DEVELOPING BUSINESS ACUMEN AND
CLIENT AND INDUSTRY KNOWLEDGE

You will always have some clients who say you don’t understand
my business. Is it getting worse? At the junior end, it probably is
because you have the mindless drones who aren’t enjoying their
work, turning up [and saying], ‘Oh yes, just another audit. What
is it today...last week it was a car dealer, do I care? No, I just fill
out this check list.” So if it is getting any worse—and perhaps it is,
perhaps it isn’t, I can’t make a general statement really on that—at
that lower end that will be why. At the more senior end—partner
and director...it’s actually less likely to be getting worse because
you are increasingly getting...industry specialisation and that has
been the case for a number of years now.

— Supplier

1.0 Key issues

All stakeholders to a greater or lesser extent recognise the importance
to audit quality of a supplier having business acumen and client and
industry-specific knowledge. Some of the key issues for the profession
around development and maintenance of these knowledge bases include:

does industry expertise add value to the provision of auditing services
to what extent do industry categorisations remain valid between
different sized levels of market capitalisation

does auditor industry specialisation add to potential conflicts in terms
of independence

to what extent does specialisation in a specific accounting standard(s)
overlap and/or conflict with auditor industry specialisation

how is it best to develop client-specific knowledge

what is the role of audit working paper documentation in effectively
conveying client-specific knowledge
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* what is the best way in which to convey client-specific knowledge to
more junior auditors

* how frequent is the occurrence of client staff bonuses being tied to
few or no audit adjustments being required or made and are there
consequences for financial reporting or audit quality of this practice

* how can it be reconciled that those to whom the client is most
frequently exposed and those who do most of the day-to-day audit
work—the more junior auditors—are those least likely to possess the
business acumen many clients expect to be present

* isaudit personnel turnover becoming an issue among seniors and
partners when this group was considered stable previously

* what are the most effective training techniques for audit personnel

* how can auditors best communicate to clients the engagement issues
presented by high client staff turnover and/or lack of knowledge

* how can auditors best communicate to clients that at times asking the
seemingly ‘dumb’ questions can uncover areas that need to be the
subject of audit investigation

* is the quality of initial audits different from that of subsequent audits

* are there characteristics beyond industry expertise, client knowledge
and business acumen that individuals could usefully hold and/or
develop?

2.0 Introduction

An important aspect of auditor competence is the development of skill
in understanding the client’s industry and the client’s business within
that industry. Indeed, gaining this understanding is a requirement of
Auditing Standard ASA 315: Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement. This chapter examines
survey, face-to-face interview and peer junior auditor focus group
responses to issues including the development of client and industry-
specific knowledge, whether it is valued by clients, how it is applied to
clients and the role of business acumen in the delivery of audits.

While, as acknowledged later, some responses from interviewees
intertwine the issues of industry expertise, client knowledge and business
acumen, it is the case that the three have differentiating and distinctive
characteristics. Business acumen is about having a commercial sense and
a general insight into the operations of business; industry expertise is
having knowledge and appreciation of the particular characteristics, risks
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and critical issues of an industry or group of industries that share similar
characteristics relevant for an auditor; and client knowledge is a more
specific understanding of the issues, risks and characteristics of a particular
auditee, its management and its operations. It is evident that these three
are intertwined; you could not, for example, have particularly acute client
knowledge without having well-developed business acumen; it is unlikely
that you would have business acumen if you had well-developed industry
specialist knowledge. That being said, we use the three terms below in the
contexts of the three descriptions given above.

3.0 Survey

One of the questions asked of survey recipients tapped into perceptions
of the value of industry and client knowledge. In response to a question
about whether external financial statement audits were of value because
of ‘the specialist industry expertise of the auditor’, as shown in Table
6.1, the most positive of the groups was suppliers, with 50 per cent of
them rating this as being valuable. A similar proportion of users and a
more modest proportion—at slightly less than one-third—of purchasers
responded affirmatively to this question. Among the suppliers, there was a
sharp differentiation between Big Four and non-Big Four auditors in their
level of agreement, with in excess of three-quarters of Big Four auditors
believing industry expertise brought value compared with less than half
of non-Big Four auditors. This could reflect an issue of industry expertise
and its relevance across all levels of market capitalisation.

Table 6.1 shows that, with respect to knowledge or understanding of
the client’s business, purchasers and users were more guarded in their
responses, with less than half responding positively. CEO/CFO respondents
were particularly harsh, with about only one-third indicating that the
audit was of value because of the auditor’s understanding of the client’s
business.

Industry knowledge is valued over client knowledge by users, but
purchasers and suppliers place a higher importance on client knowledge
than on industry knowledge.
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Table 6.1 Value of financial statements audits because of the industry
and client knowledge of auditors (per cent agree)
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Percentage of respondents answering ‘Strongly agree’ or ‘Agree’ on a five-point scale.

As observed in Table 6.2, there is overall concern about the business
acumen of auditors within some quarters. In response to questions about
an audit being of value, a minority of purchasers expressed a negative view
about the business acumen that the auditor brought to the audit, while a
majority of suppliers responded to the same question in the affirmative.
Specifically with respect to audit partners, most users and suppliers saw
the business acumen of audit partners as above the mid-point, with junior
auditors not rated highly. Interestingly, overall, purchasers took a harsher
view than users.

A superficial description of these results, however, might not tell the
full and rather complex story with respect to the market’s view of the
business acumen of auditors. With reference to users, the comments below
illustrate that while there is genuine concern about the level of business
acumen, there is a sharp distinction between the acumen of partners and
more junior auditors and a realisation that turnover, particularly at the
junior level, is a part of the audit firm business model, and that juniors
have to learn.
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Table 6.2 Responses on the business acumen of auditors (per cent)
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4.0 Interviews

In the face-to-face interviews conducted among the user, purchaser,
supplier, standard setter and regulator stakeholder groups, several
questions relating to client knowledge, industry specialisation and
the business acumen of auditors were asked. Interestingly, many of
the interviewees interlaced their responses with comments about all
three issues and there was interdependency in these responses. As a
consequence, in the comments made below, we will tease out observations
about these three important, distinct but interrelated concepts.

4.1 Users

Among users, there was some scepticism that accounting firms could be

viewed as business experts at all.

[Industry expertise is a] bit of a joke. I'm...quite amazed at the
projection of accounting firms as business experts at all...The
[professional body advertisements] I find quite amazing. Having
worked at [name of organisation| and knowing how much involved
the accountants were in all the projects we developed...the self-
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promotion of that has been very successful, but...[it is| very made
up and fabricated and I don't agree with it at all.

Thereisacknowledgment of the need for development of industry specialist
knowledge, but recognition also of conflict between the development of
this knowledge in a small market such as Australia and maintenance of
independence, as the following comment reveals:

[T]hat’s probably a fair criticism [about auditors” business
knowledge]. But...in a small market like Australia, you're going
to have to run that [independence] risk, because there are many,
many industries. What do you do? Do you want an auditor that’s
an expert in auditing just one industry? They're going to lose their
independence, because you can get too close...that’s a cost they
just have to bear. T don't know how you get around it. They can
probably get around it in bigger capital markets, [such as] Europe
or the States...And where does the real knowledge rest? Its only
really with the audit partner, because everybody else is changing
so much. I mean, it’s a training ground, auditing. So where does the
real industry knowledge rest anyway? It's with an audit partner
who directs the work [and] all the rest of it, but it’s the minions
doing the work, and they’re going to be turned over every year. So
I'm not quite sure it’s a good argument.

Auditors possessing core product knowledge within specific industries is
the desire of this next user when responding to the question ‘Do you think
it’s important that auditors have that sort of specialist-type knowledge
of the clients; so were talking beyond the industry expertise—a client-
specific knowledge. And, if that’s important, how would they develop and
maintain that?’

I can...understand a client being frustrated if an auditor comes
in—and, using a bank as an example—doesn’t understand what a
derivative is, or can’t get their head around a structured transaction,
a foreign exchange transaction, whatever it might be. That...would
be unacceptable...core product knowledge is essential on the part
of the auditor. I can see that leading more to auditors becoming
sector specific—industry specific—in terms of their knowledge,
particularly in more complex industries like insurance, for example.
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The same user continues, differentiating between senior and junior
auditors in terms of their client-level knowledge:

As to whether they need detailed knowledge of the client...at
the more senior level they would definitely need that familiarity
and ability to talk to senior management in a...knowledgeable,
strategic way. At the junior level...that’s the age-old problem, isn't
it? Everybody has to start somewhere and theyre not going to be
the world’s best auditors on day one, so every audit team has its
juniors, and...a client simply has to accept that...But they should
expect that that person has the product knowledge that they could
have gained through their studies.

The senior staff [is] pretty good but the junior ones are...learning
the ropes all the time and they’re doing quite important things.

Another user responds:

[I]t’s still hard for the auditors sometimes to be on top of all the
different areas of business, particularly if you've got a complicated
business, or an international business, or you've got numerous
transactions going on. Obviously, the greater complexity in the
business, the harder it is for people to understand it, and...it opens
the door to transactions going through that people don't necessarily
understand.

An interesting interchange takes place, which has relevance for the subject
of Chapter 9 (independence) and the issue of audit partner rotation, but is
positioned here to maintain the context of the question. The interviewer
asks: ‘In your opinion, do external auditors have sufficient knowledge of
the client’s business and operations? If this is an area of concern to you,
can you identify ways in which this can be addressed?’

I'd have to say no [and the interviewer confirms that this is in relation
to the sufficient knowledge of the client’s business]|...No, they don’t
and that’s probably of concern too...for the shareholder...No, they
don’t and they can follow a certain formula, follow a procedure, but
the depth of actual understanding and therefore the depth of being
able to identify other issues is perhaps limited.

The interviewer then asks how this situation might be improved and the
response is:
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[I]t would only be improved if before you get into an auditing
position, you [are] required to spend time inside [corporations],
actually operating in a reasonably senior role inside that sector...
you'd need to have that sort of experience level.

The interviewer comments, ‘So, what you're saying is the life cycle of an
auditor is not the traditional [one|: you graduate, you go to work for a Big
Four firm, you get promoted to a senior and manager, but in fact cycling
through different employment circumstances’, and the interviewee agrees.
The interviewer continues, saying:

So, a profession that facilitated cycling backwards and forwards
and audit firms that actually encouraged interchange. See, I'm
interested in your reflection on this. I mean, the regulatory changes
have probably made that more difficult rather than less because
of audit rotation if you have industry expertise. By and large, for
big clients, partners and their families have to move interstate
periodically because there is no...

The interviewee responds in the following way:

Yeah, it seems like a good thing on the surface—the rotation—
but in practice...it’s another one of those situations where you're
having practice and...theory and...in practice...[there are| a lot of
negatives about it as well and I can understand why, but at the same
time...it leads to other issues...unless you do have that grounded
experience in the industry sectors and understand the operations
of what’s really going on then to do the audit is really more of a
calculating exercise at a very high level and...a good management
team can manipulate that process very easily.

In this next exchange too, the issue of audit partner rotation is addressed
as detracting from the ability to know the client’s business and operations:

No, they never [have sufficient knowledge of their clients” business
and operations].

The interviewer then asks, ‘Is that across all levels, or partner and
managers?’, and the response is:

I think so...it’s more extreme—and obviously with junior staff
turning over like they do, it’s just physically impossible. Obviously,
it's nowhere near as noticeable at the manager partner level,
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because typically the partner in particular has been exposed to
that industry. He might do a number of audits within that industry
and also [has| been exposed to your company for a longer period...
within audit partners, there’s a huge variability in answering that
question. Some guys are significantly better than others.

The interviewer then asks: ‘So, in your opinion, do you think that trying
to maintain the same audit team members on a continuing tenure with one
client would help?’ The response is:

Well...getting rid of these silly rules about audit partner rotation
would help.

4.1.1 Summary

Users display awareness of potential independence conflicts that
could arise when auditors become specialist in a single industry, but
acknowledge the difficulty of avoiding such conflicts in an audit market
the size Australia’s. There is also acceptance that client-specific knowledge
is more important for senior audit personnel than for more junior audit
personnel and tolerance for junior auditors acquiring this knowledge and
business acumen on the job. Users are in the main tolerant of the need
to train junior auditors on the job, but point out that it is these auditors
who conduct much of the audit work. They recognise the lower personnel
turnover and higher industry expertise of audit partners. Comment is made
about the reliance on the audit partner as a relatively stable constant and
as the source of the real industry knowledge. Understanding is present too
in terms of the complexity of business and how difficult it is for auditors
to be across all areas of business.

4.2 Purchasers

Several purchasers spoke of the importance of selecting an audit firm that
could supply the appropriate industry knowledge at the various levels of
personnel. One person from the purchaser group spoke of the importance
of proactively managing the process by requesting as part of the audit
tender documents or negotiations that audit staffers with skills in specific
areas were made available.

