AUDITOR INDEPENDENCE

[T]here are synergies when an audit firm goes through a company
and performs the audit. They develop a great deal of knowledge
about the way the company works and who the people are in the
company and...there is an integration of knowledge when those
firms also do the tax work and perhaps corporate services consulting
work. But on the other hand, ...the audit’s fee is generally a lesser
percentage, amore minor percentage, of the total fee when a firm does
all the other corporate-type work as well and...there are dangers
with that. I can see there would be a loss; I see there would be an
increased cost, but rather than prejudice or taint the performance
of the audit, I would prescribe to the view that auditors should be
prohibited from offering other services.

— Regulator

1.0 Key issues

The issue of auditor independence has many facets. This study focuses
principally on two key facets: auditor-provided non-audit services and
audit partner rotation. Auditor-provided non-audit services is one of the
most debated aspects in the maintenance of auditor independence. Audit
partner rotation is tied inextricably to the continuity of audit teams and
client and industry knowledge dealt with in Chapter 6. Challenges for the
profession and regulators in these areas include:

are the majority of participants in the market for audit services aware

of changes to the auditor independence requirements as a result of
the CLERP 9 and related reforms

is the focus on maintenance of independence confused with
maintenance of objectivity
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can rules or guidelines be invoked to ensure maintenance of
independence and objectivity, to the extent that they differ

where does the balance lie in the trade-off between the potential

for knowledge ‘spill-overs’, compromised independence and public
cynicism as a consequence of auditor-provided non-audit services
can the auditing profession learn from other professions in which
similar potential independence conflicts arise

is the management of separation of personnel successful in
maintaining audit as independent from non-audit services

to what extent can reliance on the personal integrity of the personnel
involved in the provision of audit and non-audit services be relied on
and how can that personal integrity be supported and evidenced

are the requirements for independence in terms of clients and
financial interests disproportionately harsh on audit personnel
compared with other public accounting firm personnel and, if so,
what are the potential consequences of this

to what extent is avoidance by personnel of public accounting firm
requirements and quality controls regarding independence an issue
where does the balance lie between initial audit engagement quality
and creating sought-after challenges for partners when they rotate to
a new client, hence assisting in their retention

where does the balance lie between enhancing independence and the
potential for loss of clients and perhaps industry knowledge when
partners rotate off an engagement

are partner rotation requirements making it crucial to have a critical
mass of partners and hence discouraging smaller firms from auditing
listed entities, and does this give rise to changes in the level of
competition in the market for audit services

is the potential cost to personal career aspirations too high for those
skilled in audits of highly complex entities where few industry
participants exist

is five years appropriate for the duration of audit partner tenure in all
industry categories or is it too costly in terms of creating inefficiencies
in some instances

how do firms manage the partner rotation requirements while
maintaining partner satisfaction and audit quality?
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2.0 Introduction

The issue of auditor independence is examined in this study through
specific questions asked in the survey and the interviews. The survey
involved a general question in relation to whether stakeholders were
aware of reforms pertaining to auditor independence. For the interviews,
stakeholders were asked specifically about their perceptions in relation to
auditor-provided non-audit services (APNAS) and audit partner rotation;
both issues were affected by the CLERP 9 and related reforms.

3.0 Survey

Participants in the mail and telephone surveys were asked about their
awareness of certain changes to the regulation of audit services in
Australia. One component of this was about changes relating to auditor
independence. Their responses are reported in Table 9.1.

Table 9.1 Responses on awareness of changes in regulation (per cent)
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Are you aware of the following specific changes that have occurred in the regulation
of audit services in Australia?

Reforms 57 | 69 53 | 45 | 79 | 79 | 76 | 86 | 92 9% | 91
pertaining
to auditor
independence

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

As one might expect, those who are most active in the market for audit
services are the most aware that there have been regulatory changes with
regard to auditor independence. Allowing for minor errors in responses,
one can reasonably conclude that the population of suppliers of audit
services is aware of these changes and that the majority of purchasers in
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that market are also aware of these changes. Again, as might be expected,
the empirical evidence is that private investors are the least well informed,
with less than half responding to an awareness of these changes.

4.0 Introduction: auditor-provided non-audit
services

Users, purchasers, suppliers, standard setters and regulators were asked
during the face-to-face interviews about their attitude to APNAS.
Prompt questions revolved around the relative costs and benefits of
companies being prohibited from buying other services—such as tax
services and management consulting—from auditors and whether, if
they were prohibited, that would be a concern or there might be a risk
of a loss of synergies.

4.1 Users

Users are mixed in their views about whether prohibition of APNAS
purchase is a concern. These first quotes reveal users who approve of the
separation and have no concerns about potentially lost synergies.

I don’t see any scope between that...they can start providing tax
and consulting and...that’s probably been a good thing.

I don’t know, but then I'm quite comfortable having that separation
of duties...that’s probably a push by some of these larger accounting
firms...[which] are missing out on huge business, because, for
example, at the auditor of Telstra, and they can’t do various
corporate work for Telstra...that’s fine. I don’t see any issues with
having that separation of duties at all.

