UNDERSTANDING OF THE AUDIT AND
PERCEPTIONS OF THE DELIVERABLES

I have serious doubts whether you can ever close the expectation
gap, because it’s not so much the profession and how we actually
communicate to the users of financial reports...the problem is that
you've got such a significantly wide range of people who do read
these financial reports...It’s very hard to communicate to such a
wide group and such a wide level of knowledge; people have got
different levels of knowledge, et cetera...it’s extremely difficult to
close that gap to what we would consider to be an acceptable level,
where basically the readers of the financial reports are fairly well
in tune with what our process is, and understanding...when we do
sign an audit report and attach that to financial reports...what that
actually means. So I've got significant reservations that we could
ever close that expectation gap significantly.

— Supplier

1.0 Key issues

Major challenges in relation to understanding the role of audit and the
audit process continue to exist for stakeholders in the audit process
judging by some of the observations made in response to the survey and
interviews conducted as part of this project. These issues are inextricably
linked with the audit expectations gap and include the following.

Is it possible to communicate effectively with stakeholders of
differential levels of sophistication and knowledge about financial
reports and about the audit process and the existing single public
outcome—the audit report?

To what extent has the increasing complexity of financial statements

and notes thereto added to the apparent misunderstanding of the
audit process?
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* To what extent does the level of comfort apparently derived from
audit, particularly from brand-name audit firms, emanate from what
is known as the ‘insurance hypothesis” and the fact that auditors are
seen to have ‘deep pockets’?"

* Should access to and real reading of the auditor’s report be facilitated
and encouraged and, if so, how?

* Have the reforms since the corporate collapses of the early 2000s
served only to move auditors and regulators further apart in terms of
mutual understanding?

*  Whose role is it to educate those stakeholders who are in need so that
they become informed consumers of audit services?

2.0 Introduction to Chapter 3

The authors have included both understandability and the expectations
gap in this chapter. This has been done in order to provide a more
comprehensive description of the wider landscape of the issues around
auditing and reporting of audit outcomes in the context of an efficient
capital market. The overlap between the two concepts of understandability
and expectations is important, as is the need to understand the
interrelationship between the two. Understanding might be seen as a
precursor to the removal of an expectations gap. Put another way, having
understandability of the audit is a necessary but not sufficient condition
for a path to lowering or eradicating an expectations gap.

The absence of an understanding of the audit, its processes, structures,
incentives and its surrounds is but one part of the elimination of an
expectations gap. Even in the circumstance in which there is complete
understanding of the audit, it does not necessarily lead to the elimination of
an audit expectations gap. In the circumstance in which this understanding
exists, there still could be a mismatch of expectations around the regulation
of audit, the framework in which auditing is conducted or indeed even the
framework within which financial reporting is conducted; these all impact
on the perceived expectations for the audit. Even when there is complete

1. The ‘insurance hypothesis’ refers to the fact that auditors must carry professional indemnity
insurance in order to practice, and hence auditors can be seen to have ‘deep pockets’ if
investors seek to recoup their losses.



UNDERSTANDING OF THE AUDIT AND PERCEPTIONS OF THE DELIVERABLES

understanding, an audit expectations gap can still exist. Obviously, if
there is not shared understanding of key factors between stakeholders in
the market for audit expectations, there is an even greater rationale for the
presence of an audit expectations gap.

3.0 Introduction: understandability of audit

Understandability of the audit is one of the key issues that has arisen in the
audit expectations gap debate. Understandability is largely in the eye of
the beholder and it can be argued that self-evaluation of understandability
is fraught with measurement error. Despite this methodological difficulty,
asking key stakeholder groups about their understanding of the audit
report and the related documents in the financial statements is a key first
question for investigating the future of audit.

4.0 Survey

The telephone and mail questionnaire respondents were asked about
several issues relating to the extent of their reading of annual reports
and audited financial statements, the extent to which they were used and
relied on in decision making and to what extent the respondents would
rate their understanding of financial statements and the audit report.

4.1 Do external financial statement audits represent value
for money?

One of the key questions to understanding present attitudes and positions
with respect to financial report audits is whether the market sees this
service as something of value. These questions are in the context of an
external audit being, in most circumstances, mandated and outside the
discretionary choice of users and purchasers.
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Table 3.1 Responses: whether audits represent value for money (per cent)
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Percentage of respondents answering ‘Strongly agree’ or ‘Agree’ on a five-point scale.

In response to the survey, which asked specifically whether ‘external
financial statement audits currently represent value for money’, a
relatively modest proportion of users and purchasers responded
positively. Approximately one-quarter and one-third of users and
purchasers, respectively, reacted positively (that is, either strongly
agreeing or agreeing) to this proposition. On the other hand, suppliers,
particularly suppliers from Big Four firms, responded very positively,
with three-quarters affirming that current financial audits represented
value for money. Non-Big Four respondents were more equivocal, with
approximately half responding positively by either agreeing or strongly
agreeing. This strong differentiation between purchasers and users on
the one hand and many suppliers on the other hand is one of the key
challenging issues for the operation of the market for audit services
and its regulation. This perception was subject to some comment in the
interviews discussed below and has important policy implications for the
future of auditing.

The next three survey questions probed why respondents felt that an
external financial audit was of value. Allowing for the fact that respondents
rarely respond with extreme values in surveys, there is a general positive
view across all stakeholder groups that the audit opinion is something
that is expert and therefore has the characteristics of expert advice. Much
less positive is the view that the auditor has a good understanding of
the company’s business. Both Big Four and non-Big Four suppliers, on
balance, responded positively to that question, but they were the only
group in the market for audit services that took this perspective, with less
than half of all other groups—including CEOs/CFOs and directors/audit
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committee members—responding positively. Indeed, about one-third of
all purchasers and slightly more than one-third of users believe that the
company’s business is well understood by the auditor.

Table 3.2 Responses: why the external audit is of value (per cent)
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The audit opinion
issued is an expert 62 | 65 57 | 63 | 59| 60 | 59 | 57 | 68 | 66 | 69
opinion

The auditor has a
good understanding
of the company’s
business

40 | 38 34 | 46 | 33| 41 |31 |29 | 55|66 |53

The auditor provides
an unconditional
guarantee about the
truth and fairness of
a company'’s financial
statements

39 | 36 | 42 | 41 | 28| 23 | 28|37 |19 11|21

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

With respect to the auditor providing an ‘unconditional guarantee about
truth and fairness’, no group or subgroup of the stakeholders responded
with a particularly positive response to this question and indeed the Big
Four suppliers responded in a very modest way. The notion that there is
anything of an unconditional guarantee in the market for audit services is
not something subscribed to by the majority of stakeholders.

4.2 Understanding of the audited financial report

The telephone and mail questionnaire respondents were asked about
several issues relating to the extent of their reading of annual reports,
including audited statements, the extent to which they were used and
relied on in decision making and to what extent the respondents would
rate their understanding of financial statements.
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As shown in Table 3.3, on a five-point scale from 1 = Poor to 5 =
Excellent, respondents indicated that the rating of their understanding of
financial statements was either at or above the mid-point. Overall, users
rated their understanding just marginally over the mid-point at 3.6 (where
the mid-point is 3.0), with private investors reporting the lowest level
of understanding and those with professional accounting credentials the
highest within the three subgroups. With respect to the same question,
purchasers showed a noticeably higher level of understanding, with
a rating of more than 4.0 on the five-point scale, with audit committee
members and company directors, CEOs/CFOs and other purchasers at the
upper end of the scale. With respect to suppliers, those from the Big Four
subgroup and the Non-Big Four subgroup reported very high levels of
understanding of financial statements.

As reported in Chapter 2, each of three respondent groups—users,
purchasers and suppliers—rated their reading of audited financial
statements very highly, but the level of usage among users was about the
mid-point, with 53 per cent reporting that they used or relied on financial
statements in decision making and 62 per cent overall of purchasers and
43 per cent overall of suppliers. These lower levels of usage or reliance
reflect the different decision perspectives of these two respondent groups
and the likelihood of access to information sets beyond audited financial
statements as being useful in their own decision making.



UNDERSTANDING OF THE AUDIT AND PERCEPTIONS OF THE DELIVERABLES

isapinoud ypne

9YJ 18Y1 9dURINSSE JO |9A3)|
3yl sspnppul ydiym ‘1pne
1USWaL]S [eIdURULY [BUIDIXD
9y} 4o buipueisiapun

S0'€ 143 6¢C LEE L 1 €L'E <9 L ov'e 6v 9l InoA a1es noA op moH
isiuswiaiels
|erdueuly o buipueisiapun
L€ [474 ¥4 99'€ [4° 9 76'€ 9L 14 09°€ 65 Ll inoA s1es noA op moH
% % % % % % % %
ueal\ | JUS|PIX3 | 4004 | uealy | JUS|PIXT | J00d | uesl | JUS|IPIXT | 4004 | UedA | JUSPIXT | J0O0d
J3Y30 pue
S10}SDAUI d}RALId UO OS pue SIOSIAPY sjeuoissajosd Hununoxy s13sn [e1o) sjuswiajels
S19sM 'V

sjuawajels [epueuly jo Ajjigepuelsiapun jJo [9A3] 8y} jo Bunes-yas ,syuapuodsay €€ ajqel

| 41



THE FUTURE OF AUDIT

*9[eds JuIod-dATj UO G PUE § = JUSI[[POXH PUE ¢ pUE | = I00d

Ly

16

vo'v

€6

0s'v

16

¢sopinoud ypne

9U3 1By} SdURINSSE JO |9A3)
93 SapN[dul Yd1ym ‘ypne
1USW1L]S [BIDUBULY [PUIDIXD
2y Jo Bulpueisiapun