[The level of client knowledge is] not of concern to me because this
gets down to your selection of the auditor. As we go out to tender...
one of the criteria is industry knowledge. That means that virtually
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restricts you to four, because when you think about it...we are
virtually the industry...there are others, but you wouldn’t want the
auditors of the competition, right? So that limits us to really global
firms. And...we've moved from [firm X to firm Y] over the last 10
years. And when we changed one of the criteria was [the| industry
experience, which they had, and you have the people here in
Australia who have the experience. I don’t want to be given advice
from [a major US city]. And that’s part of the selection process.
So for a big firm like ours, I haven't experienced any difficulty in
getting the industry experience, and I guess its a bit of a plum job.

The same purchaser adds:

If T was to ask my people to deal with the more junior staff, they
would probably say that [the auditors|] don't know what they're
talking about, or they don't know, so they don’t ask the right
questions. You're going to get some of that. I mean, where do you get
your experience? You've got to start somewhere. And can I expect
that every one of that audit team has industry experience...that’s an
unrealistic expectation. And we go through the selection process;
we go through at partner level, at...director level, manager level,
[to ensure] that there is sufficient mix...it’s part of the selection.
But of course you're going to get some people who are going to be
learning on the job.

Perhaps surprisingly, some of the purchasers made it clear that they
did not expect a great deal of business acumen to be displayed by their
auditors and did not believe it was necessarily part of the job of an audit.
The following quote reveals the thinking behind this perspective:

Auditors do not understand business models. That is not their job.
Their job is to understand internal control over financial reporting.
They want financial reports to reflect the bad, the good and the
indifferent and, as long as they do, then their job has been done.

The interviewee goes on to comment on the relative client knowledge
of the auditors versus the management of an auditee:

[A]t the audit partner level...there is what I call broad experience
and broad knowledge [about] how to apply the audit regime to
a given company. Do they really understand the business of the
business? No, they don’t get into the business in the same way, to
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the same depth, as management [does] or the directors do. No, it’s
not possible.

Nevertheless, among some of the purchasers, there were very positive
comments about the client knowledge of the auditors, about how at
asenior level they tried hard to keep up to date with client circumstances—
particularly where stable audit teams could be maintained. The following
quotations give a flavour of some of these positive comments.

I don't have any concerns [about auditors’ business knowledge].
But that comes from having a very stable team, and having a really
long-term involvement of key people in the job. I'll give you an
example...we had a senior manager on the job when I started [a
number of] years ago. He was the senior manager at [one of the Big
Four firms]. He got promoted to partner and came back into the job
as the partner in charge. He was in the job for five years or whatever
their rotation period was. He moved out of that role and took up a
regional consolidation role, or a regional partner role to coordinate
[one of the Big Four’s] functions for our operations in Asia-Pacific. So
he’s still the same guy as I was dealing with 12 years ago, and I was
the junior here. I deal with him every quarter when we do a regional
wrap-up...quarterly audit call...In our specific example, we've had
great continuity of...staff and they understand the business very
well. So I don't have any concerns in that area. They get in there,
they try and find things every year to help us. But...generally they
don’t find things because we've got a fairly stable business model
anyway. But they do understand the business very well.

The interviewer probes further about the turnover of audit staff. The same
purchaser responds:

[I]t could be a lot worse than it is. It happens at the junior level,
but that’s...a little bit of noise and it’s not the end of the world.
If one of our junior staff is having to think about something to
answer an auditor’s position, well our guy’s probably only been in
the role less than a year anyway, and it’s [an| education exercise for
him to have to figure out the answer so he can tell the auditor. So
I don't think there’s a great cost to us; [there is| a little frustration,
but I don't think there’s a great cost to us because of that turnover
at the coalface. If it was at a more senior level, it would be more of
an issue, but we haven’t had that problem.
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Another purchaser is also enthusiastic about auditors’ client knowledge:

[T]hey do have a good idea...it's very difficult when you're immersed
in this day in and day out. This is the world you live in, that’s a
totally different environment to something where you parachute in
for a couple of months a year...I can only talk for ourselves, but...
they generally have a good understanding of our business...they
read quite extensively, they ask quite broadly and...with finance...
in a strange sort of way, there’s quite a lot of cut-over from company
to company and...that sort of broad industry perspective is...quite
good.

Probing further, the interviewer inquires about the business acumen of
junior staff and the same purchaser’s response is:

Well, it’s a bit unfair to say, ‘Oh well, they don't know how to do it’
and they’ve only just stepped out of university...there’s got to be a
training process and I accept that.

Returning to the issue of client knowledge, however, and the stability of
audit teams, some see this as a real issue, as the following quote indicates:

From a trained perspective...theyre definitely improving...when
I first joined the industry...the external auditors would just come
in, do whatever they need to do and then pull out, but nowadays
theyre actually spending...a bit more [time]...try[ing] to build an
ongoing relationship and...the bigger the client, the bigger the size
of the account. They...spend a lot of time, not just because they
have to be here doing the quarterly or the half-yearly reporting, but
because they're also spending time...especially in the beginning...
to speak to all their key stakeholders within the company and try
to understand what the business is like, what’s going forward,
anything they need to be aware of from a [business| point of view.
So they are definitely getting more and more understanding of the
particular business.

The interviewer probes further about staff turnover and the response
from the same purchaser is:

[T]hey're always changing their staff, from one year to another,
especially the more junior level, they tend to change every year...
basically, the one who is really doing the brunt of the work will be
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changing. Hopefully, the more senior, the manager’s level, they're
less likely to change. But having said that, when I say less, maybe
two to three [years|, not forever. And we don’t expect forever, but
continuity is always a bit of an issue with the external firm...it’s
something I don’t think they can help too much.

Probing further, the interviewer asks: “What kind of costs do you see
because of that continuity issue, from your perspective?’ The response is:

Obviously, we may have to backtrack alittle bit more in terms of what
we do, what we discuss to get the new person [understanding]...
if it’s a new staff [member]...fairly junior...they are likely to ask
exactly the same question they asked the year before. So this is the
comment I tend to get...especially [from| the finance managers, and
they feel like they have to repeat themselves because [the auditors]
don’t understand perhaps how we do certain things within the
finance department and so that’s where they think that—whether
the time is wasted is probably one thing—fit] is more like...they
feel like they have to repeat themselves...Why can’t we do it better,
or why can’t we actually move forward? And then perhaps try
to quicken the process...or not waste each other’s time...[that’s]
probably where everyone is coming from.

The same purchaser continues with respect to ways in which to minimise
the effects of auditor staff turnover:

[Tlhey are trying their best...they maintain their documentation
just like any auditors and every one of them now use[s] electronic
work too, so hopefully there’s a slightly better maintenance of
the records...But having said that, the record is only as good as
the person taking the minutes. It depends on how detailed, how
extensive [they are]...and the quality of the minutes...but we're
still finding from time to time that someone may have to repeat the
actual process or conversation they may have undertaken.

The interviewer continues on the same theme and asks about the
proportion of new staff in the audit team:

It varies [from] one year to another sometimes. Just talking about...
the last, say, five to 10 years, sometimes the whole junior team
might have changed, but sometimes even the manager would have
changed, so...we are more concerned if the management team
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change[s| because...they would be the one likely to have all the
knowledge or corporate memory. And if they change and they don’t
have a proper handover period then management will start thinking
‘Do we need to start...repeating what was said to external auditors
before?’, because a lot of the knowledge might have been lost with
the person. We have the situation this year that external auditors
will be changing their manager on sites of all the subsidiaries...this
is a staff turnover issue [not a rotation requirement].

Among the purchaser group, there were those who were quite scathing of
the client knowledge of auditors.

[I]t’s fair to say out of 10, I would be looking around the four
mark...there’s huge improvement in this area needed...it's one
thing having the partner and the senior manager having knowledge
and understanding your business, which is generally the case, but
it’s really the core individuals who are performing the work that
we find have a big lack of knowledge. And...that’s where there’s
huge improvement needed by the firms themselves. Now whether
that’s more regular contact [or not]...there’s always a problem with
rotation of staff, which obviously affects the broader knowledge.

The same purchaser continues:

[There are] different reasons [for audit staff turnover]...I know that
the profession is...under a fair bit of pressure on staff turnover.
If you are constantly changing your staff over, asking the same
questions the next year, and then the next year...it builds up a bit of
animosity within the organisation. And the auditors...get annoyed
and then that'll lead towards these sort of shutdown questions...
if you can build a good relationship, it’s going to help. If you can
try and maintain consistency of staff...those two are critical areas
which should stand you in a better position and move [you] forward
and you can grow together.

The same purchaser talks about gaining client knowledge more succinctly
if audit staff come from non-accounting education backgrounds:

[Having spent] some time in the UK, it’s interesting seeing [that]
what they do at university has nothing to do with what their next
job is. So a lot of our auditors, junior auditors and senior auditors,
when I was working in the UK, their background is something
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in geography or engineering. It was just a complete[ly| different
background to what you get here in Australia...which is just your
standard. And...to some extent that worked well because you did
get a different view and a different perspective from the auditors.
They did [not] ask...robotic questions. They asked...a lot more
commonsense-type questions, whereas...a lot of people coming just
from [an accounting] background...it’s almost a standard question
without giving as much thought behind it. Now, whether that came
from different backgrounds, it would be interesting to look at that.

Many of the purchasers distinguished between senior audit personnel and
more junior personnel and had praise for the senior staff’s business acumen
and client knowledge. The following is illustrative of such sentiments:

[M]ost of my interaction with auditors these days is at the partner
and very senior manager level, so I couldn’t comment below that...
But I'm very impressed with the knowledge that all of those people
have of the business. They seem to have a much more strategic kind
of focus than we did...back in my days as an auditor...they seem
to come to grips with the issues for the business very quickly and,
in many cases, where you're having a change in CFO or that kind of
thing, they provide a very, very valuable service and background
in helping a new CFO get up to speed.

Others, however, were not so tolerant in relation to the issue of client
knowledge and business acumen more generally.

I would argue in broad terms that external auditors don’t have
sufficient knowledge...and it’s no fault of the individuals, it’s just...
structurally in the way that the teams are put together...generally
most of the partners I've come up against have been pretty good...
because they've been working in the field for quite a few years. But
the trouble is [that] 80 per cent of the people on the audit are fairly
green and inexperienced and they wouldn't necessarily...see the
warning sign|s].

Troublingly, there were comments that the lack of client knowledge of
junior staff was increasingly being experienced at even the higher ranks.
This is an example of such a comment:

[The more senior audit staff] don't have time to get amongst the
business and to understand it...ten years ago, I would have said
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look, it always happens at the junior level because youTe still
learning, right?

The same purchaser continues on the same theme:

[The lack of client knowledge is| starting to creep up to the senior
or supervisor level...But now...in pockets it’s starting to creep up
to the manager and director and sometimes the partner level...
[perhaps| because they've got too much to do so they can't get
an intimate knowledge for businesses. And why do they have
too much to do? Because theyre chasing...disclosures and other
requirements. You look at all the regulation that’s come out on top
of AIFRS...All the ASIC requirements, ASX requirements, changes
to the Tax Act, [the] GST. There has been just a boom of additional
work for the accounting or finance function full stop, let alone
technological change, let alone a skill shortage. You've had more
to do with less people and people with...net less experience. I just
don’t think this has been approached very strategically and our
capital markets were fine pre-AIERS. In fact, I can't see how we're
any better off.

One interesting comment by a purchaser related to a trend towards
accounting standard subject matter expertise (by one individual in the
audit team) in addition to industry expertise (by another individual).
The share-based remuneration accounting standard (AASB 2 Share-Based
Payment) was given as an example, with the need to value options and
opine on that valuation requiring specific expertise that few among either
purchasers or suppliers possessed.

For instance...I've mostly operated in the financial services area
and...basically in the big firms you can’t be an audit partner of
financial services clients unless you've had experience in the
financial services industry. People have got to specialise. So then
you get to an issue of youre within the financial services area,
you get trading banks and you get investment banks and you
get insurance companies and the like, so you can always [go into]
sub-specialisations and you've got to make sure the expertise is
appropriate...the big firms generally do a pretty good job of trying
to address that.
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The same purchaser continues, giving an example of an accounting

standard that requires specialised expertise:

It’s always a bit of a struggle because as industries
are moving rapidly and particularly, say, financial
services, it’s hard for the people in the profession to
keep up. You keep up-to-date with what’s happening
on a product basis and all the rest of it, but it’s
particularly hard at the moment because of the
change in the accounting standards. For instance,
if you...took accounting standards at the moment

‘[ITt's particularly
hard at the
moment because
of the change in
the accounting
standards.’

and said, ‘"How many people are experts in the application of the
standards in relation to executive compensation to a public company
with share options and everything else?’, I would guarantee that of
the top-200 companies in Australia, probably less than 10 per cent
of the CFOs would be expert in that area themselves and certainly
less than 10 per cent of the partners in the firms would be expert
in that area because it’s such a tricky area that you need experts
to do it. So invariably, the way that gets done is someone who's a
specialist in that area gets called in to look at it.

