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Intellectual Capital
as Part of the Quality Management System in an Auditing Firm

A new approach to quality assurance in audit requires creating a quality management
system that would include eight components: procedure for risk assessment in a firm,
management and leadership, respective ethical norms; acceptance and continuations
of relations with clients and specific engagements; engagement completion; resources;
information and communication, the process of monitoring and correction. Each component
requires a separate assessment in the monitoring of the quality management system, both
at firm and engagement level. The article demonstrates that the component “Resources”
(human, technological, intellectual) of the quality management system in an auditing firm
can be considered from the management viewpoint as intellectual capital, thus making
applicable recognized management models. By summing up research results produced by
domestic and foreign scientists it was demonstrated that the model of European Foundation
for Quality Management (EFQM model) can be applied in assessing the components of the
quality management system, “Resources” in particular. EFQM model was adapted and
extended in an elaborated working document for internal or external monitoring of the
quality management system in an auditing firm. The working document includes performing
of the following procedures: inspection (review) of documents and observations; individual
interviews of the engaged firm staff;: analysis of obtained evidence. The implementation and
documenting of monitoring procedures and informing the results to all the firm staff will help
assure the quality of auditing services and increase the users’ trust in the audit.

Key words: auditing, intellectual capital, assessment, quality management system,

International Standard on Quality Management, model of the European Foundation of
Quality Management.

O. E. IYFEHYEHKO,

OOKMOP eKOHOMIYHUX HAYK, npogecop,

sasioysau Hayionanvnozo yenmpy ooniky ma ayoumy,
Hayionanvna axkademis cmamucmuxu, ooniKy ma ayoumy

InTesIeKkTyaIbHUH KamiTanx
Yy CHCTeMi YNPaBJIiHHSA SAKICTIO B ayANTOPChKIi (ipmi

Hosuii nioxio 0o 3abe3neuenusn axocmi 8 ayoumi nompeoye cmeopeHHs cucmemi
VNPAGNIHHA AKICMIO, AKA MICMUMb iCIM KOMNOHEHMIB.! npoyec OYIHKU pu3uKie gipmu,
VIPAGNIHHA MA KEPIGHUYME0, 8IONOBIOH] eMmUYHI 6UMO2U, NPUUHAMMA MA NPOOOBHCEHHS
BIOHOCUH 3 KILIEHMAMU | KOHKPEMHUX 3A60AHb; BUKOHAHHSA 3A80AHHSA, pecypcu, iHgopmayisn
mMa KOMYHIKayis,; npoyec MOHimopuHzy ma eunpasnenns. Kooicnuil iz komnonenmie nompeoye
CBOEL OYIHKU NIO UAC MOHIMOPUHEY CUCTEMU YAPAGTIHHI AKICMIO K HA PieHI Qipmu, max
[ Ha pieHi OKpemux 3a80aHb. Y cmammi 006e0eH0, o KOMNOHEHN CUCIEeMU YRPAGTIHHSL
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INTELLECTUAL CAPITAL AS PART OF THE
QuALITY MANAGEMENT SYSTEM IN AN AUDITING FIRM