JnoA 31e4 noA op moH

8E'v

06

6EY

98

8¢y

68

l

FASUETEMEN
|epueuly Jo Buipuelsisapun
JnoA a1es noA op moH

uesp\

%

BUETEDE|

%
100d

uesp\l

SUETED €|

%
100d

ues\

%

SUETED €|

%
1004

ino4 big-uop

ino4 big

si91jddns |ejop

sjuswalels

si91ddnsg >

14

08

L6'E

9L

6L'E

L9

S6'€

vL

isapinoud ypne

93 1eY] 9dURINSSE JO [9A3)|
3yl sapnppul yaiym ‘pne
1USW]L]S [BIDUBULY |PUIDIXD
9y} 4o buipueisiapun

JnoA a1e4 noA op moH

oty

98

Sy

S8

L8'E

[44

S

801

18

[4

FSUETIEMEN
[erueuly Jo Buipuelsispun
JnoA 31e4 noA op moH

uea\

%

SUET|ERE]

%
1004

ues\

%
SUETTERE|

%
1004

ues\

%
SUUETTERE|

%
1004

uea\

%

%

jusj|edixy 100d

1Yo

043/035

9913 1WWOd Jpny

s10123.1p pue

siaseydund |erop

sjuswiajels

s1aseydind 'g

42|



UNDERSTANDING OF THE AUDIT AND PERCEPTIONS OF THE DELIVERABLES

¢bupjew uoisap JnoA ul syuawalels
99 134 65 (874 0L 0€ 29 8¢ lerueuly paypne uo Aja1 4o asn nof oq
£SIUBW1LIS |eIDURULY
L6 6 96 14 96 1% S6 S paypne pue spiodal [enuue peas noA oQ
SOA OoN SOA OoN SOA OoN SOA OoN
$1012241p pue
19410 04D/01D 93]31WWod 1pny si1aseydind |ejop sjuswalels
siaseydind 'g
¢Bupjew uoisap JNoA Ul syuswalels
65 (874 vS 14 5374 4] €S VA% |epUeUl} payipne uo Ajal 1o asn nok oQg
£SIUBWDR)S |elDURULY
16 6 98 14} L8 €l 88 cl paipne pue spodas [enuue peas nok oq
SOA ON SOA OoN SOA OoN SOA OoN
J9ylo pue
sjeuoissajoid
S10)S9AUI d1eAld UO OS pue SIOSIAPY Bfununoxy siasn |e1ol sjuswalels
si9sn 'V
(1us> Jad)

dduejja4 pue abesn Jo |9A3] Y} pue sjusW)e)s [epueuly payipne jo Buipeal jo Jusixa papodal-j|as ,syuspuodsay € ajqel

|43



THE FUTURE OF AUDIT

¢bBupjew uoisap JnoA
6€ 19 89 1474 1374 VAs Ul S}USWIL]S [BIDURULY Palipne uo AJaJ 4o asn noAk oQ
iSuawalels
76 9 €6 L 6 9 |epueul} palipne pue sjiodas jenuue peas nok oQ
SOA ON SOA OoN SOA ON
inog big-uoN ino4 61g sia1jddns jejop sjuawalels
sia1ddnsg

a4



UNDERSTANDING OF THE AUDIT AND PERCEPTIONS OF THE DELIVERABLES

4.3 Impact of complexity on understandability

As indicated in Table 3.5, aggregated to stakeholder groups and for
subgroups within the users and purchasers groups, most respondents
do not regard audited financial statements, the notes to those financial
statements or the audit report to be too complex to understand. Indeed, of
these three sets of documents, the audit report is seen as the least complex.

Suppliers, however, take a somewhat different view. On average,
50 per cent of suppliers believed that audited financial statements were
too complex to understand and this was particularly so for the suppliers
from Big Four firms. They also believed that, on balance, most of the notes
to the statements were too complex to understand, but with respect to the
audit reports their concern about complexity and understandability was
markedly lower.

Interestingly, of the user group, the private investors, as opposed to the
professional users and those with explicit accounting expertise, were more
willing to agree to the statement that audited financial statements were
too complex to understand. Similarly, they believed that notes were too
complex and they had a high level of concern also about the complexity
of the audit opinion. Their level of agreement with this concern matches
the CEO/CFO group within purchasers more closely than it does the
company director and audit committee member subgroups. Indeed, the
lowest level of agreement with respect to the issue of understandability as
a consequence of complexity is housed within users who have accounting
expertise, professional users, directors and audit committee members. The
long-held view that private investors are the ‘problem’” with respect to
the expectations gap does not seem to be confirmed in these survey data.

Certainly, the survey data indicate that there are widely differing views
on the understandability of financial reports and related documents, which
are part of core disclosure requirements for publicly traded companies.
This would suggest that the audit expectations gap is alive and well.

The richness and complexity of the interview questions unfolded a
deeper and more meaningful story and this is described in the interview
section below.
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Table 3.5 Responses: impact of complexity on understandability of financial
statements, notes to statements and audit reports (per cent)
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The notes to the
financial statements
are too complex to
understand.

37 | 33 | 36 | 42 | 45 36 48 | 52 | 51 | 55| 50

The audit report
is too complex to 25| 17 | 25 | 33 | 17 15 16 | 23 | 23 | 23 | 23
understand.

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

4.4 Confidence that an auditor will detect all material fraud
and error

As Table 3.6 shows, for all stakeholders in the market for audit services,
there is a positive level of confidence with respect to the detection of
material fraud and material error.

There was a markedly higher response rate with respect to material
error compared with fraud. Once again, suppliers to the market for audit
services had a noticeably more positive response with respect to error
compared with all purchasers and all users.
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Table 3.6 Responses on confidence that an auditor will detect all material
fraud and error (per cent)
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How confident are
you that an auditor
will detect all
material fraud in a
company'’s financial
statements?

How confident are
you that an auditor
will detect all
material errors in a
company’s financial
statements?

65 | 66 | 65 | 63 | 67 66 67 | 69 | 76 | 80 | 75

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

4.5 Responses: external auditor’s responsibilities

Survey participants were asked for responses in relation to their
perceptions of an auditor’s responsibility to detect all material fraud and
error, warn the audit committee of early signs of risk areas or to act as a
whistleblower.

With respect to an external auditor’s responsibility to detect all material
fraud, there is some degree of shared understanding between purchasers
and suppliers, with generally less than half responding positively to a
survey question on that responsibility. Users, on the other hand, see this
more positively as being the responsibility of the external auditor.

Similarly, with respect to a survey question on whether the external
auditor has a responsibility to act as a whistleblower to an appropriate
regulatory authority, purchasers and suppliers are more ambivalent
about that being a requirement compared with users. So, with respect to
responsibilities for detecting material fraud or acting as a whistleblower,
there is some shared agreement between suppliers and purchasers and
those two groups can be differentiated somewhat from users. With respect
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to detecting all material errors and warning the audit committee of early
signs of risk, there is some degree of shared view on these two issues
between all members of the stakeholder groups surveyed—again, with the
user group being rather more positive in its responses to the survey than
the supplier group.

Table 3.7 Responses: auditors’ responsibilities to detect material fraud,
material error, warn audit committees about risk or to act as
a whistleblower (per cent)
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Percentage of respondents answering ‘Strongly agree’ or ‘Agree’ on a five-point scale.

4.6 Responses: what does the audit provide direct
assurance about?

Each of the questions in Table 3.8 goes to the perception of the substance
and shared understanding of various components of assurance for the
audit opinion.

With respect to the question about whether an audit provides direct
assurance on the integrity of senior executive managers, none of the
groups (users, purchasers or suppliers) responded strongly positively,
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with suppliers being most reticent about the current financial report audit
providing that type of assurance. Similarly, there was a generally negative
response by all groups to the question relating to the provision of direct
assurance on the prudence of business decisions, with a more positive
view by all groups other than Big Four suppliers to the question about
whether the external financial audit provided direct assurance about the
adequacy of the internal control system of a company. In that question,
less than 40 per cent of Big Four suppliers reacted positively, whereas with
all other groups there was a majority view. Some would speculate that
the Big Four suppliers have a more expert view on this particular issue
compared with the rest of the capital market. Importantly, the question
does refer to direct assurance so some might speculate that the other
respondents have construed the question other than the way in which it
is specifically worded.

Table 3.8 Responses: what does the audit provide direct assurance about?
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Percentage of respondents answering ‘Strongly agree’ or ‘Agree’ on a five-point scale.
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5.0 Interviews

No specific interview question addresses the understandability of the
audit; however, in responses to many questions, several comments
pertinent to this issue and to the issue of the audit expectations gap, which
is discussed later in this chapter, emerge. These comments provide a wider
context, which sets the scene for what follows in terms of explicitly asked
questions, the responses to which are covered in later chapters.

5.1 Users

It is obvious from users’ comments how much reliance is placed on the
brand name of the audit firm and on the existence of an unqualified or
unmodified audit report.

I look to see [in the audit report]...who does [the audit]...I'm not
really interested [in the audit report]—I don't think I've ever read
one in full, but I look at who does it. And...you've got some...
auditing firms that are credible and if their name is on the top of
that sheet, then it does give us some comfort. So whether that’s
right or wrong I don’t know, but I'd flick to the back of the annual
report, have a look at who did the audit, and move on.

You look at the firm theyre from [that is, the audit firm]...there’s an
assumption of comfort under branding of the firm. You always read
it, to make sure there are no qualifications in there, and...anybody
relying on an audit report [is] looking for that.

The key things for an investor when they look at that audit
statement [are] who signed off on it and whether there’s anything
in there that says ‘is there anything wrong with the statement’, so
if there [are] any qualifications or anything that’s been highlighted,
any limitations that they’ve put on the audit report, or anything
like that.