The same person goes on to fully support regulation that maintains
separation, arguing that there are many skilled people who can conduct
the other services:

[There are] enough people around these days...sure, it’s going to be
probably a little bit more expensive and [there will be a] loss of...
having internal knowledge of things, but...if you've got external
advisors that know what an annual report is and know how to read
it, they can pick up from where the auditors have left off...it’s a
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great thing...it’s probably a push from maybe some of the major
accounting firms—because theyre obviously missing out on a lot
of business—to try and dull some of those laws down a bit. But...
theyre probably the most necessary laws there are, because it shows
independence.

A similar theme is evident in the words of another two users:

[I]n that particular case...even if youre a small company, I don't
think it’s difficult to quickly brief and get someone else...to actually
understand your operation in terms of what they would need to
know to assist you in that decision making, even if you're a small
company...We're in that situation here and I would certainly not go
to our auditors.

No [to prohibition on auditor-provided other services|. Maybe on
the surface. The ones...that have gone broke, the organisations...
you might argue there’s some conflict of interest.

The same person responds specifically in relation to APNAS relating to tax:

Maybe [having shared audit and tax services]...works well. But
it’s the cases that go bad that you can see that maybe those things
weren't being taken to the proper degree...for example, if you had a
different analyst working on your company, theoretically, when you
value your company, you'd have more information from all different
sources. But if that’s not passed with the auditor, for example, or to
the end user, then maybe you're only getting half the information.
So it works both ways, doesn’t it?

Several users comment on how their audit firm manages the potential
conflict by maintaining strict separation of the personnel involved.

We do that. We do buy tax services from the same company but it’s
generally a different group. And they obviously say if you're buying
tax services you're talking to the tax department within that firm,
which is [a] completely different group of people that come to do
the audit and they don’t talk to each other, and they probably don’t
even know each other. So, yes, we do buy those services from the
same auditing company.

[T]he firms obviously have to manage that issue...as long as it’s not
one kind or one audit firm, or one accounting firm...that’s totally
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reliant on where all their services are coming from...as long as they
don’t take it too far. There’s a logic to...providing tax services and
some of the related services. I'm not stressed about that...it’s more
with some of the chunkier fees, things in terms of advisory-type
roles where there is obvious conflict between making, for instance,
a transaction successful as opposed to the guardian|ship role] of
ensuring that that transaction...complies with accounting rules
and that people understand what’s going on there...it has to be
carefully managed.

It depends on the size of the firm. For example, with [name of a Big Four
firm], we get the tax services from the tax guys and the audit services
from the audit guys. The only time they ever discuss the account is
when the audit needs tax sign-off for the financial statements, and
often that’s the only involvement they’ll have with each other.

[T]hey have been managing the conflict of interest very well...we've
appointed a foreign auditor, for instance, for one of our foreign
accounts, and each year they will write to me and get me to confirm
who our external auditors are so that we don't have conflict...so
long as they manage it in that way, I can't see an issue with them
continuing to provide other services. But there’s definitely got to be
that split between the different business units, and those Chinese
walls, and they have to operate efficiently. And there are definite
benefits that come to a firm with having access to that knowledge,
probably more from an internal-audit perspective. To get a sign-
off on changes to tax regulations or whatever it is, you wouldn’t
be able to just go to a generalist; you need to have that expert tax
advice. So it’s good for the internal auditor to be able to refer back
to an expert in the area...there [are] probably more positives than
there are negatives.

This next user explains that it is not an issue that causes concern to him
or her, but the capital market focuses on it:

[I]t doesn’t concern me...because I know how it works in the real
world. Theyre such big firms and the people are so different, [and]
separated...that there is a level of independence. But having said that,
it is something that the markets do focus on a little bit...you [have]
just got to be a bit careful about how it looks...Although [there] was
a big focus post-Enron and it’s probably, over time, faded a bit.
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Another user, an analyst, points to similar types of independence conflicts
in his or her industry:

There are perceived conflicts...youre providing tax advice and
wanting to make money on this, and then you're going to audit the
outcome of that...there is an inherent conflict unless you can prove
that internally you've got these fantastic Chinese walls...I work
in a business that’s constantly dealing with these issues, and you
get a very cynical public out there if we float a company that our
corporate team has floated, and then write research on it; there’s a
perceived conflict.

The same person goes on to point out the cost of cynicism, if APNAS
encourages that reaction from the public:

We deal with it by full disclosure...which I know the accounting
profession does, but does it benefit the company...and its cost of
capital, and how it’s viewed...People just get cynical. And there’s a
cost to cynicism, isn’t there?

This next user would be happy to see more paid for audits by companies
in which he or she is a shareholder if that is necessary to maintain a
prohibition on APNAS:

I'm more in favour of prohibition of the other services. I'd like the
auditor really to—mnow this would probably mean that you'd have
to pay more for the audit, but I'm prepared to live with that as
a shareholder, because for me the independence of the auditor is
supreme. I want as few...potential conflicts of interest between the
auditor and the company as possible because...the prime function
of the auditor is to...make sure that the company isn't telling me
too many porkies, to put it bluntly. And anything that compromises
the interests of the auditors—if we, a nudge and a wink if we don’t
do this, don’t say this, will we have a better chance of getting other
services—to me is fraught with dangers. Conflicts of interest are
rife and...it’s better that those other services are provided by other
firms.