AKicmio 8 ayoumopcokit (ipmi “Pecypcu” (100cbKi, MeXHOI02IUHI, IHMEAeKMYaNbHI) 3
noenady ynpasiinHa MOACHA PO32TAOAMU AK IHMENCKMYANbHULL Kanimai, a 8i0nosioHo,
3acmocogyeamu 8U3HaHi mooeni ynpaeninna. Ha niocmasi y3aeanvnenns pesyibmamie
00CAI0CeHb, BUKOHAHUX GIMYUSHAHUMU A 3aPYOINCHUMU HAYKOBYIMU, 008€0EHO, WO
mooenv EFQM €sponeticoko2o (hoHdy YnpasniHua AKICMIO Modce Oymu 3aCcmoco8anad
OJ151 OYIHKU KOMNOHEHMI8 CUCmeMU YNPAasIiHHs SKICIIO 6 ayOUumopCoKil (ipmi, 30kpema
xomnonenma “Pecypcu”. Modenws EFQM adanmogaro ma po3eunero ¢ po3pooieHomy
pobouoMy OOKYMeHmi O GHYMPIUWHBLO2O A60 308HIUHLO20 MOHIMOPUHLY CUCHEeMU
VIPABIIHHSL AKICIIO dyOUmopcoykoi gipmu. Poboyuii 0oKyMenm 0Xonuoe 6UKOHAHHSL IAKUX
npoyeoyp, 5K IHCNeKny8aHHsL (nepesipka) 0OKYMEHMIE ma CNOCMEPENCEHHSL; THOUBIOYANbHI
ONUMYBAHHA NEPCOHANLY AYOUMOPCHKOIL (hipmu, 3a0IAH020 Y BUKOHAHHT 3A80AHb, AHATI3
OMPUMAHUX OOKA3I8. YNpoeaodicentss npoyedyp MOHIMOPUHEY Ma iX OOKYMEHMY8AHH L,
008€0eHHs Pe3yIbMamis 00 8i00MA 6Cb0O20 NEPCOHATY AYyOUMopCcvbKol Qipmu cnpusmume
3a6e3neyuenHio AKOCmi ayoumopCoKux nociye ma niosuuums piseHb 008ipu 00 ayoumy 3
OOKY Kopucmyesauis.

Knrwouogi cnosa: ayoum, inmenexmyanvHutl Kanimai, OYiHKa, cucmema YRpasiinHs
axicmro, Mixchapoouuti cmanoapm Ynpaeninusa axKicmio, mooeib €8poneticbko2o ¢ordy
VAPAGNIHHA AKICMIO.

Introduction. It was in December 2020 that three standards on quality management were
approved: International Standard on Quality Management 1 “Quality Management for Firms
that Perform Audits or Reviews of Financial Statements, or Other Assurance or Related
Services Engagements (ISQM 1), regulating the creation of a quality management system
in an auditing firm [1]; ISQM 2 “Engagement Quality Reviews”, aimed at the engagement
quality control [2]; and the International Standard on Auditing (IAS) “Quality Management for
an Audit of Financial Statements” [3], regulating the responsibility of an engagement partner
for quality management at commission level. The standards used in international auditing
practice since December 15, 2022have altered the management approach: the observance
of requirements and principles underlying the international standard for quality control was
replaced by a proactive and initiative approach, with quality management carried out by
an auditing firm per se through identifying and assessing quality risks faced by a firm and
responding on them by the reliance on the principle of scalability.

Spain is not an exclusion in the European auditing space. The Law 22/2015 from July 20
on the review of accounts and the Royal Decree 2/2021 from January12 also require from the
auditors to introduce organizational principles of auditing based on effective administrative,
auditing and risk management procedures having effects for auditing activities, mechanisms
for computer system control and the internal control system, although the definition of “quality
management” is not used in these documents [4].

The Resolution from April 20, 2022 issued by the Institute of Accounting and Audit
of the Ministry of Economy and Digital Information that publishes internal standards for
quality control sets out international standards for audit quality management for general
use [5].

It was on November 24, 2022 that the Ministry of Finance of Ukraine displayed on its
website ISQM 1, ISQM 2, IAS 220 and other revised international standards, such as IAS
315 “Identifying and Assessing the Risks of Material Misstatement” and the International
Standard on Related Services (ISRS) 4400 “Agreed-Upon Procedures Engagements”. Pursuant
to Article 6 of the Law of Ukraine “Audit of Financial Reporting and Auditing Activities”,
from this date and on they have been used in the activities of Ukrainian auditors and auditing
firms [6].

According to ISQM 1, one of the components in the quality management system is
“Resources”. Management of an auditing firm needs to be able to identify the resources and
streamline them for the provision of auditing services. The quality management concept
focuses on three categories of resources:
human resources;

— technological resources;
— intellectual resources.
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It should be noted that the previous International Standard on Quality Control 1 (ISQC
1) included only “Human resources” component. Human resources refer to the staff of an
auditing firm, engaged in auditing services.