I don’t spend too much time on the audit report...there [are]| so
many other figures to digest. I'm one of those who's mainly looking
[for] ‘is there any problem’, ‘have the auditors any concerns’? It is
looking at the exceptions rather than any details because most of it
is just standard stuff and a certification that everything is in order.
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As acknowledged in the first quote above, however, and in the one below,
the audit report is seldom read:

[I]t would be interesting to line up 100 shareholders and ask them
have they ever read an audit report. I suspect [they have not].

5.1.1 Summary

Users’ comments indicate the comfort they derive from the reputation of
the audit firm that is signatory to the audit report. There is not a lot of
indication that the audit report is read in full; rather, it is scanned for an
indication of a modification and more particularly of a qualified or adverse
audit report.

5.2 Purchasers

The degree of assurance that purchasers derive from the audit and auditors
is evident in the following illustrative quotations; however, what emerges
is dissatisfaction with the form of the financial statements themselves.

[W]e get...comfort that the auditors are doing the right thing, but
it might just be [a] function of the economy...we appreciate that
post things like HIH, there has been a tightening of what [auditors
have| done. We generally have a high opinion of the depth of what
they do...Isuppose the key issue that we've got with accounts quite
often...doesn’t really come back to auditing per se—it’s more what
they actually say and what they communicate, which is quite often
not user friendly.

[T]he accounting policy notes now run to 10, 15 pages. Related party
notes run to 10 to 15 pages...it’s just a joke and it’s now a case of
everyone’s focusing on this 80 [per cent]| that pays 20 [per cent],
not the 20 [per cent] that pays 80 [per cent] and the auditors have
to deliver into all these disclosures. And boards are unhappy and
management’s unhappy because, for the cost and the effort, it doesn’t
add value and actually probably distracts auditors from focusing on
what'’s important, which is the financial health and the sustainability
of...a business. You spend so much time chasing the disclosures and
all the other incidentals, you can miss focusing enough time on the
core stuff—and that’s where I see a significant issue.
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This last quotation suggests that not only are there concerns about
the financial report complexity, the auditor might be positively distracted
from the ‘real task’ because of this complexity.

5.2.1 Summary

Purchasers indicate the degree of comfort that comes with the audit, but
allude to a dismay with the content of the financial report more generally.

5.3 Suppliers

Criticisms by suppliers of the audit report wording as a contributor to
a lack of understandability of audit and the audit process emerge in the
following quotations.

[M]aybe one option is to try and reword the audit reports into plain
English. But I don't think you'd want to add too much, because...
one of the issues we've got at the moment is [that]| there’s just so
much data out there—financial statements now run to 200, 250
pages. [If] you now make your audit...sign off four or five pages, the
question is does anybody really read it? Do they really understand
it? Because it’s very difficult to put a very complex process into a
couple of pages.

[T]he audit report formats which were obliged to comply with
seem to be bogged down with legalese rather than plain English
explanations.

[T]hey’'ve started down that track [of better understandability] with
the wording in the audit report. I'm not sure that too many people
read it...they determine whether it’s qualified or not and then move
on.

The audit standards do not allow a lot of scope for variation in
terms of an unqualified and a qualified report. Perhaps that could
be looked at. You can have an emphasis of matter, but that’s also
fairly specific in when you can apply that.

[T]he audit opinion, although it’s distinct...explains the materialities
at play and there’s sampling, and if someone read that carefully they
should get a sense of...what an audit is not.
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Oneofthesupplierspointsouttheinevitability of reduced understandability
of audit in light of the increasing complexity and sophistication of the
underlying financial representations and instruments:

If you look at the auditing profession, you look at the financial
accounting profession over the last 10 years, and you look at the
financial products in the market, and the level of sophistication across
all of those has ramped up significantly. And therefore you have to get
a much more complex reporting framework, a much more complex
auditing framework to try and deal with the additional complexities
of doing business in a sophisticated financial market today.

5.3.1 Summary

In comments made during face-to-face interviews, suppliers point to the
wording of the audit report as one issue influential in the understandability
or otherwise of the audit product. For suppliers, there is some unease with
the wording of the audit report itself. It is clear that this issue remains
‘live’ despite the longstanding convention of adhering to the suggested
wording included in the auditing standards. This issue is returned to in
Chapter 4 when the potential for additional disclosures, either by auditors
themselves or by management, is explored.

5.4 Standard setters

Reliance on the integrity and honesty of the communication that takes place
between auditor and client emerges in this standard setter’s comments:

[It’s like saying I didn’t know about it so I didn't go
and look for it.] That’s an interesting one because...if
you take a scenario, for example, say youre doing your "[Hlow do | kno_w
half-year review and you sit down and you read the altlh);o;: ;;Eg:?',n
management reports and you go through everything

else and...you've done all that, then you go and have

a meeting with management and talk about what's

happened in the business and it turns out, for example, something’s
happened and they don't tell you about it. It’s not in the management
reports, it’s not even, from reading anything else—a legal claim, for
example. They don't tell you about it. Were being sued by party
X...You've asked questions and you've probably even asked the
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question ‘Is there any major litigation from partners?’ No, there’s
no major litigation. Nothing’s come to my attention. He could tell
me that.

The same standard setter continues with a simple analogy that highlights
the dilemma of the auditor:

I'm of a completely different view...the greatest example I always
give of trying to get someone to understand the concept of an
audit would be if you went along with a shoebox with all your
financial transactions in it for one year and go over to someone off
the street and said: ‘I want you to write me a letter that I could
give to anyone else that tells me that my income, all of my income,
and all of my expenditure that’s in that shoebox is everything I did
in the year financially; if you could just write that down and put
down my revenue, my expenditure, my final cash balance, and I'm
done, I'll pay you to do it"...And then the person says, ‘But how
do I know all your stuff’s in the shoebox?’ It’s very simplistic but
the concept becomes bigger but...there is a fundamental reliance
on the transparency of the process and the integrity and honesty
of communication that is fundamental to the audit process and
without it I believe the whole process is flawed.

6.0 Issues and implications

With respect to understandability, the researchers use survey and
interview techniques to investigate a series of related questions: first,
the issue of whether the audit is of value. This question is asked against
the background of the audit being generally mandated and outside the
discretion of purchasers of audit opinions. While generally suppliers
believed there was substantial value added in the audit, this was rarely
replicated by other participants in the market for audit services. This
would be consistent with other forms of ‘compliance’ goods and other
markets where there is compulsion. The ability to value add and to be
seen to value add is always a challenge. Perhaps equally as concerning are
the responses about whether the auditor has a good understanding of the
business. Again, suppliers to the market provided a very positive response
whereas purchasers and users were more mixed in their views. Finally,
a key issue about understandability—which also relates to the whole
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issue of the expectations gap, to be addressed later in this chapter—is
whether the audit provides any form of guarantee. While all respondents
reacted positively in the minority, a disturbingly large proportion of
users, including those among whom one might expect relevant expertise,
believed that the audit provided a form of guarantee about the truth and
fairness of the financial statements.

It is noteworthy to acknowledge that while levels of understandability
of financial reports might not be high among users and purchasers of
financial reports, when asked about self-rated understanding of the
financial reports and related documentation, they rated the audit opinion
as the most easily understood. This does not necessarily mean there is not
some room for improvement, but it shows more acceptance of the level of
complexity of audit reports as opposed to financial statements and notes
to the accounts.

Users, purchasers and suppliers all professed a self-rating with a
level of understanding of financial statements above the median point,
with users generally being more modest on that scale. Given this level
of self-reporting for understandability, more worrying was the fact that
the majority of surveyed respondents indicated that although they read
annual reports and audited financial statements, their use within decision
making was markedly lower.

Respondents of all types were more rather than less confident that
auditors would detect material fraud and material error. Purchasers and
suppliers were much more circumspect, indicating that it was really the
external auditor’s responsibility to detect material fraud. Users, suppliers
and purchasers all recognised that the auditor had responsibility to detect
material error. There was also a considerable shared view that the auditor
had the responsibility to warn the audit committee of early signs of
risk. There were mixed views about whether the auditor should act as a
whistleblower to an appropriate regulatory body.

In terms of whether the financial statement audit provides direct
assurance, one interesting deviation is whether the auditor has the
responsibility to provide direct assurance about the adequacy of the
internal control system of the company. Big Four suppliers were the only
respondents who indicated they strongly disagreed with this proposition.
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With respect to the one-on-one interviews, the user group could be
typified by the proposition that they check whether an audit report exists
and that it has been provided by a brand-name auditor (or someone in
the view of the market who has the credibility to conduct the audit) and
for qualification or modifications to an otherwise ‘clean’” audit opinion.
Their interest in going beyond these three basic elements seems to be very
limited. For purchasers, there seems to be comfort in that the auditors are
perceived to be doing ‘the right thing” but some concern that the amount
of regulation and bureaucracy is a distraction from what they see as the
main objective of the audit, which is providing assurance on the financial
statements. Suppliers, on the other hand, have concern about the audit
opinion itself—that it is not overly lengthy, that in some ways the audit
has suffered because of the complexity of accounting standards and that
there is scope for enhancing what is communicated in the audit opinion,
including, but not limited to, plain English statements.

As indicated above, this chapter has been structured so far to set the
scene and a number of these issues are picked up more directly when we
refer specifically to stakeholders’ statements about the audit expectations
gap later in this chapter and beyond. The second half of this chapter
explores more deeply what lies behind some of these misunderstandings
in relation to the deliverables that can be expected of an audit.

