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I would question how useful...[detailed information about the audit
process and outcome] really would be, because...if there was an
agreement amongst the audit firms or a direction from government...
that theyre required to make more disclosure...it would literally
be lawyers sitting round a table working out how to word that
disclosure, and the wording would be similar amongst all the firms,
and very soon it would be pointless in terms of adding real value...
to the reader of the financial statements...It would be a motherhood
statement...that says we've conducted this, this, this and this, and
my guess would be it would be fairly similar between each audit
client...They [would] put a lot of effort into getting the words right
initially, but they wouldn't be putting a lot of effort into tailoring the
words for each audit...so I'm not sure that it would really provide
that much value to a sophisticated user of the statements.

— Purchaser

1.0 Key issues

Responses to the proposition that either auditors or management should
be charged with the responsibility to disclose incremental information
about the audit process and/or the audit opinion are mixed, within and

across categories of stakeholders. Key issues include:

is there value in further disclosure in the audit process and/or
outcome that is subject to regulatory requirement
if either auditors or management provides additional disclosures in

the context of audit, what would be the most appropriate content and

location

if such disclosures are to be provided by either management or
auditors, what mechanisms could be used to monitor the disclosures
to ensure that they are not misleading or deceptive?
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* if'such disclosures are not to be provided by auditors or management,
what other mechanisms might be introduced to provide that content,
presuming the content is deemed desirable for distribution

* will additional disclosures, no matter where they are located, merely
exacerbate information overload to the point that a counterproductive
effect occurs?

2.0 Disclosure of the audit process by auditors

Within the literature, some commentators have suggested that, at least in
aggregate, one way of helping overcome differences of view in the market
for audit services is to provide more disclosure to the market on audit
processes. This, it is suggested, will enable users of audit opinions and
other participants in the market to be better informed about what occurs
within an audit. While there was not a specific survey question about
this issue, the individual interviews revealed a rich and diverse array of
opinions in this regard.

Interestingly, there were many comments from users, purchasers,
suppliers, standard setters and regulators, including some that were
introspective and possibly even self-interested. For example, purchasers
tended to focus on information potentially provided to management of
auditees rather than to the wider stakeholder group of shareholders. Even
standard setters tended to think of their own position rather than that of
the efficiency of the capital market. Typical comments are provided below.

2.1 Users

Several of the users felt that having auditors disclose information about the
auditor’s work and processes would be useful, particularly at the individual
client level, but overall there was scepticism that this information would
be taken advantage of as a useful resource, especially by retail investors
who some might argue were most in need of this type of additional
information. The following quotations reveal reactions among users when
the question is put to them about the worth of auditors disclosing more
about their work. Several made suggestions about the type of information
thought desirable to be disclosed by auditors and suitable outlets for it.
This first quotation provides the interviewee’s perception that as long as
the information is presented in a highly readable way, it is of merit:
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I can see some merit in...[a] statement that’s included in the annual
report if that...gave a few more details about what’s actually done...
at the moment all you're looking at is ‘have they signed the dotted
line?” ‘Is there any qualification?” That’s all you're looking for. So
people may not spend all that much time...reading if you put more
details in it, but you could imagine that if it’s set out nicely and
easily readable, people would actually at least scan and see this is

what theyve done...Yes, there’s some merit in that.

This next quotation suggests content, including verification of the
existence of assets and liabilities and their value and whether internal

controls are reviewed to ensure accurate capture of data:

I actually think [auditor disclosure of the audit process is] a really
good idea. I don’t think they [provide] enough [explanation] of what
theyve [done], how they arrive at their opinion and...it would help
people who read the assurance statements to formulate in their
mind what’s been done. Things like ‘we’ve verified the existence of
assets and their value, we've undertaken an internal controls review
of the business to ensure that the capturing of accounting data is
accurate, we've verified assets and liabilities where we can, we've
got independent views'...If they went through all of that process...
it would be really good and it doesn't need to be hugely wordy...
obviously it’s going to take up a bit of space, but it wouldn’t be a

bad thing...even if that was something on a company’s web site.

More suggestions for content are included in this next user’s comments, as
well as disclosure of whether invoices and contracts have been examined,

the level of testing of subsidiary ledgers and the materiality level:

[M]ainly the confusion arises when the reader of the audit [report]
doesn’t really know how much work or how much background
checks or information the auditor has actually done to come up
with the response. So whether it’s...the level of testing of things
like debtors, creditors, ledgers, whether they actually checked
invoices, whether they’ve looked at contracts, what the materiality
has been et cetera, because...from a [lender’s| point of view, when
youTe looking at a balance sheet, have they really gone behind
the numbers to validate things or have they just relied on the data
given to them by the customer and then perhaps [a] random sample
of that particular testing and if so, that’s okay, but what’s the level
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of confidence [that] can be gained from that...if you knew what
sort of testing they have done or what...methods they've used, you
can then draw your own conclusions [about] whether you need a
further assessment on that particular aspect or whether you can
rely on it totally.

This next user would like to see the auditor’s views on matters that go well
beyond what is included in the financial audit, such as the operational
efficiency of the audited organisation or the transparency in obtaining
information relative to experience with other organisations.

If I'm referring to our own organisation, probably things like if they
come across operational issues where they feel...there’s something
behind it that’s not quite right, or if they come across [issues]
that aren’t necessarily just related to the figures but...in actually
getting hold of figures or getting hold of data and they find either...
unnecessary complexity or difficulty in obtaining that information,
or that it seems to be not documented or any of those sorts of
things...that would be a good concept to disclose...So just from
their point of view in operating, in going and auditing a number
of organisations, a view as to maybe the operational efficiency or
the operational transparency in actually obtaining that information
relative to other organisations.

The next user seeks greater disclosure by the auditor of his or her
subjective assessment of the financial position of the company:

[W]e deal with clients who have shares...[and] the majority
wouldn't have any idea of some key measures that youd like to
think that they’d know about the company...when you look at...
company reports a little bit more, you really have to look hard and
unless you're a specialist or you know what to look [for], it’s hard to
get certain kinds of information. You get the core information but
any more detail—which...sometimes gives you a feel[ing] of what
the company [and] its financial position is—it’s a little bit harder. So
I would like to see a lot more [disclosure by the auditor].

One user feels the venue for enhanced disclosure by the auditor should be
the AGM and the importance of the independence of the auditor needs to
be more conspicuous:
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[I]t probably wouldn't be a bad thing. You could probably do it at
an AGM, run through the financial reports, say, potentially even
have...a statement read out from the auditors to say, “We've actually
read through these financial reports and they're in compliance with
standards’, any events, extraordinary events or whatever it might
be that need to be read out—mneed to be read out as well...that
would be a good thing. Just to heighten the awareness of people
at AGMs of what’s happening with the financial reports. Because
quite often you get read out the financial reports from the CFO and
theyre brushed over pretty quickly...And it doesn't give a feeling
of independence...at an AGM, which is shareholders” only real
avenue to management, there’s always a bit of a feel[ing]...of spin
doctoring, et cetera, by the company to say, ‘Listen, this is fantastic,
we've had a great year’...and there’s no real clarification of reports
by the auditors at all.

This next user implies that it is the financial statement and note
presentation, not the audit, which needs attention:

[Pleople just need to understand in general...terms what’s gone
on, but...I do think that they just assume it’s right...what the
frustration of the capital market is, is not with the audit itself, but
with the way in which the information is then presented.

Less supportive comments by users include concerns that any additional
material will not be read, especially by retail investors:

It would help, but [for] the retail market, reading accounts is such
a small part of their life.

[T]he retail investor does take comfort from the fact that an audit
firm is doing the audit, that gives...a level of comfort. But I don’t
think they really want to know too much more...[and] nine times
out of 10, everything is right...for listed companies anyway:.
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[T]heyre really pushing it uphill to start with. I don't
think they need to disclose any more, because when

‘They don't . . , . i
read what things are going well, people don't read it. They don’t
they've read what they've already got...it would be interesting
already got.’

to line up 100 shareholders and ask them have they

ever read an audit report. I suspect most would say no.
Because...most retail shareholders struggle to read the
accounts. It's a real reflection on the accounting profession, how
poorly we present financial information.

The next user raises the issue of information overload, with the auditor’s
responsibility for detecting fraud being singled out as a worthy disclosure:

[T]here is already so much information out there that it’s difficult to
digest...if the concern of auditors is that there’s a gap...people are
expecting them to pick up fraud when they're not, then perhaps in
general that needs to be addressed. I'm not sure how you do that
exactly, but in terms of audit by audit, whether that needs to be
paraphrased in some manner at the end of the financial statements.

I just don’t think people will read it.

I don’t think the average person would look at it. I mean,
if you read the audit report, it tells you what they're

‘| don’t think . , .

th: gveralgne looking at anyway. If you've got any understanding of

person would financial statements, you can take quite a lot away from
IEgk el that. The issue is that the average person doesn't have

that knowledge about the financial statements, so that’s

when it becomes more difficult...it’s the general view
that if the auditor signed off on it then it all must be okay, and
that’s the layman’s understanding about what an audit statement
is. It’s probably something that’s going to change over time. It’s a
bit like superannuation—people don't understand superannuation,
even though they have to put 10 per cent* of their salary towards
it each year...the education of investors will happen slowly over a
period of years.

4 In Australia, the statutory minimum employee contribution to superannuation is
9 per cent.
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There were several other comments, not reproduced here, to the effect
that the annual report itself was not the place for such further disclosures
by auditors.

2.1.1 Summary

Although some users are enthusiastic about the notion of greater auditor
disclosure of the audit process, reservations are expressed about whether
one part of the user group—the retail market—would find the time
or motivation to read such additional information. As to what type of
information about the auditor’s work and processes would be useful, users
suggest a variety of things—from detailed information about assets and
liabilities, operational issues and difficulties encountered in accessing the
underlying needed information to unnecessary complexity or difficulty in
obtaining that information, or required information that is not documented
and further information about the company’s financial position. Each of
these disclosures is well beyond the current requirements of auditors.

2.2 Purchasers

As with users, purchasers provided mixed responses to a question put to
them about the worth of having auditors make additional disclosures about
the audit process. Some, as illustrated below, were quite enthusiastic about
this type of communication as an educative process—but more for company
insiders than for shareholders, as suggested by this first quotation.

[F]ace-to-face is the way to go. Certainly, an audit-wide perspective to
a selected audience...I'd appreciate that very much. I wouldn't expect
too many changes between the audit firms, especially the Big Four,
but...you do understand there are different cultures. So I would be
very interested [if], as one of the first things that our new auditors
did, would be to say, ‘Look, this is how were going to be approaching
the audit and these are the key areas that we're looking at.” I guess not
just as a start-up to the audit, but...wherever they head out.

