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REGUlAToRy REFoRMs To AUDiT 
THEIR IMPACTS 10

I’m not too informed about what the regulator has…done. For 
example…I didn’t know that they’re now legally enforceable auditing 
standards, rather than self-regulation by the industry. My general 
experience with the regulators is that, if anything, it creates…more 
work for the lawyers and…a more inhibited view about statements 
that are made by anybody, including auditors…What happens 
if…something becomes legally enforceable that was…[previously] 
regulated by a professional standards’ body is that the first thing 
you do when you make that kind of statement is [to]…check it with 
your lawyers because of the potential legal liability that’s attached 
to it. And, let’s face it…when a company…collapses, if we take 
the extreme case, the first thing that any litigation funder looks 
[for is]…‘[Is] there an auditor with good professional indemnity 
insurance that we can go after?’ And so the more prescriptive the 
regulatory response is…in some ways…it’s counterproductive.  
It works against what’s supposed to be achieved.
— User

1.0 Key issues

This study explored in depth the impacts created by the regulatory 
reforms of the audit function put in place in the period after the corporate 
collapses of the early part of this decade. Some of the issues surrounding 
these impacts include:

•	 what are the costs and benefits of legal backing for auditing standards 
•	 have the reforms after the corporate collapses earlier this decade 

reduced the likelihood of unexpected future collapses
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•	 have these reforms improved the general public’s confidence in the 
capital market

•	 have these reforms enhanced the credibility of financial statements
•	 have these reforms enhanced audit quality
•	 have these reforms added value to a company’s business operations?

2.0 introduction

The period after the high-profile corporate collapses of earlier this 
decade—internationally and nationally—saw major legislative reform 
through the ninth instalment of the Corporate Law Economic Reform 
Program: the Audit Reform and Corporate Disclosure Act 2004, effective 
from 1 July 2004. Under that act, among other things, the responsibility 
for the setting of auditing standards was moved from the profession to 
the Financial Reporting Council and the standards became statutory 
instruments with legal backing under the Corporations Act 2001. 

The issue of reforms to the regulation of the audit market elicited many 
lengthy comments from stakeholders, especially from suppliers, and many 
of the comments could fit within multiple subsections of this and the 
next chapter. The structure of this division is that this chapter examines 
survey and interview responses related to questions about the legally 
backed auditing standards and the reforms more generally and takes a 
primarily demand-side perspective. The next chapter deals with the 
impact of the reforms and the regulatory process primarily on the supply 
side of audits and the third deals with the conduct of the regulators and 
quasi-regulators in monitoring compliance with the auditing standards. 
The interconnectedness of the themes and contexts that arise around 
regulation makes it necessary to read all chapters in this division with 
this in mind. 

3.0 introduction: legal backing for auditing  
 standards

Under the CLERP 9 Act (2004), a reconstituted Auditing and Assurance 
Standards Board (AUASB) was created and charged with revising the 
existing auditing standards such that they could be enforced legally.  
A two-year grace period was given from the effective date of the act until 
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the revised standards became operative for reporting periods beginning 
1 July 2006. All of the data that we report on were gathered after this 
operative date. The AUASB, in revising the standards, elevated much of 
the guidance material, which contained implied obligations, to mandated 
essential procedures and also downgraded some previous ‘black-letter’ 
paragraphs to guidance material. During the grace period and for some 
time before, the International Auditing and Assurance Standards Board 
(IAASB) continued to update and issue its standards, on which the 
Australian auditing standards are based. Changes in the newly issued 
AUASB standards were therefore a combination of Australian revisions 
and IAASB amendments. The survey and the interviews with stakeholders 
addressed the issue of legally backed auditing standards. Discussion of 
each source of responses follows.

4.0 survey

Responses to the survey question ‘Are you aware of the following specific 
changes that have occurred in the regulation of audit services in Australia?’ 
are reported in Table 10.1.

As might be expected, suppliers of audit services are near-universally 
aware of the standards. Approximately three-quarters of all purchasers 
and just more than half of all users are aware of these changes.

Table 10.1 Responses on awareness of the introduction of legally enforceable  
  auditing standards (per cent)
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Are you aware of the following specific changes that have occurred in the regulation 
of audit services in Australia?

The introduction of 
legally enforceable 
auditing standards

54 68 52 38 77 79 76 77 90 93 90

Percentage of respondents answering ‘Strongly agree’ or ‘Agree’ on a five-point scale.
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5.0 interviews

Interviews with stakeholders revealed their various perceptions of the 
impact of legal backing for auditing standards.

5.1 Users

Generally, comments from users were favourable about the advent of legal 
backing for auditing standards. Users felt that with legal backing came 
a perception that things had been done correctly. Illustrative comments 
follow.

[T]o a degree…having an outsider arbitrate or adjudicate on doubtful 
situations where the question is whether the professional standard 
has been met or not can be a positive…If the professional bodies 
[are] too lax on their members then outside legal enforceability is 
some progress.

I would imagine it’s increased costs to a point. But it probably 
also allows litigation…to be a lot more effective and enforceable. 
There’s a threat there…for people to be in compliance with these 
accounting standards.

It’s probably going to improve the credibility of financial statements.

There was, however, recognition of some pitfalls of legal backing among 
the users. For instance: 

[I]t also…means that you run the risk that somebody who really 
knows the details of the ins and outs of the profession will make a 
judgment that, in almost unanimous opinion of the practitioners, 
is unrealistic given what the practices were, and potentially sets 
through the legal process a new standard that again goes into that 
prescriptive regulation by the courts that inhibits the auditing 
process rather than provides more insurance…Too many times have 
we seen that if something goes wrong the response from regulators, 
lawyers, the courts is to set new standards without considering 
the wider implications. And that kind of ad hoc legislation…[is] 
dangerous and it creates a maze of things that are inefficient.

Some comments from users, however, conveyed scepticism that legal 
backing should make any difference.
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I just can’t see where [it has made any difference] in terms of the 
market generally. Certainly, if people were expecting…on day one…
that…everyone…[would] go ‘Oh, yeah, that means the financial 
statement’s credible’—I can’t see that…just because they’re legally 
enforceable now…the market continues to expect and believe that 
the auditors are doing what they need to do behind the scenes, 
irrespective of whether it’s legally enforced or not to get the right 
outcome.

Would it resolve concerns of the credibility of financial statements? 
I can’t answer that question. It really is a question of whether those 
enforceable auditing standards go beyond what was previously in 
the professional standard—one. And two, whether we get examples 
in the future where the enforcement of those standards is better 
than it was in the past through the professional bodies. There are 
certainly examples where you would say professional bodies are too 
lenient on their members. 

[H]ave they improved what’s out there and available? They’d 
probably catch a few that otherwise wouldn’t have got caught—but 
broadly, no.

[I]f we did have any concerns in the past then having a legally 
enforceable standard that everyone follows would, should, reduce 
those fears of them not being credible.

I don’t think it’s hurt the credibility of financial statements, but  
I don’t think it’s done a…necessarily huge [thing].

It wasn’t as if we didn’t feel assured prior, I wouldn’t have thought, 
from our perspective. [I don’t know] whether we feel more assured.

[I]f the expectations gap is what an auditor should intuitively do 
versus what they’re prescribed to do…[legal backing has] widened 
it because a good auditor would probably do both: they would 
follow the prescriptive rules and then they’d apply their own 
auditing skills.

One person feels that it should reduce the audit expectations gap: 

[I]f we’ve got a legally enforceable law that says that an audit must 
tick off these…points then there should not be an expectations gap 
over time as we’re educated.
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Another user is somewhat disparaging of what is involved in audit 
judgment, as revealed by the following quotation:

I don’t know how much judgment auditors have 
or need. There [are] only four accounts—asset, 
liability, income and expense—and the only 
debate…ever seems to be as to whether the debit 
goes in the P&L or the debit goes in the balance 
sheet. And then on the other side, whether you 
really should be recognising the income or not. 
And the majority of companies are not overly 
aggressive with those two issues: capitalising 

expenses and bringing forward income. I don’t think anyone—any 
shareholder—ever got too upset. And…when I talk shareholder,  
I mean someone who is the mythical shareholder, who’s there for the 
long time, not some guy who just buys and sells within a month—
that’s not what we’re running the company for. I’m running a 
company to try and optimise returns for someone who’s there 
for the long haul. And if a company were a little conservative—
even far too conservative in terms of expensing too much and not 
recognising income fast enough—in the long term, no-one’s going 
to be upset about that. Whereas people do get upset when you’re 
not expensing things and you’re capitalising expenses and when 
you’re bringing income forward that’s really not income.’

The same person enunciates the conflict implicit in saying ‘no’ to those 
who pay the audit fee: 

[T]hat’s where auditors need to be tougher: to be saying to clients—
and remember, these are people who are paying their bills—‘Look, 
I’m sorry, you shouldn’t be capitalising that expense, and you 
shouldn’t be recognising that income.’ Because on the other side…if 
you’re being too conservative, no-one’s going to get upset, because 
the income will eventually come through and if you’ve understated 
the expenses, in the next period, you won’t have the expenses. Or if 
they’re exploration costs, five years down the track you won’t have 
a big write-off to clear it out, because you haven’t found the ore. 
But it’s tough to—I haven’t had to do it myself—but to sit down 
someone who’s paying your bills and say ‘sorry’.

‘[T]hat’s where auditors 
need to be tougher: to 
be saying to clients—
and remember, these 
are people who are 
paying their bills—
“Look, I’m sorry”.’
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5.1.1 Summary

Responses from users vary from no knowledge that auditing standards 
have become legally enforceable to a sound understanding of this reform. 
Similarly, responses vary between those who are enthusiastic about this 
change and those who can see little merit in the idea. Two comments 
relate to perceived laxity on the part of professional accounting bodies 
and legal backing being an improvement. The notion of having a ‘threat’ 
to encourage compliance is attractive to at least one user. There were, 
however, also comments foreseeing problems—for instance, with the 
law and lawyers becoming involved in a way that created unintended 
consequences. There is even a suggestion that legal enforceability might 
increase the expectations gap since prescriptive rules might militate 
against the application of auditors’ skills. Notably, responses by users refer 
to the audit explicitly as ‘insurance’ and to the importance of professional 
indemnity insurance in ‘going after’ auditors. Scepticism is expressed that 
legal backing will result in increased credibility for financial statements 
or any difference in the conduct of audits, since legal enforcement should 
not influence the auditor’s behaviour and it is not as though major doubts 
exist about the work of auditors. 

5.2 Purchaser

Among the purchasers, there was little support for legally backed auditing 
standards, with comments relating to potential detriments to the auditor–
client relationship and increased costs, as seen in the following quotes.

[T]he auditing standards were already existing 
and auditors are professional people so there’s 
already an expectation that they’ll be doing 
the appropriate bits from those standards. As 
I understand it, all of the legally enforceable 
aspect of it is going to do is to require more 
documentation…and laying a paper trail for 
what you’ve done, and I just see that as an 
increase in costs.