The same user continues, reiterating other users’ comments that other
providers can be found for consulting-type engagements:
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The risk of the auditor not being aware of all the details [of] the
company—for example, of the tax arrangements. . .is relatively small
because, particularly if you're talking [about] the big auditors, they
would all know...what innovations the other ones are coming up
with...it’s like in research: imitation is the sincerest form of flattery.
If somebody comes up with a good idea, we all adopt it, and so it
would be in terms of those type of services. So I doubt that there’s
too much knowledge that would be lost, and it certainly wouldn't...
outweigh the risk of a potential compromise of the independence.

Other users, however, have no problem with APNAS, do not want to
see any prohibitions on it and can see the benefits of having an auditor
provide these services.

I can't see why they shouldn't be allowed to offer those other
services...you've got someone that spends a week or two weeks, or
however long it takes, inside your business, so theyre going to get
a pretty good handle on it. And so theyre probably one of the best
people to be able to offer the management consulting-type service...
they should be allowed to do it. And you know theyre professional
so theyre going to do it in a professional manner. I can't really see
a conflict of interest.

The same user goes on to conclude:

And I don't know how to fix [the independence conflict], but they
would be the best people to give you advice on your business
because they know it backwards. So I don’t know how we get
around that, but...the benefits potentially outweigh the costs.

This next user has great respect for the integrity of the profession and
feels there is no need for further prohibitions:

[T]his really falls to the integrity of the

‘[Tlhere are benefits in auditor. Independence...is a state of mind, it’s
having the same firm . , .
that does your accounts not a state of prescription. You can't prescribe
doing your tax...and independence. I'm a chartered accountant,
giten daiing ener iings I've been one for 30 years...the auditing
like secondments and a . . . .
whole host of different profession in Australia has got a very high
things. There are synergistic level of integrity...they are capable of being

benefits for the business,

and for the auditor’ independent...the issues are, if the auditors

[are] getting $200 000 in tax work as well as
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$500 000 for doing the accounts, as well as $50 000 for advising
on something else, that client is a very important part of their
business...so if your ability to be impartial when youre doing a
job—Dbecause you’re worried about losing that client—gets in the
way of [how| you do your job, that becomes a problem and it’s
really...hard to measure that...the auditing profession in Australia
is as good as anywhere else in the world and the right level of
independence and integrity rests with the partners of the firm and
the people that work with them. And there are benefits in having
the same firm that does your accounts doing your tax...and often
doing other things like secondments and a whole host of different
things. There are synergistic benefits for the business, and for the
auditor for that matter, in doing that, and it’s a shame to lose those
things. But I do understand why some people would think you can’t
let the auditor get too close to the company. That’s the whole issue
about rotating and all that sort of stuff as well...there’s probably
a fine balance there between the two.

The interviewer asks: ‘What are the benefits of being able to share
the business knowledge, like the tax people being able to share their
knowledge with the auditor/audit teams?” The user responds:

[T]t’s just simpler, really. Just logistically simpler.
The next quotation shows a similar logic:

[I]t'’s useful in that you would get at least the same answers. For
example, when youbuyaservicefrom[say]| PriceWaterhouseCoopers,
are you getting the same answers, the same results as if you would've
bought that service from [say] Ernst & Young, who are your
auditors, who then audit...that service or that paper...it would be
handy because we would only have one service provider, or one
consultant...so we wouldn’t have to get whatever paper we asked to
be prepared...audited by a different firm. And so then there’s a risk
of coming [up]| with different answers, which we've seen happen
with the last firm.

4.1.1 Summary

Users are mixed in their views of whether a higher level of prohibition of
APNAS brings desired benefits in independence. One user, an investor,
is prepared to pay more for audits if that is the consequence of greater
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prohibition. For other users, however, the simplicity of having a single
provider for audit and non-audit services is compelling. The lower risk
of receiving differential advice, their superior knowledge of the business
and the professionalism of the public accounting firms are offered as
justification for APNAS. The perception that many other providers could
service the need, the difficulty in managing separation of personnel, the
expectations of the markets and public cynicism if auditors are seen as
self-serving are the arguments raised by those who feel there needs to be
more rather than less prohibition of joint provision.

4.2 Purchasers

Taking first those who are comfortable with the current situation and do
not want greater prohibitions placed on APNAS, these next few quotations
provide the purchasers’ reasoning for their views.

[T]here is a big potential loss to companies of synergies if you were
to make it a complete blanket ban.

One purchaser reminisces about a time when even legal services could be
provided by the audit firm and the benefits he or she perceived to have
flowed from that:

I'll give an example...which...certainly
‘I really saw some in these days...would [be] very, very

advantages—particularly unfashionable. In one of my roles...arguably
for small acquisition work,

where often the auditor will
work on an acquisition—to 2001 kind of world, I saw a definite synergy,
have people who knew

and understood the audit
i, &5 well 28 The Big Four|. They had some good lawyers who

even unfashionably...back in a 99, 2000,
even in getting legal services from [one of the

legal function.’ I knew had come in from good firms. So they
had not an enormous law firm, but a quite
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talented firm of good people. And I...saw
some advantages—particularly for small acquisition work, where
often the auditor will work on an acquisition—to have people
who knew and understood the audit function, as well as the legal
function. And so that’s one example—probably a rare example...
that’s certainly one of the things that’s the deadest of all out of the
non-audit services audit. The lawyers, of course, typically left the
accounting firms...And the liquidations people is [sic|] one that we
probably took a bit of a de facto view the other way. Our loans
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management guys were relatively careful not to use [one of the Big
Four]...there might be certain reasons why you did, but generally
it was not a reason, whereas...the lawyers could see some definitive
advantages.