A comment was made among the purchasers about highly specialised
valuations (for example, gas and oil reserves) for which auditors were

heavily reliant on technical specialist experts.

A very important measure in our world is...our oil and gas
reserves...the extent [to which]...we get that wrong has significant
financial statement impacts...the auditors come in and check and
see if that reserve statement has been verified independently, but
theyre essentially relying on the qualifications and the expertise
of the reserve estimator...you know if they’ve got it wrong—well,
certainly, auditors don't have the expertise to assess that...They
just...rely on the process, but have no idea whether the process
is a good one or a bad one. So in that regard, [in] certain specialist
areas, basically the auditors do not have the expertise. Is it an area
of concern for us? No, not really, because we have our experts in
the area. And the market expects that as well...[The] ASX [has]
regulations around how you go about measuring reserves and
things, so you know that is covered in another way.
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The same purchaser laments a ‘tick-the-box” approach being practised by
more junior auditors. The ‘check-list” issue is returned to in depth in the
chapters dealing with regulation (Chapters 11-13).

‘[W]hat you get now is...

I began to think about expertise and
knowledge and understanding of operations,

very junior staff who don't and it’s an age-old [problem], but what you
really understarjd t'h_e get now is...very junior staff who don’t really

business asking a significant understand the business asking a significant
amount of questions, : . o
spending a significant amount of questions, spending a significant

amount of time, and you amount of time, and you wonder for what

e TR ECe) end...Are they actually adding to the audit or

are they just really filling in a form, checking
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off a box? And...if you asked around...you'd
get a lot of the latter—that there’s this checking...the box...one
time out of a hundred that check-a-box approach might pick up
something, but in the end you know the big issues are dealt with
at the partner and the senior management level. And it’s a question
of whether those two are up on the business and understand the
business and understand the risks and are focusing on the risks,
and asking the right questions around those risks as to whether the
audit is of a high quality or not.

4.2.1 Summary

With respect to purchasers, many of the comments have potential
implications for business acumen, industry expertise and client
knowledge. Specifically, in regard to industry expertise, the observation
is made that the requirement for having industry expertise is something
that is expressly requested and indeed demanded at the inception of an
engagement with a particular audit. Additionally, implied in a number of
comments is an expectation of industry expertise at least among the most
senior of the audit team. Working against developing industry expertise is
a ‘tick-a-box’ procedural style, especially among junior staff. Importantly,
one purchaser observes that in addition to the necessary presence of
industry expertise, there could also be, at least for some clients and in some
circumstances, a need for the development of accounting-topic expertise
or expertise in particular transactions and how they are reported.

Generally, purchasers are able to praise the business acumen of
senior members of the audit team. While there are a number of negative
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comments about the business acumen of junior members of the audit
team, there are observations that the audit process relies heavily on such
junior people, who are in some circumstances described as ‘green’. There
is also considerable sympathy for the fact that these individuals have little
life experience and cannot be expected to have developed the business
acumen that those more senior in years have acquired. Purchasers observe
that the business model of an audit firm really demands that a large
proportion of the staff on an audit engagement have limited exposure to
businesses either in their industry or elsewhere. It would be reasonable
to conclude that purchasers understand and in many cases are tolerant of
the absence of highly developed business acumen in many junior staff. In
one case, a purchaser saw a potential advantage to this because a ‘dumb’
or repetitive question might be asked of relatively junior client staff in a
business in which they too were new and needed to know.

Many of the comments made related to client knowledge. Again, there
is a sharp distinction between the level of client knowledge of junior and
senior members of the audit team and there is a degree of tolerance for
more junior staff—albeit with the recognition that there is a cost to the
client due to an absence of client knowledge. There is also recognition of
high staff turnover on audit teams and that there are ways of minimising
the cost to the client, particularly with respect to documentation and the
quality of handover from one group of individuals on an audit team to a
new team. The level of auditor client knowledge can in fact be advantageous
in the circumstance of a high-level turnover within the accounting staff of
the client (such as a new CFO). There is also an observation that insightful
questions can sometimes be asked by people who have non-traditional
(non-accounting) educational backgrounds.

4.3 Suppliers

Suppliers emphasise the importance of understanding the client’s business,
as the following quotation illustrates:

[Client knowledge is|] one of the most critical things you can...
have...in conducting an audit. It’s absolutely critical that you have
knowledge of your client’s business...what you find is at the higher
end of audit teams, the knowledge of clients” businesses is usually
fairly high because we need to understand where the risks are,
particularly around that business, and to do that you need to...
understand what [the client does] and how they transact.
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Suppliers, however, recognised the concerns of purchasers of audit
services associated with the lack of client knowledge among more junior
staff. Some suppliers also alluded to the problems created by rotation. The
issue of rotation is returned to in a later chapter.

[Rotation is] less likely to be a problem—well, it jolly well should
be less likely to be a problem—at the partner level and the manager
level...this rotation thing is interesting because it does take time to
build up a knowledge of a business and operations. That’s why all
firms have brought in the fact that in your fifth year as a partner,
your successor will shadow you. He can’t say anything at board
meetings or whatever, but he’s there to absorb and try and pick up
on that learning curve rather than have a gap.

The same supplier continues with respect to client knowledge and
industry expertise:

[S]Jometimes at a partner level, it [comes down to]...the individual...
you have some people who are deeply skilled and really understand
the industry very well and are gurus in that...we'd like to think at
[name of one of the Big Four|, as with the other major houses, and
indeed some of the smaller firms, that you've got those specialists in
there, that they do understand the industry first, and then the client’s
business and how that works in the industry. Youre never going to
know it as well as the client because they’re operating in there, but
perhaps you'll bring a different perspective...we do have sufficient
knowledge and sometimes that’s a collaborative effort between a
number of partners and managers and directors running that.

The same supplier continues, acknowledging that client knowledge
is not present at the beginning of an engagement but is systematically
responded to:

[T]here is sometimes a start-up on that...we're transitioning onto the
audit of [name of client]|, which is fantastic, but there’s a lot for us to
do to learn the historical issues, how the business works and so on.
So it’s a very steep learning curve and very enjoyable, but we know
that in some time we will have got to that plateau...I think we do that
well...at the junior level, some people do...well and pick it up and
have...knowledge...others don’t. And...it's a fair criticism that some
clients have when we don't achieve continuity—that they're forever
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training our staff and [audit staff] ask the wrong questions...what’s
important is that the people who need to have the knowledge have
the knowledge. You could argue that for some of the more junior
staff, where they’re doing some specific tasks...it would be helpful
if they had...knowledge, but sometimes it’s not critical.

The same supplier uses an analogy to explain his or her point further:

As an analogy, if you're looking at payroll testing and setting out
some prescriptive tests on how to test payroll...those payroll tests
will be the same whatever the industry, whatever the client. And
you could argue that you don’t really need to have a lot of knowledge
of the client’s business to be able to do that work properly...the
danger is where the knowledge of business and operations...can
impact the efficiency. So be it: it annoys the client and it annoys
you, but the issue is where it impacts the effectiveness and that’s
the challenge...[and] it’s important we [meet it]. And where you've
got to build it up quickly when you take on a new client or you
bring in new people, you have to factor that in.

The model and resulting cost structure that audit firms use to bring
in new graduates and then progress them through a career path were
acknowledged by some in the supplier group as creating difficulties in
terms of allowing for understanding of client businesses.

[A]s long as the audit model is appealing in structure, and it’s
becoming less so given our work is changing, but we do need the
cheaper arms and legs to be out there doing the field work. So at
times questions will be asked that maybe shouldn’t be, but if their
on-job training is sufficient and they’re well educated, the programs
are right, then really those circumstances should be minimal.

One supplier argued that the structural arrangement of industries in
Australia had changed and consequently auditing had changed.

[T]here’s been...a quantum shift in the economy. And...auditors are
trained to use their knowledge of accounting standards and auditing
standards, external financial reporting issues, to apply that. But
they’re not necessarily trained to understand businesses and to
understand industries. And as much as we do our best to really get
a fundamental understanding of what we're doing...it’s probably
a fair criticism of auditors, because I hear it from potential clients
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all the time: our auditors are idiots, they don't

hey” i h ! i
it probably a fair know what theyre doing and they ask stupid

criticism of auditors, questions. And part...of that is always going
because | hear it from to be there because in order to do this job we
potential clients all the need to bring in graduates. Now graduates
time: our auditors are i ,
idiots, they don't know have got their three-year degrees and they're
what they're doing and twenty-two, twenty-three. They've got no real

they ask stupid questions. life experience and they’re given jobs which

are appropriate for their level, but the reality
is that they will ask questions. As much as you
supervise your staff and you try not to have them doing things
which are going [to] upset your client, they will ask questions
which might appear a bit dim because they don’t quite [have]| the
understanding.

The same supplier continues further with respect to client knowledge and
expertise in the relevant industry:

[Plerhaps the issue for us is to ensure that we have very well-
documented audit plans, which deal with not just the actual
business itself but deal with the industry. And we need to really
discuss those sorts of things. And I know, for instance, what we're
doing here at [name of audit firm] is we've got a planning day coming
up in a couple of weeks’ time, and we're going to run through every
major client of ours with the 30 June balance date. And we're going
to have all the audit team here and we're going to discuss the fraud
and error-type issues in the financial report in accordance with the
new standard so that we can really cover off on the requirements
of the auditing standards; that we have properly planned the audit;
that we'd have discussion in a group; and that we've considered
these possibilities for fraud and error. But in our particular case,
that’ll be four to five hours worth of meeting with our entire audit
division going through all of our clients. And we've just worked out
that is the most efficient way of doing it. And it’s good because it
means that people who aren’t necessarily working on other jobs get
a bit of an understanding. So if we have to move the staff around, at
least they have a better understanding of the client and the issues.
But wherever I've been, it’s always been an issue that clients have
complained that the auditors don't understand. And the reality
is we're in there for a week or two weeks of the year, if that. We
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don’t actually spend all that much time conducting the audit. These
people who are actually working in the particular industry of that
entity...work there all the time...and we can never quite get to
their level of knowledge. So...it’s a bit harsh on the auditors, but
there’s probably also an element of fairness there that we need to
properly consider whether we can get a better understanding of
the business.

The same supplier continues about client knowledge as it relates to the
‘corporate culture’:

I always enjoy the walk, the tour of the factory...

even if they don’t actually manufacture anything, '[A] Iot of the opinion

I always say...can you take me through the is actually based on
building and I want to meet the people in your feeling about the
Keti d di tch hat it enterprise. Corporate
marketing, and dispatch, or whatever it may culture. s an
be, distribution, printing, that sort of thing. extremely important
Because...when you see things for yourself issue.”

and then you talk to the people who are
actually responsible, and it doesn’t matter how

unimportant it is in the organisation, you just get a better [feeling]
for what they’re doing...an audit opinion...[is] not a certificate, it’s
actually an opinion. Who knows if it’s right or not? But a lot of
the opinion is actually based on your feeling about the enterprise.
Corporate culture...is an extremely important issue. And if you
look at the nature of failures in Australia, you look at HIH—there
was a massive corporate culture issue going on there. And I don't
know whether the auditors picked up on that one. But what I have
seen of late is the Big Four in particular are knocking back audits
if they think there’s a corporate culture-type issue, because...the
risk profile is off their scale, they're not prepared to take on that
particular business as a client. And that’s actually come as a bit of a
shock to me because...I've seen different Big Four firms knock back
some fairly useful size audits simply on the basis that they thought
it might've been a bit risky for them.

Suppliers pointed out the difficulties for the auditor if the client
representative being questioned about the business was inexperienced.

[H]olistically...we do [have sufficient client knowledge]...as you
go down the...levels...ultimately what you've got is...a team
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that’s leveraged in a certain way...[in which]| you'll have partners,
managers, seniors, juniors. The further...you go down the tree,
probably the less appreciation there is of the business, as much as
you try to instil that in people. Unless you're out there and you've
got some experience, it’s very, very difficult to have that commercial
awareness and to put things into context. You might want to
understand—{and it’s|] not through a lack of desire of wanting
to understand, but some things are complex. And what tends to
happen is that the more junior people probably have the greatest
amount of time at a client and as you go up the tree the partners have
the least amount because they're managing several engagements at
one time. The key is can the more experienced people on the team
get that knowledge through the team; can you do it in a way that
you don’t compromise the way that you...undertake your audit
through planning, through regular meetings, through the partners
being involved in the crucial aspects of the work, whether it’s a
risk assessment, their evaluation, the reporting...that’s the model
that you try to achieve...the big issues—we pick them. Where the
frustration tends to come [in]...is more at the edges and the people
asking the stupid question, which [they wouldn’t ask] if they knew
a little bit more about what we did...it’s like anybody, it doesn’t
matter how well trained [you are]...you can’t have an expectation
of people [that] theyre going to have this high level of knowledge
of the business.