[I]t’s not so much that I’m concerned if they have the force of law. 
Well…the long answer to it is, yes, and the reason why is because…
we’re moving away from a process in which the auditor and the 
client work up a relationship where they’re receiving advice 

‘[W]e’re moving away from 
a process in which the 

auditor and the client work 
up a relationship…to one 
in which the auditors are 
very conscious of the fact 

that they must comply with 
legislation otherwise they 
leave themselves and their 

firm exposed.’
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based on their opinions and assessments that they’ve made and 
the judgments that they’ve made, to one in which the auditors are 
very conscious of the fact that they must comply with legislation 
otherwise they leave themselves and their firm exposed…so…
it’s shifting the priority away from what…was the essential 
relationship between client and auditor. That’s the danger I see. 
I notice that on audit committees that I have now…quite often 
when a query comes up, I’ll be informed by the auditor that that’s 
required under the legislation. It’s kind of become…the priority; 
you’ve got to comply…the danger is that in that process we might 
lose what would be…an opinion which would otherwise be given, 
but there’s reluctance there because of this new requirement…
In other words, we’re starting [to] see the disempowerment of 
sovereign governments in the process, and business direction being 
dictated by these regulations…this is a little off the track, but it’s 
kind of related because it’s becoming a pervasive force…in the way 
in which the administration of these processes take place. So it’s a 
concern I have that we’re going to lose something that…is really 
quite essential to the process. Inadvertently, I mean—everything 
has been done with the best of intentions.

The same person goes on to comment on the loss of intellectual property 
in terms of the accounting and auditing standards that has occurred with 
the move to statutory regimes for each:

[I]n that decision that the accounting profession took to handover…
it’s in the first instance [that] the accounting standards had 
lost intellectual property rights and…the same thing has now 
happened with the auditing. But it’s because it was an initiative 
taken by government, because it was perceived that this was what 
was necessary to fix the problem. So it’s a shame because…it’s a step 
backwards…[Legal backing] makes no difference at all…there’s a 
hidden problem here for government in that if there is another 
failure then who does the government look to as a scapegoat? It’s 
responsible now.

Further, concern was expressed about the increased prescription brought 
about by legal backing for auditing standards, as illustrated in the 
following quote:
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[T]he way in which the US approaches everything is by 
prescription—that is, they operate by rule. Whereas everything 
that is done basically under the British-related systems, in which 
we’re part, aren’t based on principles. And so our whole legislative 
base is supposed to be based on principles, but here what is now 
happening is that our regulatory agencies are then interpreting 
those principles and putting out guidance, which effectively is 
regulation. And so we’re moving…more and more towards that 
rules-based approach. And my difficulty with rules is that no 
matter how well they’re formulated…circumstances change and the 
rules become out of date, and they’re very hard to fix because they 
tend to get set in stone once they’re made. But also…people then 
use them as a substitute for judgment.

5.2.1 Summary

Purchasers’ views range from perceptions that legal backing for standards 
should make no difference to auditors’ conduct to perceptions that it 
will interfere with the auditor–client relationship. The former view is 
justified by the stance that auditors, as professionals, are assumed to be in 
compliance with the auditing standards—with or without legal backing. 
The latter view is justified by the perception that the auditors’ opinions, 
assessments and judgments are likely to be coloured by the legislation. 
One purchaser sees this, taken to its extreme, as potentially affecting even 
the direction of business. Another purchaser observes that legal backing 
for the standards means that the government has to take responsibility 
for future corporate failures, which are seen as inevitable. A purchaser 
laments the loss of the accounting profession’s intellectual property rights, 
which occurred in the transition to a new statutory standard-setting body. 
The merit of principles versus rules-based standards is raised with an 
observation that Australia has moved closer to the US approach and not 
only does this cause a risk of the rules dating, it risks replacement of 
judgment with rules. The potential impact on costs is mentioned in some 
quotations from the interviews in this section, but a dedicated section on 
costs appears later in this chapter.

5.3 Suppliers 

Among the suppliers, no-one expressed the view that legal backing for the 
auditing standards would make a difference. Typical comments included:
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[I]f an audit is supposed to focus on the risks then having to do a lot 
of other stuff around other areas that are no risk doesn’t make the 
audit any better. It might mean it’s a more pretty file…but I don’t 
necessarily think it’s going to mean that you’re going to identify 
problems any sooner, any better, anymore frequently than you 
would’ve under the old system, where you used your judgment.

No. I don’t think it changes [things]…from the external perspective, 
I don’t think it changes [things]. 

It’s done nothing for that because the public don’t read the auditing 
standards. So, no, from their point of view, they would have no 
idea…it’s done nothing for the expectation gap.

I don’t think the general public would know any different…I don’t 
know if you asked the general public whether they would be…
aware that there’s actually been a change…Even [with] a lot of our 
clients that we talk to, it’s an interesting discussion to have. You go 
in and you say that there’s been a change in the auditing standards 
and they’re, ‘Oh, really?’ So I don’t know whether that’s [their] area. 
So whether it’s changed the perception, I don’t think it has, because 
people aren’t really aware.

Again, among the suppliers, the divide between the Big Four and non-Big 
Four can be seen:

I’m looking at it from a Big Four point of view, because we see a lot 
of clients in a lot of industries. So you do gain a lot of experience 
and you have [a] bigger, broader base to have that professional 
judgment. Maybe when you’re talking [about] a small firm who 
don’t have the breadth of experience or the depth then it might be 
a totally different issue. But from a Big Four point of view, I don’t 
think that making them law has helped us particularly.

5.3.1 Summary

There is scepticism among suppliers of the degree of awareness among the 
general public and even by their clients of the change to legal enforceability 
of the auditing standards. There is even greater scepticism evident of this 
change being associated with higher-quality audits; at best, it is seen as 
potentially creating a marginal difference.
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5.4 Standard setters

One standard setter, in a comment pertinent to competition in the market 
for audit services, noted that legal backing for auditing standards had 
heightened the barriers to entry and he or she alluded to the difficulty of 
having auditing standards—whether legally backed or not—capture the 
essential skill that creates a good auditor.

[T]he concept behind [the legal backing of standards] is that it’s 
improved the quality…so that has a flow-on effect to the companies, 
but more importantly…to the ultimate users…that takes you back 
to the debate about what is a good audit.

When pressed further, the same person continues in response to the 
observation that ‘the politicians…would say that we wouldn’t have done 
this unless this added value to the market. Why have a law unless it does 
some good?’ 

[T]his is a difficult area because the difficulty here is you’re trying to 
put a level of precision over something which can’t be measured…
the really difficult thing is that…really high-quality auditing is 
about really understanding the issues and the risks and being able 
to…take indicators in places and join them together to actually 
understand the implications of something before it gets…too far 
down the road. 

5.4.1 Summary

Doubt about the ability of auditing standards, whether backed by 
legislation or not, to encapsulate the essence of a high-quality audit  
is expressed eloquently by a standard setter in this section.

5.5 Regulators 

Unsurprisingly, the regulators defended legal backing for the auditing 
standards.

The only difference is if an auditor gets it wrong, it’s more visible 
that you can penalise them for that…That’s the only difference, 
but you [could] penalise an auditor previously anyway…under 
negligence or duty of care because there’ve been so many legal cases 
with auditors.
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The same regulator argues that the legally enforceable standards require 
no more audit work than had already been the case:

[W]hat’s changed? Nothing. The only thing is one’s been quantified 
as a legal instrument and then the other case is that was not as 
enforceable, right, we’ll add another legal path to make them 
accountable. I don’t think it’s such a big change…What worries me 
is that when the auditor runs the argument [and] thinks the force-
of-law standards make [them] do more work. Now if that means it 
focuses their minds…prior to that they should have been doing it 
anyway.

5.5.1 Summary

The potential to hold auditors more accountable for the conduct of audits 
as a consequence of legally backed auditing standards compared with 
previously, comes through in the comments of a regulator.

6.0 issues and implications

Users, purchasers, suppliers and standard setters were all interviewed 
on the issue of legally backed auditing standards. A number of helpful 
insights were gained from these discussions. Some users took the view 
that as soon as a crisis emerged in what would otherwise be a free market, 
the political response was to increase regulation. While this is a natural 
response, there is concern about the unintended consequences, which 
could in fact damage what would otherwise be appropriate public policy 
settings. Additionally, some users take the view that this set of legally 
enforceable auditing standards might catch one or two undesirable 
incidents that previous processes did not, but that broadly the market will 
not be well served by these changes to the status of auditing standards. 

Purchasers were split between whether or not this was a positive 
initiative for the Australian economy. Some purchasers suggest that if it 
results in a better outcome for the capital market then this is worthwhile, 
while others are concerned that the legal enforceability involved will result 
in auditors essentially withdrawing from offering opinions and judgments 
and moving to fulfil compliance requirements. This, it is argued, will 
reduce the value of the relationship between auditor and client. One 
purchaser laments the loss of the setting of professional accounting 
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standards as a loss of intellectual property rights for the profession and 
the same is true for auditing standards. He also observed that there could 
be an unintended consequence for government in these shifts and that the 
government had no-one to blame but itself and its own processes if and 
when there was another round of corporate failure. 

While there were remarkably few positive views on the general issue 
of legally enforceable auditing standards offered by the users interviewed, 
standard setters took the view that this initiative was good because it 
would give rise to improved quality. This is important to companies and 
the ultimate users of financial statements: the shareholders.

There were diverging views about the motivation that gave rise to 
legally enforceable auditing standards. One regulator indicates this is 
something the accounting profession wishes to have in order to give 
substance and support and a more clarified approach than was previously 
the case.

In conclusion, while there is a high level of appreciation of the legal 
enforceability of auditing standards, there are mixed views about its 
benefits and, indeed, some scepticism. It would be reasonable to say, 
however, that it is difficult to systematically observe the effects on the 
capital market in a practical sense of the benefits of legal enforceability. 
Therefore, some interviewees are guarded about concluding one way or 
the other on the value of legally enforceable auditing standards. 

7.0 introduction: quality consequences of the  
 reforms

Specific questions about the impact of the reforms on the auditing regime 
were asked in the survey and the interviews. Given the inevitable cost of 
implementing the reforms, the responses make interesting reading.

8.0 survey

Recipients of the survey were asked five questions pertaining to the impacts 
of the reforms on financial reporting and audit quality after the corporate 
collapses of earlier this decade. One question asked for perceptions of 
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whether there would subsequently be less corporate failure. The second 
question related to whether there would be an improvement in the capital 
market. The third question asked whether the reforms would improve 
the credibility of financial statements. The fourth question concerned 
expected improvements in audit quality and the fifth asked about value 
added to companies’ business operations. The tabular reporting of results 
is given in Table 10.2, followed by analysis.

Table 10.2 Responses to the impacts of changes to the regulation of audit  
 (per cent)
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The regulation 
of the market for 
audit services will 
reduce the number 
of corporate 
failures occurring 
in Australia

28 22 31 34 15 14 13 21 15 7 17

The recent regulatory and market responses to high-profile corporate collapses have 
assisted in:

Improving the 
general public’s 
confidence in the 
capital market

21 22 16 23 19 14 20 23 20 34 17

Enhancing 
the credibility 
of financial 
statements

25 29 22 22 21 23 21 33 22 34 20

Enhancing the 
quality of an audit

33 34 31 34 34 29 34 40 42 52 39

Adding value to a 
company’s business 
operations

37 34 38 41 18 20 18 17 20 21 20

Percentage of respondents answering ‘Strongly agree’ or ‘Agree’ on a five-point scale.
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Responses to the survey with respect to the question about whether the 
present regulatory requirements would reduce the number of corporate 
failures occurring in Australia showed considerable scepticism. They 
ranged from a peak of approximately one-third of those among private 
investors agreeing to this statement to a low of 7 per cent among Big 
Four suppliers. There is also scepticism about whether the regulatory 
and market responses to corporate collapses would improve the general 
public’s confidence in the capital market. Again, responses typically were 
about one-quarter of all respondents indicating that they agreed with 
the proposition. Similar responses were received from each of the user, 
purchaser and supplier groups with respect to the capacity of the recent 
regulatory and market responses to enhance the credibility of financial 
statements. 