Technological resources allow for supporting the operation of a quality management
system, performing the engagements at high technical level, being, as a rule, IT applications
(a software or a software package) built in the IT environment.

Intellectual resources ensure high quality completion of engagements and help observe
the requirements of professional standards and respective legal norms. According to ISQM
1, intellectual resources include written policies or procedures, methodologies (techniques),
sectoral or specific manuals, guidelines on accounting, standardized documentation or access
to information sources, i. €. subscriptions to websites providing in-depth information pertaining
to auditing issues or auditing customers, etc. [1].

Intellectual resources can be realized by use of technological resources. Thus, an intrafirm
technique can be built in an IT software, which will simplify planning or performance of an
engagement.

Also, ISQMI1 specifies “service provider” as a physical person or other entity that is
external to a firm and provide a resource to be used within the quality management system
or in performing engagements [1].

New requirements on quality management oblige the auditing community to master and
apply them as quickly as possible.

Literature review. Issues of quality management in auditing services have been in focus
of foreign and domestic researchers and practical auditors. Sh. E. P. Achundia, M. C. R.
Malvares, S. P. Ceballo, investigated the operation of auditing firms in Latin America, revealed
that only a small number of companies used quality assurance procedures and demonstrated
the need in introducing new international regulations on quality management [7].

A. Camargo observed that alterations in international standards on auditing aimed to
encourage staff’s initiatives in quality management, enhance the quality standards already
existing in auditing firms, highlight the importance of group skepticism and improve
documentary support for the audit [8].

Research of D. Vaicekauskas & J. Mackevicius deals with existing definitions of
audit quality, identifying their key components, elaborating recommendations on audit
quality management with accounting to trilateral relations of business entity management,
stakeholders and auditors [9].

Based on a systematic review of literary sources and approaches to decision-making
on investment (with 97 companies of Egyptian construction sector selected as the research
object), M. A. Shazly, Kh. AbdEIAlim, A. N. Mortaky, M. N. Sayed could demonstrate that
the quality of corporate management and audit were important factors in increasing the firm
attractiveness for investors [10].

T. Lomachenko carried out an analysis of international experiences in audit quality
management schemes and introducing the system approach to quality control; explored the
mechanism of the previous review based on control of auditing procedures, where internal
audit provided the guarantee of audit quality and had the functions of supervision, thus forming
the program for the comprehensive improvement of the quality system.

V. Bondar & Yu. Bondar demonstrated that the quality problem in auditing services
constituted an important area of research in Ukraine and beyond. The problem of financial
reporting quality and its assurance is key to the trust of information users in company
management and auditors. Investors have to assure that the financial information relied upon
in decision-making on capital allocation is accurate and reliable. The authors believe that the
elaboration of templates for new intrafirm standards would help substantially increase the
trust of audit users, quality of audit and auditing services [12].

M. Vasyliuk &, O. Hryhorivput emphasis on public supervision of the auditing
activities, on increasing the auditors’ responsibility for the results of financial reporting
auditin companies with public interest, on enhancing the quality control over professional
auditing services [13]. M. Vasyliuk observed that the effectiveness of quality management
consisted of economic, social, psychological, organizational, methodological, technological,
informational, environmental and other components of the diverse nature, most part of which
cannot be subject to direct quantitative assessment [14].
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However, the latest amendments pertaining to the assurance of audit quality require from
an auditing firm that a quality management system for auditing services be built in conformity
with the revised principles at firm (organizational) and engagement (operational) level. This
requires further studies of individual components within the quality management system,
with elaborating applied tools for by component assessment of the introduced procedures.

The article’s objective is to explore the resources of an auditing firm from the management
perspective, and to assess them as components of the business entity’s capital in the quality
management system.