The interviewer then comments:

If the client doesn’t have patience for juniors and they’re just
answering the question in a way to brush them off so they go away
then theyre going to be coming back asking the same questions
again because they really didn't get the answer they should have
got in the first place.

The response is:

That’s right. Or what happens is you ask one question and...the
answer gives rise to three more questions and four more questions
and then there’s another, and it keeps going. That’s just a fact of
what we do. Our job is really to get information and analyse it,
and then what you expect to come out of that is a further analysis,
further question...this may be a bit of a generalisation, but...the
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criticisms that are levelled out in, say, the audit profession by...
corporates could very well be levelled by the audit profession [at]
the corporates. And just as we may be essentially asking a lot of
questions and sometimes the same question...the quality of the
response—and not just the response but even competency and
understanding—has probably diminished in organisations. And
that would only be fair to say as a generalisation, but what tends to
happen is [that] it’s more complex than it used to be. There’s more
to be done by less people, there’s a leverage within organisations
so those that know are in higher positions versus those that know
less being in lower positions. So the people that you're dealing with
sometimes at those lower levels only know a little bit and they don’t
know the context, just as the overlords don't know the context...
Their roles have changed from being pretty much processing and
reporting to being more holistic [in terms of] responsibility and
sometimes they don't have the level of competency to be taking
on the task that they are—but that’s within their portfolio [and is]
what they need to do. So...it does cut a little bit both ways.

One non-Big Four supplier opines that there is less industry expertise than
is optimal other than where there is an appropriate portfolio of clients in
the same industry:

[W]ith the calibre of the staff...there’s always

going to be that issue [with client knowledge]... [There’s an element

We are very system driven so we try to find out of truth there that
the systems and identify the controls. And... an audit process can
h . f the firm’s busi be overlaid on any
we have...[an] overview of the firm’s business, business, but you really
but...we [need to| get into that a little bit more... need to find the hot
So, if I do one shop, one retail unit...then I'll points in the business.”

overlay my general knowledge into it, and so will
the auditors. If we do a number of retail outlets
then were more likely to put a bit more effort into understanding
the retail industry and getting research so that can be better
equipped...there’s an element of truth there that an audit process
can be overlaid on any business, but you really need to find the
hot points in the business. And I don’t think we tend to do that
as well, and then we have less-experienced people. And that’s also
a major issue at the moment with the staff—in the inexperience
of the people...But their inexperience doesn't allow them to put
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any overview. And, in a sense, if youre looking at that, some of
the key things are performed by graduates...maybe they should be
performed by the partners, but that’s the way we tend to operate...
that’s a fair criticism in that we probably don’t do enough research
about the industry or really find out what the hot spots are. It's very
[much] driven by the systems. So it’s where do the forms go and
who does anything with them, and who then is the control, what
is the control to make sure that those get correctly processed? Now,
you could do all of that without understanding anything about the
industry because it’s systems driven. And that’s part of the issue.

The issue of cost structures comes to the fore with respect to industry
expertise, as the following comment demonstrates:

[W]ere under audit fee constraints. So the concept of really
overlaying a huge industry knowledge—hell, who's going to pay for
that sort of scenario...occasionally with the clients we have, you'll
talk to them and they’ll say, ‘Fred didn’t seem to really have a good
understanding of what we do’...so you...talk to Fred and encourage
him to really understand the business as part of the process. But...
what we've tried to do is very much target information on certain
of the Internet sites about an industry, and get that put into the
audit file. We've done it with training of the staff to say, “Look, you
know it’s important for you to understand what’s the key driver in
that business, because if sales are just getting sales without relative
to margin then that’s going to be short term and we need...you...
to understand those things, and what are the risks that they're
facing, and things like that.” So we build it into the training, but the
difficulty...is that the young kids nowadays, they don't know what
they don't know, and in fact they think they know everything.
And...that’s impacting on a bit of it too.

The same supplier notes that the personal skills of the inexperienced audit
staff also pose certain challenges to the quality of the audit:

[S]Jome of the people [in the client’s company]| give them the first
answer that comes into their head. And the problem you've got is
the...inexperienced [audit] staff are maybe not confident enough to
challenge that until they go back and check with the in-charge. And
then when they do, they then go back and challenge because they’d
said, “Well, that doesn’t seem right.” And that’s a bit of confidence
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thing. It’s also the person going and asking
the question without having thought about it
before they ask the question, and that’s a real
issue. We try to tell the staff [to] think about
what you're...asking about, and what do you
think the response might be...because then

‘[T]he clients also have
to make sure their staff
understand that it's better
to give the auditors more
information than less
information, rather than

you've got context...[and] that’s [how] you just kind of brush

know part of the problem too...they don't them off

think because they know, and then they get an

answer that’s totally left field and they have to

go back. And some of them then struggle to go back to the in-charge
and...say that. So they might write something down on the work
paper, and it’s only when you review the work paper [that] you
think...that’s nonsense, we need to go back and get that...there’s a
lot more for the clients to [cope with]...that’s saying that the quality
of [the client’s] staff quite often...theyre struggling to get staff all the
time and so the newer people aren’t as knowledgeable as the others...
so it’s a combination. Certainly, from our point of view, we've got to
really work on training the auditors to think about the response, get
context about it and think about it in relation to the business. But...
the clients also have to make sure their staff understand that it’s
better to give the auditors more information than less information,
rather than just kind of brush them off.

Others among the suppliers saw the need to develop client knowledge
exacerbated by the cost pressures facing audit firms.

Certainly, more knowledge would help an audit. The difficulty
there is in a market environment, clients are not always prepared
to pay for that extra knowledge that an auditor will get through
spending the time. So that becomes difficult. If anything can be done
to benchmark audit fees or something along those lines then that
would allow an auditor to spend more time with a client. In a market
environment which is competitive, it’s difficult to justify that.

4.3.1 Summary

Suppliers do not question whether industry specialist auditors exist—
particularly among the Big Four. Among the supplier group, there are
comments regarding the cost of nurturing industry-specific knowledge
and the effort involved in updating and maintaining it, especially in
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highly specialist industries. Suppliers acknowledge the challenges of
putting inexperienced auditors into the field, but do seek to support them
with appropriate training and with mechanisms to help them develop
client knowledge and industry expertise. In part at least, this could be
a function of the audit firm business model. Suppliers point out another
side to the dilemma of inexperience and staff turnover—that affecting
their staff auditors in the field when client positions remain unfilled,
client staffers turnover or do not have adequate understanding of their
tasks or roles. Nevertheless, they acknowledge the crucial importance to
risk assessment of an auditor possessing superior business acumen skills
and understanding the client’s business. The issue of client reluctance to
recompense for the time needed for an auditor to develop appropriate
client knowledge and industry expertise is raised also within suppliers’
comments.

4.4 Standard setters

Standard setterscited banking, insuranceand mining asindustriesrequiring
industry-specific knowledge, especially of the relevant regulatory regime.
The role of the Australian Prudential Regulation Authority (APRA) in
recognising only ‘approved’ auditors with senior-level experience in the
audit of certain industries and hence constraining supply was noted also.
Beyond that, there was the perception that a competent general auditor
would be able to cope in auditing other industries.

For heavily regulated industries—banking, insurance—clearly,
you need a great degree of industry regulatory knowledge and to
do that you need to understand the operational...aspects, but you'll
never have the same industry knowledge as someone who works in
that industry. Therefore, if T was to say...we need a lot of industry
knowledge, I'd have to say: ‘Well, how do we do that other than
bring people in from the industry?’ Generally speaking, I don't
think that will add a lot to the audit process.

Standard setters acknowledge the importance of client knowledge and
industry expertise, but observe that the current prescriptive requirements
could impact on the application of this information.
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[Glenerally, auditors do [have sufficient client
knowledge]. And this has been an experience... ‘[Tlhere’s a real focus

coming from a large firm where we would use the on documenting how
that assessment’s been

term ‘face the market” on a line of business or an Ao So e &
industry expertise basis. So we've got, in theory, danger that we get a
the capability to obtain an understanding... eIl s
. . . to this issue rather than
the audit standards appropriately direct people a substantive response.’

to understand the [client’s] business and to
understand risk, although...a danger or an
impediment in getting an appropriate understanding is that the
approach to assessing risk is increasingly becoming...formula
driven at the front end of an audit. There [are] some reasons for
requiring that though. The standards have become quite explicit
to demonstrate that you've considered things because, in some
instances, where there've been failures, it's arguable that that
understanding wasn't obtained...this is all about getting the right
balance, but there is a high degree of prescription around risk
assessment and because we've got the external oversight and the
need to document, there’s a real focus on documenting how that
assessment’s been done. So there’s a danger that we get a form-
driven response to this issue rather than a substantive response.
But...generally, the industry knowledge is there.

There was comment on how the audit itself and training of audit personnel
and the development of their business acumen had changed in the move
away from a fully substantive approach.

[A]cross the board, audit teams don’t have enough knowledge
and maybe you never can have enough knowledge...The one area
where...auditors should be generally more proficient in is financial
systems, financial accounting internal control systems and...
auditors are probably less proficient now than they were 20 years
ago on that.

The interviewer asks why this is and the standard setter responds:

Because...methodologies 20 years ago were looking for audit
deficiency and cutting out understanding systems was the way it
was done, jumping to the substantive and...what it...means—you
cut out your knowledge of what’s really happening and it’s very
hard to reintroduce it when you no longer have the audit budgets to
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do it with. Therefore [the issue of] the training of the junior staff...
at the time I had in the late "70s out at clients, wasting a lot of time
on transactional testing but learning a lot, absorbing, not realising
how much I was learning as I was doing it. And the younger
auditors these days don’t have that luxury and I don't think our
training processes [have] kept up with that lack of on-the-job access
exposure.

The standard setter adds with respect to the possibility of interchange
between industry and the audit profession:

[W]e need the balance of industry knowledge and awareness versus
auditing knowledge and auditing skill and once you get out of
auditing for a few years, it’s very difficult to come back into it.

Having acknowledged that banking, insurance and perhaps mining
are industries that require specialist knowledge, the standard setter is
questioned about whether ‘knowledge industries” also require in-depth
industry expertise:

I don't think so. They require a bit of knowledge and it helps, but
not specialist expertise that is beyond...[what] any general well-
qualified, competent...auditor could easily pick...up.

This standard setter, having acknowledged the role of client knowledge,
industry expertise and business acumen, also asserts that we should not
forget the importance of technical knowledge of the business of auditing:

Perhaps [clients are] looking for more from their audit firm to bring
more value to them, and they see value in terms of their industry
and that’s still there despite a change in the last five years. There is
still this pressure on audit firms to justify their existence beyond
the audit sign-off. But as far as part of the actual audit process, the
area where...our lack of knowledge...impacts the audit is our junior
staff’s lack of understanding...of accounting control processes.

While there is a common criticism of junior auditors asking ‘dumb’
questions, the importance of the ‘dumb’ question is noted by the following
standard setter:
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There will always be the questions and...we

shouldn’t underestimate the dumb question... There will always be
that’s the question which needs to be asked the questions and...we
shouldn’t underestimate
the dumb question...
the dumb questions...therefore I, in part, sometimes. ..that's the
question which needs to be
asked and you...find the
but I also believe that an audit is about problems frgm . —

interaction, communication and...asking the the dumb questions.’

and you...find the problems from sometimes

am sympathetic to the comments you make,

right questions...clients will always have their

day-to-day business to do and then have the

auditors there for part of the year asking questions and they have to
devote time to them. I can understand that they can sometimes get
a little bit annoyed with that, but that’s part of life. So, provided...
the individuals have brought their staff up to the appropriate
level...and that should be the objective to make sure that there’s
enough planning and enough question[ing], enough bringing
the individuals up to speed before they get there, but there will
always be a bit more [of] that on the job...it’s probably an area for
improvement but...we will always get that comment because an
auditor has to ask questions and therefore sometimes it will always
be people who will be a little bit put out by it or [will find] a little
bit of annoyance to it.

The interviewer raises the issue of the personal characteristics of the
auditor and their tenacity in a situation where an answer is provided to an
auditor and the answer is unsatisfactory. Does that mean the auditor has
to go back and ask further questions, sometimes to the annoyance of the
client’s accounting staff?