With respect to the capacity of those regulatory and market responses 
to enhance audit quality, there was a more positive response, with 
approximately half of the Big Four supplier group respondents agreeing 
with the proposition and typically about one-third of all other respondents 
agreeing. There was scepticism about whether these responses would add 
value to a company’s operations among suppliers and purchasers, with a 
somewhat more optimistic response from user groups. 

On balance—and with a rare exception—user, purchaser and supplier 
groups were sceptical about the positive contribution these regulatory 
and market responses would have with respect to the issue of corporate 
failure. It can be said, however, that there is at least some belief by several 
in the market of a more positive outcome from these responses. 

9.0 interviews

In the interviews with stakeholders, the discussion about regulation 
elicited many lengthy responses, especially from suppliers. The issues that 
arise under the theme of ‘regulation’ are extremely intertwined and difficult 
to separate. Many of the comments in the next chapter (Chapter 11) are 
also pertinent to audit quality and hence to financial statement credibility.
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9.1 Users

In their comments, users tended not to differentiate between the impact 
of the reforms to audit and the reforms to accounting through adoption 
of IFRS, so their comments need to be interpreted in that light. In 
general, users’ comments reveal their scepticism of the general public or 
shareholders being aware of the reforms. Users showed a lack of confidence 
that the number of corporate failures would be reduced as a result of 
increased regulation of the market for audit services. This section begins, 
however, with the few more positive comments we received. 

Not all users were sceptical, as the following comments reveal, 
with responses affirmative about the enhanced credibility of financial 
statements.

Yes [there is greater credibility than before]…as an investor in 
companies…I tend to rely on them and we’ve had a couple of big-
name collapses…and it’s probably going to happen again, but…
[with] the…amount of regulation that there is around now…they’re 
going to be fewer and fewer as time goes on. So yeah, I rely on them 
and…others could too, more so than in the past.

[Y]es [there is greater credibility than before]. But the general 
feeling…is that it was always assumed that the auditors were doing 
their jobs and…largely that…was assumed and is still assumed 
now, and that sometimes there is and will always be errors. But…
it doesn’t ever come up really in my discussions with the capital 
markets that the audit…information may be incorrect. It just doesn’t 
come up; it’s assumed to be right. No-one knows what’s going on 
behind the scenes, but they just assume it’s right…So I’m saying…
that people did assume it was right before anyway.

[There is greater credibility than before]…in some senses, creating 
more complexity or more regulation can be counterproductive. 
So these things go in swings…you do have a period of perhaps 
excessive tension when the companies post these sorts of collapses, 
but inevitably these sorts of situations will come back. So it’s very, 
very hard, in my experience, to guard against outright fraud or 
distortion of the truth because those sort of companies invariably 
will find a way to present their statements in a way that’s not 
accurate. 
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The same person goes on to recall how blunt an instrument regulation can 
be in attempting to make dishonest people honest: 

[I]n a sense…and…we’ve seen this from 
the US, adding to the complexity can be…
counterproductive in a lot of ways. You have 
to rely to a certain extent on the honesty of 
directors and no amount of regulation necessarily 
is going to ensure that dishonest people are 
going to be honest. But to the extent that more 
onerous financial information can be useful, 
that’s probably right. But…domestically…most 
analysts are struggling with the international accounting standards. 
And in fact they’ve said previously that that information has…
made it harder to understand a lot of accounts as opposed to easier. 
So that’s talking to a lot of CFOs and even CEOs, and a lot of those 
people struggle with the presentation of their company accounts, 
so what hope does an ordinary person reading those accounts have? 
So…that’s overshadowed some of the…moves to greater disclosure.

Another user, obviously thinking more of international financial reporting 
standards than reforms, states:

The ordinary shareholder with international standards and greater 
comparability and just more and more disclosures, they probably 
assume that they do have a greater degree of credibility. But I have 
the opposite view with the analysts, because the more sophisticated 
the rules get, the more unintelligible that they become and they 
become a bit ‘What does it all mean?’

Turning now to the more negative comments, this first quotation points 
to the perceived lack of knowledge among ordinary shareholders of the 
legislative and other reforms in response to the corporate collapses of 
earlier this decade:

No, I don’t think they’d have a clue about those changes and  
I certainly don’t think that they perceive any [difference in 
credibility than before]. Maybe in the US, with Sarbanes-Oxley and 
all that kind of stuff, but I wouldn’t think so in Australia.

‘you have to rely to a 
certain extent on the 
honesty of directors 
and no amount of 

regulation necessarily 
is going to ensure that 
dishonest people are 
going to be honest.’ 
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The same person goes on to question whether the general public cares:

[D]oes the general public care…they have an expectation of what 
the financial statements are and I don’t think that that will have 
changed. Maybe there was a bigger gap before in that expectation 
and maybe the gap has closed a little now…I don’t think the general 
public would perceive any difference in the accounts these days 
than previously, other than they’d probably find them harder to 
understand.

Another user expresses a similar view about ordinary shareholders’ 
indifference to the changes:

[T]hey’re indifferent [to whether financial statements have more 
credibility than before]…if you’re working in the industry, and with 
my limited experience, companies are much better and certainly 
providing better-quality reports. So…that standard’s gone up.  
At the financial statements level, you might argue most investors 
are indifferent—certainly from our experiences. 

Commenting in the context of accounting standards, another user observes 
their complexity, before moving on to the implications for the credibility 
of financial statements brought about by the reforms:

I don’t think that a lot of small shareholders—a lot of shareholders—
have a real issue with how things are reported…a lot of them do 
struggle to grasp on to the reporting…they struggle as a result of 
the different changes, especially in Australia. I don’t know whether 
there’s another country in the world that changes accounting 
standards as much as Australia do[es], or have as many onerous 
accounting standards as what Australia does…it becomes rather 
complex for individual shareholders to actually make head or tail of 
what’s going on in the reporting. 

Continuing with the theme, the same user goes on:

[I]t basically just passes everyone by…the reporting…shareholders 
rely much more heavily on analysts’ reports from broking houses on 
the current state of play in a company, the reports and how they’ve 
been reported in terms of results, and what the analysts think in 
terms of the forecast going forward that the company’s got over the 
next 12, 18 months. 



REgULAToRy REFoRMS To AUdIT: THEIR IMPACTS

| 419

The same user implies that the financial statements are the least-read 
section of annual reports:

[I]n my experience, a lot of clients will draw a lot from the annual 
reports of a company, basically from the chairman’s address or the 
CEO’s address, and from AGMs, as opposed to the reporting of the 
accounts…there’s such a big focus on the reporting of numbers by 
the accounting firms, but in reality when you…go to an AGM, or 
whether you have a company presentation, the finances are really 
at the end of the presentation, and they’re brushed through fairly 
quickly, and no-one really understands…exactly what’s being 
reported and why it’s being reported.

The same user anticipates that an economy that is less buoyant will 
again reveal concerns and questions about the quality of accounting and 
auditing:

[W]hen the economy turns the other way, and companies start going 
broke, that’s when people start looking at [auditing and auditing 
standards] and start questioning why something was done and why 
it wasn’t done.

The same person goes on to say something that is quoted in Chapter 3 
dealing with the expectations gap, but which is worth repeating here:

[I]n terms of what is debated as the audit expectation gap, if 
anything, those collapses have lowered the public’s perception a 
little bit and thereby closed the gap in terms of lowering their 
expectations. But I don’t think that they’ve got more confidence in 
the auditing standards than they had before. And…I don’t think 
the broad public is that aware of the regulatory responses, the 
tightening of regulations, and rather would…if you mentioned 
to them an Enron or an HIH, they would mainly see that as a 
failure of the audit profession, and it would undermine their 
confidence rather than say, ‘Okay, this has led to a regulatory 
response and a tightening up of standards that now…makes us 
actually more secure than we were before. We just didn’t know 
how unsecure [sic] we were.’ But in terms of perception, I don’t 
think it’s improved really.
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One interviewee sees the check-list approach as auditors ‘protecting their 
own backs’ and clearly sees little role for reliance on auditors as an early 
warning mechanism for problems:

[I]t limits the ability of auditors to provide 
information that’s really going to be critical of the 
company…in a lot of ways…auditors are protecting 
their own backs, just like a lot of other professions, in 
the sense that they can meet a certain standard, but 
in terms of material issues…from time to time they 
do have to use their judgment and…alert investors 
to certain issues. So if it’s just a narrow approach to 

information they present then the information’s not that useful. Not 
many people rely on auditors as the first point of identifying issues 
within a company; they’re normally relying on something else. So 
to that extent, you’ve got to say that maybe auditors have failed in 
the sense that they’re just not relied on as the early warning signals 
of problems within companies.

The same person goes on to explain why he or she thinks shareholders are 
not assuming the financial statements have greater credibility after the 
reforms:

Firstly…the ordinary shareholders are confused by…the extra 
reporting that’s come with all those things, particularly in the US. 
It’s worse there obviously than here, but financial statements are 
getting bigger and thicker and harder to read, so they’d be confused 
with that…and that’s what happens in markets: for a short time, 
shareholders got sceptical about what they were given and that…
just gradually dies away, new regulation comes in, usually the 
crooks still aren’t very honest and the good people who were always 
honest are still honest and the world moves on and you wait for the 
next cycle…I’ve been in this game for 20-odd years and I’ve seen it 
about five times. So no, I don’t think they would…naturally assume 
that the financial statements are more credible today than they were 
five years ago.

No, I don’t think people would feel as if [financial statements] had 
greater [credibility]. I don’t think that most shareholders would be 
aware of the legislative change. They wouldn’t understand what 
impact it has…there’d still be a certain degree of distrust out there 

‘[M]aybe auditors 
have failed in the 
sense that they’re 
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the early warning 
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in the community…Perhaps it’s waned a bit now, but…I don’t think 
people would be surprised when things get uncovered. So I don’t 
think they’re aware of the legislation…that’s true for any legislative 
change in the community. The government doesn’t communicate 
these things very well at all.

The same person elaborates in response to the question ‘Do you think it’s 
possible to communicate them well?’:

Yes, I do…I don’t think they make an attempt at 
all, so any attempt would [be better]. What have 
we got now? We’ve got about 10 ads every night 
on terrorism. They’ve resurrected terrorism, 
resurrected the super changes, which actually 
came in last year, over a year ago, so any ad at 
all on explaining what action they’ve taken for 
the community to rectify some of those sort of 
issues…is one way of doing that. They’re certainly 
willing to spend the money on promoting what they believe they’ve 
done for the community, so why not [spend] on something like that?

[A]n Enron or a WorldCom can happen again. You can regulate until 
you’re blue in the face, but if somebody wants to…commit fraud 
on that scale, there will be others…I’m not sure [that] increasing 
the regulation, increasing the disclosure and all the rest of it [will 
work]…it’s just added cost to the system. 