Research results. As mentioned before, “Resources” component of ISQM lincludes three
categories of resources: human resources, technological resources, and intellectual resources.
ISQM 1, ISQM 2 and IAS 220 contain the notion “quality management system”, which is
new for the auditors, instead of the previous notion “quality control system”. Hence, control
is replaced with management, which, from the management viewpoint, implies different
approaches, problems and solutions. In the general sense, management is a purposeful impact
on an object in order to produce a planned result. As far as resources are concerned, they
are the object at which the actions of management (managing entity) of an auditing firm are
directed, to assure the quality of completed auditing engagements. Between the management
object and the managing entity there has to be a feedback supposed to assure the completion of
specific engagements. At the same time, three resource categories of “Resources” component
in the quality management (human, technological and intellectual resources) for management
purposes can be combined into one component and considered as the intellectual capital of
an auditing firm.

According to T. Stewart [15], intellectual capital has three components: human capital,
organizational capital, capital of relations, which is nearly consistent with the definition of
“Resources” component given in ISQM 1 (Figure 1, Table 1, compiled on the basis of [1;
15; 16]).

Knowledge
Human capital > Skills
5 Creative abilities
=
= > L
= " Organizational measures
(5}
= o -
B Organizational »| Technical and software support
§ capital
2
= L, Licenses, patents, certificates
Relations with clients; information about them
Capital > Int lati O i h
of relations ntracompany relations, information exchange
5 Business reputation, brands

Figure 1. The structure of intellectual capital

The “Information and communications” component of the quality management system
for auditing services is not a subject of focus in this study; it will be dealt with in detail in
further developments of the author.
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Table 1
A comparison of definitions of the intellectual
capital and resources by T. Stewart and ISQM 1

Intellectual capital by T. Stewart [15] Resources byISQM1 [1]

Human capital — “an ability of offering | Human resources — members of an engagement team
decisions to clients” and experts engaged from external sources

Organizational capital — “organiza- | Technological resources — the resources that help an au-
tional abilities of an organization to | ditor in obtaining sufficient and proper evidence (access
meet the market needs” to information, its exchange and processing), allow an
auditor to manage the process of audit more effectively
and efficiently, computerized tools and methods, IT ap-
plications (including the ones provided by a supplier of
services) used in auditing engagements

Intellectual resources — methodologies of audit, tools
of implementation, guidebooks on audit, conventional
programs, templates, checklists or check forms, sectoral
methodology or respective manuals and auxiliary means

Capital of relations — “relations of a | Partly technological resources and “Information and
company with consumers of its prod- | communications” component of quality management
ucts” system for auditing services

The definitions of “human capital”” and “human resources” have nearly the same meaning:
they refer to the persons providing services to clients. The human capital includes the
knowledge used by auditors in time of audit and forms competitive advantages of an auditing
firm. The knowledge in divided into explicit and tacit. The explicit knowledge is systematized
and conveyed to the staff in any accessible way: in form methodical recommendations,
intrafirm standards, regulations on paper or electronic carrier. The tacit knowledge refers to
individual gains, practical skills and competencies, creative abilities of a person, which are
not formalized. An auditing firm has to seek for the maximal unification of the knowledge
for its dissemination among the staff.

The definitions of “technological resources”, “intellectual resources” correlate with the
definition of organizational capital, because the need of market or users (investors, owners,
donors, sponsors and financial community) is reliable information supplied through providing
high quality auditing services.

Capital of relations results from setting up reputational relations with companies,
governments, mass media, suppliers, colleagues, clients and broader community, partly
correlates with requirements to technological resources and fully conforms to the purposes of
“Information and communication” component in the quality management system for auditing
services. It is because a part of technological resources is obtained by auditing firms through
suppliers: first, through the persons engaged in monitoring activities, as internal controllers,
in consultations on technical issues; second, through designers of specialized commercial
IT applications for audit; third, through external auditors engaged at component level and
engaged experts (in case of need).

The assessment of intellectual capital within the quality management system for auditing
services does not need a monetary value. An internal or external controller performing
monitoring of the system and individual engagements seeks for the assessment from the
management quality viewpoint: subjects of his/her concern are whether or not the quality-
related engagements set by an auditing firm could be accomplished, what impeded the
achievement of goals, and what needs to be done by the business entity’s management.