Yeah, well, that’s right. Now if you...don’t get the right response,
you've got to ask the question. And nor should you be put off...
if someone doesn't want to answer you, because if it doesn’t stack
up, you've got to keep going back...[There are] always those types
of situations there and people may not like to be asked, but...
that’s part of what a good audit is all about. In other words, does
it stack up...when you sit back and look at it...does that lead to
a further question, you know, I need a bit more evidence or a bit
more understanding of another part of it. So, in other words, it's a
process you go through.
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The next standard setter observes that even at senior levels, the industry
expertise of auditors cannot be at the same level of those working in the
industry—at least with respect to the highly regulated industry groups:

[In our industry, which is financial services, at

‘Do they have the senior level, at the partner level, yeah, they do
enough knowledge understand the business because theyre involved in
of the operations? ) . .

Well, I dont think financial services across the board, so our business
they can because isn’t that different from our competitors” business,

they’re not here

often enough.” [at] a macro level. So, at a macro level, the senior staff

members are up to date with changes in regulation.
They see what a number of organisations are doing,
which gives them a very good overview and perspective of the
industry. So...in terms of the business, theyre pretty strong on
industry knowledge and that’s good; operations is a different thing.
So they probably do have sufficient knowledge of the business
but only at a senior level. Do they have enough knowledge of the
operations? Well, I don't think they can because they’re not here
often enough and...when you're in and out and you're here for...
three months of the year or whatever, then you can’t have a really
detailed knowledge of the operations.

The standard setter does observe that even with senior audit staff with
considerable expertise, the business model is reliant on junior staff
elevating important issues:

Do [junior staff] understand [a complex issue| and the context of
it, and do they really understand what theyre documenting, or do
they understand the context of what they find in order to evaluate
it and then bring it up to the right level of attention? No, probably
not. So, if anything would keep me awake if I was a partner or a
senior manager, [it] is...are my guys good enough to bring to my
attention what I need to know? There’s a danger there in terms
of using inexperienced staff that things can occur that don't get
elevated and that’s the biggest danger.

The standard setter observes that managing the risk involves supervision
of staff:

[T]he only thing you can do really is pretty close on-the-job
supervision...the key to success in audit...is having the right
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management team, and with the right management team then you
can...effectively supervise those managers who are prepared to get
involved in the detail and understand the detail and educate the
staff on the job. Then...you can cover that risk. But...it’s a bit like
the regulators. Your biggest risk is what you don’t know and it’s
how you make sure you get to know all the material things that you
need to know.

This standard setter suggests industry expertise can be gained from the
client:

I don’t see any reason why the external auditors couldn't attend
some of the organisation’s training...But you know youre paid a
limited audit fee. There’s a limit to how much of this stuff you can
do.

The importance of the business acumen of the auditor and personal
attributes, including integrity, is drawn out in the following comment
from one standard setter:

Clearly, the more commercial acumen that the auditors have, theyre
able to relate to both management and the board and be seen to
really understand the business and be a trusted source of advice,
if you like, in part sort of outside the audit process even, subject
to independence, the more valuable they can be. They still need
that...fearlessness about standing up to management if they’re
pushing the envelope too much. But...as a trusted advisor to the
business, theyre more likely to be able to do that than if theyre
perceived as being weak or not sufficiently commercial. They're the
auditors that a management with some kind of, not necessarily ill
intent, but even just trying to fudge things a bit, are more likely to
be able to get around.

The standard setter notes that there is variability with respect to industry
expertise and client knowledge and that those with particularly well-
developed skills in each will command higher fees:

What I'm trying to say is...it’s variable...the ones that are highly
regarded will be the ones that are, and [do,] command a premium.
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The standard setter observes that staff exchanges and secondments would
aid development of industry expertise, but employment practices in audit
firms are not conducive to this:

[Employment practices| hinder it. I don’t think that whole sense of
exchange is welcomed. There is a sense that you keep the people as
long as you can and that youre always going to lose a proportion
who don’t want to go on to be partner or aren’t good enough. Other
than that, you try and hold them...It’s not that sense of going off
and working in other places, be it the private sector or indeed in
government...Or the regulator [at the prompting of the interviewer].
And it’s short-sighted.

One of the standard setters emphasised that the existence of industry
expertise and client knowledge, together with a high level of implicit
business acumen, was not sufficient. A necessary condition is that clients
communicate honestly and comprehensively about the issues in their
business. This standard setter emphasises that, without this, no matter
what the level of understanding of the industry or the client, problems
can arise:

[Glenerally, when you...understand the business, there are
probably what you'd call industry issues which are pervasive to
the industry within which businesses operate. The businesses then
have their own issues as a subset of the industry within which they
operate, and a significant proportion of those issues [is] known to
management...it goes back to this transparency of communication...
you'd probably sit back and say: “Well, if you'd told us about that,
and given us a bit more information, we would have looked at it
differently.” So you can have the...industry issues...you know what
they are, you go deep, dive down into the business and you go
through them...how does this affect this operation? And you only
get half the story. You do some digging around, a bit more cross-
checking. Great story, going around the business, everything'’s fine
and, six months later, ooh bang, problem, and it’s because they
chose not to tell you.
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4.4.1 Summary

Standard setters” comments convey a sense of the limit of what industry
expertise can achieve. While it is seen as crucial to some targeted, highly
regulated industries, there are other industries where it is not seen as
crucial and where audit conduct has more generic application. Also raised
is the difficulty for expertise at any level to overcome client secrecy or lack
of transparency. The standard setters believe that audit teams generally
do not have sufficient knowledge of the business, but knowledge at the
senior levels is sufficient. Perhaps not surprisingly, the audit standards
are seen as appropriately directing people to understand the business and
to understand risk. There was, however, comment that an impediment to
achieving an appropriate understanding was that the approach to assessing
risk was increasingly becoming formula driven at the front end of an
audit. There was also the observation that audit firms did not facilitate the
interchange of staff between audit firms and other organisations and more
flexibility there would aid in the development of industry expertise. Such
interchange might be contemplated between external auditors and the
internal audit functions’ of key industry players. Regulatory requirements
about independence pose a challenge here.

4.5 Regulators

One regulator expresses a view that business acumen is developed through
managerial skills rather than through auditing, which is more compliance
driven:

[I]t'’s a question of training and perspective. When an auditor goes
in, they think in terms of compliance, right? And when you are
running a business, you think of profit. You think of growth. You
think of risk management...there’s a need for balance, commercial
balance. You take on risk, you take on compliance and you take
on growth, otherwise you won’t succeed. So [to acquire business
acumen| it’s more a management issue rather than an auditing
[issue].

In response to a question about whether audit partners know enough in
the highly regulated specialist industries, this regulator notes, ‘Not really.

7  We are not able to include a direct quotation on this issue as the suggestion was made in
a manner that would directly identify the individual who made the comment.
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With respect to the expertise and use of junior staff, the regulator
observes:

I just get a feel[ing| that the junior levels...they end up doing a lot
of the [hack] work...and that’s how they make their profits. They
keep their cost down. So the point is a lot of this really complex
stuff, you can't really get junior people to do it.

4.5.1 Summary

The only regulator suggests that there is room for improvement with
respect to industry expertise and the auditing business model puts heavy
reliance on junior (inexperienced) staff.

5.0 Issues and implications

In terms of the telephone and mail surveys, in response to a question
about whether external financial statement audits were of value because of
‘the specialist industry expertise of the auditor’, 50 per cent of suppliers,
46 per cent of users and only 31 per cent of purchasers responded
affirmatively. Among the suppliers, there was a sharp differentiation
between Big Four and non-Big Four suppliers, with 77 per cent of Big Four
suppliers believing industry expertise brought value compared with only
42 per cent of non-Big Four suppliers. This difference could reflect the
relevance of industry expertise across the levels of market capitalisation
and across unlisted companies.

With respect to agreement with the statement that ‘an external audit
is of value because the auditor has a good understanding of the business’,
55 per cent of suppliers, 33 per cent of purchasers and 40 per cent of users
responded affirmatively. CEO/CFO respondents were particularly harsh
and, again, there was differentiation between Big Four and non-Big Four
suppliers.

In response to questions about an audit being of value because of
the ‘business acumen the auditor brings to the audit’, 45 per cent of
users, 33 per cent of purchasers and 55 per cent of suppliers responded
affirmatively. Specifically with respect to audit partners, most users
and suppliers saw the business acumen of audit partners as above the
mid-point, with junior auditors not rated highly. Interestingly, overall,
purchasers took a harsher view compared with users.
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Across most interviewee groups, there was recognition of theimportance
of auditors possessing business acumen and yet also an understanding of
the reality that auditors did not have the same perspective as those running
the businesses that were subject to audit. Recognition of the difficulty of
creating truly deep understanding at the more junior levels was present
also. There was recognition of cost pressures impacting on the use of junior
auditing staff. There was also recognition that some of the responsibility
could be placed on clients for their use of inexperienced staff to answer
auditors” questions. Two commented on the size of the market in Australia
as a constraint on gaining industry expertise in particular industries.

As indicated previously, while purchasers in terms of survey data are
harsher in their criticism of audit firms, there is a real sense from the
interviews that purchasers’ expectations are low in terms of whether
business acumen is a critical part of the role of auditors. Purchasers also
acknowledge that there is a sharp distinction between senior and junior
auditors. There was also acknowledgment of a lack of stability and
that this caused lapses in client knowledge. Purchasers make a number
of observations in regard to the business model of the audit firms and
perhaps the profession more broadly, which means that the life experience
and business acumen of more junior auditors are limited.

Suppliers, including those who have a role in standard setting,
probably have the most detailed comments with respect to the issue of
business acumen. It is acknowledged, at least in some quarters among
suppliers of audit services, that junior staff do not have the business
acumen or certain of the personal characteristics, including maturity, of
their more senior colleagues and, as a consequence, they might ask clients
the ‘wrong” questions. There is, however, also realisation that sometimes
asking ‘dumb’ questions can cause considerable insight and the ‘dumb’
questions can be crucial.

Suppliers also volunteered that less reliance on substantive testing and
examination of a business through its transactions had limited the vista
of some junior staff on how businesses operated and how core activities
of an auditee were undertaken. Additionally, suppliers made frequent
observations that inexperience was not just in the hands of junior auditors.

Regulators observe that business acumen is not necessarily one of the
core attributes of a successful and competently completed audit.
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On balance, while the survey statistics suggest that business acumen of
some audit staff (most notably the more junior staff) is limited and might
potentially be seen as a criticism of the profession, the interviews reveal
that the issue is more complex. The issue relating to the experience of
junior auditors and their ability to develop experience and acumen useful
in a business career, however, remains unresolved in the current debate
and perhaps has implications for tertiary education.

6.0 Focus groups with more junior auditors

As part of the Big Four peer focus groups with more junior audit staff,
questions were asked about the importance, development and use of client
and industry-specific knowledge.

6.1 Client knowledge

Within each of the three separate focus group sessions, there was near
universal agreement that client-specific knowledge was important to
designing an appropriate audit approach, however, qualifications to this
ideal then followed.

[Having client knowledge| definitely helps. It makes it easier...
because in financial services we quite often have very complex
systems and the technical issues as well, so having that client
knowledge as a base going into the audit...definitely helps a lot.

[T]t’s good to have specific client knowledge but sometimes you just
can’'t have it. You do not have staff continuance...people [leave]
and with that documentation, you cannot have [the] knowledge
you need. Sometimes it’s very discouraging...and to be honest, for
the financial statements, all the captions look similar...you know
what you need to do, all the basic audit techniques...you can just
apply them to all of them...You ask this for reconciliation and you
ask another one for some sort of [similar| reconciliation, but with a
different name. This one may be a general ledger one, that one may
be from some kind of strange system you've never seen. That’s the
most knowledge I would have. Even if you have a very tight budget
only for one week or two weeks for a client, you can’t even get
all [the] documentation done. How can you just go on and ask for
client knowledge? It’s just not possible.
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The point of this focus group member’s comment is that client-specific
knowledge might not be present at the beginning of an audit—without
great harm other than to audit efficiency—but it should be present by the
completion of an audit:

[YJou do [need client-specific knowledge| to
complete an audit but not to commence one...

which staff they have in which jobs and making

different people are in their roles...that’s essential commence one.

to complete your audit because you need to focus

‘[ITt's more efficient
part of an audit is coming to terms with the client if you have the client
and knowing their risk areas and even knowing knowledge beforehand,
and...you need it to
complete an audit...
some judgment on how competent you think but not...necessarily to

time and effort and energy where you think there

[are] going to be problems coming up. But obviously you don't need
it to start because you can go out to a client never having heard
of them before. But you need to spend that time in gaining the
understanding of their business, who they are, what their culture’s
like, whether theyre perfectionists or whether they’re not...[so]
it’s more efficient if you have the client knowledge beforehand,
and...you need it to complete an audit...but not...necessarily to
commence one.