The same purchaser continues, emphasising the importance of personal
integrity on the part of service providers, whether audit or non-audit:

[Tlhen you go the other side. Was it changing our auditors’
independence and robustness in telling the board that there was
a problem, and I'm very confident, and obviously the example of
one, I rely on the personalities of those auditors—not a chance in
the world. I mean [Person X] would have told the audit committee
any time, and did, his concerns no matter what was coming on the
other side.

Another purchaser sees tax work as inextricably linked to auditing,
so that it might indeed be seen as part of the audit, and is concerned that
wider prohibitions to include tax might be implemented.

I am concerned about it. I understand the reasons for the reporting
and I certainly agree that auditors can’t audit their own work or...
get themselves into conflictive positions. But...the provision of
taxation advice is so integral to the operation of the preparation
of the accounts and, from a purely cost-effective point of view, it
seems...that’s one area which is often classed as a separate service
that could be...treated more appropriately, as linked to the audit
itself. That would be my preferred position.

Another purchaser provides a tax dispute as an example of where having
auditor-provided tax consulting would be helpful:

I'm quite agnostic as to the rules on non-audit services...a lot of the
non-audit services, particularly...tax...helped the auditor to know
more about you...[I|n our...fortunately small list of issues, we have
a...tax dispute, and...five years ago [name of Big Four firm]| would've
had a bigger role in that matter and...they obviously know as much
as they need to know as an auditor, where they would probably
have known factually more about it prior to some of the non-audit
service requirements.
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The same person goes on to speak of another potential independence
problem: having an ex-audit partner as a board member.

[T]he downside risk...was [that]| the auditor is too much in your
pocket...for example, the HIH one that I found a bit freaky was
that the guy on the board was an ex-audit partner of the place...
that was obvious and I found that quite problematic from a genuine
audit independence point of view.

The same person continues with the theme of the independence of board
members.

[In response to the question: ‘But it does depend on personalities. An
ex-partner can have little sway or pull with the current audit team, but
there are exceptions:’] Yes...its interesting you put it that way and of
course that’s absolutely 50 per cent of the risk, but the other 50 per
cent is that he’s...defending his old brand, his old reputation, given
some of his old work...So we haven't even gone to the pension fund,
you're articulating to levels of the complexity that I don’t usually
think about...the first risk, just sitting around board tables, is that
there will be an emotional bond from that director for the old mob.

An insight into a purchaser’s policy in relation to commissioning
of APNAS is provided by this next quotation:

[I]f you consider the full spectrum between a total
‘[O]n all my boards, ban on the auditors doing anything other than
we have pitched it the audit...at one end and the total ability to do
somewhere in the
T, Wve e whatever they want on the other, on all my boards,
gone down the path of we have pitched it somewhere in the middle.
having rigid multiples We haven’t gone down the path of having rigid
of audit fees or just...a . . . .
Yotallbant. eithar: multiples of audit fees or just...a total ban...either.
We've actually come up with policies that say the

external auditor will only be selected to do other
services in the following instances and we've listed a series of dot
points that talk about where theyre the best person to the do the
job and taking into account a whole lot of factors and where it won't
impair their independence and where it’s not a service that’s been
banned. And so we will usually ban probably 10 or so services and
then in the rest of the cases, we'd say to management well you prove
to us why you think they’re the best one for the job and how it won't
impair their independence. If you can do that then you can use them.
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One purchaser enunciates a view on the requirement to report non-audit
services. He or she points out that auditors might, in their attempts to
be independent to regulators, minimise amounts classified as audit work,
which increases the value of the apparent non-audit service work and the
eternal appearance of the threat to independence.

[A]s a result of all of these organisations like [name of Big Four firm|,
for example, take all of the taxation advice and classify it as being
other services. And they're just following that classic line. If it’s
going to be regulated, let’s be absolutely safe about it and make sure
there can’t be an argument...so the effect of that is to increase the
amount of other services, which then in turn promotes justiﬁcation
for reporting all of this stuff.

The interviewer then asks: ‘Do you think there’s a role for audit-only
firms? There are one or two niche audit-only firms arising in some markets
across the world...There are a few pension scheme audit firms that have
arisen, and all they do is auditing, and all they do is pension schemes,
so they're really good at doing that, but nothing beyond that.’

[A]t first blush, [audit-only firms| seems attractive to me because
it solves the problem of the Chinese wall, doesn't it? Because
everybody’s cynical about [Chinese walls] there [are] bound to be
some problems with it, presumably perhaps in recruiting people or
retention of people...But it has a certain attraction. It is an attractive
proposal because it’s very tempting under the current structure for
other services to try to piggyback onto the audit process, which is
fundamentally wrong.

4.2.1 Summary

Most purchasers do not feel there is a need for extensive prohibition of
APNAS. Reminisces to a past era when even legal services were provided
by the audit firm, and the benefits of that, are given, plus an insight into
how the purchasing approval for APNAS is sometimes handled. Another
purchaser reminds us—with the example of an ex-audit partner as a board
member—of independence issues associated with other than the APNAS
question. Another purchaser alludes to the importance of the personal
integrity of those providing any service.
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4.3 Suppliers

Suppliers show no appetite for increased restrictions on APNAS. The first
supplier’s comments indicate his or her certainty that clients prefer the
current situation regarding APNAS and do not seek greater prohibitions.