Therefore, foreign and domestic experiences in management of intellectual capital could
be useful.

O. A. F.Laguna , et al. made an analytical study of intellectual capital in small and
medium enterprises (with the sample covering 233 business entities) and proposed a scale for
its assessment. Investment in human capital is the main driving force of growth for countries,
companies, population [17].
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M. A. Ibarra-Cisneros, F. Hernandez-Perlines demonstrated by the results of a survey
on 149 business entities that the successful company operation was determined by several
factors, with the prevalence of intellectual capital [18].

M. L. Rojas, R. L. Espejo proposed a method for measuring the intellectual capital in a
HEE by estimating the effectiveness of investment in research in proportion to the components
of intellectual capital [19].

M. M. Valero could demonstrate by case of the tourism development plan for 2017-2027
in Cullar municipality, Granada province (Spain), that intellectual capital promoted the
development of individual business entities and regions alike[20].

A. Cobo-Jimenez analyzed models for management of intellectual capital and the
involved indicators (Table 2) [21]. However, the author’s address to the model of Arthur
Andersen seems to be doubtful, because A. Andersen & Co ceased to exist in July 2002 due
to the bankruptcy, which gave evidence of its management failure. The author observes that
intellectual capital should be interpreted as non-financial capital amounting to the gap between
market and balance value. The recording of intellectual capital in the liabilities side of the
balance requires a corresponding account in the assets, i. e. the account of intangible assets.

In keeping with the EU requirements on reporting, such information needs to be disclosed
in non-financial reporting or in the notes to financial reporting.

0. Khilukha, O. Kuzmin, & L. H. Lipych conceptualized the research problem on
business management of intellectual capital and proposed its solution. They investigated
methods for identification of intellectual capital, proposed methodical guidelines for analysis of
intellectual capital for taking evidence-based management decisions, developed a consociated
method for business planning of intellectual capital, justified a model for determining the
economic efficiency of the management process [22].

T. Shestakovska & T. Yarovoi justified the reasonability of improvements in the
management of intellectual capital in Ukraine and the world and formalized their content. By
analyzing global experiences, they systematized most significant and effective practices that
were highly performing from the viewpoint of management and development of intellectual
capital. This experience was grouped by the main components of intellectual capital (structural,
client and human capital). Considering positive aspects of foreign experiences in management
of intellectual capital, the authors recommend to implement best global practices in Ukraine
by adapting them to the domestic social and economic conditions [23].

T. Kolesnik made summing up of the category “intellectual capital of organization”,
proposed a scheme for logical justification of its meaning, outlined the problems and specifics
of management of intellectual capital in an organization in view of objectives of the knowledge
economy development. The author came to the conclusion that the effective management
of intellectual capital could bring revenues to an organization and make it innovative [24].

0. Gudz, & A. Pryadka clarified the specifics of intellectual capital management
in business enterprises and justified relevant theoretical approaches and methodologies;
summed up technical aspects of constructing a set of indicators for the assessment of
intellectual capital in a business enterprise and its components using radically new value-
based approaches; demonstrated the need in elaborating and implementing a pool of diverse
strategies for intellectual capital management in a business enterprise, which would take
account of the interactions between all the contact audiences, deformational fluctuations of
the economic space, and be based on the wide-scale use of information and communication
technologies [25].

The effective implementation of the quality management system in an auditing firm
requires that management methods be determined and practiced by the managerial staff.
The assessment of quality management systems is usually made by testing exercises. These
exercises underlying the management system, are carried out continually at engagement
level and not less than once a year at firm level for monitoring and performance assessment
of business processes.

Of'the wide range of methods for management of intellectual capital, the most appropriate
one, to the author’s opinion, is the model of the European Foundation of Quality Management
(EFQM), because it closely correlates with the requirements of ISQM 1 [1; 21] (Tables 2,
compiled on the basis of [21]). EFQM model consists of two components: a set of criteria
for assessment of each system component, and a set of rules for these criteria application.
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EFQM model can be easily adapted for purposes of the current assessment of human,
technological, intellectual resources, i. e. the intellectual capital. The model builds on the
expert assessment performed by a quality controller in time of monitoring of the quality
management system and individual engagements. The critical importance is assigned to
experiences, intuitions, personal expectations and education of experts responsible for
monitoring. The requirements to quality controllers, either internal or external, are set out in
ISQM 2 “Engagement Quality Reviews” [2].