The same theme of not being expected to have client knowledge at the
beginning of the audit is repeated in this next quotation:

When you start at the bottom level, youre not expected to have...
knowledge on the first day you walk out there, which is good,
because you generate that knowledge in your first...couple of weeks
or however long your engagement goes for. Even in our division,
especially the bigger clients, you have an opportunity, and then...
you have...knowledge of the client and you get more of an exposure
to their personnel, which is good.

A question put to one of the focus groups was: ‘So, how do you gain
client knowledge?’” Responses included that knowledge was gained from
managers and partners, from the previous year’s experience with the
client and/or prior year files, site tours, the Internet and from clients with
similar systems and processes.
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[A] manager can pass on the knowledge if you're new to the job; the
manager or the [partner]| can pass on the knowledge.

[Y]ou talk to the people who were on the job prior to you. If you
haven't been on it, you speak to the partner who’s on the job,
because often they’ll have contact with the guys at the top level,
so they’ll know the details [of the] work papers. And then talking
to the client, going out...seeing what they’re doing...If they're
listed...there’s quite a bit of information you can get from internet
places about them.

[In response to the interviewer’s request for examples of what a manager
might say:] For one of my clients, the manager took last year’s file and
basically just explained to us what they do, key areas we need to
focus on and blah, blah. And they went through the files, what needs
to be done...and some of them...when you're there...talking to the
client, that’s when you gain more of your knowledge of the client.

I suppose from working on your previous years.

[T]here are a number of documents we are required to fill out which
will cover understanding the business and prior issues and issues
we expect going forward, and all these things that are done at the
beginning and end of [an] audit...a lot of people [are] encouraged
to be reading those...[to] understand the risks that have been
documented in prior years, the build-up of knowledge, to then go
through, suck what you can out of that for the audit going forward.
So that’s where people tend to get a lot of that risk, and you have to
address it because you have to fill out the audit boxes.

It depends who you're working with. Sometimes, if you're in a job,
someone will go out and they’ll spend the first hour saying so this
is what they do, they’ll walk you through it, and...they'll take you
on a site tour, and then...it becomes a lot clearer.

[SJomething that’s more handy than I think a lot of people give
credit to, with manufacturing firms especially, is simply a site
tour. Because when you're thinking about raw materials to a work
in progress, finished goods, seeing that actually happening at any
site...makes it so much easier when you come down to describing
all the controls and quality controls and processes and all the ins
and outs of the business.
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[W]ere sectorised...in our groups so a lot of the clients are peer
clients...there [are] systems and processes you can [access].

No, I don’t think [transferring knowledge of systems and processes
between clients creates a conflict of interest]...on the flip side...it
gives you the ability to...add value to your clients...everyone’s so
similar that there’s not a process out there which one person’s doing
and everyone else isn't, but...there [are| certainly small refinements
and improvements.

[There are| all sorts of knowledge [when pressed on the type of
knowledge gathered]...one is knowledge of the people who actually
work there and who's driving the...process, the financial reporting
process.

Clients in the same industry are interested in the auditor’s inside knowledge
of industry developments:

Our clients...prefer it if we have multiple clients in...very much
the same industry. I work on the [name of client| and I also work
on [another client in the same industry]...when we got the client
first this year...[the first-named client] was so interested in what
everyone else in the industry was doing. We've actually set up a
whole bunch of networking sessions and training sessions for the
clients for all our [name of industry]| teams so that they can meet
each other and discuss all the things that they...want to...we can
actually add value as a firm by doing that.

There was, however, consciousness of the potential conflicts of interest:

[Tlhere is confidentiality and professional integrity not to be
providing other companies with information.

Understanding the politics inside the client is often as important as
understanding the business, as is drawn out in this next quotation:

[I]t’s all of those things [‘competency’, ‘integrity’, prompted by the
interviewer| you want to know. Whenever you go out to the client
normally, you'll [ask] staff: “We're going out here, this is who does
this, this and this, this is how I think this person performs, this is
how this person performs.” So they can manage their dealings with
them, and so that they know where to look for errors or whether
they're likely to make errors as well, so that’s definitely a part of
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it. But...there’s also understanding the politics of what goes on in
organisations. [It’s] important to understand what not to say...and
what to say...to get the information that you need.

The interviewer asks whether it’s harder in the middle market to gain
client knowledge. Responses included this:

Our clients are that diverse...some of my clients go from [industry]
to [industry] and that’s how diverse mine gets, so client knowledge
is recurring.

Recurring engagements with the same client come through as important in
understanding the client’s business:

[Y]ou need to know that individual client, how it works. That's the
most important thing...working on it, you do get...some clients
[who] are similar. We have a multitude of [types of] companies, for
example, but the most important thing is definitely [having worked]
on that client before.

Continuity is pretty key. More continuity is better.
It makes it so much more efficient.

And that’s why staff retention helps, when the people who were
there last year are there again the next year.

Recurring engagements are important not just to audit personnel, but to
the client:

[T]he clients demand [the same staffing]. They want...to know who
theyre dealing with; they don't want different people going out
every year.

So they can form relationships as well.

More probing and other comments reveal that documentation does not
have to be filled out at every staff level; there is a document for each client
and staff at all levels are encouraged to go through and read it. When
probed on what happens for a new client, the interviewees respond that
the document has to be created from scratch:

[I]f you went...for a walk through, you don’t have that knowledge
of who does what...and you generally just start with your main
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contact and you work downwards in terms of...process knowledge.
In terms of overall business...your top management are the ones that
are going to know the most about the ins and outs of the business.

When asked whether documentation is a substitute for either industry
knowledge or client knowledge, the responses are mixed. One answers in
the negative, but another answers:

[D]ocumentation means an experienced auditor can just pick up a
file without any previous client knowledge [and] can still do [the]
audit.

The next junior auditor confirms that documentation has improved in
recent years:

[T]he quality of our audits has improved with the new methodologies
and the new requirements for work, sample sizes and all that kind
of stuff...I've even picked up an audit file for a client we had three
years ago, a file from three years ago and a file this year: this year’s
file will be a lot more comprehensive.

The limitations to documentation as a source of client knowledge and
input to audit quality, however, are also acknowledged:

[T]hat’s a question of the quality of an audit file compared to [the]
quality of an audit...documentation is much more important now.

[JJust because it wasn't documented doesn’t mean those financials
are materially misstated.

If it’s not on file, it’s not done.

The interviewer then asked whether the AUASB’s documentation
requirements had caused difficulty.

[M]aybe to a really small degree but I don't think documentation...
means that people are working hours later than they otherwise
would be. It’s just the client base.

[The budgets] are more [realistic| these days.

Responses to the question ‘Do you think there are other ways that you
can get client knowledge that do not happen to be used by this Big Four
firm?” include:
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[W]ith a lot of my clients, there’s a lot of industry knowledge...
For instance, I have a...client, and there [are] certain accounting
policies that are used, and rules that are not applicable to any other
jobs I work on...they are having quality sessions going forward...
[to] discuss that with [staff] before an audit begins...these specific
things that relate to that industry.

But that’s more for young [staff] because as you go up you find them
out through experience.

[T]he sort of information we use, the client knowledge
‘[That knowledge we gain because we get out there and do the work...
is in-house to that information is ours. We don’t publicly put it
gs' DRI out there. Say, for instance, you can go look at [a
e passed on or K -
documented in company’s] web site and you can figure out that if
our files.” theyre mining...they’re going to have problems...
because they’'ve made a mess of the place...But if
youre out at a little manufacturing firm, you're not
going to know what their problems are until you start speaking
to them, until you start looking at what’s going on...Oh, they've
made a mess of the ground around their area, or theyre very, very
good at what they do and everything’s nice and neat and there [are]
absolutely no problems when you get out there...that knowledge is
in-house to us, so it’s got to be passed on or documented in our files.

A point made in this next quotation is that more use could be made of
managers’ and partners’” well of knowledge:

[A] manager...stays on the job and it might be the senior accountant,
the juniors that come on for the first time. And this is something
I've raised...[that] I don’t think we spend enough time tapping into
that manager’s and...that partner’s knowledge...that’s a way that
we could build a bit more client knowledge by really allocating time
and sitting there and going look, let’s get a two-hour run-down of
this client...at the beginning, right off the bat, just to get that up
front.

As to good or bad examples with interactions with clients that have been
revealing in terms of that client, one response is:
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[Y]ou work...for a new person who’s employed at that job [in the
client], you figure out their capabilities and...those people who
really shouldn’t be doing that job, because they're just bad at it...
you just learn, you go to someone else. But there are bad experiences,
when people just can't do their job.

There is general agreement that the above scenario involving client staff
is common. The interviewer then asks: ‘Are there any particular examples
where [at the end] the client told you a profoundly different story to
where you started from; you walked in and you learnt something and it
profoundly changed the way you did the audit?” Responses include:

The client changed their information systems and made a mess of it
and it very profoundly changed everyone’s job when we were out
there, because we were out there for a lot longer than we expected
and...we knew that they were...changing their information
systems. And we knew that they had already warned us that there
were problems because they delayed by a week, but when we got
out there is when we truly found out how much of a mess it was.

For one of my clients...they promised us to be really efficient
because they were getting a Big Four manager to [head their] finance
division, so we thought okay, they’ll be really efficient and they had
a merger during [the]| last financial year and everything was just a
mess, so it changed...because when we were going, we're confident
this guy, with his background...they’d be more efficient, but when
we got there and realised that things were...different...we spent
more time and we incurred a lot of overrun.

A further question was: ‘So if you came across in a client an accountant
that had come out of one of the Big Four, would you immediately assume
they must be reasonably competent?’ Views were generally in the negative,
with comments that competence would still need to be assessed.

It depends why they left the firm. I know there’s someone from our
division who went to one of our clients, and when he was working
here he used to be super, he used to work so hard, he used to get
everything done. The people who came back in for the client said:
‘Oh, he’s hopeless, he’ll work nine to five, won’t bother helping me
doing anything’, so he’s just like anyone else. So in that kind of
case, it didn’t really matter.
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When the interviewer responds, ‘So do you think a partner that’s done
manufacturing...’, the response is:

Could go into a bank? No. I don't know if that happens. I know
I couldn’t go into a bank...it depends on the experience and their
skill set, doesn't it...I could go [to] manufacturing, to media, with
no problems.

Another question about initial audits took the form: ‘Do you think the
first time you do an audit for a particular client, a new client, the quality
of that audit is as good as if you were doing it for the fourth time?” The
research literature tends to report findings of lower quality on initial audit
engagements so focus group participant responses are of some interest
here. Responses are mixed:

No, it’s not...the reason...[is] it doesn’t matter if it’s a new client.
You've still got two weeks and I know it’s wrong to say this, but you
don’t have all that prior year documentation and the work done to
roll forward...All those check lists to roll forward, so you've got
to spend more time doing the admin instead of understanding the
client and doing the work and...it’s hard to fit in everything.

Based on your current knowledge of the client, you would think
it’s quality work, but on subsequent years, you realise that you can
still improve on the work you did for the client...It makes it better
[the second time around]. Not that you didn’t do...quality work the
first time, but...it’s a process of improvement...because of client
knowledge.

I would disagree...when I've audited clients
, , . which are new clients to the firm, I found that
[W]hen I've audited , ]

dliemis wihidh e new there’s much more focus on understanding the

clients to the firm, business and everyone on the audit team having
I found that there’s

much more focus on a good understanding of the business and the key
understanding the transactions and the like. And probably less on
business.” documentation and, we’ll improve the audit file

next year. But in terms of understanding what’s
going on and making sure that it’s correct...
there’s much more focus on having an understanding and probably
it's better quality because you have to do all the work yourself. You
can’t just kind of...roll something forward without really thinking
about it. So, possibly, it could be better quality the first time around.
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[I]t depends on how you can consider the idea of quality. I wouldn’t
consider that doing the audit cheaply is a measure of quality...
quality in an audit is whether you're going to pick up errors and...
we're providing an audit report to say that a financial statement
has errors or doesn’t have errors...the quality in work the first time
around or the quality of that opinion the first time around would be
equal...maybe other, what I would consider sideline things, such
as file documentation...can be improved or would be improved in
future years just because you can lever off work that you performed
previously.

The same participant goes on to explain how in his or her experience,
partners new to engagements, whether or not new to the firm, are
demanding in terms of their own and others” work effort:

[fln terms of the opinion...partners are
probably more demanding in how much
work you perform and looking at things more
completely the first time around on a client...
[but] in future times, partners are able to spend
less time themselves on an audit because they
feel that they have an understanding of what'’s
going on. And...I've worked on audits which
are brand new, or audits which we’ve had but
the partner has changed so the partner’s new

‘[l terms of the opinion...
partners are probably more
demanding in how much
work you perform and
looking at things more
completely the first time
around on a client.’

to it, and each time I find a partner, when it’s new, will spend a lot
more time themselves—(and] in the second or third year [will then

spend] less time to look at it.