[A]nything with turnover of one million to 200 million...like a one-
stop shop, and they like to know that their auditing is speaking
to the tax professional and that they’re coordinating their work
in terms of the tax-effective accounting in the external financial
report. Now it’s an absolute reality that these organisations don’t
have the skills to produce an external financial report in accordance
with the accounting standards because it’s too...hard.

The same person continues, expanding on why clients prefer a one-stop
shop for audit and other services:

[The client relies] on their auditors. They provide the numbers,
they say, ‘Here’s our trial balance, here’s all the information that
needs to be disclosed, now can you just assemble that into a
financial report structure?” And that’s been done by the Big Four,
mid-tiers...since day dot because they tend to have management
experience and management accounting experience, and they have
various financial skills, but they don’t necessarily have the external
financial reporting knowledge. So it makes a lot of sense for us to
be able to just go in there and deliver a seamless service, which says
here’s your external financial report; here’s your tax return; here’s
the tax planning matters; here’s your auditor opinion...our clients
are demanding it. We see it from start-up companies; start-up
companies in particular prefer—and I'm talking [about] companies
here which might need capital raising as well—they love the idea of
just having one firm that can do the whole lot for them.

One supplier enunciates, quite passionately, an example of the financial
cost to him of having to comply with discarding personal financial
interests when there is a potential conflict in terms of independence from
a client of the firm:

The whole independence issue as currently regulated globally is
a complete farce. It doesn’t achieve what it set out to do. I've only
recently become a partner and I've spent most of my life bumming
around and having a wife and kids and doing things. So I'm one of
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these wealthy people who’s come all the way up. So fairly recently...
I went to my bank and I invested in some particular investment.
After six months, I am forced to dispose of that investment within
five days because someone I've never met, and will never meet,
and don’t know, and don’t influence...is also...[the person who]
won the compliance plan of that audit in wherever in the world.
How does that affect their independence? How does it affect my
independence? All it does is penalise people...It is utterly stupid.
There are any number of examples of this...the deceitful people
will do things to get around these rules, and do.

The same supplier continues, explaining how deceitful audit personnel
can evade the spirit of the rules regarding financial interests:

I don’t have any family over here, but people with big a family, they
can say they're [their| brother-in-law’s shares. No-one would ever
know who put the money up, until the family falls out and then
everyone dobs everyone else in. But deceitful people will find ways
around it. It is complete crap and it hasn’t been thought through at
all. You also have the problem of global differences in legislation...
So the restrictive services under Sarbanes-Oxley, and there’s a
whole list them, that doesn’t apply in other places.

The same person continues:

There are some things that...should be prohibited—for instance,
Iremember standing up at [one of the Big Four firms] in the late '90s
and making myself extremely unpopular with the main partner...
when he said, ‘Look boys, youre talking about a total assurance
solution of external needs...auditing’, and I can tell you now having
been an internal, where the external went off the rails, that this is
an actual conflict of interest, and we should not be...[providing]
the external and internal audits of this |client].

The same person continues, arguing that prescriptive rules penalise
everyone when not all need to be penalised:

In other cases, the auditor...despite people’s comments about their
lack of knowledge of the business, is actually well placed to do that
work. [An example is given where both services are jointly provided
without an apparent problem.] But I don't see a problem with that. So
it does very much vary. But the problem with putting in prescriptive
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rules is that you take away people’s judgment and you just end up
making a rule that penalises everyone, when in fact you're only
trying to stop the two boys at the back from fighting, and in fact
the whole class has to stay in...It’s counterproductive and it...does
not preserve audit independence. I can think of situations where
people in other parts of the firm, not in auditing, have gone into
clients and sold their shares immediately when they see how those
clients work, or bought more shares. Now...that is [a] far greater...
conflict...And obviously at the extreme of things if the Arthur
Andersen partner of Enron is getting $50 million through the door
in one year and only a small proportion of that is audit, that is
ridiculous...But that’s arguing from the extreme. If you argue from
the general, I can’t support it.

The same person implies that there is enough non-audit work available
from the clients of other audit firms to keep fee growth alive:

[Y]ou need to completely rethink all of that. It’s just [not a] working
practice...people out there think it is working. And as with any
of these things, we just get used to that, we work around it...not
being in the audit division it’s great for me, I can go to any of the
other big firms” audit clients and get decent fees...out of it. So we
all find a way of coexisting and living and it’s okay. And the pie
[grows] ever larger. Well, to put it another way, the cost of business
grows ever larger. Would there be great synergies by the audit firm
doing it? Probably not much; maybe a little. So [that’s] a bit of a
problem.

The interviewer, pursuing this theme of potential wealth impacts on
individual auditors forced to comply with rules in relation to financial
interests, elicits another anecdotal example from a supplier:

I heard a story—and forget which firm it may have been...where a
partner totally innocently went to Disneyland with his child. And
you can buy a share in Disneyland...Walt Disney with a picture of
Mickey Mouse at the kiosk and so on. Without thinking, he bought
it for his kid’s wall...And that was...deemed to be a breach of
independence. And that’s just ridiculous. And the Americans, bless
them, many good things come out of America, but some stupidity
comes out in very much the form rather than the substance.
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The same person continues, arguing that form rather than substance
characterises compliance with independence requirements.