The next purchaser suggests disclosures from the auditor about changes
to regulations and standards as potentially useful:

[T]here would have to be a constant education to shareholders
on the changing regulations and what auditors are doing...there
were some new standards coming out for the auditors a few years
back, [and] it’s definitely an education process to shareholders.
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I'mean, to the extent that they don’t know, then...they should know,
and...it would be up to the accounting profession, or the auditing
profession, to be in a position where they are educating the wider
community on exactly what theyre doing and how they’re doing it,
and where things are heading and changing.

Information sessions run by the auditing firms to which purchasers and
users are invited is the suggestion of another purchaser:

Even me, for example, I'm not fully sure of what those new auditing
standards meant. I've got the perception that there’s a lot more red
tape that auditors are going through now, and there [are| a lot more
sign-offs and qualifications, and peer reviews and all these sort
of things. But I'm not really sure of what is meant and how that’s
reflected in the audit work that’s now being done in our organisation,
or in our audit fees or any of that. So education...I definitely want
to know a bit more and in some more succinct environment to do
that. We get invited to plenty of forums that our auditors give...
whether it’s [on] tax updates or accounting updates and all that.
But I've never seen a general two-hour session in the afternoon...
with maybe drinks afterwards, or tea or coffee, talking about the
profession and where it's heading and what the new standards
mean. If...shareholders and the wider community [are invited to
that type of activity]...that could be worthwhile.

Information about the client-tailored expertise of audit personnel would
be a worthwhile disclosure from this next purchaser’s point of view:

[TThere needs to be a certain level of disclosure from
- accounting firms about how they approach things,
[t not just simply the expertise that they’ve got—Dbecause it’s not just
a process, it's ) L
also...how do they simply a process, it’s also...how do they ensure
i?sufe ﬁheY'Velgg’t they’ve got the right people? If you're basically going
e right people?’ . , L
gt peop in and youTe auditing, for example, the resource
entities that are cropping up now in Western and

South Australia, well a lot of the audits of those kinds
of organisations probably require some kind of resource expert...
somebody who’s basically had two to three years post-university
who’s doing the audit doesn’t have that skill...so how do auditors
get the right blend of skills for the different types of organisations?
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What comes through in this next quotation—which includes suggestions
for enhanced disclosures around accounts or the processes used to verify
them that the auditor is not comfortable with—is the ability for insiders
to converse with auditors about these issues. Shareholders have this
potential at AGMs, but rarely use it to elicit this type of information from
auditors—at least according to views expressed in this chapter by all
categories of stakeholder.

[W]ere reasonably happy on this front...the
key thing for us is, if there is something [that]
is not a straightforward matter...say, a reserve... ‘It's....very broad...we
[which is] normally what happens now, it either don't actually know

gets signed off or it gets signed off subject to V\\/lgs;igjvagxilzgeuggy
qualifications...We would like just a bit more they look at things?’

description as to the particular...fields in the
accounts that [they]...maybe aren’t as comfortable
with, or they’ve gone through a rigorous process
to verify the accuracy [of]. There’s not a lot of description, so what
we don't really know is how much time has the auditor actually
spent looking at a particular reserve or a particular accounting
number and how comfortable they are with it...[and] particular
items in the accounts where auditors might have a particular issue
rather than having a qualification instead of a sign-off. Just maybe
some more colour around how they’ve verified...or even just...
at the beginning of a set accounts...a statement of what they’ve
actually verified. Because at the moment what we get is ‘true and
fair’ or whatever [as a] sign-off from the auditor. It’s...very broad...
we don’t actually know what have they actually verified. How close
do they look at things...we talk to the auditors in detail and we find

that out afterwards, but we can’t tell that from the actual accounts.

I'ma firm believer that the annual report should...
give a shareholder a good understanding of the

organisation, not only its financial statements, N[ oot ci

. . . . make an AGM, not
but its operations and its business. So I would everybody has...access

punt for greater disclosure in the annual report to the web or even

over [an AGM]...not everybody can make an wants tossit there and
listen to broadcasts.

AGM, not everybody has...access to the web or

even wants to sit there and listen to broadcasts,
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and let’s face it, if youre actually sitting there listening to an
accountant talk about how they audited financial statements, it’s
not going to be the most exciting thing to listen to.

The same purchaser continues, explaining that whatever information is
provided needs to be linked to potential implications for the shareholder:

[A]ny additional disclosure, especially in these sort of areas...needs
to be kept simple. There’s no point having disclosure in the annual
report that is...caught up in jargon. And what I mean by simple
is, you should be able to give the average shareholder out there
a nexus between... ‘this is why we're auditing, this is what we're
doing, so this is what it means to you, and this is what it doesn’t
mean to you'...I don’t know how you would do this...but linking
that to the financial statements...instead of just having a page on
the auditor saying, “We did a controls-based audit and we looked
at this, this and this and we judged that their revenues are recorded
accurately and their expenses have been recorded accurately and
everything'’s capitalised that should be capitalised’...That’s all well
and good, but [it should be linked| back to what...it mean(s] for the
shareholder, reading that, as opposed to just getting a blurb?

The next purchaser would prefer to see enhanced disclosure by the
auditor about how the firm goes about preparing and undertaking the
audit in the audit engagement letter—again, a medium that capital market
participants are not privy to.

As a manager in a business, and being a CPA but

" : not an auditor myself, and not having an audit
I'm constantly trying to

struggle to understand background, I'm constantly trying to struggle to
what they call their understand what they call their audit approach,
audit approach, the h . h th h d f
T P the proprietary approach that they adopt for
that they adopt for each audit. And as a customer of the audit firm,

T e I'd like to understand more about how they go

about that, so that I can evaluate whether we're

getting the right level of service; whether they're
undertaking processes that with a little bit more information and
insights as to how they go about preparing and doing their audit...
I could actually say, ‘Do you realise this or that?” And ‘that’s not
ever going to be material’, and ‘you don't really need to worry
about this’. And it could actually drive efficiencies in the process
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that way because, obviously, with the purchase of these audit
services we've got a big interest in keeping the fees down. So...
I'd like...some more information in that regard to be disclosed.
And...the logical way for them to disclose that to their customer is
through the engagement letter process in almost a couple of pages of
explanatory memorandum about their audit process and how that
ties back to specifically what we're going to do for you, rather than
just the normal engagement letters, which are pages and pages of
just canned information, disclaimers and those sorts of things.

Enhanced disclosure by the auditor about materiality is the suggestion of
this next purchaser:

So the people that are interested can actually seek it [from the
company’s web site] without cluttering up [the audit report]...
maybe something about materiality...might be of interest.

Making the management letter public is the preference of another
purchaser, who has capital market participants in mind in responding to
this question:

[W]lhen you look at the bland innocuous report

that appears in the annual report and when you ‘[Tlhe management
look at the fact that very few auditors are actually e UrEifs

] disclosed to the
ever questioned at AGMs, one really wonders what board should be
people get out of the report other than the brand made available to

shareholders on

name of the firm, the brand name of the individual the web site.’

that’s auditing the firm and the clean certificate...
the management letter that is disclosed to the
board should be made available to shareholders on the web site.
The auditor should be required to present it and take questions on
it at the AGM. There will be the usual complaint that it contains
confidential information. The reality is that if the matters are
significant enough to be brought to the attention of the board, then
as the proxy of the shareholders, the board should be comfortable
with that being disclosed.

As with users, several of the purchasers, however, are sceptical
about incremental disclosure of the audit process by auditors. This next
purchaser points to the potential for information overload as a reason to
maintain the status quo:
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I would generally say that annual reports, financial

‘[Alnnual statements, have probably already got too much
reports, financial information. So I'm not in favour of...putting more
statements, have . . .
probably already and more information about more and more things

got too much that many people won’t want to read. But, having
information.’

said that, I also recognise the fact that there needs

to be an avenue for people to get information if they
want to. So perhaps the issue is the halfway house.

From the financial service industry point of view, the disclosure,
of itself, is actually quite onerous. It's quite extensive already...
both in preparing the financial statements and other audit work
that the external auditors have to prepare for the regulators or for
management or for the external managed [funds]. So there’s actually
quite a bit of information and on top of that they also present at the
various board meetings on what they do, how to do it and its up to
the individual boards to ask them.

The same purchaser continues, pointing to the AGM as the opportunity
for shareholders to ask questions of the auditor:

[A] simple answer, if there is a simple answer...to this question is
[that the auditors]...have discussed quite a bit in terms of what
they do, how they do it and also there’s always opportunity for
key stakeholders to ask them more questions, especially if it’s
a listed company. Nowadays external auditors have to actually
attend the annual general meeting...so obviously it’s up to ordinary
shareholders...And I must say that obviously a lot of the information
might be verging on too technical, too complicated and could be
confusing and misleading to the uninformed or un-technically
trained readers. So...especially from the financial service industry
aspect...the current level of disclosure is...quite extensive already.

Another purchaser similarly invokes the AGM as providing an opportunity
for shareholders to learn more about the audit:

They have the information. They can come to the AGM, and the
auditors come to the AGM.

One purchaser, responding to this question, makes clear his or her feelings
about the worth of existing disclosures by auditors as ‘jargonish...mumbo-
jumbo statements’:
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My initial reaction to that question was no, they
shouldn’t, because I've got no idea what they
would actually disclose...and why they would
disclose more information...it comes back to
a further question, which is what’s the role of
the auditor? What are they actually trying to
achieve? What I do think is that the current
disclosures and the opinions that are provided are
jargonish...mumbo-jumbo statements. So no-one

‘[Clurrent disclosures
and the opinions
that are provided are
jargonish...mumbo-
jumbo statements. So
no-one understands
them and no-one reads
them.’

understands them and no-one reads them...there is an expectation
in the...public arena, and that’s what people measure auditors’
performance against. So I don’t think additional disclosure in their
report actually addresses that expectation gap, if you want to call it

that. I don’t think it is the expectation gap.

The suggestion for a ‘simple English” report stating what the auditor has
done is the reluctant suggestion from this next, unconvinced purchaser:

[Auditors] should just state...in simple English what they did. What
does it add? I suppose I'm very in favour of a simple English-type

report, but I'm not sure what [more disclosure| adds.

This next purchaser enunciates the likelihood of a ‘motherhood’, ‘boiler-
plate” generic statement, vetoed by lawyers, if the suggestion is to go
ahead, with little or no tailoring to the specific circumstances of each audit

engagement and hence with limited value:

|[E]ven if I was an active retiree investor in the habit of reading
financial statements, which...is probably a very small minority,
would I get value out of reading a statement that said exactly
what sort of work was done and, more importantly, would I make
investment decisions or be guided by that? I still don’t know that it
would add a lot, unless there was a requirement somehow to tailor
those words very specifically to that audit and that organisation...if
it was a generic statement about the processes that were undertaken,
I don't think it would add a lot, but if it was a statement that was

very specific...[it might].