The same person goes on to explain his or her view that the increased 
regulation makes it easier, not more difficult, for problems to arise:

[A]ll the things I’ve seen ASIC do in the Australian market, and all 
the rest of it, it’s resulted in policies, guidelines, not regulations, 
to a large extent, and…they’ve found that the market here is 
relatively robust anyway, with all our existing checks and balances. 
So are our investors any safer? No, I wouldn’t have thought so…
unfortunately…increased regulation makes it easier for people to 
get duped, because you probably become too reliant on [the fact] 
that the boxes are ticked, rather than going, ‘Is this a fundamentally 
sound investment proposition?’ And you can’t take that away from 
an investor or an investor’s advisor on working that out…it would 
probably make it easier for more problems to…arise.

‘They’re certainly 
willing to spend the 
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9.1.1 Summary

Few among the users express a view that, for ordinary shareholders, 
financial statement credibility has increased as a result of the legislative 
and other reforms that followed the collapses of earlier this decade. 
Several users respond more from the perspective of changes to accounting 
standards (that is, the adoption of IFRS) than from the perspective of 
reforms to the auditing regime. These comments are relevant, however, in 
that, generally, they claim that the complexity of financial statements adds 
to the difficulty of increasing investor confidence and of having the public 
in general and users of financial statements in particular know about and 
have an understanding of reforms—to either accounting or auditing. 
More than one user is of the view that, from a broad perspective, the 
reforms could be counterproductive. One user sees negative media reports 
and high executive salaries as contributing to a generally pejorative view 
of business among the public. 

The next chapter, dealing in depth with stakeholders’ perceptions of 
the operationalisation of the reforms specific to audit, and regulators’ and 
quasi-regulators’ conduct in monitoring audit quality, needs to be borne 
in mind as being of relevance to the material in this chapter.

9.2 Purchasers

There was little support among purchasers for the notion that regulation 
of the market for audit services would reduce the number of corporate 
failures occurring in Australia. Remembering that the interviews were 
conducted before the global financial crisis or even the full extent of the 
sub-prime credit problems became known, some of the comments are 
ominously prescient, as this first quotation demonstrates.

[L]et’s say that we take the [sub-prime] market…that’s collapsing 
right now. Well, 12 months ago, I bet you all the guys who 
were…auditing them were saying the financial statements are 
fine but if there’s a rising…reliance upon sub-prime lending for 
that organisation that’s changing its risk profile considerably. So 
they’ve basically got a much higher sensitivity to a decline in…or 
an increase in credit spreads on that kind of lending then that’s not 
very transparent when it comes to the way the financial statements 
are put together. That should be the kind of thing that organisations 
are highlighting in their risk management and limits of their broader 
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sustainability-type reporting…which emphasises the risk to the 
organisation and how it’s being managed and contained and what 
the profile is, et cetera. But that piece, that ain’t audited right and if 
I was a regulator…what I’m more concerned about is what’s there.

[In general,] the auditing firms, their standing is reasonably good… 
I don’t have that feeling that there’s a huge amount of criticism over 
the accuracy or the professionalism of auditing work.

A theme common among the purchasers is the view that more corporate 
failures are inevitable as part of the risk of business:

[W]e’ve encouraged this view that failure is not permitted to happen, 
whereas in fact failure is a normal part of business…when we talk 
about expectations, the public has been either encouraged or lulled 
or whatever, unrealistically, into the view that [an] audit [is carried] 
out wall-to-wall and picks up all errors, and well it’s supposed to, 
and the businesses aren’t allowed to fail, which is wrong.

One purchaser, however, is more optimistic that the reforms have added to 
confidence in greater financial statement credibility:

[I]t’s probably a reasonable assumption that the market thinks that 
all these feathers up in the air must’ve ended up with improvements 
[in financial statement credibility]. 

The same person goes on, alluding to the changes to the independence 
rules, which are discussed in the preceding chapter, to infer that retail 
investors are more aware than they are perhaps generally given credit for 
of events in the marketplace:

[T]he granularity would not be well known, no. It’s very clear 
that…it’s well known from just attending AGMs…the mums and 
dads certainly know about non-audit services and quite regularly 
will ask questions about non-audit services. And at one stage, going 
back three or four years ago, we used to have some quite big non-
audit ratios…And that stuff was getting called out and it wasn’t 
getting called out necessarily because the market or the analysts 
were calling it out; it was getting called out because people were 
reading it…the mums and dads were going to the trouble of reading 
the accounts. So…that is well known…some of the other CLERP 
changes are probably less well known…the Sarbanes-Oxley stuff 
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to Australians…is almost a black art. Yes, I suspect the public 
knowledge and understanding of why every now and then…
someone gets in terrible trouble…with an audited client deriving 
out of Sarbanes-Oxley is…non-existent…However…the HIH Royal 
Commission, in an Australian context, would come absolutely at 
top of mind and they’d know that the relevant judge made a lot 
of recommendations, many of which were taken up. And…the 
corporate governance guidelines would be quite well known as 
well. That’s obviously a bit broader than auditing but…it’s probably 
seen as [being in] the same strand.

The same purchaser continues on this theme, but moves to those internal 
to the company—board and audit committee members—in terms of their 
awareness of changes in the audit regime:

[T]here is also [a] more sophisticated thought process about auditing. 
Even talking about it as a niche part of the capital markets—as the 
assurance market of listed companies…in our questionnaires now, we 
provide quite a lengthy section regarding our own audit committee, 
the independence of the audit committee, the qualifications of the 
board members, the details of the audit relationship with the external 
auditor, detail of the internal auditor…that’s quite an interesting 
example…that there is a broader knowledge and reliance on audit 
principles than there were prior to those collapses.

The following comment from a user, an accountant, reveals his or her 
perception of how the complexity of the financial statements is militating 
against regaining a sense of confidence in the financial statements:

[T]he media’s sensational reporting and…constant 
criticism of the ‘big end of town’…[have inflicted] 
significant damage to the credibility of the business 
sector. And the difficulty is that financial statements 
at the same time, in an attempt to try to provide 
more information, have grown enormously, along 
with general corporate governance statements…it’s 
reached the stage where the complexity of the report 

is not assisting people in regaining that sense of confidence. So…
it’s…a good example of how regulation and direction and more and 
more of this information has…actually made the situation slightly 
worse, because it’s become so complex that if you wanted to hide 

‘Even I have trouble 
with financial 

statements and 
I’m a trained 
accountant.’
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anything, firstly a board could easily do it. And secondly…[for] 
most people, it’s beyond their capacity to be able to absorb it all. 
Even I have trouble with financial statements and I’m a trained 
accountant. 

The same person continues, referring to media reporting of business, high 
executive salaries and some spectacular failures as factors that keep the 
public on edge, contributing to discomfort, not comfort, with the financial 
statements:

[W]e’re in a bit bind here, this is between a rock and a hard place. 
And there is this innate criticism, supported by some spectacular 
failures…the Enron-type situation and HIH have all left this feeling 
that big business is able to take out the small investor and…
the media keep it going. And with high salaries that are paid at 
the moment to CEOs…I don’t see any progress towards a feeling 
of comfort and feeling that all of this is now leading to a greater 
credibility.

The next two comments from purchasers illustrate again the connection 
between this and the next chapter in that they deal with the perceived 
direct impacts of the reforms, which in turn influence audit quality. They 
appear here to remind the reader to view Chapters 11, 12 and 13 as having 
a common theme. The first points to pressure on fee margins and potential 
audit-quality implications.

[B]ecause they’ve got budgets on each job and they’ve only got a 
certain amount of time for each job, it’s how much time is going 
towards [it]…and that’s always a danger of where the industry may 
head. Does it go to a point where it gets so tight with margins and 
these sort of things…does the quality drop off really in the objective 
of the audit? Does it get to a point where it’s quite dangerous? 

The second sees a check-list approach as a bad practice leading to bad 
outcomes:

[O]ne of my views over a long time is that the more you develop a 
check list-type approach, the danger is that someone says if you can 
actually tick all the boxes on the check list then you are deemed to 
have complied even though you get to a wrong answer…So when 
you get to a situation where check lists drive behaviour and…where 
people just get concerned about what the answer on the check list 
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is then…that’s bad practice and it leads to bad outcomes. And the 
best example of all that is…if you look back to the governance 
requirements that applied and you look at Enron. Enron could tick 
all the boxes for good corporate governance because everybody just 
focused on what was [on] the check list as opposed to what was the 
substance of what was happening.

9.2.1 Summary

With one exception, purchasers do not express optimistic views of 
the likelihood of the ability of the reforms surrounding audit since the 
corporate collapses of earlier part of this decade to enhance confidence in 
the credibility of financial statements. Mention is made of the perceived 
inevitability of future corporate collapses associated with business risk. 
One purchaser, however, is more positive about the interest and knowledge 
of retail investors in general aspects of financial reporting and audit, 
albeit with little knowledge of the detail. This same purchaser comments 
positively on the knowledge level of board and audit committee members 
about matters surrounding the audit function. Once again, examples are 
provided of responses that deal with the impact of the reforms on audit 
processes and the implications of that impact on audit quality, which in 
turn influences financial statement credibility, to remind the reader of the 
link between this chapter and the next.

9.3 Suppliers

Among the suppliers, there was no perception that the level of regulation 
of audit services would prevent future collapses. Two suppliers mentioned 
that a focus by regulators on documentation and especially that of a 
check-list nature was an ineffective approach to regulation that would not 
prevent corporate collapses: 

I’m not sure that just handing out check lists and stuff to say that 
we have to fill them out will…reduce the amount of corporate 
collapses anyway.

The same supplier goes on to allude to the inappropriateness of the content 
of the check lists if the prevention of corporate collapse is the aim:
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[Y]ou do…waste a lot of time in the wrong places 
because a regulator is going to come in and they’re 
not necessarily going to know the client. All they’re 
going to be able to do is look at the form. So you 
might’ve filled out all the forms and totally missed 
the key risks and issues in a client…they’re not 
going to know that. They’re going to see you did 
your form. They’re going to say, ‘Yes, well done, 
the file is great.’ Then three years down the track, when the whole 
thing falls to pieces, it’s not going to be because of the form. It’ll 
probably be because someone missed one of those key risks…Or 
the technicality around one of those accounting issues was dealt 
with wrongly, or whatever it will be at that level. The company 
is not going to collapse because someone didn’t tick a box…It’ll 
collapse because of some very high-level absolutely fundamental, 
all consuming-type event, like an Enron. The revenue just wasn’t 
there or whatever. They’re the things that will bring you down, not 
some of the things that these regulatory check lists focus on.

Another supplier believes that the reforms could create a marginal 
difference in terms of belief in the credibility of financial statements:

[W]ould it resolve concerns over the credibility of financial 
statements? I don’t think it will resolve them, but it will help a 
little in that all sides are aware that you have the legal enforceability 
angle to it…in each case…it’s a marginal difference rather than a 
quantum leap.

One supplier alludes to the difference between audit failure and corporate 
failure:

Is the current approach giving greater guarantee that there won’t 
be audit mistakes? [It’s] hard to say, but it would be a case, and  
I don’t think that’s the case of whether the standard of the individual 
was always right or wrong…I don’t think the odds have changed 
probably as much. You’ll always get entities failing…on pure 
financial grounds. Now that doesn’t necessarily mean that there’s 
been an audit failure.