[W]here you get into independence, it is form rather than
substance...I hasten to add I don't—but if I had a credit card
with [one of the banks|, which is one of our audit clients, does
that distort the independence, does that breach our independence,
where I have no involvement in the audit and no way of impacting
it? It's difficult. But maybe it’s one of those things. You've got to
draw the line somewhere. The question is where do you draw it?
I find this question of divesting—one sells the shares and all that
sort of thing—is a problematic one.

Another two suppliers in the next and subsequent quotation provide
insight into just how frequent are requests to disclose within the firm any
potential conflicts that arise in the case of potential clients.

[I]t should be up to the auditor to determine their
own independence...the guidelines that are out

there now are sufficient. The rotational aspect of Ig;(zgaabga?t;ﬁ?ft
auditors is probably okay...in my context, the the principals in this
independence requirements are contained in the organisation would get
codes of professional conduct and the regulators ar;(f:;ﬁé';;ﬁ'?ﬂg:ﬁ_tft]
are relying on those codes for the auditors to

ensure that they are independent. If an external
regulatory audit discovers that the auditor is not
independent...they should be slammed down like a tonne of bricks,
and...that’s happening...I'm happy with that. As a matter of course,
if we're tendering on a large audit or any audit we circulate amongst,
not just this practice but the other...practices in our group...We go
through the full routine of ‘are there any conflicts of interest’, et
cetera...Probably at least once a day all of the principals in this
organisation would get an email asking [about] conflicts of interest.

[I]t’s probably not as much of an issue from a non-Big Four scenario
because our brief doesn’t go quite as far as what theirs do. But
also the companies that we deal in tend to be more of the small to
medium cap in particular. So the likelihood that someone in our
Brisbane office, for example, has got shares in a company that we're
auditing is less likely. But having said that, what we do from an
independence point of view now is vastly different to what we did...
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[a few] years ago. And it’s an extremely serious thing that’s taken
across our whole group across Australia. I'm getting independence
checks almost every couple of days.

Another supplier speaks about the complex task involved in firms’
maintenance of systems and procedures ensuring their independence from
clients, and requests stability in the rules governing auditor independence:

Our independence list is frightening in its length and complexity...
the other thing that concerns me is that sometimes with the
independence...it’s a little bit like complying with the auditing
standards. It’s almost impossible to do the perfect file. It’s almost
impossible therefore if a regulator comes in says, ‘Oh, you haven’t
done that.” Is that helpful, does that damage the form? The same
with independence: it’s almost impossible to keep everything up to
date in terms of independence, it’s so complicated, therefore you've
only got to slip here and the whole framework comes crashing
down. And that focuses people’s mind and people are concerned
[about] that. Therefore...it’s right that there is independence. And
perhaps it’s right there should be prescription. But...it’s difficult
where you draw the barriers...the trouble is if you keep changing
the rules then people don’t quite know where they are.

In this next quotation, another supplier enunciates the complexity of the
independence management task:

I've got no problem with it and think that it’s all good from
our perspective. But...what it does do is it drags things into a
scenario where you've got to...assess [those| that perhaps you
wouldn't necessarily think you would have to. We get a number
of queries. And most of the independence for our network is run
out of Melbourne...there’s no issue there, but it’s got that person
thinking. They've asked the query because they know that ‘well,
I'd better make sure that there’s not an independence issue’. So...
our sensitivity towards independence has heightened significantly.
And...it takes...up administrative time...that’s the problem with
it. But I certainly think for where there are genuine independence
issues then absolutely we need to have a process in place to make
sure that they're prevented from happening.
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The same supplier continues, expanding on the management of compliance
with independence requirements:

It's still a burden, don’t get me wrong...because of...the client base
more than anything else, it's not as much of an issue, put it that
way...with the Big Four and particularly because they’re so vast
and they have client bases that are dealing in let’s say ASX 200 or
all of those sort of companies, and they’ve got so many people as
well...it’s more of a task for them to...make sure that independence
is monitored. So from a resource point of view, it doesn’t take us [as]
much as what [it does| the Big Four...But it doesn't mean that we
don’t need to have those processes in place, because we do.

This next supplier approves of the current independence regime, but
concedes that his or her consultant colleagues likely do not agree:

We do segregate...and there’s money with consulting. There’s tax
work we can do, [and we] still do quite a bit of tax work around
compliance. Tax advising—okay you can’t, but tax compliance you
can. So...as an auditor, I'm looking at it solely from an auditor’s
point of view...it costs the firm money. But it would be worse if we
were put into a position to sign something that came undone later
on and cost us more...if you speak to a consultant, they’ll totally
disagree with me, but from an auditor’s point of view, I'm glad that
there is that independence line and it doesn’t get crossed.