Three purchasers point to the importance of users being able to rely on the
professionalism of the auditor and the professional nature of the conduct
of the audit, rather than any need to rely on enhanced disclosures:
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[M]ost people probably could understand but I don’'t know if they're
really interested. They can go and read the auditing standard...and
we don’t get anybody doing that...all they want to know is do the
auditors tick it off or not and then there’s an assumption that if
they've ticked it off there’s a professional level and standard to that
which applies. So it’s really...that integrity around the profession
which is the...critical one.

I don’t know where else it could be disclosed quite frankly. I don't
know what [the disclosure] would be. I don't think you want auditors
busy explaining sets of accounts to the investors or anything...that’s
up to the companies...and the other thing is...these are professional
firms and...you've just got to rely to an extent on [their] professional
nature. That may be a bit of an old-fashioned concept.

I don’t think it’s really necessary for auditors to disclose any more
than they do today...what shareholders have got to have confidence
in is the selection of the auditor, the auditor’s independence, and
[that] the company through its audit committee has processes to
ensure auditor independence. At the end of the day, auditors will
give an opinion that is also based on certification and representation
letters from management...when you stand up there at an AGM, or
sit on the stage like I do, shareholders today are really looking at
that CFO and saying, ‘Youre accountable for all those numbers of
disclosures and we're trusting you that they're right.

The same purchaser continues, arguing that what is more important
than auditor disclosures about the audit process is transparency by the
organisation about auditor selection and mechanisms the organisation
uses to enhance auditor independence.

[Y]es, auditors will give an opinion, but auditors give disclaimers.
And, as you've seen from the various litigations around the world,
CFOs go to jail first. Now, would there be any greater protection
for a CFO if the auditor was required to disclose more information
about their audit? Probably not. So I don't think it’s necessary. But
what is necessary, and we are required to disclose this now as part
of good governance, [is] that you have a good process in place for
your auditor selection, that there are good processes in place to
ensure their independence. And...once you've got that, that should
be adequate comfort for shareholders.
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The same purchaser explains the content of his or her organisation’s
disclosures about auditor selection and independence-affirming
mechanisms. Of concern is this purchaser’s last observation—that even
analysts do not read the financial statements.

[The auditor’s independence declaration]| does

help, but if you read our disclosures...you will
. 'Analysts today don't
see we have in our governance attachment to

They wait for a CEO

through as a company to ensure the auditor is
ug company to ensure the audi ! and CFO to get up on

independent. So, yes, the auditor’s got to give announcement day and
a certification they are, but we're disclosing distil it for them. They can't

how we also verify their independence. And e s i el

we have a cap on how much other work they

even read the financial
the directors’ report the process we actually go statements and disclosures.

can do. We've got a process of approval for

non-audit services. We list the prohibited services and so on. So
to disclose more I don't think is necessary. And I happen to be
one of those people who believe that we've gone over the top with
disclosure. And I'll give you an example why I say that. Analysts
today don't even read the financial statements and disclosures. They
wait for a CEO and CFO to get up on announcement day and distil it
for them. They can’t understand it all.

The explicit or implied claim of these next few purchasers is that enhanced
disclosures by an auditor of the audit process will not achieve anything.

It just won't help. [The reality is nJobody’s interested...and I just
don’t think you can...make people interested, that’s the trouble.
I don’t think you can legislate...what you've got to do...is make
sure that there’s...a professional standard that goes on there, which
people can generally rely on.

No, I think current disclosures are fine.

I presume...youre talking about in a set of statutory accounts,
should the auditor...provide a 10-page report rather than a one and
a half page report like they do at the moment? And my view would
be no.

[M]y view would be the auditor’s got to follow auditing standards.
The standards are a public document. Why would they need to do
anything more?
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I strongly don’t believe that by providing a lot

Typically, a set of more detail they’ll get that information. As a side

accounts now is over comment, the published accounts at the moment

100 pages and | don't have gone crazy with the amount of disclosure we

believe the majority .
of shareholders do under the new accounting standards. Because,

either read them or for a company like the ones I'm associated with,
Ui e typically a set of accounts now is over 100 pages
and I don’t believe the majority of shareholders
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either read them or understand them. So...in
that context, if you actually say, do they need another 10 pages to
explain...if you actually said they're going to provide a document
which was a proper description of the way the audit was conducted
in detail, you wouldn’t do it in under 10 pages. It would be...very
dense material and I just don't think it would actually help the
situation at all.

2.2.1 Summary

Few of the purchasers feel that it would be useful to disclose more
information about audit work or audit processes, wherever disclosed.
Several make reference to the extensive disclosures in annual reports and
the fact that few users understand these, without adding more. Three refer
to the AGM as an opportunity for financial report users to ask questions
of the auditor. Three refer to the auditing standards as being available for
reference if information is needed. A fear that such disclosures, if made,
would become standardised or ‘boiler plate’ was also expressed. That
such disclosures might lead to negative outcomes for auditors is a concern
expressed by one of the group. Interestingly, in this group’s comments,
there is a high degree of knowledge demonstrated of what is entailed in
an audit and sympathy for the auditor in terms of unrealistic expectations
of what an audit can achieve.

2.3 Suppliers

Suppliers were generally, although not universally, against greater
disclosure of their audit processes than that already existing. Added
‘confusion” and difficulty in explaining the exercise of judgment was the
verdict that filtered through in comments such as those reproduced below.

[Dl]isclosing more information potentially runs the risk of creating
more confusion around people in the marketplace understanding
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what the auditor does or what he doesn't do...there is a large
amount of judgment involved in the conduct of an audit, and the
procedures you would undertake and the work you would do vary
significantly from entity to entity, and can differ from entities even
within the same industry sector, depending upon their risk profile,
depending upon their individual circumstances. So...to come up
with some form of disclosure [about]...the work...undertaken...
would be quite [hard] in my view to try and create something that
would be meaningful, other than something that would be fairly
generic, if you were to say well, this is broadly conducted across
any financial statement audit.

The next two suppliers allude to the likelihood of generic disclosures:
should auditors disclose more of their audit process than is the current
case?

I doubt it. In fact, you're much better informed about
the structure of an audit opinion and what'’s supposed

to be in there and you know to look for a heading Lt just three

pages of boiler

called ‘qualification” or ‘modification’...Most people plate that no-one’s
don't know that. But there [are] two or three other eVTr glfing to
ook at.’

paragraphs around directors’ responsibilities, scope,
et cetera...so whether we extend that to three pages
of discussion around [a] director’s responsibility and
our processes, it’s just three pages of boiler plate that no-one’s ever
going to look at. And the other question I'd put...is, well to whose
benefit would it be for us to disclose more about our work and our
processes? I don’t think the users really get any benefit from it.
All they seek is our assurance. So long as they've been given that

clearly...that’s all they would want to know.
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‘External auditors do
phenomenal amounts whatever, the typical outline of our report...is an
of work and end up

with...one page in

I can't see that it would add much value...When
we do internal audit work or a[n]...assignment or

introduction and context, if you like...that has

the annual report that the genesis of this job, and then obviously has
basically says nothing scope, and particularly any limitations thereto,
much.’

and then you have work performed. So, when we
are writing a report to a client or to whoever it is,
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we would give that context. External auditors do
phenomenal amounts of work and end up with...one page in the
annual report that basically says nothing much...If we are going
to change that and have the auditors explain what work they do,
you'd probably have a lot more to disclose. The auditor will then...
either want to say a lot, or say as little as they do now. It sounds a
bit like opening Pandora’s box...It would either be a very generic
statement that I don't think anyone would read, or it'd be a genuine
description of everything they did, which would be voluminous,
and written with a view to the defence lawyer further down the
track, rather than to...informing the capital markets.

Like the previous supplier, the next one cannot see a happy medium
between saying little and saying more than enough to cause confusion
in order to explain the audit process adequately. Succinctness in the
explanation is not a characteristic that suppliers see as possible because of
the complexity and ambiguity of the audit task.

[M]y concern in disclosing more information is that does that then
create even more confusion? The question is whether there’s a happy
halfway house between disclosing nothing and just saying we do an
audit in accordance with auditing standards to a disclosure which
lays out in gory detail exactly what steps we take. And I'm not
comfortable that there’s a halfway house between the two.

Confusion is the theme in this next supplier’s reaction, too:

[T]he investors in the street probably...don’t understand financials,
and therefore if you start to add more information to that
framework...you create more confusion rather than less confusion.
There probably is a need to create some form of simplification.
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The difficulty in adequately articulating the application of professional

judgment in the audit process is the concern of another supplier:

The only reservation I have...about that is...
how far do you go, and what information do you
gap, I'm not convinced that giving them more

is necessarily going to close that expectation
gap [to] any great degree. The way we conduct

. . . ‘[TIhere still is an
disclose to them...whilst we certainly need [to] element of professional

try and do something to close the expectation judgment that goes
into the way we
conduct it. So it's very
information about the process that we go through hard to articulate that
sort of thing.’

audits...[is] particularly regulated by standards,

et cetera...but there still is an element of professional judgment that
goes into the way we conduct it. So it’s very hard to articulate that
sort of thing into further information to disclose to the reader. So
I would find it very difficult to see that particularly closing the

expectation gap to any great degree.

Determining what it is that is relevant to disclose is the dilemma as far as

the next supplier is concerned:

[I]t’s near...impossible to succinctly explain that to someone...so
my concern would be if you go away from what we've got now—
which is a straight page, a page and a half that says we've done
an audit according to the standards, the directors are responsible
for the accounts, we've done an audit—where do you go? Because
obviously there’s the full audit manual as to what an audit is, but
where do you draw the line [on] what is relevant for them to know?

The next supplier is of the view that there are accessible sources

of information about the audit process for those who are interested:

I'would’ve thought that the capital market, which is allegedly relying
on the work that these auditors have done, should have a statement,
which would be fairly general admittedly, but [which| would explain
what the role of the auditors was and what level of reliance people
could place upon it...if anyone really wants to find out, we have
the Internet nowadays. If anyone wants to find out what the role of
auditors is, it’s actually very easy to find it out. If anyone wants to
understand assurances, there’s a plethora of published information

that people can go and look up and understand.
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Some of the suppliers’ responses are more nuanced, conveying that the
notion has merit, but also that there is difficulty achieving effective
communication in this respect.