7.0 Concluding remarks

There are three areas in which policy implications have arisen from the
discussion thus far: 1) the value of the audit; 2) the wording of the audit
report; and 3) the complexity of the material that is provided for the
consumers of information in the capital market. The first policy implication
relates to the value to the capital market of the assurance given by an
auditor. There is evidence that this assurance is valued and the policy
implication is that there is no case to remove or limit the existence of an
audit as it is currently known to the market. Put another way, sceptics of
the audit are unlikely to find any comfort in the material provided to us.

The second issue is the wording of the audit report. It seems there is no
doubt that at least a proportion of users in the capital market will view an
audit report and judge it virtually by its length and categorise it into one of
two groups: 1) modified (qualified), or 2) other (clean). Policy implications
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are involved here. For example, such a simplistic categorisation based on
casual observation (with no reading of the audit report undertaken) of
the audit opinion could in fact cause users to miss important but short
statements of emphasis of matter. Indeed, with respect to emphasis of
matter paragraphs, we observe later in this publication that understanding
of them and their intent might not be universal.

The second policy implication is the type of wording used in the
audit report in that the standardised wording, which in the minds of
some includes legal jargon, is received as a ‘commodity’. If the auditing
profession seeks to be seen to exercise a considerable amount of professional
judgment then it has the difficulty that the principal outcome it delivers
to the market for information is highly standardised and not fulsome in
terms of its contents. The parallel that might be drawn here is where an
oncologist diagnoses a patient as having contracted cancer or not having
contracted cancer. The professional judgment leading to such an outcome
cannot be standardised in a simple statement of the presence or absence
of cancer. There is a need to elaborate further by the explication of the
exercise of the professional judgment of the oncologist. Is the cancer
developed? What type of cancer is it? Has the cancer metastasised?
Where is it located and is it operable? The standard form audit report is
perceived as a ‘commodity’, which is simplistic and standardised rather
than subtle, nuanced and fulsome. The subsequent policy implication in
this circumstance is that a standardised audit opinion fails to recognise
the diversity of expertise in the market for audit services and hence the
ability to understand more complex information is ignored—at least for
some users. While audit reports need to fulfil minimum legal requirements,
there should be positive encouragement by regulators to allow auditors to
include nuanced and subtle explanations and observations in a way that
adds value to the report for interested readers.

The final policy implication is the reference to the complexity and
burdensome nature of financial statements. This complexity and its
challenges for understandability of financial statements are outside the
scope of this project and indeed auditors should not be held accountable
for this complexity. There are, however, consequences for the audit process
and for the information-handling capabilities of users, since the extent of
this complexity can pose a limitation to what might be done to enhance
what is reported in the audit opinion and audit information presented
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elsewhere. The receipt of audit information by the market will of course
occur simultaneously with receipt of information within the financial
report and therefore policy setters must recognise this as a joint burden.

We would conclude that there is very genuine concern about the level
of complexity and information load jointly contained in the financial
reporting and auditing disclosures. Our inquiries reveal that no-one
seems to take responsibility for or accountability of this. This joint
level of complexity makes the probability of significant reduction in the
expectations gap improbable. We recommend that the Financial Reporting
Council (FRC) gives consideration to setting up a task force that examines
the competing challenges of comprehensive and technically accurate
financial reporting and auditing information together with the need for
understandable disclosures that have genuine utility to the capital market.

While we appreciate that in a purely technical sense only a small
number of people need to read and interpret the financial report in order
for there to be a share price reaction, there is also a political and societal
aspect that should not be any longer ignored and it is for this reason that
we recommend a single body takes responsibility for enhancing the utility
of these joint auditing and accounting disclosures.

In terms of policy issues, the three issues that have emerged in
this chapter thus far are: 1) auditors and auditing should not be held
accountable for the complexity of financial statements and notes; 2) the
assurance given by an audit has value to the market; and 3) consideration
might be given to allowing and encouraging more diverse and fulsome
wording of the audit opinion in terms of outcome and in terms of process.

8.0 Introduction: the expectations gap

Among the stakeholders, there are few who protest that there is no such
thing as the audit expectations gap. Rather, although not universal, there
is acknowledgment of the gap not just between the public and auditors,
but between regulators and auditors. Common issues raised among user,
purchaser, supplier, standard setter and regulator groups include gaining
a more definitive understanding of who the users of financial reports are
and their diversity in capability of accurately receiving the message sent
by financial statement preparers and auditors, presuming that message
is appropriate—which in itself is by no means agreed. Another common



UNDERSTANDING OF THE AUDIT AND PERCEPTIONS OF THE DELIVERABLES

issue raised relates to varying expectations of the auditor’s responsibility
for fraud detection. Materiality, as that term is used in an auditing context,
is another area that emerges as commonly misconceived. This issue of
materiality arose in the initial focus groups too and a separate chapter
is dedicated to it (Chapter 5). Regulators in their comments remind us
that deliverables from an audit are price sensitive, but confirm that their
expectations of the audit are often not met. The gap between regulators
and auditors appears to have widened with recent reforms and particularly
the ASIC inspections, and so much rich material on this issue has been
forthcoming that only a taste of it appears in this chapter, with the rest
dealt with in later chapters on regulation (Chapters 11-13).

8.1 Interviews

In the conversations in the individual interviews, there were innumerable
references to the ‘audit expectations gap’, even though there were few
explicit questions or prompts raised by the interviewers. Many of the
observations about the gap, its existence or otherwise, which parties the
gap falls between, whether the gap is resolvable or not and suggestions for
ways to reduce it presuming it exists, are included in this chapter. These
observations were made in many different contexts during the course of
extended conversations between the interviewer and the interviewees.
As a consequence, many of the observations described below are also
relevant and should be borne in mind when reading other chapters on
more specific or technical issues.

8.2 Users

Users in their interview responses make it clear that an audit expectations
gap continues to exist. Further, the illustrative responses below signal that
regulatory reforms introduced after the collapse of HIH Limited in 2002
and other noteworthy collapses elsewhere in the world have made little
impact on the way in which this group perceives the auditing profession.

You've probably got more sophisticated people in the regulators...
be it ASIC [or others]. Theyre probably a bit more aware about what
auditors do and what the auditor’s responsibilities are. I don’t see
as big an expectation gap between the regulator and the auditor as
between the auditor and the general public, the user.
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The diversity among users of audit reports in terms of understanding of
the audit process is elucidated in this next user’s comments:

[A]s far as professional investors are going to go, theyre quite
aware about what the audit statement is actually saying, but for the
general retail investor they’d probably take more comfort from the
audit statement than maybe some of the professional investors do.
We accept it for what it is, which is a sign-off to a certain degree,
but it’s certainly not giving you blanket coverage as to this is a great
investment, go out there and invest in it.

Somewhat disturbingly, one user sees the expectations gap as having been
lessened by the corporate failures in a perverse way:

[I]n terms of what is debated as the audit

expectation gap, if anything, those collapses
‘[T]he naive expectation p 8ap y 8 P

from an analyst and have lowered the public’s perception a little
shareholder point of view bit and thereby closed the gap in terms of
is that the auditor is there . . . ’
B e lowerlng their ,expectatlons, but I dorft
company says is based on think that they’'ve got more confidence in
fact rather than arbitrary the auditing standards than they had before.

decisions by management. And...I don’t think the broad public is

that aware of the regulatory responses, the

tightening of regulations, and rather would,
if anything, 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[d] we were. But in terms of perception,
I don't think it’s improved really...The...naive expectation from an
analyst and shareholder point of view is that the auditor is there
to make sure that what the company says is based on fact rather
than arbitrary decisions by management...gilding the lily in terms
of their accounts. The auditor is there to stop them doing that—
fudging the numbers.

8.2.1 Summary

Users confirm the presence of an audit expectations gap. Perversely, far
from the regulatory response to the corporate collapses of the early 2000s
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having increased confidence in the profession, one user’s perception is
that the collapses in themselves have lowered the public’s expectations
of the audit profession. This is arguably not the way the regulators or
the profession would prefer to see the gap narrowed. The responses
also confirm that there is diversity of competencies between different
subgroups of users.

8.3 Purchasers

Purchasers, perhaps because some of them have been auditors in past lives,
tend to be sympathetic to the notion that too much is expected of auditors,
particularly by retail investors and the media. The idea that part of the
expectations gap lies between regulators and auditors also receives some
sympathy—in favour of the auditors. This next quotation emphasises the
commonality of goals that exists between auditors and regulators, but also
perceptions of divergence in the means to achievement of those goals:

Idon’tthink there’sanexpectation gap oradifferent
perspective [between regulators and auditors| on

trying to achieve the same end. The difference is cost-effective, least
in how you go about it: if the regulators are trying
to drive a higher degree of certainty, or if the trying to push them

. . , ‘The auditors want to
how [auditors] should do the audit...theyre both sdhieve i (7 e e

wasteful way for them
and the regulators are

auditors are trying to achieve through their own down a different path.”

audit...they want to achieve it in different ways.

The auditors want to achieve it in the most cost-
effective, least wasteful way for them and the regulators are trying
to push them down a different path.

The means to achieving goals is alluded to in the following quotation,
too, with the alleged check-list approach of the regulator coming in for
criticism:

[D]oes the general public care? I think 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...there is a
gap between what the regulator thinks the auditor should be able to
pick up and what the auditor realistically can...it’s very dangerous
having a check-list kind of approach being [used] by regulators.
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The same purchaser goes on to provide an analogy of directors’ relationships
with management and that between regulators and auditors—in terms of
delegating tasks to achieve a mutually required goal:

When you study the practice of directorship versus management
of an organisation, one of the first things you learn is that directors
don't tell [managers] how to do things. They...should be saying to
management what [they| want to be achieved, what’s the outcome
and what don’t you want management to do and then let management
be innovative in how they get about achieving those objectives.
And I would say the similar kind of thing should apply between
regulators and auditors. The regulators should be specifying what’s
the outcome that they require. The auditor ought to be able to come
up with the most appropriate way of achieving that outcome.