In the context of a general discussion about the demise of Andersen, the

following comment is made:

[I]t seems that as we go on, the cases like Enron and HIH and all
the rest of it...regulatory [processes| become...stricter, and there’s
a lot more focus on corporate governance as well. It’s almost like
our job gets harder, and there [are] more things that you need to
think about all the time, and auditing standards are becoming more
[complex].

There were negative responses from the interviewees when asked whether
they thought clients were taking them more seriously now that auditing
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standards had the force of law. It was acknowledged, however, that some
clients, especially the smaller ones, really did appreciate the audit function
and its capacity to add value. This was acknowledged as especially true of
client personnel who understood that auditors checked processes rather
than thinking that their job was being reviewed in a search for mistakes
they had made. When the interviewer then asks how to approach these
latter types in a non-threatening way, the following responses are given:

That’s pretty hard. Being an auditor.

[There are| different personalities...and you kind of figure [it] out...
but it changes from person to person.

[I]t can be threatening...because there was a recent client in our
group, the CEO got asked to go [by the board] then the acting CFO
got asked to go...because of the issues the audit came up with. There
were a whole lot of underlying issues, and generally the smaller
[capitalisation] listed...clients have these problems where they've
gone from less [regulation]| up to all these regulations they have to
meet...so that can happen. And...some people...do feel threatened,
and occasionally it does come through.

One of the participants, in an exchange that reveals that some client staff
receive bonuses linked to minimising required audit adjustments, then
volunteers:

I've got a couple of clients...[whose] bonuses are directly linked to
[adjustments].

This participant is not alone in his or her experience. An observation is
made by another interviewee:

[T]hey get quite funny and try and get rid of all of [the adjustments].
From another comes the comment that:

They chase you out the room.
And from another:

Usually they do a better job, but at the same time they can get
quite pig-headed with an adjustment...so if they get seven audit
adjustments they get X amount of the bonus.
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Another then comments:

I've got clients whose bonuses are linked to the audit overruns, so if
there [are] overruns on the job then it comes—directly proportional
[to their] bonus.

This scheme applies to the person below the CFO. General discussion then
follows about how many of their clients’” bonus schemes are linked to
profit and how lucrative these bonuses can be.

6.1.1 Summary

The younger audit staff generally believe that having high levels of client
knowledge is appropriate and necessary for the execution of a high-quality
audit. How to begin involves reading the previous file, talking with the
various people who have been involved with the audit previously, whereas
knowledge of new clients comes from site visits, talking with the people
and detecting the key drivers within the business. There is also discussion
about understanding the organisational politics within the client.

Several people comment that the level of staff turnover removes
understanding of many of the ‘soft issues’ of a client—that is, organisational
politics and individuals, their temperament, their expertise and the
interrelationships between key executives.

In the case of a new client, having previous experience on clients
in the same industry is seen as a real positive in gaining client-specific
knowledge.

Several of the younger people comment that the lead-in to a new
client is well managed by their firms, with entire teams having ‘initial
mobilisation time’ to help them understand the client, the issues, the risks
and the way the audit is expected to be approached. Others report that
they have little time to understand a new client and it is very much a
matter of learning on the job.

One interesting conflict between the expectations of the auditors and
the clients does arise. There isa very strong view that the ultimate objective
from the junior auditors” perspective is ensuring that one understands the
client at the end of the audit. As will be seen in Chapter 8 (retention of
staff), however, clients repeatedly comment that they expect the auditors
to understand their client from the time that they begin on-site visits. This
schism is understandable and probably exacerbated where a particular
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audit firm has been in a multiple-year engagement, because the client’s
expectations are that the same audit firm has been around for some years
and therefore it should know the client, whereas the individuals working
on the audit team might be new to the engagement.

Importantly, junior auditors report that the accounting staffers of at
least some clients are remunerated with bonuses based on the number of
audit adjustments required. This poses an important threat to the quality
of an audit.

All of the junior staff members report that the audit firms have
important databases and information sets about industries and sometimes
even clients. This tends to be the larger listed clients, however, and there
is something of a dearth of information about the smaller clients, which in
some cases includes a substantial part of their portfolios.

6.2 Industry expertise

The conversations with the peer focus groups of more junior auditors
encompassed the issue of industry expertise as well as client-specific
knowledge. What follows is the gist of these conversations.

First, there was general agreement that industry expertise was
important.

[Industry expertise is| vital—[the| same as client knowledge. You
can’t fully understand the risks of a client or...of clients in that
industry if you don’t understand what’s happening in the industry
and...the key balances. You can’t understand the risks and therefore
where your potential [risk is] going to be and where to focus your
time.

[Industry expertise is] quite important because sometimes auditing
is all about commonsense. You will know whether it’s reasonable or
not. If you do not have industry knowledge you wouldn’t know. It’s
really important.

[Y]ou have different accounting standards for different industries...
which means you would have different auditing techniques for
different industries. That makes sense.

[It is important to have industry expertise] because when you're at
the client they...expect you to know how to account for things. If
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youre doing funds for fund managers, they expect you to know the
related accounting standards for that area and if you're doing all sorts
of things, I don’t think you’ll get the same experience or knowledge.

I had [a foreign exchange| guy working on one of my jobs, which
was a manufacturing firm, and...I had to do his inventory. I gave
him one of the smaller divisions and I had to do the inventory
section for him because he just did not have the skills to do it. But...
he said it straight away so it wasn't an issue, but the fact is that he
needed that skill to be able to do that section. And if I went to one
of his clients and tried to do a hedge fund, I'd struggle.

When pressed about the issue of industry expertise and how it is acquired,
the following comments are made:

The critical issues that our clients come upon are more to do with the
size of their industry, so that’s why...[they are| grouped [according
to| size. So it...[is] difficult to [know the| industry...there are a
lot of documents that we fill out which cover industry knowledge
and competitors and so there’s basically a quick snapshot of our
company and where they sit in the business that you basically
try and pick up as quick[ly] as you can...if youre spending two
or three weeks on an audit, which is pretty standard for us, and
spending two or three days getting your head around the industry
and knowing everything about it, it’s a pretty inefficient expense of
time, so it’s a matter of getting it done as quick[ly] as you can.

Often the partners aren’t [knowledgeable| because they’re not
working so many jobs. They do have a lot of industry knowledge
specific to that client and...even the senior managers and the
managers...take a lot of time to read the review so theyre up to date
with what'’s going on.

The more you work on, let’s say...the consumer markets, you start
to get the general understanding...[that] they are doing a fairly
similar thing, they’re marketing things to people, theyre selling
things to people so you know that if theyre selling cosmetics or
alcohol or bread...[there are] the same sort of drivers...the same
process is driving what these people do. It just happens to be a
different product, but if you're...comparing bread and banking, it’s
two very basic needs but [it’s] very different in what drives them.
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Another, in response to the above observation, adds that there are ‘very
different risks and different regulations as well":

You need to know. It’s not because they expect more from us in
terms of just applying the audit standards, there are other aspects...
because the bread manufacturer also has to apply health standards
and...if they don’t apply those quality standards they can...become
a going concern problem. Then there [are] the banking licences and
it just goes on.

The interviewer then asks: ‘How is that knowledge getting captured in
the audit process?’

[B]efore you start, you have a plain reading [document] and every
person on the job comes in, including the partner, and they’ll discuss
what key risks they think have come out of industry changes from
the year before, and they’ll let you know.

The interviewer then asks how long the meeting is that is held at the
beginning of every audit:

[It] depends on how big and how many people.
Between an hour and a couple of days.
The interviewer then asks whether the firm has a database on industries:

Yeah, it does—mnot so much a database, but there [are| lots of
technical releases and industry-specific releases that get sent out.

Then the interviewer asks about who is responsible for making sure the
industry-specific releases are captured within the audit process:

[T]he whole team, generally. It would normally be the manager or
senior, but sometimes the partner will grab them and send them
around to the team as well.

The interviewer asks whether there are other ways that interviewees
think they can gain industry expertise:

[I]t’s difficult because we're all in so many different industries. I have
three clients and they're [in] three completely different industries.

One thing that they are introducing just recently is they’re going
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to have these...seminars on certain industry errors...real estate
and consumer products and that sort of thing, which is almost
voluntary, you can go to one if those if you've got time.

The interviewer probes more deeply, asking whether being across different
industries is frustrating:

I find it better. I like...variation. Theyre three completely non-
related industries [that I am in]. In any way, shape or form, you
couldn’t connect the dots between them. So every time I go to a
new client I have to learn about that industry...it’s difficult to get
industry knowledge when you have a different industry on every
client. Because really it’s client knowledge as well that you need, so
you need to link the two together.

[I]t’s very broad. Financial services is very broad so you've got your
banking, funds management, insurance, treasuries, superannuation,
so there [are] 10 specific areas within [that].

[W]hen you come in as a graduate, you...have a broad range across
the different industries and after you've been here for about a year
or two, youre given a choice to...specialise in [one] industry or
two.

[I]t’s getting that perspective on different clients which...gives you
that industry perspective rather than that single-client perspective.

[You] always struggle [with industry expertise in the middle
market]...you'd hope to have at least a broad understanding. You
have a higher demand so you should, in the majority of cases, be
able to get an idea of what the major risks are just by that high level
of understanding. But...there are some risks that you might miss if
you don’t have that detailed level of understanding.

[T]he smaller companies are an industry in themselves...so even
though they’re spread across actual industries in terms of what they
do...maybe the risks associated with that size of company is why
there’s a division, which is allocated rather than just picking the
right thing out.
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There is confirmation of the interviewer’s observation that industry is
quite narrowly defined:

We have people who specialise in the superannuation industry, for
example, because there [are] a lot of specific regulations...[from]
accountants right through [in response to a query about at which
level this applies].

The interviewer then summarises: ‘So, what they're saying is just because
the ASX has a bunch of industry categorisations, it doesn’t make it
necessarily relevant within the audit market...The differentiation is across
sides.” There is some agreement with this:

I never actually thought of it that way...[that] the middle market
has its own inherent risks and knowing that as its own industry is
its own benefit.

I'd feel more comfortable if...I could specialise in an industry within
[the] middle market.

[W]e have business development groups within our group...I'm in
resources services and government, so we have about eight different
industry groups and I'm in the property group because that’s what
I specialise in and there [are] probably eight or 10 people in a BD
[business development| group and we meet once a month and we
talk about potential new clients and stuff. So it’s a way of going out
and sourcing new clients and servicing the ones that we've already
got, but it’s also [that] we have industry-specific training in those
times as well. And...the people in the BD group will...receive any
of the publications that we receive that are industry specific.

The interviewer asks: ‘Are there any other ways of inculcating industry
knowledge that the firm does not use that you can think of?’

[I]n other offices...they have a lot more specialised industry
knowledge, like industry training sessions that go for days...but
theyre not used by all of the offices...each of the offices...tends
to be quite discrete in terms of the training, industry specific and
just generalised...there could be potentially more sharing amongst
different people.
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The interviewer then asks: ‘Are the offices really run almost independently
of each other? It sounds as if there are quite different practices in different
offices.’

By the sounds of that, not only offices but divisions.

[TJraining across the board, although good, could be better and
more timely...sometimes, you're not receiving the training that you
required until 12 months or six months down the track. [In response
to the comment ‘until after you've had to use it":] Yeah, which is just
the nature of the beast in a sense...[that in] a large organisation, you
can't tailor it to everyone and everyone...enters at different times.

The interviewer responds: ‘So there are some industries where industry
expertise is crucial and there are others where really audit expertise is
more generic. Is that right? Is that what you're arguing?’ There is general
agreement:

Especially in our division...with [state] audit too—we've been
divided up into industrial markets, consumer markets, to travel
[and so on].

[Blecause I'm in consumer markets, if I had to go and work in
[another] job, T dont think I'd face too many issues in picking up.
It might take me a day or two to get up to speed with whatever the
specialisations are...and that’s the same with a...partner, probably
even less time. But to go from consumer markets to financial services
would be a completely different kettle of fish. I'd have to get up to
scratch on whatever standards these guys focus on.

6.2.1 Summary

There is widespread agreement among the more junior staff members
that industry expertise is a crucial component of the quality of a good
audit. Observations were made that with different applicable accounting
standards requiring different audit judgments, knowledge of the industry
and the regulatory aspect around it was crucial. One of the benefits of
higher-quality levels of documentation occurs when staff turns over
and, even with partner rotation, good documentation can assist with
understanding the client as well as industry expertise.