I guess they've started down that track 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...therefore it’s got
to be in fairly simple words...The one [audit report] in Australia...I
think they’ve made a good attempt [with]. It’s easy for an auditor
to read and understand. I'm not sure that anyone who hasn’t had
any auditing training would really understand that. And then it
comes back to who’s going to read it and what would they gain
from that...if you could put it in simple language that makes sense
then...that would be good. But the ability to do that, it’s easy to
say, it’s probably a little bit harder to work out what the wordings
could be. But...there is an ability to disclose what an audit really is
in somewhat layman language, and...that would be a help.

The difficulty of explaining the auditor’s use of the concept of materiality
is explicitly and eloquently referred to in the next quotation (the issue of
materiality is returned to and analysed in more depth in Chapter 5).

[I]t’s a difficult question because if I say yes they should [disclose
more|, the way in which you would do that then becomes awfully
complex...but obviously professional judgment is a strong part
of what we do and if you then try and explain...everyone’s going
to have a different view about what an audit should be...I've had
experiences where I've just worked through materiality with
boards of listed entities and while they might agree with what the
materiality is in regards to the financials as a whole, when we then
try and apply that and talk them through how we apply that to
different line items or captions in accounts, even that discussion
with board members who are well educated, often with a finance
background, becomes quite a heated debate and people have
different views.

The same supplier gives the example of ‘sampling’ to illustrate how
difficult it is to explain that concept in an auditing context to the average
shareholder:
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[I]f we put this question and applied it purely in regards to
materiality to try and take that debate into a forum and a broader
group so shareholders, maybe the institutional investors, could
get that...the mum and dad investor I don't think will have the
ability to do that...if you then say, “Well, what about the audit as
a whole and forget materiality. Tell us what you do and when you
do it—sampling and how that might work’, I cannot imagine how
you could possibly explain that to an average [shareholder|—and
professional judgment is the main reason. As long as we're able
to apply our professional judgment while working within the...
standards and the relevant regulations, I can’t imagine how you
could properly explain that to a broad user base.

More disclosures by the auditor around the issue of accounting estimates
would be the somewhat reluctant preference of this supplier:

I suppose the area in the accounts that...can cause a lot of issues
is in terms of accounting estimates within balances. And perhaps
the audit report could have a framework that allows comment in
relation to those estimates. Other than that, I haven't got any other
specific changes that I would recommend.

The diversity in reader sophistication is raised by another supplier as an
obstacle to greater disclosure by the auditor of the audit process:

The issue there is that of course [greater disclosure of the audit
process] is being read...by a knowledgeable audience that knows
what they're looking for in reading that and how to interpret that. I
guess the challenge we've got with the public financial statements, if
we begin to try and explain in an audit, it’s to retail investors [and]
mums and dads. Is it any more helpful for them to...[get more| more
detail? I'm not sure whether that will actually narrow or manage
the expectation gap.

There is, however, some support for disclosing more information about
the audit and its processes. There is also acknowledgment that even
professional training in related financial fields (for example, financial
planning) does not always encompass other than high-level information
about audit and its processes. The implication for those with no financial
training is left unsaid, but is clearly implied in the following quotation:
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Someone I know is actually going through the Certified Financial
Planner course, and there’s really nothing in there...to any degree
about accounting and auditing in a way that would allow [that
person| to really understand what we do or why it might be
important to have an audit...the focus tends to be more on the
higher-level stuff...the logical place is the audit report to explain
what we do...So...it would make sense but you'd need to have it in
layman’s language so it’s able to be understood.

Among suppliers, even though there is not support for auditor disclosure
of work and processes, there is acknowledgment of the lack of transparency
surrounding the audit process. One suggestion to overcome this is to seek
other means of engendering confidence in the process—for example,
through external reviews of the audit firms, as indicated in the following

quotation:
[Tlhe simple answer to that question...is the
'm quite disclosure about process might actually beg more
sensitive to. .. questions than it provided answers or clarity on,
”;? frgg‘:g:;i;k but what I'm quite sensitive to is the apparent lack
g aveli amd of transparency around audit and how it’s done.
how it's done.’ So, in order to address that issue about the lack

of transparency...[there is a] need to ensure that
the market is aware that there is confidence, or
give them a basis rather for having confidence in what it is that
auditors do. And it’s in that context that...the external reviews
of the auditing firms that are taking place make sense...it’s about
confidence that an appropriate process is taking place. How do you
deal with it? Well, you could try and explain it and explain it and
explain it and...without an appropriate background, you won’t
necessarily increase understanding but...it’s more in confidence
than understanding, which is actually why I go back to what KPMG
did with the Houghton and Trotman’ report. It was to say to people
that [there is awareness| of their concerns and [a willingness] to
have what [is done| open to external scrutiny. So, the profession
is required to do that now. ASIC is doing that. The firms also have
both the Institute [of Chartered Accountants in Australia] and this
body called the AQRB [Audit Quality Review Board]...doing it.

5  These were reports about quality reviews of one of the Big Four firms undertaken by
K. Houghton (one of the current authors) and K. Trotman.
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And...[external oversight] is an appropriate response...as opposed
to trying to explain even more about the audit process, because I
think it’s about addressing confidence.

Interestingly, suppliers speak of this type of information being demanded
by and available to those charged with governance, including members of
audit committees. Outsiders such as shareholders, however, are not privy

to the same type of information.

Some audit committees, some individuals or

groups within those charged with governance, 'So that’s the mechanism
have an interest. Why do they have it? for doing it for that group
Probablv b th beli that’s th of stakeholders in the

robably €cause €y clieve ats € audit process and those
way they need to discharge their duties. The other people who basically
mechanism...our firm and others [use is] we pay us, and they are the

. . subjects of our audit,

present them with an auditor plan of some of course. So they're
sort at the start of the year and that’s generally informed.’

well received. For even this small group of

legally trained...legally focused individuals,

[they] still appreciate...receiving an audit plan. It’s a question of
just how it’s presented and what level of detail is in it and what they
might struggle with. So that’s the mechanism for doing it for that
group of stakeholders in the audit process and those other people
who basically pay us, and they are the subjects of our audit, of
course. So they’re informed. But remember they have an agenda
as well, which is [that] they effectively carry the same if not more
responsibility for the financial information put into the marketplace
as the auditor does. Our objectives should be totally aligned.

2.3.1 Summary

Suppliers voice concerns that disclosures of the audit process by them
beyond those already existing would confuse rather than help and might
in fact exacerbate the audit expectations gap, particularly for retail
investors. Fears surface that further explanation is unlikely to be read, that
it would manifest only as a generic statement in view of the potential for
litigation and hence it would be of little value. A preoccupation emerges
with the difficulty of articulating the nature of professional judgment
integral to the audit process. A reminder is given that ‘deep pockets’
make auditors a target in the event of a corporate failure, regardless of
the level of information available about the audit or understanding of that
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information. In summary, suppliers’ perceive that there are many people
in the capital market who have no interest in understanding the audit
work and processes. There are a small number who want no information
about it. There is a smaller number that do have some interest, but the
conventional vehicle of the audit opinion is not the way to communicate
the work and processes involved in the audit.

2.4 Standard setters

Standard setters reiterate the doubts expressed, especially by suppliers,
about how valuable greater disclosures can be when they are likely to be
poorly understood by users. One (immediately below) even suggests that
exposing more of the limitations of an audit might be counterproductive
in terms of reducing confidence in the process rather than increasing it.

‘[TIhe more detail you
ut down, probably the . . . .
pmore evidepnt i wi\III e if they did [know]...if there was disclosure then

that audit is just a test how much would it be understood by the general
of a small proportion of

[W]e actually know what auditors do and for those
who don’t know what auditors do, how much do
they really need to know and what would it add

S users of financial statements anyway? Not being
a large population.

experienced...in the accounting or the auditing

world, would the extra disclosure actually
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mean a lot? Now, if there was more detail on the
principles behind an audit and maybe some of the limitations of an
audit, that might be useful, but it may also be dangerous because
if you start using that disclosure as a kind of liability limitation
thing then you could actually reduce confidence in the audit rather
than increase confidence, because the more detail you put down
probably the more evident it will be that audit is just a test of a
small proportion of a large population.

Disclosures will not necessarily increase confidence, according to this
next standard setter’s response:

[There are| a lot of pitfalls potentially with further disclosure that
don’t necessarily add to the confidence of the investment community,
but on the other hand I'm not convinced that [investors] actually
want it—that they're actually asking for it.
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I don't know whether it would be meaningful going forward on a
regular basis for an entity...you would be finding you would have
quite voluminous reports, which...I [would] question whether
there would be an advantage for [the general user] in that...in the
abnormal situation where something’s going wrong, I could imagine

that being the case, but in the day-to-day thing, probably not.

My initial thoughts are that I don't think an
auditor should need to disclose more because there , . .
. ] A [W]hat we will get is
is what I clearly believe [to be] an appropriate a more complicated

framework...I balance that up against certain report which for the...
. . ’ . . users...may raise more
situations where I've found in practice...you can questions because they
have specialised audit approaches. That needs to just don’t know the

be weighed up against whether in fact the reader, process.’

if T could say, the un-knowledged reader, of the

financial reports is going to get any benefit from

it...what we will get is a more complicated report, which for the...
users...may raise more questions because they just don’t know the
process [rather| than the outcome. So I see that as a downside. So
having thought about it...I don’t know whether I would...support a
more detailed response in the audit...of the individual steps which
you've gone through. I don’t think that’s the case...the auditors
should give a very clear and precise opinion that the accounts
are true and fair or a review opinion, the negative opinion. So my
feeling would be in that vein more than [that] we need to provide
more detailed scope...that’s probably outside...an audit. That may
be into another engagement.

I don't think it’s going to achieve very much. For some of the other
stakeholders—regulators, directors—I think that’s a good thing to
do because...you can educate and you can change some of those
views. But...it’s that subset that it’s worthwhile [for]...trying to do
it[for| the...millions of retail shareholders, I just don't see that that’s
ever going to happen.

Perhaps not unsurprisingly, some standard setters point to the public
availability of the suite of auditing Standards as a source of information
about the audit process.
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I don't know that it’s really needed and...the
only people that could really answer that would
Wit e [ e ¢ be the users of the accounts. But the thing is...
add anything to the .. . .
e e e that all the firms use similar audit techniques and
[l wonder] whether procedures, so...they’d probably gravitate to a
it could be made standard [disclosure] and if they gravitated to a
available on request. ) ) o
standard one then it would just be a bit like an
auditing standard and what [the standards] do
say is that we did the audit in accordance with
Australian Auditing Standards, so if you want to read the Australian
Auditing Standards you'd get an idea of what [the auditors] did. So
in theory it’s available.