The different world views of regulators and auditors are blamed for the
perceived gap between these parties by this next purchaser:

[I]f there’s an expectation gap between regulators
and auditors...broadly speaking...regulators

‘The P?hbfm---[;fhtat] understand what auditors do...people I've
arises Is that regulators, .

and particularly the spoken to in ASIC and APRA...understand that.

legal profession, are The problem...[that] arises is that regulators, and

trained to think in a

orescriptive sense. particularly the legal profession, are trained to

think in a prescriptive sense. They do not think

in terms of generalities or principles—at least
that’s been my experience. And...that’s where
the difficulties arise, in that they look for prescription and they
tend to not see the value as much in informing...judgments based
on subjective information.

Public expectations surrounding the level of scrutiny of transactions
when an audit is conducted are pointed to by this next purchaser:

[Y]ou've got to do it at a material level and I absolutely understand
the concern is...going back to the fact that...there’s an expectation
in some people’s minds that auditors would review every single
transaction and I don’t think they understand what that would
cost...I don't know how...you educate them because when you
look at Sarbanes-Oxley and all the rest of it...[the] general public
was wildly enthusiastic and it plugged a political gap at that stage
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and it’s now turning out to be one of the worst interventions that
I can think of.

Misperceptions of how an audit is conducted in terms of the thoroughness
of the coverage of transactions are alluded to in this next quotation:

One of the problems...with the auditors is that

there’s this perception in the general community [Tlhere’s this
that the auditors are there to catch every fraud perception in the
. . general community

and to detect every single issue that goes wrong T T ———
and...theyre never going to be able to do that... there to catch every
so I don't know if disclosing more information fraud and to detect

. , every single issue that
makes any difference at all...because where you'd goes wrong.’

disclose it would be in places like the annual
reports...and I don't actually think anybody
reads it. I quite honestly don't.

A reminder of the link between corporate financial failure and the audit
expectations gap emerges in the following quotation:

I have areasonably sanguine view of what an audit
is or what an audit can do and...we can set our

expectations too high. Whenever there’s a failure ‘[Tlhe altruism of the
in the country...there’s a cry put out: “Well, you [inhstit]ut;onal investor is
. , that] they just want to
know it shouldn’t have happened, they should 61 [REDTIETEE, o7
do this, they should regulate that! And the sue a deep pocket.’

reality is failure happens and...the expectation
of the auditing profession is too great among the
mum(s| and dads and the media, and of course
the sophisticated investors will pull the lever and press the button
when it suits them. Maybe I'm too cynical, but the altruism of the
institutional investor is [that] they just want to get recompense...
or sue a deep pocket. We're all partners in this model that has now
developed to where it’s at.

The same purchaser continues, expounding on the current model under
which auditors conduct their work and about how a more adversarial model
would need to be adopted before an auditor could give an alternative
representation of company performance.
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[W]hat I'm getting at is that unless you have some radical view as
to what the model should be, and frankly you have to create a more
contentious model, a model that in fact became more adversarial...
then you talk about the type of people that would be in that model.
If you want...the auditor to stand up at an annual general meeting
and give an alternative representation of the performance of the
company to the shareholders and to point out the weaknesses both
in the business model and in the financial statements, then you'd
move to a completely different model.

An explanation of this different model is given as the same purchaser
continues:

If you're looking for a model that moves from 2 per cent of qualified*
reports in the top-200 companies over the last 10 years to a model
that is 25 per cent qualified then you're going to have to define what
qualification means. It’s going to have to have various graduations
on it. It'll become totally burdensome and then you say, “‘What
kind of people do you want?’ Do you want [audit] partners who are
advocates who effectively become shareholder activists...That will
require a different kind of person.

One purchaser, despite acknowledging the link between corporate
financial failure and the audit expectations gap, still does not perceive the
gap, if it exists, to be a pressing issue:

[M]y question would be is there really an expectation gap today
that is crying out for some particular area? Typically this comment
gets made when there’s a series of financial disasters and people
are saying well, what happened? And the last time it occurred was
when there was a series of failures back about the early "90s. Now
if you turned around and said ‘Is there an expectation gap at the
moment that’s got to be solved?’, I'd query whether thereis...Idon't
see in the literature great drama...saying people don’t understand
what the auditors are doing.

2 Under the revised auditing standards effective from 1 July 2006, the correct term
is ‘modified’ reports.
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8.3.1 Summary

Purchasers are not as sure that the expectations gap persists as the illustrative
comments suggest. Those who continue to acknowledge its existence tend
to see the public and regulators’ expectations of auditors as being excessive
and beyond that which can be achieved. There is acknowledgment of
misunderstanding, particularly on the part of retail investors, but also on
the part of regulators—in particular of the concept of materiality and of the
role of judgment as opposed to prescription. The difficulty in overcoming
this misunderstanding through education is acknowledged also.

8.4 Suppliers

Suppliers, from their comments, take for granted the fact that the audit
expectations gap exists. Their comments indicate a preoccupation with
the gap they see as existing between regulators and auditors in an
emphasis that the research literature pertaining to the audit expectations
gap has not previously emphasised. The next quotation alludes to the link
between corporate financial failure and the audit expectations gap. It is a
link that appears in several quotations by suppliers in this section.

[TThere’s just always generally an audit expectation gap...it more
happens when you get fundamental financial failure and people just
say, ‘“Well, the auditor should have predicted that.

The role of the audit report in conveying what it is that the audit represents
is the topic of the next two quotations.

[W]hat’s in the audit opinion now |[is] in terms
of explaining to people that we don’t test

everything, there’s a judgment involved. We're [lif shareholders and if the
financial markets are relying

on auditors...to make sure
fraud per se, so weTre not on the trail—we that the accounts are not

materially misstated, it's just
made for disaster, because

not out there looking specifically to identify

don’t set the whole audit up on the basis of
looking for that...there’s probably enough in e ——
there...we could add more but I don’t think
they would read it; I really don’t think they

even read it. So we could make a five-page

thing but would they read it? It doesn’t help that whenever there’s
a disaster they’ll all go sue the auditor because that automatically
makes people think that the auditors are ultimately accountable
for the financial statements, which is absolutely not right. So the

|65



THE FUTURE OF AUDIT

perception they’ve got is from a whole host of things that happen
in the environment, and when your regulators come out and say
well ‘were going to make the auditors do...”—everyone seems to
focus on the tail end of the chain of events. Look, were the people
that come in right at the end and we do a sample of things, we
look for things, but...if shareholders and if the financial markets are
relying on auditors—100 per cent on auditors—to make sure that
the accounts are not materially misstated, it’s just made for disaster,
because that’s not what we do.

The next quotation also emphasises that auditors examine only a sample of
transactions and balances, but, like many suppliers, refers to this process
as a ‘test’ rather than a sample, which in itself will be confusing to some
in the market for audit services. This is so because the word ‘test’, which
is used in the recommended audit report wording, could mean testing 100
per cent of the population of items or a tiny proportion of that population.

At the moment whilst...in the audit opinion reference is made to
the scope and that it deals with tests rather than absolute assurance,
there’s probably still a little bit of a gap there...that could probably
go some way to being addressed by maybe stating...in a little bit
more detail what constitutes the scope of an audit and...what might
be excluded from the scope of an audit.

The difficulties of having a wide range of knowledge levels among users
of the auditors” output are evident in some of the comments that touch
on the audit expectations gap. The first quotation points to a deficient
understanding by the public of the context of audit.

[There are] a couple of issues. One, the expectations

“[The general gap from the point of view of the general public.
public probably I don't really think they know much about the
;:Z‘E;;gffs audit profession, and I don't really believe that

just simply a they understand the context of audit within the

policeman.’ profession...the general public probably thinks

that an auditor is just simply a policeman acting on

behalf of someone, but they don’t really know who
they’re acting on behalf of...And consequently the expectation is
that they should uncover anything that’s wrong with the company
on the financials or the reporting obligations of the company.
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Another supplier reiterates the assertion that the public does not

understand what it is that auditors do:

[T]he public don’t quite understand what we do. And we specifically
statein the scope section of our audit reports the work that we do, but
the expectation...of the public, of...investors, is quite often “Well,
the auditors are the people who are in there and they’re meant to be
checking what’s going on, and if they’re not doing the checking, if
they’re saying that there are certain things that they don't give an
opinion on, that they don't check, well who is meant to be doing
that?’...there’s that expectation that everything’s being checked.
And the reality is that if everything was being checked to the nth’
degree, that...is unrealistic. Then the company’s management will
be tied up for months on end answering inane questions and you
wouldn't necessarily get anything of great value.

[T]he concern I have is that when something goes wrong, no matter
how you've tried to explain it, and you say “Well, actually, our audit
wasn't designed to pick it up, et cetera’...the expectation gap is
there. The same way if a bank were to collapse, the expectation in
the Australian public would be that the government through the
RBA is going to pay out.’

A non-Big Four supplier laments ASIC’s regulatory approach, which he or

she sees as unfair:

So ASIC have been very critical of the mid-tiers and

I think unfairly...they need to understand that it's ‘ASIC have

a relative issue. The mid-tiers, in my experience, do been very
. o . . critical of the

a pretty good job auditing businesses which are of mid-tiers and

the right level for them, perhaps with turnovers of
$10 to $200 million, that sort of thing. Yeah...there’s
an expectation. I don’t think the regulator properly
understands their role.

| think unfairly.

i

Recent reforms to the regime under which auditors operate are not seen
as a solution, as the following illustrative comments demonstrate. More

commentary on this issue is included in Chapter 11.