‘The company 
is not going to 

collapse because 
someone didn’t 

tick a box.’ 
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One supplier believes ordinary shareholders derive comfort from the 
reforms, but then goes on to question the understanding by investors of 
the emphasis of matter paragraph in the auditor’s report:

[Shareholders] probably do [believe financial statements have more 
credibility], but…they’re all still pretty sceptical…people worry 
enormously when they see something as large as Enron go under…
who would’ve thought HIH [would go under?]…I remember 
clearly when you got the stock market reports on the radio…and 
they [would say], ‘HIH is up 23 cents today’…it was a very large 
organisation. And then when they bought FAI, which had a very 
high profile in the insurance market, which was probably punching 
above its weight in terms of profile compared to how big it really 
was, but it was a very well-known, very large enterprise. And we’ve 
seen an enormous level of mismanagement there, and we think, well 
how could they not have known? 

I remember at the time…speaking to a manager at Arthur Andersen 
about it, and he was very defensive about the whole thing and said, 
‘Oh, we’ve done everything that we should’ve done’…but he said 
to me at the time they had an inherent uncertainty [about] going 
concern[s]. Well, I don’t recall that. But even if AAs had put that 
opinion on HIH’s financial statements, I don’t think the investor 
would’ve understood exactly what that meant. And we’ve got 
this strange situation with the standards whereby if you think 
that an entity is not a going concern, if you think that there are 
serious difficulties with it, you…have to give a clean opinion. It’s 
an unqualified…an unmodified opinion, but with an emphasis of 
matter.

Another supplier expresses belief that ordinary shareholders do assume 
more credibility, but he or she goes on to allude to perceived inconsistency 
by regulators shaking that faith:

Yes…they would assume that there’s more credibility. And…
part of me says…there’s definitely been a tightening up in the 
environment…the expectations now are a lot more stringent, yet 
you have events [an example is provided of what the interviewee 
perceives to be an inconsistency]…that sort of inconsistency would 
put doubt into the shareholder’s mind. But…overall, they would 
expect that with all the disasters that have happened that someone 
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is now more accountable. That someone typically tends to be—
they tend to look towards the auditors a lot more…that’s the wrong 
place to look because…managers and directors have the ultimate 
responsibility for the financial statements, and notwithstanding 
that we’re obviously attesting of them, so there is responsibility on 
our part too. But…inconsistent behaviour of the regulators would 
put some doubt into their mind…they’d like to think that they can 
rely on them more.

Several suppliers differentiate between ordinary and more sophisticated 
investors in terms of the likely level of credibility they attach to financial 
statements:

[T]here would be a split between…people who are more involved 
in looking at financials closer to companies that would understand 
that it probably isn’t [more credible] verus maybe the general 
public out there that would have the perception that because of all 
of this the rules have been tightened…The top end of the capital 
markets, people that are dealing with companies all the time and 
[are] involved with them, I don’t think they really see that there’s 
any difference.

Several suppliers, however, see little to no likelihood of the regulatory 
reforms giving rise to enhanced belief in the credibility of financial 
statements.

I don’t necessarily think [shareholders assume financial statements 
have greater credibility]…the perception probably is that things 
have been shaken up a bit…we’ve had the collapse [of] Andersen’s, 
which has obviously been quite a high-profile thing. And… 
a large number of the public, and therefore your readers of financial 
statements, have understood what happened in that instance at a 
high level…things like that have probably created the prominence 
that therefore there are things being done to rectify it. Obviously, 
the Sarbanes-Oxley [issue]—it depends on who’s aware of it—but it 
certainly has been given a bit of profile. So how does that feed into 
whether they think they’re getting anything different from what 
they were [getting] previously? I don’t necessarily think…things 
have…changed from what I saw. 
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The same person goes on to say that directors and audit committees have 
changed in their approach to the audit, but not the ‘average reader’:

[W]hat you’re finding is it’s more about directors in particular, and 
audit committees. I’ve certainly seen a significant change in their 
attitudes and their level of diligence in the way that they deal with 
us and what they’re expecting out of us. Absolutely, there’s been 
a change there. But as to the average reader of financials, I don’t 
believe there’s been a significant change. But I have certainly seen, 
particularly from non-executive directors, a very different change 
in attitude over the last three or four years. 

The next supplier states that stakeholders and the general public think 
that the auditor is a regulator. Regulators themselves have referred to the 
audit as delegated regulation (for example, Knott 2002).

I…don’t believe the shareholders have [belief 
in greater credibility of financial statements]. 
I don’t think that they have any real feeling 
of credibility in the processes at all…a lot of 
people have been shocked by the regulators 
with the perception of not effectively 
regulating places like HIH and the crowd in 
Western Australia…Westpoint, and One.Tel. 
And there’s a whole raft of companies come 
and go and fall on their sword and the regulator 

tends to run for cover and then strengthens the regulations after 
the collapse. The Enron affair was a perfect affair. And the auditor 
is in there, and even though the auditor might not be to be blame 
for any of this, because the auditor is looking at things after the 
horse has bolted (the auditor might not be to blame in all cases, or 
very few cases), [but they] would…be blamed. The stakeholders 
and the general public think that the auditor is a regulator, so…
we’re losing credibility all of the time, but it’s really the regulator 
that needs beefing up and more money spent [on it]. And the ACCC 
is another—I know that’s not a regulator—but just the fact that 
they’ve got their hand tied with trying to regulate petrol prices. 
They can’t, so the general public thinks that the ACCC is a toothless 
tiger.

‘The stakeholders and the 
general public think that 
the auditor is a regulator, 

so…we’re losing credibility 
all of the time, but it’s 

really the regulator that 
needs beefing up and more 

money spent [on it].’ 
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Another supplier points to the trade-off between the reforms raising belief 
in financial statement credibility and the raised cynicism created by the 
collapses themselves:

I don’t know [whether shareholders now assume financial statements 
have greater credibility]…it will be patchy…some people will…
assume they have greater credibility…there will be many people 
whose levels of cynicism have been raised by the experience and 
not necessarily assuaged by what happened since those experiences. 
So I really don’t know. The only way I could find an answer to that 
question would be to get some empirical data by survey…I meet a 
range of people who have a range of different views, and I just don’t 
know.

Another supplier speaks about the fact that there will always be collapses: 

[S]ome of the collapses will unfortunately continue to happen…
But there’s always going to be that small one that for some reason 
something goes wrong—the collapses this week in property 
development schemes; the water gets muddied with that. There’s, 
‘Oh, well, the auditor should’ve picked it up.’ ‘The regulator should 
have picked up’—whatever. 

The same person goes on to allude to the relationship between the quality 
of audit and the quality of information in the context of the transition 
to Australian Equivalents to International Financial Reporting Standards 
(AIFRS) that occurred in a similar period to the reforms:

[T]here’ll always be that scepticism around it. If people believe 
there were problems previously…they’ll still think that happens 
because things go on. I don’t think that perception has been helped 
by the AIFRS, the new accounting standards…people, particularly 
firms…they’re bruised from the experience of bringing those in…
it’s a mute point as to whether that improves the overall credibility 
of financial statements on that. So…people would have difficulty 
separating quality of audit from quality of information…people 
are still struggling until that settles down and that’ll be a way to 
go. And…those people who thought that audits were pretty good 
anyway will probably continue to think that there will be collapses, 
but they’re the exception to the rule.
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The same person continues, expounding on how the wider public has 
little understanding of the difference between an audit that is poorly 
executed and one where the auditors could not have been expected to 
detect the problem:

I’m not sure that the fact that these standards are legally 
enforceable [will make] people…think [that things have changed], 
until effectively a firm is hauled over the coals for not doing it, 
and that’s in the public arena…it’s behind the scenes. Analysts…
believe the financial statements have less credibility, not through 
the audit process, but through what’s disclosed in there. Ordinary 
shareholders—it’s a difficult one…[With] the HIH…[and] each of 
these, when you pick apart the bones of it, you can see that it was 
an audit generally that wasn’t properly executed, or the problem 
was something that the auditors would not have been expected 
to pick up. So there’s always a reason for it, but I’m not sure that 
reason necessarily gets seen by the wider public and understood. 

The same person continues, going to the issue of public trust and the 
auditor:

It’s difficult. I don’t know what the general public’s view of what 
an auditor does or doesn’t do is…if anything, it’s reduced because 
of those collapses and people are suspicious. They probably don’t 
know what’s going on behind the scenes. So…a big agenda for 
us is this whole question of trust…some auditors haven’t covered 
themselves in glory, but it’s a little bit like the umpire: you only 
ever see the umpire when he’s made a bad decision. Sometimes a 
guy can…make terrific decisions and he doesn’t get much credit for 
it. Regulators…are the same. 

Continuing on this theme, the same supplier alludes to the publicity 
received by ‘colourful’ corporate characters:

[M]anagement are always the bad guys…particularly in Australia… 
I notice coming from the UK, where corporates have somewhat faced 
much bigger [issues] and so on…the Australian interest, or cult of 
celebrity, extends well into the corporate arena, so there are some 
fairly colourful characters. And…the more you have those people 
paraded through in the context of HIH—the sort of people who are 
put on trial and so forth…people tend to extrapolate that and just 
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have their views, and an element of talk probably comes in. But  
I don’t believe the financial statements have greater credibility. It’s 
either unchanged or people are suspicious. 

9.3.1 Summary

Suppliers are in the main sceptical that the reforms will enhance the 
credibility of financial statements, although one or two believe that the 
general public, but not sophisticated investors, could be of this view. 
Suppliers have no belief that corporate collapses will be reduced as a 
consequence of the reforms, and allude to the fact that the regulators 
and check lists do not focus on audit issues pertinent to this issue. The 
suppliers tend to see collapses as a business risk, not an audit risk, and 
hence view a corporate collapse as not being an audit failure. There is 
questioning of the public’s understanding of the meaning of an emphasis 
of matter section in an audit report. An observation that the public sees 
the auditor as a regulator is interesting in that at least one regulator is on 
record as labelling audit as delegated regulation (Knott 2002). Some of the 
suppliers’ discussions reveal beliefs about the harm that the collapse of 
HIH has done to the trust that the public places in auditors, which has 
been exacerbated by the publicity given to colourful corporate characters. 

9.4 Standard setters

Standard setters are realistic about how much of the reforms to the 
auditing regime is known to retail investors and how legal backing for 
auditing standards is but one aspect of the reforms. The first standard 
setter’s comment illustrates both of these points:

[T]he average off-the-street investor probably doesn’t know [about 
the regulatory changes]. In fact, they probably didn’t even know 
that there were auditing standards before that, [which is] somewhat 
unbelievable, but if they don’t read audit reports, it’s probably  
a reasonable conclusion. 

The same standard setter continues, explaining that if more confidence has 
resulted it is in association with the sweeping nature of reforms beyond 
the mere legal status of auditing standards:

[I]t’s likely that they do have more confidence [in the credibility 
of the financial statements]…the issue becomes one of what’s the 
confidence built on? It’s probably not just built on the changes in 
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the auditing standards; it’s probably more a fraction of the whole 
change in the regulatory framework: the ASIC’s rules have changed, 
you’ve got your continuous disclosure…auditors have got to go 
to the AGM and answer questions relevant to the conduct of the 
audit—probably more feel-good factors than tangible factors. But 
the real test will be [whether] there will be more corporate collapses 
and there have to be because people make decisions that don’t 
always turn out the way they think they will—and that doesn’t 
mean someone signed a report and it’s fallen over. What it means is 
[that] business couldn’t operate with the cost structure it had with 
the changes that are occurring in the global economy. 