The fear of another of the standard setters is that more disclosures would
involve ‘second-guessing” users’ views of important and non-important
audit procedures:

[I]t becomes a question of how much information do you provide
and where do you stop...[and] it becomes a question of the auditor...
second-guessing what the users’ view as being important procedures
or non-important [procedures]...the standards are specific enough
in terms of the requirements of an audit and if a user of the financial
statements was that interested in understanding the conduct of an
audit then presumably they would familiarise themselves with the
standards or at least the core standards that sit behind the scope of
an audit, what the objective of an audit is.

[W]hen I look at this question—should we
disclose more information about work and

‘[1]t really raises the .. . .
processes—it just raises a lot of questions as

question of who actually

reads the audit opinion in to how far can you go and who is it going to

the first place, assuming be any use to when you do it? And it really
you believe the audit ] )

opinion is the appropriate raises the question of who actually reads the
forum for making this audit opinion in the first place, assuming you

disclosure. believe the audit opinion is the appropriate

forum for making this disclosure. The auditing
standards...in some ways have taken us along
the path of disclosing more about our processes to our client base
[and] those charged with governance, and...there is a general move
in the audit profession...probably...progressively over the last 10,
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20, 30 years to give those charged with governance more information
about the audit process.

The next standard setter draws attention to the various reports available
from the range of bodies that provide oversight of the audit process:

I've got a very particular perspective, but...there’s been a lot of
discussion about the oversight of the profession. We're in the...year
of reviews by ASIC. We're in the...year of reviews by AQRB...the
PCAOB will come and visit Australian audit firms with ASIC in the
future...So...for those who are sensitive to that, there’s information
out there and...the FRC oversight, [and] what it is that ASIC is
doing in this space. So I think there’s enough there.

Interestingly, one standard setter makes reference to those with legal
training who prefer not to be informed of the audit process:

[Tlheir view appears to be, look, I need you to assure me you've
done what you must do, but please don’t share with me how you did
that because I don’t want to...assume any responsibility for that.

2.4.1 Summary

Standard setters in general are not in favour of greater disclosure by auditors
of their processes and work. Perhaps predictably, they are confident in the
auditing standards as a source of knowledge about the audit process. That
few outside the profession read these standards does not seem to perturb
them; their point is that the standards are publicly available. Faith in the
various review processes of the regulatory and professional bodies is also
expressed as being enough to provide confidence in the processes and
also as a source of reports on audit. There is great uncertainty among the
standard setters about whether greater disclosures in the audit report or
elsewhere will be read, understood or valued by users, and there is even
a suggestion that it could be counterproductive in drawing attention to
limitations of the audit process.

2.5 Regulators

Regulators had mixed responses when asked the question in relation to
the desirability of auditors disclosing more details of their audit work and
processes. At least one did not feel such disclosure would be particularly
valuable. One alluded to the flagship nature of the audit product and the
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existing understanding of it in the community. The other felt the content
of the current audit report gave sufficient detail.

On the financial statement audit, I think that’s a fairly tried and
tested product...I see that as the flagship product in the sense that
it’s not one of these newer areas that auditors tend to work in...in
terms of procedures...people understand what an audit is—right?

In their view, an audit is something that the auditor does fairly
rigorously and...as a diligent person, and...they do all the
procedures that are necessary to come to an opinion. So it's the
highest level of assurance and...in terms of procedures...that
becomes more relevant when I compare an audit with a review
rather than when I look at an audit...with the financial statement
audit, it is more communicating the outcomes of the audit which is
an issue, where people actually use an emphasis of matter when a
qualification would be more appropriate.

Another regulator, however, does seek greater disclosure:

[T]hat’s a good idea. I can see a lot of merit in that so...you
narrow the expectations gap. As long as the language is...easily
understandable, I would subscribe to that.

I would like to see some kind of education campaign

(il e e el or some way to get to investors generally to explain

needs to know that what an auditor does...there is quite a gap in terms of
it's not a ticking what the public think auditors do and what auditors
bomb...it's more of . .
a risk-management actually do. In terms of process-driven risk-based
exercise.’ approaches, the public really needs to know that it’s

not a ticking bomb...it’s more of a risk-management
exercise...Something that maybe an independent
organisation could try and get across to the public, rather than the
company itself.

2.5.1 Summary

The regulators interviewed expressed mixed reactions to the notion of
auditors providing more information than was currently available about
their processes and work. Regulators see the audit as an already well-
understood product compared with the review engagement, and one
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takes the opportunity to emphasise how important it is to provide an
appropriate audit opinion as a form of communication.

3.0 Where should auditors disclose incremental
information?

In responding to a question from the interviewer about whether more
information should be provided by the auditor about the audit process,
several of the stakeholders provided suggestions about where any such
information, were it to be provided, should be located. This section
analyses these suggestions.

3.1 OQverview of interviews with stakeholders

Suggestions in relation to the positioning of additional information
provided by auditors about their audit work and the audit process include
corporate, auditors’, regulators” and professional bodies” web sites, the
audit engagement letter, publishing of the management letter to the
auditor, in the annual report, in the auditor’s report (with a suggestion to
file the auditor’s report separately from the annual report with the ASX)
and in recordings or web-casts of annual general meetings.

3.2 Users

Users made various suggestions about where more information disclosed
by auditors about the audit process might be positioned. Some of the
quotations in the previous section, which focus on perceptions of the
merit of having auditors disclose more information, mention potential
locations for this information and should be borne in mind when reading
this section.

The first user thinks the company’s web site is the appropriate location:

It may be that they can cross-reference...to something a bit more
detailed on their own [company’s] web site about the typical sorts
of procedures.
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Professional body web sites are the solution for this next user:

I don't think you want to add pages to the
annual reports...Perhaps that’s more a financial
‘[Tlhey should have . ]
: education process that the auditors should be
available on the
ICAA web site...a doing themselves...most people who have become
clear description of professionals in this space go through commerce or
what [audits] are.’ . . . .
economic[s| or an accounting [course] that...is a big
part in the education of young financial professionals
[so] that they understand the limitations of an audit
and what theyre doing...they should have available on the ICAA
web site...a clear description of what [audits] are, and then telling
people you can go and find that. But then in the annual reports
they're referring to places where you can go and see what the scope
of an audit is, and...If you want more information on what we've
actually done, go and find it. You could make that available on
companies” web sites, but I wouldn’t be encouraging making those
annual reports any thicker.

Two users suggest placement within the annual report as part of the audit
opinion or linked to the opinion.

I tend to think that you'd have to put it in an annual report as part
of an opinion or at least a reference back into an opinion...if it’s
on a web site, it’s unlikely to be read or...it may not really have
enough prominence for those that probably have the greatest need
to know what an audit constitutes...I'm not advocating that it
should be reams and reams because...that goes to the other extreme
and probably wouldn't be relevant...the more information you
provide...in terms of scope, the less likely it is that it’s going to be
understandable and you can put it into some context, but...there
probably needs to be something a little bit more than is there now.

Another suggestion for the location of this additional information is the
audit opinion itself:

I look at things like the American 10K, which is much more
information than we have even in our annual reports...[However,]
you can still achieve it without necessarily overwhelming...the
reader with more information...it’s more just to provide clarity, it's
not really changing anything in terms of what gets performed, it’s
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more really just to define a little bit for the reader to understand what
does get performed...whether that gets read within the context of
an audit opinion...the readers probably read the factors and a clean
opinion or otherwise and maybe [leave| out a bit of the scope, but...if
it’s there for those that want to know, [they] can probably refer to it.

One user, who suggests the audit report is the place for the additional
information, also has a suggestion about provision of access to audit
reports that is somewhat left of field. The suggestion is that all audit
reports should be lodged separately from the annual report with the ASX
so that they can be referred to.

You tend to see a lot of...statements come through
in company announcements, around AGM time. You
get the AGMs, you get the chairman’s address, which

‘[T]he audit
statement should

will come through the ASX news wires. You get the also probably be

CEO’s address, but you don't ever get any qualification re@asei to the
market.’

of those reports unless you go into the actual annual
report itself...the audit statement should also probably

be released to the market. I'm not 100 per cent sure

whether it is or not, but that should be something that probably
pops out, that the company is obliged to release as a company
announcement...the actual audit statement, with the figures that
come out post the AGM—just...to build awareness that there is
someone reviewing and auditing the company...that’s probably
fairly important, because the audit function is probably a little bit
unknown...me being an accountant...in terms of the undertaking of
an actual audit, what it’s supposed to achieve and what it’s supposed
to prevent is still a little bit hazy for me, and I would imagine even
more so for the everyday end user of a financial report. How you go
about clarifying that, I'm not too sure. Other than publishing the...
auditor’s report into the company news wires, and just [having] that
as part of the whole process to build credibility.

Several other users suggest the audit report as a suitable location
for incremental auditor-provided information.

[It should be] in the audit report because you like to think...that the
audit report gives something that is a little bit more—I'm trying to
think of the word—mnot neutral...[in comparison with the directors’
report].
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[T]he actual form of the audit report has changed in the last 12 years
or so and...there is more being put in there—what is not done and
who is responsible for what—so...that’s probably helped a little
bit. Maybe there’s something else that could be put in there, but I
wouldn’t know. [It] might be helpful.

You always read [the audit report] to make sure there are no
qualifications in there and anybody relying on an audit report’s
looking for that...probably, if they are qualified, that’s where you
have the opportunity to perhaps provide more information than
there is at the moment. But other than that...it does get back to
educating expectations, and I don't think the annual report should
be the vehicle for that.

Yet others” suggestions for a location include the ASIC or ASX web sites.

In terms of whether they should actually disclose [information
about the audit process] or not, possibly...as a separate document to
the actual audit and financial statements; maybe just as something
that could be on the ASIC web site, that you can say okay what’s an
auditor looking to do or what's their role? And, as a shareholder, if
you're really interested, you can go and read up on that. But...these
annual reports are getting large anyway. To add something like that
in there...most wouldn't read it. But if you wanted to, maybe there
could just be a link to a site where...whoever runs the auditing of
that company can just say look this is what were aiming to achieve,
we're bound by this and this is what we're going to be looking at,
and then you cover both bases.

[M]aybe the answer is through the regulators or the stock exchange,
or through their shareholder information sessions or the like...I
don't know which is the best way because there’s going to be an
extra cost obviously associated with this sort of marketing exercise.