3 The interviews were conducted at a time before the Federal Government introduced the

bank deposit guarantee.
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[Legal backing for auditing standards has| done nothing for [the
expectations gap]...because the public don't read the auditing
standards. So no, from their point of view, they would have no
idea...from that point of view, it’s done nothing for the expectation

gap.
A perceived gap between regulators and auditors was the subject of

comments by suppliers. The next two quotations signal a perception that
this gap is not large, but other comments after these are less sanguine

about this gap.

[T]he expectation gap between regulators and
auditors is the smallest expectation gap...auditors
‘[Tlhe debate is have understood for a long time how to do audits...
AUBIE BTG [With regard to] the audit quality argument and
auditor can or can't .
exercise judgment.” the legally enforced auditing standards, the debate
is around where an auditor can or can't exercise
judgment...Idon’t believe that the legally enforceable

auditing standards have changed the substance
of what we're doing...a lot of what we're doing we were already
doing...Maybe it’s a little bit more prescriptive in certain areas to
give some certainty to it and take out that judgment.

A perception that regulators have a tendency to extract from the external
audit more than is warranted given the circumstances under which it

operates is suggested in this next quotation:

[Tlhere is an expectation gap with regard to an

‘[Tlhe regulator’s external audit between the accounting profession
trying to draw as and the regulator...the regulator’s trying to draw
much as possible . K ,
from an external as much as possible from an external audit that’s

audit that's probably not really there and...there is danger in that

probably not

el e, for the accounting profession in that if something

does go wrong then the regulator will try and draw

more from the audit than it should do and it will also
try and defend itself and use the accounting profession to defend
itself, to deflect blame...and HIH is probably a prime example.
Things have tightened up considerably since then as well...But...
all the accounting profession should actually work closer with the
regulators to manage expectation gaps. Without a doubt that will
happen too through ASIC’s regulation of the auditing standards.
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No doubt, there’ll be lots of liaison and discussions. What that will
show too is what the regulators” expectations actually are because I
don’t think we really have any evidence of them. We have a sort of
understanding of what they are.

A perceived disconnection between what auditors see as the key issues
within a particular engagement and what the regulators see is elucidated
by this next supplier:

Is there a gap? Look...if there’s a gap in terms of expectation...
there...[are] more files...being subject to ASIC review. As you know,
a lot of other financial partners as part of their own review process...
look at what [ASIC’s| focusing on and what they do is what ASIC
focuses on as part of their surveillance program...At times, I am a
little bit surprised at what they are focusing on versus what I see as
the key issues...there might be a bit of a disconnection. Why does
that occur? I'm not 100 per cent sure...they probably have their hot
spots as to what are the indicators of some anomaly...theyre trying
to achieve ultimately the same thing in true and fair reporting,
transparency, the provision of information to shareholders, all those
things, which is what we effectively are trying to do through our
audit process. So I'm sure there’s a big disconnect, but...at times I
do see that and I may even see it by the question that I get asked
from the regulator when they go through a file. Their focus is on
something which I don't see as important—issues that they raise a
question [about]. I don't know why that is. It probably goes to...
the level of experience that...some of those within the regulator
[possess] to be able to implement.

The regulators have created the perceived gap between regulators and
auditors according to this next supplier:

[Tlhe expectation gap between regulators and auditors has been
created by the regulators. The regulators have taken a position as to
where they think...an audit should necessarily be conducted, and
what their expectation [is] on how an audit should be conducted.
And primarily we're talking about things like documentation, and
the way we maintain an audit file and document procedures that
have been done. So I'm of the view [that] they've actually created
the expectation gap.
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The same supplier continues along the same theme:

Has that been of any assistance to the capital

. markets? In my opinion, no. I'm not sure whether
I'm not sure whether

the regulators really the regulators really know what theyre trying

know what they're to achieve out of this whole exercise that they're
trying to achieve out of

this whole exercise that
they're going through how an audit should primarily be done is...not

now.’ the role of the regulator. And because they've
taken what I would...describe as this high moral

going through now...But to form an opinion on

ground, then they’re going to be disappointed,
absolutely. But that doesn’t mean that what were doing is wrong,
or is not the right way to conduct an audit. And that’s the problem.
And this is where I say you've got this almost expectation gap
because theyre saying this is the way we think you should do
things. But [what] we're also saying is well you're not actually doing
it wrong, but this is the way we think you should do these things.
And...that’s the problem.

The issue of materiality as a component of the audit expectations gap
featured among suppliers’ comments that were pertinent to the expectations
gap. Below are two such illustrative comments, with Chapter 5 dedicated
to the issue of audit materiality.

The thing I think is well and truly misunderstood is the concept
of materiality, probably across a lot of users not just mums and
dads—but for big...multinational groups that...obviously can be
a very big figure and...a lot of shareholders would struggle if you
said to them “We can still sign a clean audit opinion but the audit
error might be X many tens of millions.’...that would stun them...
so there is still this expectation gap between what an auditor knows
an audit opinion actually is versus what a reader of accounts might
expect an audit to be.

[T]here is certainly a disconnect between what we do and what the
general public would perceive an auditor does. I'm sure there’s no
disconnect really between what the analysts believe we do, and
certainly there’s probably not a super disconnect between us and
what management believes were doing, although I would imagine
in some cases the materiality might be a surprise to some people.
However, there’s been more disclosure of that with management,
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but certainly not with outsiders.

8.4.1 Summary

Suppliers” comments indicate little ambivalence about whether or not
a gap exists between shareholders and auditors. There is virtually
unanimous support for the proposition that it does exist. Further, there
are few suggestions as to how that gap can be reduced. Tellingly, many
suppliers see a gap between regulators of the market for audit services and
auditors—and some auditors see regulators as primarily responsible for
this gap. Perceived discrimination by regulators against the mid-tier firms
compared with the Big Four comes through as an aspect of the perceived
gap between regulators and auditors. Some suppliers lament the difficulty
of having all users of financial reports—no matter what their background
or level of business sophistication—read and understand the audit report
and what it is that the audit can achieve.

8.5 Standard setters

Standard setters tend to take a philosophical view of the audit
expectations gap and position it relative to many other gaps they perceive
in stakeholders’ grasp of an informed view in relation to companies in
which they hold an interest.

[Tlhe audit expectation gap isn't the only gap...what we're
acknowledging [is] that clearly there is a whole raft of issues around
how much or little shareholders know about the company. So do
they read the annual reports? Do they look at who the directors are
and have a sense of their capacity or reputation, or the management
team for the same thing? Do they understand the strategy of the
company and what it’s about...Fraud?...that’s a classic example
of does an audit report sign-off mean that no fraud has been
conducted. Clearly, it doesn’t. There’s an expectation I suspect on
the demand side that certainly a substantial fraud would be found.
But the auditors...?

An expectations gap exists not only between auditors and stakeholders in
the audit process but between regulators and stakeholders in the regulatory
process and the reader is reminded through the next quote of the pervasive
nature of the gulf that can exist in perceptions of what can be achieved.
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Over the years there’s been lots of debate in the US and discussion...
that we should explain more about what the audit process is, and
[the] expectation gap and all that stuff. It doesn’t matter...you can
write books on it and it makes no difference...apparently in all the
cross-examination in the [HIH]...case they can’t find anybody who
actually can claim they read the audit opinion. Not one person from
any of the claimants can categorically say they actually read the
audit opinion.

This same standard setter goes on to point out that auditors are not the
only group subject to an expectations gap. Regulators too can be the focus
of such a gap.

[T]he body that I believe is now focusing on
this expectation gap for themselves is ASIC,

Allleta SuseEr. . who are struggling right now with the [name of

they're now the victims . . . .
of this expectation. a company failing at the time of the interview]

Where was ASIC? Why and all of a sudden...theyre now the victims of
didn‘t ASIC stop this : . N
By this expectation. Where was ASIC? Why didn’t

from happening? ) )
ASIC stop this from happening? It’s always why

didn’t someone stop this from happening? So an
audit shouldn’t stop something from happening.
It should stop something from continuing...I don't think there [are]
different expectations around what can be achieved in an audit...
ASIC themselves are now victims of the expectation gap...[and]
they now are perhaps more sympathetic, but they have a job to do
and once you're a regulator with a role to review, you've got to work
to a standard and so they're looking for a standard to work to. And
remember when you come in after the fact to review something
it’s very different to being there during the process. Imagine if a
surgeon conducting brain surgery also had to...document what he
was doing as he did it at exactly the same time.

That all stakeholders, including regulators, need to work closely to
minimise the gap, which is seen as unresolvable by this next standard
setter, is drawn out:

[Iln some ways, it’s not so much an expectation gap...it’s also
[that] there [are]...elements of different interpretations of what
responsibilities are and what would be reasonably expected. So
whether you say that’s an expectation gap or whether you define it
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more as an interpretation issue...those fundamental issues have not
been dealt with. And so what we loosely call ‘expectation gap’...
[hasn’t] gone away...I don’t think you can solve the overall or the
broader expectation gap, but...it'sincumbent on all the stakeholders
in the process to...work hard with the closer stakeholders...the
regulators, the politicians.

Just which categories of stakeholders can be said to represent users of
financial statements is eloquently drawn out in the following quotation:

[W]e're saying or implying that we can never close [the expectations
gap| because you've got a moving target or perhaps a difference in
perception, but the real question is, who are the real users of the
financial statements when we come to what is the expectation gap?
And is it the mums and dads or is it the analysts, the brokers, the
superannuation funds et cetera...those groups of people are not
idiots and they pick up a set of financial statements that most of
these analysts have their own assessment of the areas of judgment,
hence, the questions they ask off the record and on the record. [At
m]ost of the AGMs you go to there are one or two key questions
around the business. The reasons I would assume there aren't any
more is they've already received the responses outside of that arena.