Continuing, the same standard setter makes a most prescient comment 
about how confidence is a function of not only the regulatory regime, but 
the economic fundamentals and expectations regarding the future.

Perhaps one of the more fundamental questions becomes one of, if 
things tighten up, it may not be…the financials; what happens if 
the pressure goes back into the financial statement process because 
people are then trying to get to the forecast? And that’s when your 
whole integrity issue comes back in and maybe some businesses 
have had it easy, and auditors, because the results are there. They 
don’t have to work harder to deliver, but as we go forward, if things 
tighten up, interest rates rise, exchange rates move…books aren’t 
necessarily as effective as people thought they would be, then we 
might see a different outcome. And then you might see a change to 
that answer, because…the confidence probably comes from forecast 
versus actual.

Another standard setter comments on any enhanced credibility of the 
financial statements in the following way:

[I]t’s very, very difficult for ordinary shareholders…to have any real 
understanding of what happens [in relation to regulation activity]. 
And how would they? If you haven’t had any exposure to it, how 
would you have any real understanding of what goes on? 

The same person goes on to imply that although ordinary shareholders 
might have a low level of understanding of what goes on in the auditing 
space, directors’ understanding has improved markedly in recent years:
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[T]rying to get the directors to understand it…is extremely 
important…the directors’ attention and…desire to understand and 
depth of understanding, has probably increased quite a lot in the 
last few years…it’s still got some way to go. And it obviously varies 
very much by individuals…But…it is much better than it was, say, 
10 years ago…the broader understanding of the process and how 
far it can really go, how much assurance has really been given…
that’s come up some notches.

The next standard setter also alludes to the issue of just how much 
knowledge of the changes in the auditing regime exists among less-
sophisticated shareholders:

I wonder even how much the less-sophisticated shareholders 
would even be aware that there’s been a whole lot of change in the 
regulatory environment, and therefore would necessarily think that 
there’s a greater level of assurance. The more sophisticated investors 
would be somewhere between aware and vaguely aware of there 
having been change without necessarily perhaps understanding it 
a lot. 

Another of the standard setters comments on research conducted by the 
AUASB with small practitioners that shows less than optimal awareness 
even among this group of the auditing standards.

We’ve done a little bit of market-based awareness, an awareness 
survey where a worrying level of knowledge, awareness and let 
alone understanding of the new audit standards [were seen] at the 
smaller end. But that was the very small end of the practitioner 
market. Less than 10 is where we pitched it, down to much smaller 
ones. And a number of the practitioners surveyed were only 
spending 20 per cent of their time on audits, which is an issue in 
itself…And is that a bad thing?

The same standard setter continues, explaining his or her view that audit 
quality is not necessarily improved by creating an auditing regime that is 
easier to regulate:

Those things…are the real core of really quality auditing. So it 
really is about understanding the risks; it really is about being able 
to stop and [identify] them. And a lot of what we have in auditing 
standards doesn’t really go to those sorts of issues. It’s more around 
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saying you need to do particular things in different circumstances. 
And it’s now much more around explaining what you’re going to do 
and explaining what you have done, and documenting what you 
have done, which creates trails of what work has been done, which 
makes it easier to regulate what’s been done, or review what’s been 
done. But it doesn’t necessarily improve the quality.

9.4.1 Summary

Standard setters are at pains to differentiate between the various levels 
of investor sophistication in the marketplace, which in turn influences 
knowledge of the reforms to the regulatory regime in an auditing context, 
especially of their extent and nature, which extends to more than legal 
backing for auditing standards. In the context of whether the reforms 
are likely to have enhanced the credibility of financial statements, some 
positive views are expressed, but these views are qualified. One standard 
setter notes the importance of the economic fundamentals to public 
confidence, no matter what the regulatory regime, and the global financial 
crisis reminds us of how relevant such a comment is. Another standard 
setter reminds us that changes that create a regime that is more conducive 
to regulation do not necessarily translate to enhanced audit quality.

9.5 Regulators

Regulators’ responses convey a lack of conviction in any belief that reforms 
to the regulatory regime have resulted in enhanced confidence in financial 
statement credibility or in the confidence of the share market.

I don’t really know [whether shareholders assume there is greater 
credibility in financial statements]…I’m not sure how much…
ordinary people would be reading financial statements…So…a lot 
of the information about…listed companies is coming out through 
annuals and journals and they’re probably better able to assess 
documents…I’m not sure whether ordinary people really pay a 
lot of attention to a lot of the documents which are produced by 
companies in the sense that…[they] really rely upon the analysis 
of experts.

The same person continues, emphasising how the analysts on whom 
this reliance occurs receive much of their information from company 
presentations:
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[T]hey’re probably not aware of the detail of them…because you 
see a much heavier level of disclosure and comments about all of 
these things in annual reports, but whether or not they’re across 
the [detail]…of it is another thing…what I mean about analysts 
is that one…of the key things analysts are getting information 
from is company presentations and things like that, when they’re 
actually questioning the executives of the company, even there in a 
live environment and that’s probably where the information which 
people perhaps put the most credence on comes from. But others 
say the audited accounts are a fairly important starting point.

My sense of the situation is that the market tends to be reactive 
rather than proactive so that investors really haven’t got any further 
comfort from what they’ve seen as a result of Enron and HIH.

9.5.1 Summary

Regulators are sceptical that the reforms have added to confidence in the 
capital market and doubt that ‘ordinary people’ read financial statements, 
relying instead on analysts who attend corporate briefings. Of course, 
under the continuous disclosure regime, briefings to analysts are made 
public through the Australian Securities Exchange Announcements, but 
the implication is that ‘ordinary people’ don’t read these either.

10.0  issues and implications

Responses from users, purchasers and suppliers all suggested that there 
were very modest levels of agreement with the proposition of enhanced 
confidence in the capital market as a consequence of reforms after Enron 
and HIH. Indeed, of each of these three groups approximately 20 per cent 
gave a positive response and 80 per cent did not agree. 

There were widely differing views with respect to responses to the 
question about the value-adding capacity to a business’s operations, with 
users much more positive compared with purchasers and suppliers, who 
were very sceptical. Interestingly, about 80 per cent of purchasers and 
suppliers responded negatively to this question and those responses were 
reasonably uniform between different types of purchasers and different 
groups of suppliers.
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The interviews conducted with these three stakeholder groups 
supported the overall conclusion from the survey. Users suggest that 
the market will continue to believe that auditors will undertake what 
they need to do to form their audit opinion. Others support a belief 
that the market will not see much impact from the changes. One more 
sophisticated set of responses suggests there could be a change, but only 
if two conditions are met: 1) that current auditing standards really are 
different from their predecessors; and 2) that enforcement will be better. 
This particular respondent is somewhat critical of the profession’s ability 
to enforce standards, implying that a high level of regulated enforcement 
will give rise to a higher-quality outcome.

With respect to purchasers, few observations suggested there was a 
clear increase in confidence in the capital market and suppliers too shared 
the scepticism that the market would be any different to what preceded it. 

Users, purchasers, suppliers, standard setters and regulators were all 
interviewed, with one of the questions in relation to enhanced credibility 
of financial statements as a consequence of the reforms. In general, all of 
the groups had members who either agreed or disagreed with the premise 
within this question, with surprisingly little insights or innovations 
produced by the question. One of the most intriguing results from the 
interviews was that users believed they had quite a sophisticated and 
complex understanding of the work of an auditor and what the current 
regulatory requirements entailed, as well as past practices. 

Some users praised the current regulatory requirements, suggesting 
that they provided a floor level of quality. Various users described the 
present regulatory system as giving rise to audits that were ‘standardised’, 
‘consistent’, ‘unbiased’, ‘objective’, ‘comprehensive’ and ‘methodical’. 
There seemed to be an implication in the minds of some that these 
requirements would give rise to higher-quality auditing and they took 
the view that this would mean that the auditors would be better able to 
comment on the credibility of financial statements. A few users suggested 
that the auditor needed to go beyond this and be inquiring and innovative 
in their understanding of a business and the risks that business faced. 

Some purchasers feel that while the audit might not change much 
of what is done, the current regulatory requirements add considerable 
robustness to the audit, which might not have been present before.  
A number of purchasers suggest that, fundamentally, the audit they 
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observe has not changed with recent amendments to regulatory 
requirements; however, it has driven up costs. Few purchasers were able 
to identify how the audit had been changed or whether the auditors 
provided new and valuable insights into the business. Those who were 
able to make direct comparisons between Australia’s current position and 
the Sarbanes-Oxley legislation in the United States spoke favourably of 
the Australian position and somewhat harshly of the more prescriptive 
and compliance-driven US position.

Various purchasers discuss their need for a balance and the fact that 
the ‘check-list approach’ is really just a minimum floor level, which 
returns to the point that audits that fulfil all the regulatory requirements 
are a floor level and there needs to be innovation and insight beyond 
this to achieve a high-value audit. One purchaser suggests that auditors 
have an obligation for and on behalf of their clients to push back against 
regulatory requirements if they think there is a better way for the audit 
to be achieved and for the outcome of the audit to be better delivered to 
the capital markets.

11.0  introduction: cost consequences of reforms

The survey and the interviews canvassed the issue of the cost consequences 
of the regulatory reforms brought in after the corporate collapses in the 
earlier part of this decade. This section examines responses directed 
specifically to cost, but, as with previous sections in this chapter, several of 
the comments could be placed under multiple headings. It is important to 
bear in mind that this and the next chapter should be read in conjunction 
with each other.

12.0  survey

User, purchaser and supplier groups were surveyed about their perceptions 
of the additional audit procedures required as part of the revised, legally 
enforceable auditing standards in terms of increasing costs and adding value 
to the company’s business operations. Results are reported in Table 10.3.
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One can observe from the responses to the surveys that users, purchasers 
and suppliers all share the view that costs have increased, with 81 per cent 
of users, 90 per cent of purchasers and 92 per cent of suppliers agreeing 
with the proposition that costs have increased. 

Table 10.3 Responses on the cost impact of regulatory reforms to audit 
  (per cent)
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In response to high-profile corporate collapses, regulation now requires auditors to comply 
with additional mandatory audit procedures. In your opinion, complying with the additional 
mandatory procedures will:

Increase the costs 
of conducting an 
audit

81 85 80 76 90 86 93 87 92 96 91

Percentage of respondents answering ‘Strongly agree’ or ‘Agree’ on a five-point scale.

13.0  interviews

Users, purchasers, suppliers, standard setters and regulators were asked to 
express their views about the cost implications of the enhanced regulatory 
regime surrounding audit. Quotations from their responses follow.

13.1 Users

All of the users’ comments reveal that an increase in costs is expected 
to accompany the increase in regulation of audits, and mostly there is 
unhappiness about this eventuality, as the following quotations reveal. 