One user suggests placement of the information in the recording of the
annual general meeting and a transcript of proceedings:

I'm not aware if [questions of the auditor at the AGM are recorded
and available|, but that would be...quite a simple [exercise]...it’s a
record of meeting anyway. Many meetings are web-cast, but not for
all companies...you could have a transcript of the meeting made
available, but that’s an additional cost for small public companies,
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listed companies. It’s surprising that that avenue has not been
addressed...There’s an opacity regarding what is the work of the
auditor. And, as organisations become immense, the understanding
of what an auditor does is very difficult for shareholders to
comprehend, particularly at certain levels of shareholder interest.

[N]ot only through the AGMs but through their web broadcast
would help.

3.2.1 Summary

Users were quite inventive in their suggestions of where to locate
incremental information provided by the auditor about the audit process
and auditor’s work. Suggestions range from company web sites and the
ASIC web site to audit reports, annual reports, recordings and transcripts
of annual general meetings. Perhaps one of the most lateral thinkers
suggests it be included in the audit report, but the audit report itself
should be filed with the ASX as a separate document rather than having
to be found within an annual report.

3.3 Purchasers

A variety of sources were suggested for greater disclosure than exists
currently of the auditor’s work and processes.

Audit firms” web sites were suggested as a source, as per the following
quotation:

If you go to PWC’s web site there [is]...a statement about, in broad
terms, how they approach audit. What is their philosophy around
audits...in fact, materiality was another question, but perhaps
these issues...[are] more an [opt in]. Giving [opt in] capability and
ease of accessibility for that information to retail shareholders in
particular...is the way to go. I wouldn’t want to be putting more
information into my financial statements and making [them| even
longer and bigger than they are already.

One purchaser wants to extend the disclosures to results of an audit of the
audit firms themselves and their procedures:
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I wouldn't put in financial statements the

[Aln audit of statement...of what they do...there’s obviously their

the audit firms . . . .

themselves and audit statement in terms of their opinion on the
their procedures... accounts. There’s their independence opinion that

being publicly goes in there. Personally, I'm okay with that, but...
available is clearly . . .

very relevant. perhaps all we do is...add a line...in that statement

at the bottom that simply says, ‘Look, if anybody
would like to know the approach to the audit, et
cetera...here is the relevant web site’, and you can go and look up
KPMG's link and you can basically look at and get a full disclosure
on their site of their philosophy and how they approach audits,
what they cover, what they don't cover...given...the key role [that
audit firms] play...once we feel that whether ASIC gets to a level of
maturity or whoever it is...an audit of the audit firms themselves
and their procedures and...that being publicly available is clearly
very relevant. I wouldn't have an issue with that per se.

This next purchaser makes the point that several stakeholders would need
to be involved in creating the wording:

[T]n conjunction with quite a number of key parties...the regulators
probably have to...play a certain role. It depends on the...industry
itself because I speak on behalf of the finance service industry,
which is heavily regulated. And I do believe that APRA and ASIC
would need to play a certain role, without being too prescriptive,
especially because you'd be talking about education and here is not
a pure disclosure issue. And...the audit profession probably need to
play a certain role because they are the expert[s] and they have to be
comfortable with the actual wording and sign-off and the company
management [and]...the board has to be comfortable as well. They
have to play a certain role because they will expect their readers to
be not mislead and to actually understand what we are trying to
disclose in here and, again, hopefully try to becom]|e] a bit more of
a marketing concept as well for the particular company, because...
we invest the time and the money and actually try to...educate our
shareholders, for example.

The audit report as a source of this information is popular with some
purchasers.
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[I]t should be in a report in the sense that there should be a separate
section perhaps on what procedures and what sort of sampling or
what materiality is being used, et cetera, and what they’ve actually
checked against and what reliance they've placed on...directors’
information...perhaps a page...unless we see [it] on a web site which
talked about audits or...a CPA web site or Association of Chartered
Accountants web site...which talked about what the rules were and
what the expectations were...maybe that’s one...place [where| you
could have that sort of information.

3.3.1 Summary

Purchasers are very familiar with the web sites of those audit firms that
place information there about their audit product. Other suggestions
from purchasers include the financial report, references within the annual
report directing readers to web sites and the web sites of the professional
accounting bodies.

3.4 Suppliers

Since suppliers did not, in general, support provision of incremental
information about the audit, few made suggestions about where such
information, if provided, should be located. Below are suppliers’
suggestions, beginning with the audit report as a location.

[I]n terms of how do you disclose the information...there’s been some
development in the audit report...maybe 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 there’s just so much data out there. Financial statements
now run to 200, 250 pages. You now make your audit report or your
audit to 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.

The suggestion of another supplier is that the professional bodies could
do more:

I don’t think our professional bodies do enough. The institute and
the CPAs—their profiles in terms of these sorts of issues out in the
market are very, very low...the regulators [also] need to be making
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the market informed of what it is that the auditors are doing...if that
would enhance the market, that should be part of their role as well.

3.4.1 Summary

The auditor’s report and the various available output locations of the
professional bodies and of regulators are suggestions made by suppliers
in relation to where incremental audit product information made available
by auditors might be located.

3.5 Standard setters

Only one comment by a standard setter touches on the issue of the location
of auditor-provided incremental information: making such information

available on request or on the audit firm'’s web site.

I'm not sure it would add anything to the financial

‘[Tlhe audit report statements. Whether it could be made available on
actually does say in request...[is| something that could be quite possible
itself anyway that o 8 ;
it's not designed or practical and you could make a statement in the
to pick up all accounts...[that] something could be made available

weaknesses in

internal control.’ on request, but it would still be a standard kind

of document that they'd just keep in a drawer for
anybody, or they could put it on [the audit firm’s]
web site. So, if the audit firm was to, say, give more detail, they
could basically give a summary of the audit process on their web
sites if they wanted. You could...refer to the auditor’s web site...it
would be a general statement...the audit report actually does say
in itself anyway that it’s not designed to pick up all weaknesses in
internal control.

3.5.1 Summary

Audit firm web sites and the auditor’s report itself are the suggestions
from the lone standard setter who canvassed this topic, although he or she
does not really support such an idea.
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4.0 Issues and implications

Generally, users and some purchasers were in favour of some form
of extended disclosure by auditors of those processes that occurred
within an audit. Suppliers were more guarded and even critical of this
as a possibility, while standard setters were more mixed in their views.
Importantly, the gap in the perspective of suppliers on the one hand and
users on the other was quite significant, as were their relative views of the
current situation of disclosures. One purchaser of a major listed company
made the observation that the current process undertaken in an audit was
opaque and not viewable by the capital market or indeed by many other
interested stakeholders.

A purchaser and a supplier both made reference to the fact that the
language used in audit opinions tended to contain ‘jargon’ and was
not easily interpreted by many stakeholders in the market for audit
services. Many observers, particularly from purchaser and user groups,
perceived the audit opinion essentially as communication of a single item
of information—that is, whether the opinion was unqualified or not. In
that sense, it is a ‘blunt instrument’, which essentially conveys a simple
message without the nuances or details of how that conclusion has been
reached. There was some recognition that current audit opinion wording
was better than it had been in the past. The presence of jargon and the
carefully crafted words that are standardised, however, do not represent
an opinion in the same way that an opinion is crafted by an expert witness
for a piece of litigation or for the conclusions and outcomes described by
auditors when they complete an agreed-on procedures engagement. Put
another way, on the one hand, suppliers seek the ability to exercise their
professional judgment, but on the other, most of the observables provided
by suppliers to participants in the capital market are standardised (or, as
cynics might say, ‘commoditised’) without any regard for the individual
circumstances of the auditee.

The notion that the audit opinion is currently crafted as a simple
statement with very little information about what underlies it is a common
theme among users and purchasers. One supplier, however, suggested that
any more detailed wording was probably going to be written by lawyers
and the additional disclosures would need to be crafted with an eye to
exposure to litigation risk.
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The respondents to the questions and their conclusions can be divided
into three groups.

* Group 1: Those who believe there is merit in the proposal to make
further disclosures about the work undertaken by the auditor.

* Group 2: Those sympathetic to the need to more fully inform the
market but who believe that there can be a more subtle alternative of
achieving this by supporting the current framework and processes.

* Group 3: Those quite dismissive of further disclosures and possibly
even cynical about the prospect.

The third group dismissed the idea on a number of grounds. Several
questioned whether anything could be gained by further disclosures.
Some would argue that the audit report is currently not read, so any
further disclosures will suffer the same fate. Those who take this view also
frequently add that further disclosures will add confusion to the market
rather than clarification. Several made the observation that if one was to
make further disclosures, how was one to judge how much was enough
and that the sheer weight of further disclosures would contribute to a
situation of information overload, which already existed with financial
reports? Finally, another criticism was that if there were to be further
disclosures they would almost inevitably be written with litigation risk in
mind rather than being useful in decision making for the capital market.

A more subtle observation made by one supplier was that in his or
her experience those charged with governance sometimes implicitly
or even expressly did not want information about how the audit was
undertaken. This is because if they are fully informed about the processes
and procedures used, they might expose themselves to accountability
for those processes, which could involve their own legal accountability.
Interestingly, aspects of the audit related to difficulty in accessing
required information are generally recommended by corporate governance
guidelines as a discussion to have with audit committees, but not as the
subject of communication with the public.

The group that was somewhat supportive of the fact that more needed
to be done in this area of disclosure took the view that the current audit
opinion could be broadly acceptable as it was. The key is not in disclosing
more, but in ensuring that the current framework is one that has the
confidence of those in the capital market. Specifically, they suggest that
the confidence in the processes undertaken can be gained through the



COMMUNICATION

public disclosure of inspection reports (such as the current regime of the
ASIC inspections), which gives overarching support to the processes used
by auditors. This transparency and oversight of the process could cause
the capital market to have more confidence. A purchaser commented that
companies might do more to describe for themselves how they chose their
current auditor. Again, this level of disclosure and transparency would
give reason for shareholders in particular to have confidence in the choice
and in the outcome of the work of the individual signing auditor of that
company.

5.0 Disclosure of the audit process by
management

The researchers conducted interviews with users, purchasers, suppliers,
standard setters and regulators with regard to the role of management in
explaining the audit process and opinion since it was one of the topics
that had come up in earlier discussions in focus groups as well as in the
Future of Audit Symposium held in Canberra.