The same standard setter continues, questioning how there can be reliance

on the audit report when research shows that few actually read it:

[W]e come to this issue of how do you narrow or
manage the expectation gap? Perhaps one of the key
factors is—and it’s clear in most investor relations-
type publications—if in doubt, consult your
financial advisor or accountant...one of the more

‘[T]he statistics
showed that most
people don't even

read the audit

. - . . report.’
interesting...studies...was a project done on the use P

of audit reports and...the statistics showed that most

people don't even read the audit report when they

read a set of financial statements. If you take that at face value,
then fundamentally you would ask the question when something
did go wrong and someone then sought to find someone that they
might like to be responsible, you'd ask the question, well if they
didn’t read the audit report in the first place, how could they have a
reliance on the report and then, more importantly, how could there
be an expectation gap? Because if youre not actually even using
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the report, the question is well, how...do you have an expectation
gap because you've got no expectation in the first place because you
haven’t even seen whether the auditor’s qualified [the report] or not.

The same standard setter goes on to explain that in his or her view, it
is the fact that investors want certainty in their investments but are not
prepared to accept the commensurate low returns that gives rise to the
expectations gap:

I would suggest that the expectation gap lies in...what I call the
classic syndrome of people wanting to know the answer before
they know the question and we see that...in our profession, with
people wanting advice, is this going to work and you haven't got all
the facts, and...the expectation gap is that people want a certainty
when they invest...People want ‘guaranteed’. Now if everything
was so certain, the returns would be very low.

A standard setter highlights the concept of materiality as an area in which
misunderstanding by stakeholders occurs—as this illustrative comment
reveals (the topic of materiality is returned to in Chapter 5):

Potentially, many shareholders do not understand
the concept of materiality and they’d be the
‘[Tlhat expectation retail shareholders. Should that be a concern
gap is not necessarily for the accounting profession? I mean, it might
something that can b for th tail i ¢ Should it
Stuly) o U ES e a concern for the retail investors. Should i

accounting firm.’ be a concern for the accounting profession?
Only if...that creates an expectation gap that

could result in retail investors feeling aggrieved

for something that happened subsequent to the
audit that impacts them financially in a share price or whatever. If
I was an accounting firm...I don’t know that I'd be too concerned
about it because...with good quality-control processes within an
accounting firm with a good methodology, with sound basis for
conclusions, that expectation gap is not necessarily something that
can...cost you.

The practical difficulty in appropriately signalling corporate failure is
highlighted in this comment from one of the standard setters:
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This whole concept of trading whilst insolvent is
going to become greyer and greyer...because what

, . . . . ‘This whole
you're gon?g to be faced with is busm(.esse.s that ar,e concept of trading
one day going reasonably...the automotive industry’s whilst insolvent is
a classic. A customer who then turns around and going to become

reyer and greyer.’
says, ‘No, were going to change supplier but in the e I

interim, can you keep supplying us?” And they keep
them going. The question is, at what point does it tip?

8.5.1 Summary

Among the standard setters’ comments is one that compels us to view
the audit expectations gap within a wider perspective of a much more
fundamental gap—a presumed gap in shareholders’ knowledge and
understanding of companies in which they invest. Interestingly, attention
is drawn to another gap—between what is expected of regulators and what
they can reasonably be expected to deliver. The thorny issue is raised of
the auditor’s responsibility to detect fraud and shareholder understanding
of the auditor’s role in that respect. Some exasperation comes through
in terms of how infrequently the audit report is actually read; however,
how important this is when reports are standardised is another matter.
The issue of stakeholder misunderstanding of materiality in the context
of auditing is raised in an illustrative comment among those above, but
from the initial focus groups this issue took on such prominence that a
subsequent chapter is dedicated to exploring perceptions of this concept
and the communication of it by auditors. Despite some pessimism that the
audit expectations gap can be resolved, there is evidence that standard
setters have not given up striving to bridge it.

8.6 Regulators

Regulators do not flinch in acknowledging the expectations gap—not just
in terms of expectations of audit by the public, but between themselves
and suppliers.

Comments relating to public expectations of audit and auditors include
the following.

[T]he expectation gap between what people think an auditor should
do and what they really do is probably a bit wider than I had first
imagined before I came to this job.
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[I]t seems as though there’s a vast amount of effort going into the
audit process but it doesn't seem to turn up things that people are
actually interested in. And...that’s of course the audit expectation
gap and...the auditors say, “Well, you can’t expect us to have found
that.

There is certainly a huge difference in expectation between what
people understand audited accounts to mean [and] what auditors
think they mean and obviously what regulators mean. So probably
it’s partly a function of auditors to explain what it is that [they have
done or]...they haven’t done and what they're really willing to say
is the true position with respect to a company...A professional class
of investor who makes the vast majority [of] investment decisions
in Australia in terms of value—well, they probably don’t need any
more education. I'm not sure how much reliance they place on
audited accounts anyway. But...for ordinary people who are trying
to run their own super funds or whatever...they probably would
need quite a bit more help.

An illustrative comment regarding the regulator—auditor expectations gap
follows. This topic is returned to in a Chapters 11-13, in which the issue of
‘regulation’ as it impacts on auditors is discussed in detail.

[T]he first thing is that there is a huge expectation gap between
regulators and auditors. [The regulator’s| view of what an auditor
should be turning up in an audit was radically different to what
auditors thought was reasonable...so we would look at numbers of
examples where it would seem to us to be fairly glaring problems
seemed to have slipped by. Whereas the auditor would say, “Well,
you know you can’t expect me to find all of these things.” Partly
as well is of course what underlies all of these issues...money—in
the sense that...how much do you want to spend...If you want to
spend vast amounts of money on audits, well—that’s what auditors
used to say to us. You've got to be realistic about how much people
are willing to spend on an audit, and if we had unlimited resources
we could find all of these things, but otherwise...

Again, the mystique surrounding the auditor’s use of the materiality
concept is identified as part of the gap:
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There would be very few shareholders who
would understand materiality as applied by an

auditor. And...some of them would be quite '[The shareholders would
absolutely be staggered at

staggered to learn...if you take [one of the top- that...and they wouldn't

100 listed companies|, the materiality on that understand the correlation

job might be 20 million—I'm just picking a between that materiality
. level and in a sense the

figure—and therefore the numbers are right, st oF ithe swei”

plus or minus the 20 million. Well...the
shareholders would absolutely be staggered

at that...and they wouldn't understand the

correlation between that materiality level and...the cost of the
audit...if you were going to be dropping that down to just say five
million then you're going to have to be doing four times the amount
of work that you presently do...therefore that concept hasn’t been
well put out there because...it’s started to get into the audit report.

8.6.1 Summary

From a regulator’s perspective, the gap in their expectations of what an
audit can achieve and that of auditors is evident. Similar distinctions
between sophisticated and unsophisticated investors’ capacity to
understand emerge, as is the case with the comments of other stakeholders
earlier in this chapter. One of the comments draws us back to the reality
that, among other things, it is what can be achieved for a given price that
constrains the audit deliverable. Again, an illustrative comment about
the auditor’s use of the materiality concept is included, completing the
mention of this notion by all stakeholders as part of the audit expectations
gap. Chapter 5 is dedicated to analysis of stakeholders’ views about this
important topic, which has not been identified particularly as a component
of the audit expectations gap in the research literature.

9.0 Issues and implications

In the detailed individual interviews of users, purchasers, suppliers,
standard setters and regulators, the majority acknowledge the existence
of an expectations gap or gaps. Only a relatively small proportion of the
interviewees believe there is no expectations gap or that it is limited, and
the majority believe there is an expectations gap and indeed many argue
there are multiple gaps.

|77



78|

THE FUTURE OF AUDIT

The users interviewed were by and large professional users as opposed
to retail investors. It was common for users to perceive the existence
of an expectations gap between themselves and the suppliers of audit
opinions, but it was common for them to express a concern that there
was a substantial expectations gap between regulators and auditors.
Some users commented that the expectations gap had narrowed but in
a way that might not be consistent with increasing the prestige of the
profession. Some users commented that the failures that occurred earlier
in the past decade caused expectations of what the auditor could achieve
to be lowered and therefore the gap narrowed. Interestingly, some users
took the view that the changes to the regulatory environment meant that
the expectations gap had lessened because auditors were now working
more closely with regulators.

Purchasers too observed that there were multiple gaps and in some
cases commented at length about the expectations gap between auditors
and regulators. Purchasers expressed some criticism of regulators. Much
of this criticism centred on the fact that there was a belief that regulators
needed to specify the objective of the audit in their inspections as well as
in their oversight of the auditing profession rather than just tell them how
to achieve that outcome.

There was a series of perceptions within the purchasers that auditing
involved undertaking validation of the financial statements to a level
of materiality that was healthy and achieved within a reasonable cost.
One purchaser observed that while the Sarbanes-Oxley legislation in the
United States had ‘plugged a political gap’, it had done so at enormous
cost to the economy. One might argue that this legislation has gained little
benefit for the efficiency of that country’s capital market.

Other purchasers indicate that the audit expectations gap arises mostly
in the presence of business failure and yet in a free market economy there
will always be the presence of business failure. Concerns are raised about
the auditing profession, which might be motivated by false expectations,
due in part to an attempt to gain some economic recompense from a party
who has ‘deep pockets’. There was also critical comment with respect to
the media reaction to business failure and the role of auditors.

One purchaser indicated that if we wanted to change the role of
auditing one would have to adopt quite a different model. Rather than
having an audit process that yields a small proportion of audit opinions
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that are qualified or modified, one might have to increase modifications to,
say, 25 per cent to present a more varied set of outcomes for the market to
consume and absorb. Possibly, then, there might be a more active interest
and readership in the audit opinion.