[T]hat’s often the hard sell for the auditors: to demonstrate to us that 
there is an increase in the service provided, or an increase in our 
ability to rely on the service that is being provided to compensate 
for the increase in costs, and it’s hard to see…[T]he auditors try and 
sell it as a value add to our organisation, but their perception of 
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how they’re adding value to us is quite different to our perception 
of where the value has been added. So they’re kind of saying, ‘Yes, 
but we were able to do this for you’, and we’re thinking, ‘Well, 
hang on, did we want that done or do we really think that they have 
done what it is they say they’ve done?’ So…it’s hard for us to see 
the additional costs as any value added to us.

[L]egal enforceability…increases costs because there’s now…that 
legal opinion attached to it. So, if anything, the auditor is forced 
basically to check that they are within the limits, or that they work 
within a template that’s been provided by their legal counsel.

It’d probably increase costs…I’m not sure how much is involved 
with the old system, but for a smaller company to have to go 
through that 150-page check list, the cost as a percentage of their 
revenue would be a lot greater than BHP or someone like that, so it 
probably does increase costs.

[I]t has definitely increased costs. People are complaining about it.

Two users, however, do not see increased costs as necessarily a negative 
thing, as long as the quality of financial statements improves too: 

[I]t’s all very well and good worrying about costs, but if it results 
in a better outcome and you have to pay a slightly higher cost then 
that’s not an unreasonable outcome; that’s a win-win situation…the 
aim should always be to get the best set of financial statements, the 
most reliable…set of financial statements that gives you the best 
indication as to where a particular company is positioned at that 
point in time.

I…feel for the auditors there. It’s probably 
hindering a more lateral approach and…deeper 
exploratory think[ing]…the regulations probably 
also put more…walls around what they’re doing. 
Whereas if an auditor fronts up and they’re 
wanting to explore it more, but it might increase 
the cost of the audit and all the rest of it, it gives 
the board more things to say, ‘Well, you’ve done 
what you have to do.’ ‘We’ve ticked all the boxes, 
why do you want to go and do that? We’re not going to spend that 
money’…there are obviously issues around that…it’s always what 

‘It’s probably hindering 
a more lateral 

approach and…deeper 
exploratory think[ing]…

the regulations 
probably also put 

more…walls around 
what they’re doing.’ 
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regulation does, which is trying to react to things that happened 
where people lost lots of money, but, equally, it’s [a question of] 
what do investors expect of an audit…that’s probably been lost a 
bit. And it is [a] comfort that the numbers are accurate and the 
auditors should be able to explore that as much as they need to.

I don’t know that it’s hindering the efficiency of the capital market. 
It may well be making the audit a more costly exercise than it should 
be. But the capital market is so far in the future that the reporting 
of historical information is, whilst important, the efficiency of 
a capital market is its ability to digest information that occurred 
today and price it. That’s what makes a capital market efficient…
the regulators and auditors would do well to…make the whole 
process as efficient as possible, and that’s not just the procedures, 
that’s also the reporting, but I don’t know that it’s hindering the 
efficiency of the capital markets…I’m a bit out [of] the loop on what 
happened with the regulatory processes, but I don’t have any issue 
with [it]…by and large, irrespective of the regulatory requirements 
that now…exist…the auditors were doing behind the scenes what 
they needed to do to get the right outcome, and if they could add 
value in other ways then good on them.

13.1.1 Summary

Users’ comments reveal some scepticism of value adding when auditors’ 
fees increase, and recognition of a disproportionate impact for smaller 
companies. One user, however, expresses the sentiment that auditors 
should explore as much as is necessary—regardless of cost—and another 
seeks to balance increased costs against improved quality of financial 
statements.

13.2 Purchasers

Purchasers are aware that auditors are being requested by the standards and 
regulator to undertake additional procedures in terms of documentation. 
Their comments reveal that some are prepared to pay for the incremental 
time involved, but some are not.



REgULAToRy REFoRMS To AUdIT: THEIR IMPACTS

| 443

[I]t just means things are a little bit…tighter…or, 
their costs have gone up to allow for it, so we’ve 
had that discussion over the last few years…they’re 
presumably hiring more people to allow for it 
because it means more people on each audit team. 
So in other words…they’ve compensated for it…
What we’re really talking about is that it…either eats 
into the margin that the audit firms make—so they 
have to absorb the extra cost of now adding an extra 10 per cent 
on to every auditor’s times that probably document—or to some 
extent they’d defray the costs…most organisations wouldn’t allow 
an absorption of an extra 10 per cent pass-on…surely the key thing 
for a partner is to make sure the substantive work is done because 
they’re signing the bottom line. So it’s a bit like [a] plane, isn’t it? 
You’ve got to do the maintenance otherwise you’ve probably lost 
your business if one of them comes out of the air.

[T]hey cannot…officially charge clients just because their internal 
documentation now is much better than before, because, to the 
clients, it’s not…that value add from a direct marketing perspective.

Every document that is prepared costs money…it costs money not 
for the client but for the auditor because someone has to review 
it, someone has to check it, someone has to reference it and tick…
the box. And it’s every single document because, in the end, that 
document could be hauled up in front of a court.

[T]he process that is forced by the regulator, and this check-box 
approach that we’re talking about, really just drives [up] costs for us.

[O]ur audit costs have gone up and it is because there is a requirement 
to do more work. My expectation of the auditor is the longer you’re 
here, the more you know about us and that should result in some 
productivity, and they say they factor that in…I went back to ASIC, 
[the] government’s requirements, IFRS requirements, the more you 
have to do and disclose, the more audit work you’re going to get. 
But it’s just one follows the other…So what’s driving audit activity, 
and therefore costs up, is the amount of disclosures that are being 
required by those two elements…well, three, I suppose: corporate 
law, the ASX, the governance…and again IFRS.

‘[M]ost 
organisations 

wouldn’t allow an 
absorption of an 
extra 10 per cent 

pass-on.’
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[F]rom a customer’s point of view, we see that as coming through 
discussions with the auditors about why the fee’s gone up this 
year, purely because there’s paperwork to be filled out and things 
to be documented. When they haven’t been done in the past, it’s 
not really a good reason for doing it, but they’re being forced 
down this path by the expectations of the regulator. And…the 
PCAOB in the US, which…apparently…you can call them up at 
any time and send someone out to examine the audit work papers 
they’ve done on our business and haul them over the coals for 
weaknesses or inconsistencies in those. So…that’s the biggest 
expectation gap.

[T]hat’s a worry overall with all these things, but invariably the 
way it’s being played out is that because of the regulatory approach 
being adopted…the general response of the auditing firms [is that] 
they are saying to the clients: ‘We have to do more work to meet 
the requirements of the regulator.’ So therefore the client has to pay 
more money and that doesn’t mean that they’re not doing other 
things…They’re doing more time in…filling out the check list-type 
thing and the clients are having to pay for it.

[S]itting where we are, thinking all right, we’ve got to shell out large 
amounts of money for their supported process, it’d be pretty good if 
it was valuable towards our organisation and provided a framework 
going forward or provided a lot of handy tips or incentives or 
whatever…a different set of eyes looking at things. But with this 
new check-list approach that’s less likely to happen…they’re more 
focused on ticking the boxes and making sure that they’re covering 
all the bases and providing useful information.

[I]t’s stuff that they tell us they have to [document], but [for] me as 
a client, why would I pay for it? They’re asking me to pay for work 
that I’ve not asked them to do and whose benefit I don’t see, so…
when it comes to fee negotiations, we always just knock that out as 
a legitimate factor. 
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Very rarely do they tell us something that we 
didn’t already know or we weren’t already 
aware of. They try to, because they try to make 
themselves valuable to us, but…the process that 
is forced by the regulator, and this check-box 
approach that we’re talking about, really just 
drives costs [up] for us. In our specific example, 
I don’t think we’d lose much. But I…stand back 
and try to imagine a broader industry type of 
approach. I could see how people could come to that conclusion, 
how this check-box approach would mean that the auditors have 
got X amount of time to spend on this because they’ve got a capped 
fee. They go through the check-box approach and don’t look at 
anything else. In our case, I don’t think it matters that much. I don’t 
think we’d lose much because of that, but I can…see a situation 
where other companies would.

I don’t see a risk as long as the partner’s still on the hook. It’s just 
a time waster. It just adds to cost and inefficiency. And…it has the 
potential to distract from the main game, because the check list’s 
filled in, the pat questions are answered and all of a sudden, no, 
there’s no budget left. Oh, well, we can’t look into this area, which 
is a bit of an issue.

13.2.1 Summary

Purchasers’ comments reveal their reluctance to pay extra for additional 
audit procedures around documentation that they perceive as not 
adding value to them. Some purchasers do not hide their refusal to pay 
extra in this situation, making their auditors absorb the increased time 
requirements without charge. Purchasers reveal some concern that the 
auditor’s focus moves from what can add value to them to ticking boxes, 
which is perceived as being of no value to them.

13.3 Suppliers

Suppliers concede that an increase in costs has accompanied the revised 
auditing standards—whether or not those costs are capable of being 
passed on.

‘[T]hey try to make 
themselves valuable to 
us, but…the process 
that is forced by the 
regulator…really just 

drives costs [up] for us.
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[W]e have had some change in our methodology, but fundamentally, 
what we do hasn’t really changed that much. It’s just that we’ve got to 
put a lot more—whether it be paper or whether it be documents on 
an electric file—significantly more time…for example, when we’re 
doing our quotes for audits going forward, not for maybe existing 
clients, but certainly for prospective clients, the section it takes up 
in our budget document for administration, what I would consider 
to be administration-type tasks, is almost more than…the section 
that deals with the actual guts of the audit. It surprised me in going 
through our budgets now and plotting time and how long do we 
think it’s going to take how much time is in that administration 
area. It’s just amazing. 

[T]he cost varies depending upon the type of 
client and the types of things you’re having 
to do and whether you could spread it across 
a client…I do a lot of audits of funds and 
quite often some of the prescriptive measures 
are in the set-up, the planning phase and 
the completion phase. But a lot of the work 
you’re doing at the individual fund level 
hasn’t changed greatly. So you know those 
costs would be heavy if you were just doing 

one fund, but if you were doing 60 funds, it’s spread across those. 
So it might be a relatively modest increase. On a corporate it can 
be a significant increase, it could be 10 or 15 per cent. And that’s 
difficult…I have some clients who understand and are willing to 
bear part of that cost, if not all. And I have other clients who say, 
‘Well, tough, that’s the market you’re operating in, we assumed you 
were always doing a quality audit.’ If something changes, you’ve 
got to absorb the cost, but it’s certainly a cost. To what extent this 
year and last year—it’s a cost of the fact that…our files should have 
been tighter, but weren’t as tight as they should be, so it’s costs we 
should always have been incurring to have tight files…My guess 
is that cost is…anywhere between 5 and 15 per cent of an audit 
depending on quite how it’s done, which is a pain.

From the point of view of costs…making those standards black-
letter law [means that] a lot of it’s become a lot more prescriptive of 
yourself, so a lot of areas that were like you should do this or you 

‘I have some clients who 
understand and are willing 
to bear part of that cost, 

if not all. And I have other 
clients who say, “Well, 

tough, that’s the market 
you’re operating in, we 

assumed you were always 
doing a quality audit.”’
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should do that have now become you must do this, you must do 
that. So, yes…It does add another layer of costs, because ordinarily 
you’d use your judgment to focus on areas of risk and potentially 
areas that didn’t have any risk you could tone down or cut back 
on the level of work…it’s fairly standard, you could probably get 
through it pretty quickly…Now, you can’t. The minimum level of 
document[ation] requirement is higher than what it was because…
you used to be able to use your judgment to decide whether you 
should do something. Now, irrespective of your judgment, you 
must do things. So…the costs will go up.