5.1 Overview of interviews with stakeholders

Overwhelmingly, there is opposition from all stakeholder groups to the
proposition that management should be charged with responsibility
for conveying information to stakeholders about audit processes and
the auditor’s opinion. A common objection is that it is not management
but the board or audit committee that should have this responsibility.
The objections to the idea are, however, unlikely to disappear even if
responsibility is ceded to these parties. The objections relate primarily to
potential conflicts of interest and potential misrepresentations—especially
if management is the conveyor of the information. Other objections relate
to management not having sufficient time or interest to be involved in this
task and the argument that the financial statements should stand alone.
Those few stakeholders who support the idea see management’s reach to
stakeholders compared with that of auditors as an advantage and see the
annual general meeting, or a web-cast of it, as an appropriate forum in
which management can take the opportunity to inform shareholders of
these issues.
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5.2 Users

As the comments below reveal, users are overwhelmingly against
management providing information about the auditor’s work and processes
or the audit opinion. The sentiment expressed in the first two users’
comments is that it is the auditor’s and not management’s responsibility to
provide information about the audit process.

No, I think it’s...the auditor’s report, it’s the management’s
accounts, it’s the auditor’s audit report and I don't see that it’s up
to management to inform people about what the auditor does. The
auditor’s the best placed to do that.

I don’t think it’s the management’s responsibility to educate
investors on how to understand...financial statements, so their job
is to prepare it and to run the company. Maybe another group [can]
create awareness out in the greater community by having seminars...
for those that are interested in finding out more or learning more
about how to understand financial statements. But I don’t think it’s
the management’s responsibility.

Another user, who feels that statements by managers about the audit
would not achieve a great deal, raises the issue of information overload:

I don't know that it would be helpful if management went out and
said, ‘Our auditors—this is what they're doing." I don’t know that
shareholders would care that much. One of the problems that I have
with a lot of the measures that are proposed about widening the
scope of the audit is that we already have an awful lot of information
and we're suffering, if anything, from information overload. So an
annual report that has more and more sections about reports that
essentially say everything is fine—and only once in every 100
reports...would you read a critical line in there—isn’t very helpful.
So...a regular statement in the annual report [saying] this is what
our auditors do—I don’t know that that would achieve very much.

Several users feel that if information about the audit process is to be
provided from the client rather than the auditor side, it should come from
the board of directors rather than from management, as the next three
quotations indicate.
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[T]he board should be more involved in providing that information
rather than management...in the way in which it communicates
to the shareholders. But...the shareholders need to feel that the
board is actually really representing [them]...it’s really the board
that through their communication have to show their leadership in
this role by not only showing that theyre doing a required audit,
but theyre actually doing audits which are perhaps relevant also
to the particular type of business or the sector that they're [in], to
ensure that they are actually receiving or that they have the ability
to receive information.

I don’t know if managers are allowed to provide that information
independently of the directors.

The financial statements should be able to stand alone without
having to speak to management...they should give a clear picture,
because you've got two years of what’s happening. [Management's]...
ability to get to all its investors...is through written or some
communications means...they’re never going to be able to speak
one-on-one to all...the stakeholders in the investment market.
So...in explaining the numbers, the annual report becomes very
important...I've followed companies for years where you can read
the annual report, and if people bothered to read it, it is exactly
what the company is doing. [For o]thers, the annual report is so
poor it’s complete marketing, or there’s no information in it, in the
descriptive bits, and maybe that is where management needs to play
a role. But again, the board comes over that to ensure that there is
full and fair disclosure and all the rest of it.

Only one user is in support of the proposition that management should
disclose more about the audit process or the audit opinion:

[T]here’s merit [in it]. We have to provide a copy

of our audited financials to our people that have ‘The information
invested with us. And at the moment we just WIEGYEUTE

. . receiving is being
provide them, without any cover note or letter or provided after
any explanation or anything like that...there would a rigorous and
be merit in that to probably give more confidence... ler:)%;gfsu,d't
So to reassure the investors that the information that

they’re being presented with has been audited, has
been signed off, has been through a rigorous process
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and reviewed prior to them receiving information. “The information
that you're receiving is being provided after a rigorous and lengthy
audit process.” We don't do that, but I can see merit in it.

5.2.1 Summary

Users are overwhelmingly opposed to the notion of management
disclosing more information of the auditor’s work and processes. Reasons
given include a perception that management is not responsible for the
auditor’s report, that the auditor’s role is to prevent management from
manipulating earnings—so implying a potential conflict in having
management explain the audit outcome—that it is the board of directors,
rather than management, that should have this role if a party external to
the audit takes the role on, that the financial statements should be capable
of standing alone without the need for management explanations and that
there is already so much information available that more can only lead to
information overload. The only user supporting the concept felt that such
disclosures by management could increase confidence in the integrity of
information included in financial reports.

5.3 Purchasers

Although not a great number of purchasers responded to this question,
as with users, purchasers were overwhelmingly against management
providing incremental information about the auditor’s opinion and
processes. Disbelief that management would even be interested in
providing this information is the reaction in this first quotation:

I just can’t see why management would be interested in doing that.
Management wants to talk about what the company is doing, and
what they're planning...to do in the future. In my experience, with
the management teams that I've dealt with, T just can’t see that
they’d be very interested in doing that.

It’s not in management’s [interests]...to do that...the

‘I don't perceive second reason for my initial response, and maybe
that there is that . . ,

. as important a reason, is that I don't actually see
risk or gap, or lack

of information the education gap there. I do think that taking this

that is actually trickle-down view of the market as the people who

causing any market

dysfunction.’ have the most knowledge of the company, of the

processes, publishing analyses or media material, and
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just going down further to the enthusiastic amateur, I think at the
top level those...leaders in the market know (and obviously there
[are] a lot of ex-accountants, ex-auditors in that level anyway)...
entirely how important an audit is. And I dont perceive that there
is that risk or gap or lack of information that is actually causing any
market dysfunction.

Only one purchaser saw merit in the concept of management-provided
information pertinent to the audit process and opinion and pointed to
corporate web-casts as a useful device to achieve this.

[T]he answer to this is, yes. One of the things that...was a very
good development was the web-casting of briefings that were given
to the financial analysts. Public companies often have these every
six months or so, and every quarter, and then [they are] put out
on the web so that every investor has equal access. As part of that,
the chief finance officer normally presents fairly detailed analysis
of the financials, and...the questions and answers that come from
it, so the combination...is quite good. But we tend not to do these
things at annual general meetings. Some companies do, but very
few. Normally, the CEO gets up and gives an overview, but you
don’t get any of that other information.

5.3.1 Summary

Purchasers are divided about the idea of management provision of audit-
oriented information. The lack of a reason or incentive for management to
take on this task is the main reason behind the opposing purchaser. The
supportive purchaser sees this type of management activity taking place
in the same way that analyst briefings are web-cast.

5.4 Suppliers

Two suppliers saw a great deal of merit in the idea that management
should convey the audit processes and issues surrounding the auditor’s
opinion to stakeholders. Their responses to this question appear below;
the first points out how much more reach with shareholders management
has compared with auditors.
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Yes [there is merit in the idea]...because it’s very difficult for
auditors...our engagement is with the members of the company,
but we don't have access to them, we don't have the day-to-day
access or the regular access to that group of people. And they really
do need to understand—and the market as a whole really needs
to understand—what exactly are we getting when we read an
audit opinion? And you’ll notice in recent years the way the audit
opinion is drafted is a lot better, it goes more towards explaining
to readers and users of the accounts, right here’s the responsibility
of the auditor, here’s the responsibility of the company, this is
what an audit is, there’s judgment involved. So...a lot has been
done in terms of what'’s in the audit opinion. It would be great if
management could do more. I'm not quite sure what more that they
could do, but...users probably flick to the audit opinion to make
sure it’s not qualified. I doubt they even read it [which] is probably
the real problem.

The next supplier makes the point that the external audit is just part of a
wider assurance agenda that management needs to meet and communicate
to its stakeholders:

The avenue through which we can do it is
limited to answering questions at the AGM.

‘[The question of how risk If were talking about listed companies, [it
management and internal . X .

audit and external audit is by| answering questions at the AGM,
and anything else they either on the day or on notice and under
il gt e 8o 1] the act, or through our audit report...it is

together...is management’s

responsibility. from our audit report, so it [is] clear [that it

is] from us. Management’s slightly different
because they've got two options. They can
either attempt to do it through the financial
statements themselves, and in the public area through an AGM or
a shareholder information session, or they could do it through the
company’s web site and explain what happens on that...there is
scope for that because...what management and the board are across
is a broader degree of assurance.

The same supplier articulates further what he or she means by ‘a broader
degree of assurance’:
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We, as external auditors—and this [is] half the problem...have
responsibility in certain areas and there are caveats around that.
But management have a much broader responsibility for risk
management generally, and the question of how risk management
and internal audit and external audit and anything else they
might happen to do [fit] together...is management’s responsibility.
And if they are describing—partly under the ASX guidelines—
the 10 Corporate Governance Guidelines, number 7 [is] on risk
management, [and] there [are] good descriptions theyre beginning
to put in...with the increased disclosure on how the business
manages risk and so on; there’s quite a neat nexus between that
and what internal audit does and what external audit does. So I
suspect there’s more scope for doing that because they can explain
the external audit in the context of assurance overall and who does
what. Whether it’s management or the board, I'm not sure. I tend to
think it’s the board because it’s the board that communicates with
the shareholders on that. But management would do it. So I can
see that in the same way that management try [to] communicate in
more voluminous documents...if you go to a number of web sites
now they do have their codes of conduct, audit committee charters,
quite a list of things. So...it would give better context to what the
external audit does, rather than just a list of here’s what we do and
what we don’t do.

Two suppliers, however, are quite strongly opposed to this suggested role
for management, as the quotations from the interviews below show. The
first quotation reveals doubts about the capacity of management to convey
accurately what has transpired:

I would have a real issue with that because you've got an issue of
how well they actually articulate what’s...transpired and what’s
been done, and I don't think management could adequately deal
with that...[And] you've got real problems from, potentially,
misrepresentations et cetera that might come through. So I don't
think that that would help in any way, shape or form.

Another feels that this task is not among management’s priorities:

[M]anagement will feel they have a lot of more important and urgent
things to do than publicising the role of financial statement audits.
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This final quotation from a supplier reveals his or her belief that boards
and audit committees rather than management have responsibility for
communication with shareholders about the audit:

I don’t think management should [have responsibility]—if you
mean management as management within the company. I think
boards and audit committees should...it is incumbent upon them.
At the end of the day, the board, the chairman of the board and the
audit committee are appointed by shareholders. They're the ones
that have the responsibility to really appoint the auditors, [and]
direct the auditors. They're the ones that should be ensuring that
there’s effective communication back to shareholders as to what an
audit is and how that operates.