4.3.1 Summary

Several suppliers speak of the complexity and cost to their firms of
monitoring potential independence conflicts. Other suppliers speak of
the personal cost of forced, hasty divestiture of securities necessitated
by a firm’s acceptance of clients who create a potential independence
conflict. Another issue raised is that some use deceitful practices to
evade firms’ policies. For suppliers servicing the smaller audit clients,
anecdotal evidence is presented that a one-stop shop for service provision
is preferred. Overall, there is little evidence of a pushback against the
existing regime, but there is also no taste for extending it to prohibitions

greater than those that currently exist.
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4.4 Standard setters

Some interesting insights are brought to the issue of APNAS by standard
setters. In particular, the distinction between ‘auditor independence’” and
‘auditor objectivity' is raised, as the next quotation reveals.

[T]he real question there is does the auditor doing other work
inhibit their independence? Sorry, inhibit their objectivity...
‘independence’ is a word that’s been somewhat hijacked...in all
my experiences, the answer to that is absolutely no. [in regard
to the purchase of APNAS]| [This is| a bit like...risk-based versus
prescription...There [are] clearly some things that the auditor
should not do. So anything which gets you in a position of auditing
your own work as a concept...you should not do.

Attempting to ‘mandate objectivity’ is how this same standard setter sees
many of the independence rules:

[C]learly, you can’t do anything which involves

‘[Tlhe rules that have management of the company. So there [are]
been putiin place are clearly some buckets of things that absolutely...
a prescriptive attempt .
to mandate objectivity, [you cannot do]. But once you take those things
which..is the real out, which are relatively few in number...the real
Issue. But the thing issue is does it inhibit the auditor’s objectivity?
is, you can’t mandate . .
objectivity.’ And my experience has always been that it

hasnt. Instead...it’s been that the rules that have
been put in place are a prescriptive attempt to
mandate objectivity, which...is the real issue. But the thing is, you
can’t mandate objectivity, so...that’s why I say independence has
always been hijacked...this attention and focus and concerns about
breaching independence rules...have no impact whatsoever on the
real issue, which is objectivity...it's been a whole lot of hoo-ha
and carry-on and effort and cost for all sorts of people that was
just [avoidable]...[also] it doesnt even go close to achieving what’s
being desired, which is quite laudable...it’s this whole thing about
the difficulty of auditing, and...it isn't particularly precise. There’s
a lot around mind-set and understanding what’s going on...This
is a good example of what happens when you try and mandate
something in the audit space: you end up creating a whole set of
rules that...don’t go to the real issue.
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Continuing, the same standard setter reinforces the point that the concept
of independence has been hijacked:

[Ilndependence has got hijacked. Objectivity of the auditor is
paramount...it’s an absolutely fundamental part of a robust
assurance process...I absolutely agree with what I think is the
concept behind this, which was trying to strengthen objectivity.
I just think [that] in trying to do that, because objectivity is about
a state of mind to a very large extent...so trying to create rules that
mandate that, you end up with a set of rules which don't...achieve
what you set out to achieve.

The same standard setter continues after the interviewer mentions the issue
of perceptions in relation to auditors and financial interests in the client:

Absolutely there is that. And I agree with financial interests,
this perception issue. And so I actually support the concept that
financial interests are out...also the other good thing that that
does is it takes away...mostly a perception issue, but it takes away
insider trading...for a number of different reasons...a blanket ban
on financial interests is a good thing...some of this other stuff
around...services is missed.

The same person continues, putting forward the notion that incremental
involvement in an organisation can assist the audit process:

[There are] synergies in the sense of their cost, but also there’s a
knowledge loss for the auditor. And we go to what a good audit is...
it understands the risks and what’s going on. And so some broader
involvement though the organisation can actually help the audit
process.

Another standard setter enunciates the complexity of the arguments for
and against APNAS:

[S]ome of the costs are...[related to] having to get another firm in that
doesn’t have the background knowledge about the organisation. So
at times the auditors will be best placed to provide advice. Clearly,
if you go too far that way you've got the risks of auditing their
own work or becoming too close to management and not being
sufficiently objective...that’s the nuts and bolts of it. And theyre
both real issues.
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The same standard setter continues, lamenting an overly prescriptive
approach to APNAS:

I worry about...completely slavish rules that the auditors can only
do an audit for example and no other services, but...there should
be proper processes around audit committees oversighting what
sort of non-audit services the auditors are able to provide and
having a framework in which to judge that. So some things will
be ‘no-go” areas, but others might be [related to] judgment, which
either needs to be reported to the audit committee, or some things
would need to be...approved by the audit committee in advance...
At a higher level perhaps there is some place for the regulator too,
or for there to be some rules. But I worry about that all being too
prescriptive. Because otherwise you're implying that effectively the
boards aren't...competent.

4.4.1 Summary

The distinction between independence and objectivity dominates the
comments of one standard setter, who argues that the independence issue
has been hijacked and that objectivity cannot be mandated. Another of
the standard setters is wary of an overly prescriptive approach to APNAS,
preferring that audit committees and boards make the judgment calls in
this context. The benefits for risk assessment in an auditing context of an
auditor being involved in an organisation in an additional service capacity
are discussed as well as the risk of becoming too close to management.