It is acknowledged that there are wide differentiations in the amount
and nature of expertise required by certain industries. Clearly, an industry
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such as financial services is regarded as requiring a high level of industry
expertise, and there is a view that there are other industries that have
aspects that are particular to them—for example, industries subject to
regulation other than conventional business regulation. An example
is the healthcare industry. Indeed, for this industry, an auditee might
have critical going concern issues not because of corporate regulation
but because of health regulation issues. Aside from where there are high
levels of regulation, there is a general belief that understanding the audit
process can be transferred from one industry to another.

It is widely acknowledged that firms are providing high levels of
industry training (perhaps at the cost of further specific technical
auditing training). This means that people from a number of divisions or
a number of offices can take part in the same industry training to build
their expertise on an industry-level basis rather than on a technical basis.
Most people tend to view it as beneficial to have a portfolio of clients that
are in one or two industries as it helps build industry expertise. It means
that one understands the risks of the industry better and indeed helps in
terms of understanding client knowledge. This view is not seen so much
in divisions that look at the middle market, where there are large numbers
of clients across many industries.

There is a view that much of this training is helpful but it could be
better. There are several observations about the level of relevance of some
of the industry training and, in particular, its timeliness. The extent of
training seems to depend somewhat on the client base with which one is
working.

There are a small number of people with a wide variety of different
industries included in their portfolio of clients. While some indicate a
degree of frustration with this, it is seen as a positive to the individual’s
working environment because it provides interest through variety.

7.0 Issues and implications

One of the major changes in the business of auditing has been the
development and marketing of industry expertise by both Big Four and
non-Big Four audit firms and the recognition by some purchasers and
regulators of the importance of industry expertise, particularly in selected
industry sectors. With respect to survey data relating to the question
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about whether external financial statement audits were of value because
of ‘the specialist industry expertise of the auditor’, the most positive of
the groups was suppliers, with 50 per cent of them rating this as valuable.
A similar proportion of users and a more modest proportion of slightly
less than one-third of purchasers responded affirmatively to this question.
Among the suppliers, there was a sharp differentiation between Big Four
and non-Big Four auditors on their level of agreement, with more than
three-quarters of Big Four auditors believing industry expertise brought
value compared with less than half of non-Big Four auditors.

The interview data showed a complex set of circumstances around the
views of purchasers and suppliers in particular. There was widespread
acknowledgment that auditors sought to develop and apply a sound
understanding of the clients’ business (client knowledge) as a part of
the delivery of a quality audit. Despite the fact that a number of users
saw industry expertise as adding value, there was scepticism, with some
users taking the view that for some industry expertise there was less
underlying substance (and development of knowledge) than marketing of
such expertise.

Purchasers recognise that knowledge of a client’s products—that is,
the products of the industry in which the client is engaged—is crucial to
the audit because this is where understanding the risks of the business
will lie. Others see industry expertise as being a crucial factor in the
selection by a purchaser of an auditor, implying that value is added and
provides the audit firm with an advantage in that selection process. While
there were positive comments with respect to audit firms having industry
expertise, there was also recognition by purchasers that auditors needed
to rely on industry expertise from those outside the profession and indeed
that reliance could be substantial. Interestingly, some purchasers see
specialist expertise from a different perspective. While the audit firms
portray industry expertise as providing specialist knowledge in terms of
conducting the audit, this is not necessarily seen as valuable to the client.
Some clients identified that an audit firm having specialist accounting
standard expertise was of value, implying that the larger audit firms had
expertise simply because of the scale of their operations.

Suppliers generally had a more positive attitude towards industry
expertise with recognition of a hierarchy of expertise including industry
expertise, client knowledge and knowledge of how the business works
within the industry. While the positive attitude, particularly among Big
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Four suppliers, was evident, there was a genuine concern about how the
substantial overhead cost of developing this expertise was funded by
client fees. Additionally, there is recognition that much of the ‘lower-end
work’ is routine and is not necessarily industry specific or indeed even
engaging. It became apparent that suppliers saw industry expertise as
more important among upper-level staff involved in an audit.

The presence of industry expertise, the need for it and value of it
represent challenges for managing the rotation of audit partners.

Standard setters appear to be acutely aware that industry expertise
is of a much higher value and of more importance in certain industries
where there is a significant overlay of regulation, such as in banking and
insurance. There is a much lower level of added value in industries that
can be audited with more generic skills.

These individuals also acknowledge that even for an audit partner with
a high level of industry expertise, the likelihood of that partner having the
same high-level expertise as a senior person operating within the industry
is not good. On the other hand, they also recognise that bringing someone
who works within the industry into the audit firm is not necessarily going
to add value to the audit, because of the need for auditing expertise as
well as industry expertise.

Finally, some suppliers were quick to point out that having industry
expertise was no guarantee that the audit would fulfil all of the users’
expectations. For some industries, that expertise might be a necessary
but not sufficient condition for an audit that is both comprehensive
and far reaching. Overlying this, they concede the need for open and
comprehensive communication between the client and the auditor.
The overarching view is that industry expertise can be an advantage,
particularly in some industries, but the story is more complex than this
and purchasers and users, in part, take the view that some of the specialist
expertise claims have been over-marketed.

Auditing staff possessing client knowledge prompted less discussion
thanindustry expertise; however, some important issues were raised. These
include the mechanisms used to inform audit teams when a new client is
acquired and how to familiarise new staff with an existing engagement.
Additionally, it is understood that client knowledge might not exist at
the start of the engagement but will become a necessary condition of the
successful conclusion of each year’s audit.
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The most important implication of all of this is that those audit firms
that develop abilities to familiarise audit teams with client knowledge
effectively, efficiently and systematically could give themselves a
competitive advantage in the market for audit services.

While referred to only in the focus groups, the apparent presence of
bonuses to client accounting staff based on the frequency and/or severity
of audit adjustments poses some serious challenges to the environment in
which the audit is conducted and potentially to the quality of the audit.
There might be good reason to have such a remuneration scheme—such
as reduction of errors and opportunistic practices—and it might generally
induce greater care on the part of the client; however, there could
be unintended consequences that damage the quality of the audit. A
remuneration regime such as this could enhance secrecy and obfuscation
on the part of the client’s management and could circumvent the oversight
by senior management, the audit committee and those charged with
governance. This will not add to the efficiency of the capital market.

8.0 Concluding remarks

There are policy implications with respect to several matters raised in this
chapter. At its outset, this chapter focuses on the development, use and
value of industry expertise, client knowledge and business acumen. Each
of these plays a role in the demand for and supply of audit services. What
emerged also, however, was the extent to which the personal attributes
and characteristics of staff assigned to an audit engagement play a role.
These attributes include but are not limited to maturity, tenacity, self-
assertiveness, resilience and integrity—many of which feed into the
notion of ‘emotional intelligence’. The existence and development of
such attributes appear to have key policy implications with respect to the
selection of new employees for audit firms, the training and education
before their selection and the professional skills development and training
of the accounting professional bodies.

Throughout the interviews, the supply and the demand side of the
market for audit services commented on the importance of these various
personal attributes. There is, however, little evidence from suppliers
that psychological testing to measure these skills is part of the selection
process. Additionally, from the authors’ own knowledge, the specific
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development of nurturing and attainment of educational outcomes for
these graduate attributes are not uppermost in educators’ minds in the
construction or delivery of degree programs relevant for the accounting
profession. Similarly, the principal accounting bodies do not seem to
have these personal attributes as things that are nurtured or tested in
professional development courses, at least for those in the early years
of their membership of their professional bodies. This is the case even
though it is these junior people who are most exposed to the interface with
clients. One important policy implication is that the supply side and the
professional bodies together with the universities need to examine their
recognition of, enthusiasm for and support of the development of these
personal attributes. It could be that the inclusion of psychology subjects
or at least their encouragement as electives to be taken by commerce and
business students during university degrees should be explored.

The fact that junior staffers are so essential to the supply of audit
services is a direct function of the business model that the principal and
some of the smaller audit firms rely on. This business model requires that
junior auditors with modest levels of life experience and, in some cases,
self-assurance undertake a large proportion of the work. The sheer size of
some of the audit firms and the underpinning cost structure make reliance
on this group of individuals key to the commercial viability of this business
model and yet reliance on these individuals is clearly a stress point in the
operation of the current business model. In some smaller audit markets,
where clients do not have the scale of the client base that has been the
particular focus of this inquiry, we find that smaller audit firms that have
adopted a different business model are becoming successful. For example,
small audit firms with comparatively experienced staff and little reliance
on junior auditors have often won the audit of local government authorities
where this has been outsourced. It is the case that the larger audit firms
are the only ones with the scale to successfully undertake many of the
audits of Australia’s larger business organisations. This business model
has been in place for decades and yet many of the interviewees observed
that the market for audit services and the products and processes in place
have had to undergo profound change and development in recent years.
The question is: is the business model still right for the modern market for
audit services? Is it the case that such heavy reliance on a large proportion
of junior auditors is still applicable? Is it the case that universities produce
the optimal type of graduate who has been nurtured and developed in a
way that suits the current audit environment?
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Another aspect of the business model of audit firms comes from the
issue of the acquisition and retention of client knowledge. Finding an
effective, efficient and systematic way of acquiring client knowledge
in the first place and then passing it on to new audit teams or new
members of existing audit teams seem to be crucial and high value-
adding characteristics for audit firms. The firm that finds the mechanism
for systematically, effectively and efficiently achieving this goal will give
itself a significant advantage in the market. We have observed anecdotal
attempts at obtaining it, but conclude that there is a higher degree of
variability between partners and within firms as to its success.

With respect to industry expertise, there is clear acknowledgment
that this is very highly value adding, but only for a limited number of
industries. There is also evidence that purchasers are somewhat sceptical,
even cynical, that industry expertise is high value adding, seeing it in
a number of instances as being ‘over-marketed” by accounting firms
seeking to argue the existence of a comparative advantage when one does
not exist. Care needs to be exercised in marketing industry expertise and
in the way that the industry expertise is structured. Do these structures
mimic the capital market or are there in fact different structures that can
be created because of the nature of the risks of business or the nature of
transactions?

Another set of policy issues relates to those who are entrusted with
educating the junior auditors of the future. Australia’s universities
have for many decades had degrees in accounting normally embedded
in commerce or business degrees, which have a long history of quality
education and development of technical expertise. The development of
industry knowledge as well as personal and analytical skills might need
to be revisited. For example, it might be possible to develop educational
programs that are more theme based (the development of analytical skills
and interpersonal skills such as tenacity, self-assertiveness and the like)
and these skills might be better brought out in team-based educational
experiences and the understanding of the business environment. The
development of business acumen might be better developed through case-
based study rather than through thematic or topic-based education, which
is at the core of most of Australia’s educational opportunities in business
and commerce—although there are notable, innovative exceptions.

The nature and operation of the supply of audit services and the
increasingly compliance-based approach to audits are also having an effect
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on those who seek to remain within the profession. This issue is dealt with
at greater length in a later chapter dealing with retention of staff. One
area that is specific to the retaining of the interpersonal characteristics
such as maturity and experience also goes to the business model of the
audit firms. We see evidence that the firms are unable (or in some limited
cases unwilling) to provide employment opportunities for those who want
to break away from the traditional full-time (or in some cases more than
full-time) employment opportunities. Experience in other professions
including law and medicine shows that excellent and highly expert
employees are more likely to be retained where flexibility of employment
is possible and encouraged.

Finally, there is recognition of the value of client and industry
information and yet there is no systematic development of industry-wide
databases designed for the use of the audit profession. The existing data
tend to be intra-firm rather than Australia wide or generalised. One policy
implementation that could be undertaken is the development of a database
across the nation divided by industry groups and also geographical
distribution, including data that relate to audit, governance and risk
issues relevant to auditees within the Australian market for audit services.
This important policy development is within the reach of Australia,
would give it a structural advantage and provide a comparative advantage
for suppliers of audit services and purchasers of those services, as well as
adding to the efficiency of the capital market.

An important policy implication for those charged with governance
relates to the existence of remuneration schemes that reward the client’s
accounting staff’' based on the number or extent of audit adjustments.
While there might be good reason to have such bonus schemes, there
can be unintended adverse consequences and, as a minimum, the audit
committee needs to be aware of the existence of such bonus mechanisms,
and guidance on best practice in audit committees should include reference
to such disclosures.

Another educational policy issue relates to the auditing firms’
demonstrated unwillingness to systematically attract honours degree
graduates. As a general principle, some of the most desirable employers
in other disciplines seek out and pay a premium to honours graduates.
Honours graduates in these fields are widely seen as having advanced
attributes including analytical ability, maturity, confidence and self-
assertiveness—characteristics that we understand are desirable in junior
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auditors. Work that fulfils the higher intellectual capacity of honours
graduates needs, however, to be available if more recruitment of them
takes place. As a side benefit, some of those encouraged to remain for
the honours year might decide to join the ranks of accounting/auditing
academics—a field with insufficient recruits in an ageing workforce.

| 253