5.4.1 Summary

Suppliers’ responses are mixed about whether management should be
charged with the responsibility to explain the auditors’ processes and/
or audit opinion. Arguments used in support of the notion include the
fact that management has greater access to the stakeholders than do the
auditors, and that management has a good grasp of the nexus between
internal and external audit and risk management and is best placed to
convey these concepts in a holistic way. Reasons given by suppliers in
opposition to this suggestion include the possibility that management will
misrepresent the situation as it pertains to audit-related matters and the
possibility that management will not agree to undertake this task because
it is fully occupied with other matters. Finally, one supplier baulks at this
being management’s role rather than that of boards and audit committees.

5.5 Standard setters

Like suppliers, standard setters are equally divided between support and
opposition for the proposition that management be charged with the task
of conveying to stakeholders information about the auditor’s processes
and audit opinion, as the quotations below show. The first comment is
supportive, but implies that it is only through a trickle-down effect from
sophisticated market players that this information might be picked up:

[T]hat’s desirable. The question about this is, if management or
directors can put information out, whether it’s actually picked up by
shareholders directly, maybe it’s picked up by the analysts as part of
the information flow that impacts on the analysts’ recommendations.
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Because you've got so many levels of shareholders, from sophisticated
institutional and sophisticated high net-worth individuals, down to
mum|s| and dads who are in a different space altogether...through
the formal reports out to the market [is the way it would manifest].
[In response to whether it is desirable for management or the board to
do it:] Well, isn’t it going to be a combination, because the releases
to the market are overseen by the board...again, management does
the work but the board also oversights the output.

The second supplier echoes the view that it is the board of directors’
responsibility rather than that of management:

I would substitute directors for management firstly...it's much
more the directors’ responsibility, as being the delegates of the
shareholders...it’s very difficult to do that and...the only forums...
realistically are AGMs and financial statements or annual reports.
Conceptually, it’s a good idea but...in practice, it’s very hard to do.

5.5.1 Summary

One of the standard setters, who is in support of the proposition, recognises
that although this management-provided information is targeted at those
with less understanding of the audit process and opinion, it might be the
analysts who become the primary recipients of the information, which
then ‘trickles down’. The other standard setter responding to this question
would prefer it to be a board role and sees the AGM as the only practical
implementation device.

5.6 Regulators

Perhaps predictably, regulators are opposed to management being charged
with the responsibility of conveying information about the auditors’
processes or audit opinion, as can be seen in the following quotations
from the interviews.
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[I]t’s an interesting question about who is really
looking at these financial statements, because

[Kley financial and... your average person on the street who buys or

investment decisions by .
and large are made by sells shares, theyre probably not really buying

professionals only...and or selling shares on the basis of information in
theig\rlto gfttﬂ(ierfg.:[ hat those financial statements. But...the people who

are looking at those documents are the analysts
and...more sophisticated investors like fund
managers and people like that, and those people
probably don’t need someone to explain to them what it is that the
documents mean. What I mean is that the key financial [and]...
investment decisions by and large are made by professionals only...
and they won't need that sort of thing.

The same regulator continues, articulating further on the differentiation in
the marketplace between sophisticated and unsophisticated stakeholders
and how the first group does not need the information and the second is
unlikely to read it:

[T]he reason why I'm a little wary about it is because...[of] the cost
of going through all of that division of resources to...[provide]
information to a fairly select class of people. I'm sure there are some
people who invest in shares who actually get out the annual report
and read it from cover to cover, but...I haven’t come across...that
many, and people seem to invest on the basis of other...market
releases...if they're interested in companies, rather than the annual
report...and, in a sense, youre probably talking partly about two
entirely different groups of people, because if you're talking about
people on the street who are buying and selling shares, theyre not
going to understand much about any of these issues. .. 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.

The next regulator sees management provision of information about the
audit process as a conflict of interest:

I see that as management wearing two hats, because management
prepares the financial statements and then it sounds as though the
question is directed towards them selling the financial statements
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to people, and I would see that as a conflict...AGM’s substantially
are a waste of time and are quite cynically dated and timed for
when investors can’t turn up...auditors are hardly ever asked
the questions and, if they are asked a question, their response is
unsatisfactory. But...because it’s management who prepared the
financial statements, they try to market them anyway, try to put
themselves in a good light in terms of the year’s results and I can’t
see that they would be the appropriate people to give an explanation
of the financial statements.

5.6.1 Summary

Regulators oppose management-provided information about audit
processes and/or opinions. One sees such an eventuality as a conflict of
interest for management. The other believes that the retail investors—the
group most in need of a deeper understanding—would be unlikely to gain
much from it while the more sophisticated investors would not need it.

6.0 Issues and implications

In summary, there was a generally negative reaction among all stakeholder
groups for the proposition that management had a significant role in
explaining the nature of the audit process and its outcome. A small
number of users took a more positive view, stating that this could be done
at the annual general meeting, in that the role in explaining the audit
process and outcome pointed more to the board of directors as being the
appropriate body to undertake such a task.

In terms of how this might be achieved, one observation was that
as a very minimum the auditor needed to play a more significant role at
the annual general meeting and possibly read out a statement about the
audit process or at very least read out the audit opinion. One purchaser
suggested the possibility of further disclosure occurring via web-casting
related to analysts’ briefings or other important events. Those who had
negative views about management’s role observed that this approach
might cause a conflict between the role of management and the role of
the auditor. It is the auditor who comments on the representations made
of management and to then make management an advocate for the role of
auditing sets up a potentially conflicting relationship.
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On the whole, there was more enthusiasm for auditors, audit firms and
the accounting profession more generally, together with more overarching
organisations, including the accounting bodies and the Auditing and
Assurance Standards Board, playing a more positive role in explaining to
the market about the role of auditing, its processes and outcomes.

7.0 Concluding remarks

There was a substantial group, particularly among users and purchasers,
who supported the idea of added disclosure in relation to auditors” work
and processes. The questions arising of their support were:

* what to disclose

* to whom

* by whom

* where should the disclosure occur

* when should the disclosure take place

* what is the nature of the disclosures to be made?

In terms of what to disclose, in general, interviewees suggested a
description of what work the auditor undertook. Generally, in layman’s
language and spelling out important things such as the fact that the work
involves sampling (arguably a less ambiguous word than ‘testing’), might
be particularly risk focused, deals with substantive issues pertaining to
that particular industry or entity and describes what levels of materiality
are used. There is diversity of opinion about whether these descriptions
should be specific to the company or might be more generalised for a
particular audit firm.

There was also some diversity of view about the appropriate audience
for these further disclosures. By and large, there was an underlying
assumption that the ultimate risk taker in the capital market was the
investor and this was the primary audience for these additional disclosures.
There was a further view that the key audience was in fact those charged
with governance in the company who in turn might seek to disclose it by
some mechanism to the shareholders. Embedded in this is the issue of who
will understand these additional disclosures and whether these additional
disclosures need to be understood by everybody or in fact only by those
who are ‘price makers’ rather than ‘price takers’ in the capital market.



COMMUNICATION

By and large, there is little support for further disclosures by auditee
management. Rather, stakeholders see that responsibility for these
disclosures rests with the body that undertakes the work—that is, the
auditor—albeit that existing publicly available information (for example,
auditing standards) might have a role.

There were a number of innovative suggestions with regard to where
these disclosures should be made. A substantial view was that the financial
report was already overly complicated and represented ‘information
overload’, so there was some scepticism about whether this would be the
appropriate vehicle for additional disclosures. Additionally, while some
suggested that the annual general meeting might be a means by which this
information was described, those who had a user perspective were more
likely to suggest that AGMs were sparsely attended and auditors were rarely
asked questions at these meetings, so that too might not be an appropriate
vehicle. If one accepted that those charged with governance made up the
appropriate audience, there were a number of suggestions about how that
disclosure might be made, including in the detailed audit plans presented
to audit committees or boards of directors or in a detailed management
letter. There was one suggestion from a user that those charged with
governance should, as a matter of obligation, publish the management
letter on the company web site and have it available for shareholders to
ask questions about at the AGM or some other appropriate point. Several
suggested that further disclosures could be on the individual company
web site or on the web sites of audit firms or even of professional bodies
or regulators and quasi-regulators. Obviously, if one is publicising these
additional disclosures on an audit web site or on a professional association
web site, they would tend to be more generalised than specific to the
individual auditee. This, in the eyes of some, would limit their value.

There was also another body of thought that there was not enough known
about what the audit process entailed, public education documents had fallen
into disrepair and that, as a public policy issue, there needed to be more time,
energy and resources spent on informing the public of the work of an auditor.

There was overwhelming support by all of those who made comment
about it that the language used in disclosures should be jargon free and be
able to beread by an intelligent but not necessarily professionally educated
individual. The reference to jargon and technical language by respondents
made it clear that because the responsibilities are to communicate with the
capital market, there is a need to communicate in plain English.
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One issue that was raised was when these disclosures should be made.
There was one suggestion that one might make these added disclosures
where an auditee was experiencing a particular set of circumstances. One
presumes what is meant by this is financial distress, but it could also be
at a time when a particularly substantial transaction occurs or when the
auditor believes there are particularly pertinent transactions or events
that need to be described or attention drawn to.

In concluding this chapter, we must observe that there are important
public policy issues relevant here. We have seen changes in public
policy on a number of matters relating to the financial circumstances of
individuals within our society and our economy in the past several years.
We draw as a parallel the fact that there have been substantial changes in
policy position on superannuation (otherwise known as pension plans)
and the fact that there has been a significant investment in informing the
market about superannuation paid for by both the public and private
purse. These education and information programs have helped inform
the market of the circumstances and changes that have occurred in the
market. While there have been substantial regulatory changes and a focus
that is said to be an important public policy debate in relation to audit,
there has not been a parallel investment in informing the market in the
same way as there has been in regard to superannuation. The striking
difference between the regulated response with respect to auditing and
the public policy response with respect to superannuation is remarkable.
One policy issue here is to ensure that those responsible for undertaking
public policy fulfil their responsibility in ensuring that the market is
informed, that the public expectations of auditing are understood and
that the changes and enhancements to the capital market through auditing
are appreciated by all relevant stakeholders. At a practical level, having
audit reports filed with the regulator in a form that enables searching
comprehensively across any and all audit reports rather than individually
by auditee would be one small step.

We observed in the conversations that whether it was standard setters
or purchasers—that is, management of listed corporations and others—
they did not particularly focus on shareholders as being the ultimate
clients of auditors. Rather, there were either implied or explicit beliefs
expressed that the key stakeholders for these additional disclosures were
those charged with governance. At present, the legal position in Australia
is that the ultimate client and consumer of the audit opinion is the body
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of shareholders and this can be compared and contrasted with the US
position (after Sarbanes-Oxley), where those charged with governance are
formally the client of the audit firm. Given this legislative position, it is
hard to argue that the ultimate client of the auditor is anything other than
the shareholder of the auditee.
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