[Costs have gone up]…there are some things that we probably 
would’ve done, but on some engagements may…not have done, 
because it was a ‘may’. ‘The audit may use its judgment to do this’, 
whereas now it’s the auditor should. And so a lot of our internal 
work programs, check lists, et cetera, are now you can’t put a ‘not 
applicable’ or say ‘partners’ judgment’; we don’t need to do this, 
you have to do it. So the second you have to do something then 
there’s an extra, whether it’s a half an hour or an hour or whatever it 
needs, then you do have an increase in costs. And it still doesn’t take 
away from any of the other bits of the audit that you were doing; it 
just means that some of things that you may have determined that 
weren’t applicable now are. So, yes, [there is a change] cost-wise.

I’d like to think that ultimately it doesn’t distract the auditors from 
the objective of the audit…you do end up with assurance on the 
credibility of the financial statements…the objective is there and 
the auditors get there. Do they get there by the most perfect critical 
path? Probably not. Does it add to the cost? Obviously, it must. Is 
it a massive issue? To listen to my audit colleagues, it’s getting more 
annoying, so that the weight of extra cost and burden is higher. 

13.3.1 Summary

Suppliers’ comments reveal that some of their clients are more prepared 
than others to pay increased costs as a result of increased documentation 
and regulatory requirements, confirming some of the purchasers’ 
revelations. The increased time for ‘administration’ is clearly sizeable 
given the comments of some suppliers. Comments reveal that at least some 
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of the increased cost is performing tasks that were previously considered 
unnecessary given the risks, but which have now become mandatory 
regardless of the risk.

13.4 Standard setters

Standard setters provide a broader perspective of the increase in audit 
costs than the other stakeholders tend to do. Their comments follow.

[T]here’s no doubt that it heightens the barriers to entry. Yes, the 
cost of getting the fundamentals in place has gone up.

[T]here can be no denying that to deliver what the capital markets 
today consider to be a quality audit costs more money than it did 
before we had the changes in regulation and auditing standards in 
law and regulator oversight. For a whole variety of reasons, we’ve 
had IFRS as well in that space. There [are] a lot more disclosures. 
There’s a lot more fair valuing involved, so skill sets needed to have 
changed. So there are lots of reasons driving cost [and] it is costing 
more, but I’m not blaming that on the regulatory process.

The commercial issues…press down on that…because if you 
increase the underlying cost base by additional documentation-
type work, process work, then your clients are unwilling to [pay]. 
If the total cost of doing the documentation plus the other risk—
the real risk-thinking piece—blows out a bit then there’s pressure 
to squeeze it. So if you can’t squeeze a documentation piece then 
it’s the other piece that gets squeezed…that’s the commercial reality 
that happens a bit. But that’s…one of the quirks of the auditing 
world, isn’t it: the pressure that the audit is put under to minimise 
the amount of work that’s being done. 

Yes, the audit inspections by the regulator, and all the costs that 
that imposes…the regulator view of the need for documentation 
and, at the same time…the tightening of audit standards coming 
internationally anyway, versus the firms having a somewhat more 
pragmatic [view], or wanting more flexibility perhaps than…the 
regulator was giving. 
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[The] standards were amended to make them 
enforceable, but at the same time there’d been 
two or three fairly key updates to the underlying 
ISA and particularly around documentation. 
So that…happened at the same time…It was 
the increased requirements which had come 
out of updates to the ISA which were going to 
come through anyway, and particularly around 
documentation. That would’ve in itself lifted 
the scope of work. On top of that, [the standards being] legally 
enforceable pushes you…down the road of being even more careful 
about documentation and doing more documentation. So it’s a bit of 
a combination of those things. But a lot…of the additional cost is…
around documentation and process, rather than additional work, 
because the standards didn’t really change. The fundamentals of 
it didn’t change…there’s no doubt that it heightens the barriers to 
entry. Yes, the cost of getting the fundamentals in place has gone 
up.

Yes, there is a paradox there that isn’t admitted. And I don’t 
think directors necessarily have too much of a view about this. 
The discussion you have with other directors is more around 
the auditors are coming here saying the standards have changed 
therefore they’ve got to put the fees up by 20 per cent. Tough, that’s 
their problem. [I] don’t want to know about it. [It’s] not our issue…
that their administrative costs have gone up because of regulation. 
Join the rest of the world with everything; that’s what’s happening 
to everybody. In every sense, we don’t want to know about it. 

13.4.1 Summary

Standard setters point out that some of the changes to auditing standards 
that have added costs are attributable to changes in the underlying 
International Standards on Auditing, which occurred before the release of 
legally enforceable standards and were incorporated into those standards. 
One standard setter makes the interesting observation that barriers to 
entry to the carrying on of an auditing service have been raised, which 
has implications for competition. Another supplier points to factors 
besides the changes to auditing that have added to costs (for instance, 
IFRS adoption). Another points to the constant pressure to minimise the 
amount of work that is done in an audit in order to contain costs.

‘[A] lot…of the 
additional cost is…

around documentation 
and process, rather 

than additional work, 
because the standards 
didn’t really change.’
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13.5 Regulators

Regulators, as might be expected, are unrepentant about required 
additional procedures and costs.

[L]eaving it in the hands of the auditors, you’ve got this commercial 
approach where…they’re constrained by costs and they can only 
charge so much in fees, and I wouldn’t want it to be left totally to 
the auditors to decide how much work to do.

The same regulator goes on to say:

I’m not sure that the…mums and dads in the market are all [aware 
that] there [are] legally enforceable standards around…there has 
been a lot of publicity about it and a lot of training, which of course 
I would have received unpublished notification about. I’d say, on 
balance…it has made no difference in the expectation gap…it has 
increased costs.

Even without [the legal backing for auditing standards], they’re 
still liable under negligence and duty of care…if they don’t do an 
audit properly. This whole idea of force-of-law standards increasing 
the cost of an audit, it’s just a fee-grabbing exercise.

13.5.1 Summary

Regulators have mixed views on the justification for legally enforceable 
auditing standards increasing costs. 

14.0  issues and implications

With respect to the individual interviews, users, purchasers and suppliers 
all acknowledge that costs have risen as a consequence of these changes. For 
users who are somewhat sceptical of the value-adding capacities of an audit, 
these added costs only intensify the irritation. Purchasers also acknowledge 
that costs have risen, but there appears to be some acceptance of these costs 
being passed on—at least in part. Suppliers have acknowledged increased 
costs and in some instances margins have been squeezed.

One purchaser makes the interesting and insightful comment that 
auditors are acting like any private-sector supplier providing a service 
to a market: they seek to provide that service in the most efficient means 



REgULAToRy REFoRMS To AUdIT: THEIR IMPACTS

| 451

possible, whereas regulators have a different imperative—the delivery of 
a certain quality of service in a particular way. The clash between these 
two is an obvious and not uncommon difference between regulators and 
participants in a competitive market. 

The changes in costs because of these regulatory changes reinforce 
the views of those in the market who are cynical about the value-adding 
capacities of an audit. None of the interviews reveals great insight into the 
public policy value of having an effective and efficient audit process. This 
is an issue that we will return to elsewhere in this report. 

So, while users, purchasers and suppliers are generally of the same 
view—that costs have moved up as a consequence of the introduction of 
various regulatory changes—some of the regulators interviewed are less 
sympathetic to the increased underlying costs for auditors. 

A number of standard setters were interviewed with respect to this 
question and their responses were interesting and insightful. Some 
standard setters appreciated that, while there was going to be a gravitation 
upwards with respect to legally backed auditing standards, several of 
the costs associated with increased documentation came not from the 
changes to the Australian regulatory environment or legally backed 
auditing standards; they in fact came about because of changes in the 
international standards, which called for higher levels of documentation. 
Because of the policy position of the standards board in Australia to hold 
back the introduction of these international standards until such time as 
legally backed auditing standards were introduced, the legal backing and 
changes to the international standards were introduced simultaneously in 
Australia. This would have exacerbated the increase in costs and likely 
resulted in the market concluding that the regulatory regime was the root 
cause of these elevated costs, when in fact it was a more complex situation. 
One standard setter also made the observation that the change to legally 
enforceable auditing standards could in fact substantially increase the 
threshold costs of becoming an auditor to the corporate sector—thereby 
limiting competition. He or she observes that this could be an unintended 
consequence of this shift in the status of auditing standards.

Related to but not directly connected with the increase to operating 
costs of conducting an audit under the new regulatory environment 
is the issue of the costs or potential costs to auditors with respect to 
litigation risk.
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One observer speaks eloquently about what is referred to in the auditing 
literature as the ‘insurance hypothesis’. The insurance hypothesis states 
that a significant component of the value of an audit is the fact that when 
something goes wrong and a company fails or goes into liquidation those 
who sustain an economic loss because of this will seek to recoup some or 
all of that cost through litigation against the auditor, whether an audit 
failure has occurred or not. The observation made by this particular user 
is the fact that the change in regulatory environment will exacerbate 
this potential cost to audit firms. If this is true, it will add to the cost 
of conducting an audit, albeit in an indirect way, without necessarily 
adding any legitimate value to the audit process, and it will perhaps not 
be observable until the professional indemnity insurance premium is 
affected. 

A second observation with respect to litigation came from a regulator 
who took the view that the presence of legally backed auditing standards 
would change the environment in only a relatively minor way. One specific 
way it will change the environment is to add another legal pathway to 
enhance auditor accountability.

15.0  Concluding remarks

In each of the chapters thus far, the concluding remarks have focused on 
the policy implications—in particular the implementation of policy—and 
the accountability for potential future action to some authority or person. 
This chapter documents in considerable detail the consequences of the legal 
backing of auditing standards and the effect on the quality and the costs of the 
audit of companies listed on the Australian Stock Exchange, among others. 

While the description of the present state is detailed, the potential 
policy actions of participants in the market for audit services are limited 
to one single issue. Whereas some users accept that the present regulatory 
framework and its additional impositions mainly on the suppliers of audit 
services are beneficial in terms of the standardisation and development 
of a minimum quality, it is a fact that there is no evidence from suppliers, 
purchasers, regulators or standard setters that the change in the regulatory 
regime and, in particular, the legal backing of auditing standards, has 
enhanced the quality of the audit product and specifically enhanced the 
efficiency of the capital market.
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One policy outcome and action could be that the relevant public policy 
institution, the Financial Reporting Council (FRC), be mandated and 
perhaps even required to systematically gather evidence that demonstrates 
that capital market efficiency has been enhanced by the requirement to 
legal back auditing standards. That is, rather than assuming this public 
policy enhancement has given rise to added benefit to the economy, 
we should gather empirical data that demonstrate or indeed refute that 
these changes to the regulatory regime have had a consequence on the 
Australian economy. We note there is a direct parallel with the legislation 
in the United States (Sarbanes-Oxley Act 2002), which requires a number 
of evidence-gathering processes to demonstrate this public policy position 
has been of benefit to the US economy.

While it seems apparent to the authors that the FRC has the overarching 
responsibility for this process, it is an issue that could also be relevant to 
those in the Treasury in the Federal Government and to those responsible 
for research and gathering of evidence in the Australian Auditing and 
Assurance Standards Board.