Leading from this is the issue that standard form audit opinions could
in fact generate a lower level of interest by participants in the capital
market and indeed could result in the users of financial statements looking
at the length of the audit opinion rather than really reading the opinion
itself. Suppliers confirmed the expectations of certain other participants
in the market. Their assessment is that the expectations gap is focused on
essentially two aspects: 1) materiality; and 2) that an audit opinion does
not guarantee all transactions and all events.

A number of suppliers indicated that they did not believe the
expectations gap was closable, with several acknowledging there were
different sorts of gaps with different participants in the capital market. In
particular, retail investors were uninformed and probably uninformable.
There were observations by many suppliers of an expectations gap between
auditors and regulators, although comment was made that regulators were
aware of what it was that auditors did, they just chose not to believe that
this was the ultimate objective of the audit process. There was criticism by
suppliers from the smaller audit firms that audit expectations developed
by regulators were based on their observations of the Big Four and that
those expectations were inappropriate in different parts of the capital
market—in particular, for those companies that were smaller in market
capitalisation.

Frequently, suppliers observed that auditing could be cast in many
different ways, but the presence of materiality meant that auditing was
able to be undertaken at reasonable cost to give reasonable assurance and
this in itself was not understood by a large proportion of the market.

There were few observations from any of the interviewees about how
the audit expectations gap might be resolved. One positive comment
nominated was that in the audit report the scope of an audit could include
comment on that which was undertaken by the auditor and that which
was not, so that there was a more fulsome description of the scope of the
audit process.
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Another observation was that the presence of a stronger regulatory
environment had in fact added to the expectations gap. This could be
so because if regulators undertake their inspections with a particular
purpose, as a consequence, they might miss the key issues of an audit
engagement compared with those identified by the auditor at the time of
the engagement.

One standard setter made the observation that many investors paid
little or no attention to the audit opinion unless there was a business failure
involved. Hence, there should be no expectation on auditors by those
who did not use the audit opinion in their investment decision making.
Others reading this report might conclude that such a view is naive and
slightly condescending, as one does not have to read an audit opinion
comprehensively to be able to understand what it says. As observed
above, one might reasonably conclude the contents of a standard form
audit opinion by its length.

There was also a comment that audits had a further type of expectations
gap in that they could not stop the existence of certain behaviours (such
as directors continuing trading while a company was insolvent); the best
they could do was to terminate or minimise that behaviour once it had
been discovered. One might say that they can also disclose information
about this behaviour to the investing public.

One standard setter observed that much of the expectations gap was
caused by regulators who could choose to deflect blame and negative
market sentiment from themselves and on to the accounting profession.
One might also observe that the expectations gap between the accounting
firms and the regulators can be particularly damaging to the suppliers of
audit services and to the efficiency and credibility of information available
to the capital market.

Regulators also took a ‘big-picture’ view. None of the regulators
interviewed indicated that legally enforceable auditing standards would
really help close the expectations gap, narrow it or manage it. There
was also a view that many players in the capital market did not require
assistance in understanding the role of audits, but some players did.

We would like to comment on an issue not expressly raised by any of
the regulators—that in the Australian economy, much has been done to
encourage participation by a wide spectrum of investors in the Australian
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capital market. There have been many government floats and increased
participation by a wide section of the public in various pension plans.
There has, however, been no parallel public policy support mechanism to
help educate and inform those participants in the capital market.

10.0 Concluding remarks

This second part of Chapter 3 touches on the often-quoted issue of the
expectations gap. While this part is linked to the earlier part of this chapter,
focusing on understandability, there are also certain distinct differences.

Among a large and disparate group of stakeholders there is widespread
but not universal recognition of the audit expectations gap and one can
conclude that with few exceptions no-one believes that this issue has
been bridged. The policy question becomes: does it matter? From one
perspective, the view is that the presence of an expectations gap or gaps
is not costly to audit firms, but there is evidence that it is costly to the
efficiency of the market for information that operates within the capital
market. It is therefore still an important policy issue that warrants the
investment of time and effort by those interested in the efficiency of the
capital market.

Importantly, as a policy consideration, there was reference to the
existence of three potential gaps: 1) between users and suppliers—the
traditional gap referred to frequently in the literature and in discussions
more broadly; 2) between regulators and suppliers; and 3) between
purchasers and suppliers.

In terms of the policy considerations, these issues will be dealt with
in turn.

First, the expectations gap between users and suppliers is dealt with.
In this study, as there has been with previous studies, there is recognition
of a wide diversity of expertise among users. One policy consideration
not widely contained in the literature is that the diversity of expertise is
not played to by the current provision of audit information. Many users
have high levels of expertise but the same commoditised audit report is
provided to all. A second policy issue is that for the less expert users of
financial reports, the population is poorly defined and probably constantly
moving. As such, there is a serious question about the feasibility in a
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public policy setting of building that expertise or educating those users
to a point where they will not have an expectations gap, but rather a full
or at least reasonable understanding of the audit process and outcome.
The question becomes, is it worth embarking on any process to close an
expectations gap with such a population of users? This does not presuppose
that nothing will be done, but that we do not have as an expectation that
this gap can close completely.

Additionally, with regard to the expectations gap between users
and suppliers, there is the issue of diversity of incentives. Where
corporate collapses occur there is the possibility of an enhanced or even
‘manufactured’ gap existing. On the one hand, we have users who might
not have ever relied on an audit report claiming such reliance to access the
‘deep pockets’ or economic substance of large audit firms. On the other
hand, we have suppliers to the market for audit services claiming that the
limitations on what they seek to undertake in an audit are not understood,
thereby attempting to avoid accountability in the circumstance of corporate
failures. Put another way, from a public policy perspective, the audit
expectations gap will come and go depending on economic circumstances.
If this is the case, there is the question of what is the legitimacy or validity
of the expectations gap in a stable or neutral setting?

With respect to the expectations gap between regulators and suppliers,
the policy issue is: what is an audit? It is well understood that auditing in
a free market economy is a form of delegated regulation. The presence of
an audit comes about because of legislation in order to provide some form
of assurance of the disclosures made by companies and others trading in
the market. Is it the case that suppliers and regulators understand that
this is in fact a form of delegated regulation? The implication for auditors
is that the audit process is a form of regulation that they are asked or
required to undertake for and on behalf of a client who is from neither
the directorship nor the management of the company. For regulators, do
they understand that delegated regulation means they must pass on that
delegation in a fulsome way? Put more directly, do regulators understand
that the role of regulation is to specify the objective or outcome of the
audit process rather than to specify the means and processes by which the
audit is undertaken? Do regulators need to withdraw from the specifying
process and more clearly specify the objective and outcome? If they do
specify the process, do they have unintended bias about specifying that
the processes used by the Big Four represent best practice and therefore
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should be used as the benchmark?

There is also reference to an expectations gap between purchasers
and suppliers, but this is not seen in the same dimension or at the same
level of complexity as the other two. If there are some issues around this
expectations gap, they could relate to particular topics that are dealt with
in the next paragraph.

One possible policy implication of a discussion of the audit expectations
gap is a need to attempt to obtain greater focus on the gap by specifying
which topics of the audit process or outcome are subject to an expectations
gap. From the evidence available to us, there are three issues that are
clearly of substance: 1) the issue of forward detection and whether this
is an expectation and, if so, whether it should be expressly removed
from the expectations of users by way of scope paragraphs; 2) the issue
of materiality and the extent to which there is no or insufficient public
description of materiality in an audit context and the consequences on
the audit process and outcome; and 3) the use of certain language. The
key in this last category is the use of the word ‘test” in the audit report. A
test can be a test of 100 per cent of the population of items or it can be a
test of a much smaller proportion. The word ‘test” does not in and of itself
suggest that the work of the auditor is on a sample basis. Substitution of
the word ‘sample’ for ‘test’ might be a simple action, but it could provide
much greater shared meaning of a key part of the audit process.

Another issue with respect to the expectations gap is whether we can
expect removal of the expectations gap when there is evidence that the
audit report is much less than universally read. Again, this returns us to
the issue of what incentives, behaviour or actions would help ensure that
the audit report is more frequently read rather than scanned, and we refer
to comments made in the earlier part of this chapter in relation to this
matter.

Another policy implication is whether the legal backing of auditing
standards will assist in the eradication of the expectations gap. That is,
based on conversations with stakeholders, those responsible for public
policy should not expect that legal backing of auditing standards will
have any consequences for the audit expectations gap.

There were some alternative propositions put by various stakeholders.
For example, do we want to adopt a quite different model to the current
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audit model? For instance, one in which auditors may be given the
responsibility of providing an alternative set of financial reports to those
of management. This is an extreme alternative and possibly not worthy of
any consideration, but it does illustrate the point that there are alternative
models to the existing audit process. Whether these models are acceptable
or even remotely achievable is not so much the case as that there are
alternative models available. Another model might be to undertake a
much more comprehensive sampling of items in the financial reports, but
that would come at a significant cost, which in turn would result in much
lower returns to shareholders.

The policy issue here is that the current model is based on certain
parameters, which include reasonable costs and the absence of a guarantee.
Are these the parameters we want to live with in the future? Because these
parameters are now so universally accepted, do we have any choice in the
matter?

In conclusion, the biggest single policy issue in this part of the chapter
is that the expectations gap is alive and possibly is not subject to closure.
Indeed, it is complex and involves multiple gaps. With respect to the gap
between regulators and suppliers, the observation made is that these are
clearly defined populations of stakeholders, which one would expect to
have considerable shared levels of expertise and understanding, and that
it might be efficient in public policy terms to work on the expectations
gap between these two stakeholder groups as a matter of urgency.



