance Sheet Asset 
Accounts Receivable Not Recorded Not Applicable 
Inventory Statement of Sources and Uses Cost of Goods Sold 

Prepaid Expenses Statement of Sources and Uses 
Expense under Net Income (Loss) from 
Operations 

Deposits (Paid) Statement of Sources and Uses 
Expense under Net Income (Loss) from 
Operations 

Due from Shareholder/ 
Stockholder/ Related Party 

Balance Sheet Asset 

Income Taxes Receivable (when 
received) 

Statement of Sources and Uses and 
Statement of Retained Earnings 
Reconciliation 

Source of funds on the Statement of Sources 
and Uses and Income Tax Benefit on the 
Statement of Retained Earnings 
Reconciliation 

Property, Plant and Equipment 
(Defined by Management) 

Balance Sheet Asset 

Accumulated Depreciation and 
Amortization 

Not Recorded Not Applicable 

Furniture, Fixtures and Equipment 
(Defined By Management) 

Statement of Sources and Uses 
Expense under Net Income (Loss) from 
Operations 

Investments (i.e. investments in 
other entities, stocks, intangibles 
purchased, notes receivable, 
etc.)** 

Balance Sheet Asset 

Deferred Tax Asset/Liability Not Recorded Not Applicable 

Goodwill 

Purchase Goodwill (only) - 
Statement of Sources and Uses & 
Statement of Retained Earnings 
Reconciliation 

Statement of Sources and Uses – Use. 
Statement of Retained Earning 
Reconciliation - Reconciling item  

Bank Overdraft Balance Sheet Liability 
Lines of Credit Balance Sheet Liability 
Accounts Payable Not Recorded Not Applicable 
Accrual Liabilities Not Recorded Not Applicable 
Other Payables (i.e. Sales Taxes 
Payable, Rebates (Paid), etc.) 

Statement of Sources and Uses 
Expense included in Net Income (Loss) 
from Operations 

Deposit or Advance (Received) Statement of Sources and Uses  
Revenue included in Net Income (Loss) 
from Operations 

Income Taxes Payable (when 
paid) 

Statement of Sources and Uses and 
Statement of Retained Earnings 
Reconciliation 

Use of funds on the Statement of Sources 
and Uses and Income Tax Expense on the 
Statement of Retained Earnings 
Reconciliation 

Long-Term Debt Balance Sheet Liability 
Due to Shareholder/ Stockholder/ 
Related Party 

Balance Sheet Liability 

Capital/ Stock/ Additional Paid-
in-Capital/ Treasury Stock 

Balance Sheet Equity 

Dividends Paid 
Statement of Sources and Uses and 
Statement of Retained Earnings 
Reconciliation 

Use of funds on the Statement of Sources 
and Uses and Dividends on the Statement of 
Retained Earnings Reconciliation  

Retained Earnings Balance Sheet Equity 
 
** As stated earlier, the only asset I would allow a FMV presentation is an investment with a readily determinable and 
recognizable value on the Balance Sheet date. For example, a security traded on an open market exchange. Appraisals or 
similar methods will not be allowed. 
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