The main techniques used in monitoring are:

—  inspections (reviews) of documents and observations;

— individual interviews of the engaged staff in an auditing firm;

— analytical procedures.

Inspections refer to checks of internal documents of an auditing firm (intrafirm standards
for quality management, technical guidelines of audit and other auditing services, requirements
to working documents, reports and manuals on internal control, reports on transparency), and
the information obtained from alternative sources (reports of analysts, banks, rating agencies,
information from websites of official bodies). Besides that, inspections include checks of
working documents of an engaged auditor by the criteria selected for external monitoring.
These inspections aim to reveal if each component of the quality management system is
elaborated in implemented in a proper manner.

The monitoring involves a procedure like observation of the behavior and actions of the
firm managers, in particular the persons assigned with authorities pertaining to the assurance
of quality management, e. g. through remote surveillance techniques. It aims to check their
propensity to using the quality management principles.

The easiest technique used by an internal or external expert is an individual interview
of selected employees in an auditing firm, allowing to determine “weak” and “strong” sides
of the quality management system and the existing tendencies. To be effectively used, the
method of interview should rely upon four premises:

— the firm management has to be directly involved in organization of a questioning

or interview;

— the firm staff needs to be introduced beforehand to the requirements of ISQM 1,
ISQM 2, other regulations, including intrafirm ones, to minimize the duration of a
questioning or interview;

— the firm management needs to be willing to take account of the questioning results
in processing the results of monitoring of the quality management system and
elaborating measures aimed at identifying drawbacks. The results of questioning
analysis have to be materialized in form of specific measures focused on performance
enhancement in a given firm unit, persons responsible for obtaining auditing
evidence, or final results of audit or other auditing services.

— an interview should not provoke a conflict between either management and
personnel or individual structural units: the personnel has to boldly articulate
opinions about the quality management system in their auditing firm and the style
of its leadership.

The questioning has a defect: a range of potential options of responses may be very
wide and be different from the positions of ISQM 1 and ISQM 2, which is caused by various
education levels of the firm’s staff. It can significantly complicate analysis and identification
of existing tendencies in the quality management system. The individual opinion of a person
cannot be taken as an evidence of low performance of the quality management system.

Analytical procedures aim at summing up the results of monitoring of the quality
management system and individual engagements. To this end, a quality controller, in view of
his/her professional judgment and obtained evidence on quality management system, assesses
each system component (in this case, the “Resources” component of the quality management
system is considered as intellectual capital) in scores from 1 to 5. The minimal number of
scores for this component is 5, the maximal one is 25.

Another defect of this method is that the overall tendency can be derived by adjusting
the controller’s opinion to the average estimate rather than be based on independent intuitive
opinions.
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Conclusions. Hence, the basic provisions of EFQM model can be applied in the
assessment of quality management in an auditing firm. The model uses practical methods for
the assessment of firm’s processes, which simplifies collection, structuring and processing of
information from monitoring of the quality management system and selected engagements.
The assessment procedures, being comprehensible, can be used without heavy technical
effort. Table 3 (developed on the basis of [1; 2; 21]) presents a working document of an
auditing firm for internal or external monitoring of the quality management system. This
model enables for an assessment of not only the intellectual capital of an auditing firm (human,
technological, intellectual resources), but also the following components of the quality
management system: procedure for assessment of firm risks; management and leadership;
relevant ethical requirements; acceptance and continuation of relations with clients and
specific engagements; engagement completion; information and communication; process of
monitoring and correction. This will help assure the quality of auditing services and increase
the users’ trust in the audit.

Further developments will be devoted to applications of EFQM model for comprehensive
assessment of the quality management system in an auditing firm.
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