4.5 Regulators

One regulator expresses scepticism about the potential synergies of
APNAS, as revealed in the following quotation:

I'd just be a bit wary about the synergies, because the reality of this
is that you're talking about very large service providers providing
services, and...a good example is...an IT consultant. Well, the
reality there is that the fact that...some [part] of your empire is
working on an IT consulting contract probably isn’t going to add a
lot of synergies to the audit. But a very aggressive audit approach
can stuff up all sorts of relationships across your business...if youre
going to do your job as an auditor properly, youre probably not
going to be the most popular people, and I can see how, even in a
very subtle way...being in that position doesn’t tend to encourage
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you to be very independent and aggressive if you think there are
very large chunks of business being done in other parts of the
organisation, or the organisation that you work for.

The same regulator expands on the point, arguing how difficult it is for
auditors to ‘serve two masters’:

[F]Jrom a commercial perspective, that’s what people think. If you
work in a company and you think to yourself, “Well, we're giving
[one of the Big Four] or whoever it is a lot of work in one part or
other of their business and why is this guy giving us such a hard
time?’...it’s very difficult to serve two masters like that.

4.5.1 Summary

The initial quotation by a regulator at the beginning of this chapter,
together with the comments of a second regulator in this section, reveals
strong opposition to APNAS.

5.0 Issues and implications

When survey respondents were asked about their level of awareness
of changes to the regulatory environment with regard to auditor
independence, the majority of users, purchasers and suppliers indicated
that they were aware. One of the issues is the supply of non-audit
services—specifically, auditor-provided non-audit services (APNAS).
Detailed interviews with users, purchasers, suppliers, standard setters
and regulators were conducted. There were as many positive observations
from users as there were negative observations with respect to the current
amended rules to APNAS. Some were not comfortable with the current
provisions; a number of users wanted to see a higher level of limitation
on APNAS, while others wanted a more flexible and less-restrictive
environment.

By and large, users as well as purchasers and suppliers saw a balance
between the costs of limitations and prohibitions, which were simply in
the form of the cost of getting audit and non-audit services delivered
to the company in addition to the limitation or loss of knowledge from
the joint supply of several services. Counterbalancing these costs was
the advantage of independence—real and as perceived by the market.
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Those comfortable with the current level of limitation suggested that the
market contained much cynicism and there was a very clear need to be
independent and to be seen to be independent. These sentiments were
echoed by those wanting to see further limitations and even a prohibition
of joint supply.

Of the purchasers, again, there was a mixture of those who believed the
current regulatory environment was favourably received and those who
did not. Those believing that the current regulatory level of limitation
was right spoke of scepticism about the ‘Chinese walls’ that are often used
as a control device in audit firms, while also speaking about the potential
loss if there was a blanket ban on any form of joint supply of services.
Purchasers who believed there were still some enhancements to be made
to the current regulations spoke of the need for boards of directors and
audit committees to potentially have more power to pick and choose
among the possible services supplied by the incumbent auditor. There
were, however, also perceptions of the need for a framework or systems in
order to make those choices.

Of the suppliers interviewed, there was acceptance of the current rules
as being the environment in which they had to operate, but there was
considerable questioning of whether it was optimal. The concerns raised
were varied and were in some respects much like the balance referred
to earlier between the costs of provision and the loss of knowledge as
opposed to real and perceived independence. A number of suppliers—
particularly those with small to medium-range clients—spoke of the
advantages and efficiencies of joint supply as being substantial but lost
in the current environment. It was not uncommon for suppliers to discuss
the fact that they brought considerable expertise that did not previously
exist within the client and that efficient and cost-effective joint delivery
was in the best interest of all. This also includes start-up companies with a
preference for a ‘one-stop shop’, including capital raising, tax advice and
financial reporting expertise to be supplied from the one source.

Certain suppliers perceived that the market believed the current
regulatory structure was going well, but others gave a less favourable
response. One of the suppliers indicated a growing issue within a firm
in which there were both audit and non-audit staff, which related to
behaviour that was acceptable and tolerated but varied significantly
between the two types of staff. While audit staff members can learn much
about the client from being the auditor, they are prohibited from holding
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investments, while consultants from other divisions within the firm who
might similarly gain knowledge about the client may buy, sell or hold
shares based on that knowledge.

Standard setters also varied in their beliefs about whether the current
regulatory system was tuned optimally. They believed there was a clear
set of guidelines relating to those functions that should not be jointly
supplied and, in particular, aspects that involved the potential review
of their own work and the elimination of any possible financial interests
in their activity with clients. There was, however, also acceptance that
work undertaken by other parts of the firm would not pose a threat to
independence.

One standard setter took a particularly subtle view of the independence
debate and argued strongly that the ultimate goal was objectivity rather
than independence and that rules should be set in place to keep objectivity
as the key outcome. He or she raised concerns that the independence
debate had been hijacked.

There is also a quite sophisticated set of observations around the fact
that auditors develop knowledge of the business and so do non-audit
service providers, who may deliver tax or consulting services. In fact, in
the eyes of some, the tax services delivered are so integral to the audit
that the distinction between the two can be artificial. There is a genuine
yearning by audit suppliers to know as much about the business as
possible and some feel that the loss of this alternative view of the firm is
a genuine concern. One standard setter also puts forward the proposition
of providing audit committees with strong frameworks to choose for
themselves and then disclosing what has and has not been provided by the
audit firm as a potential way of proceeding. This would provide efficiencies
and advantages for the audit client without robbing shareholders in the
market generally of knowledge of potential threats to independence.

More generally in all of this debate, there is a conundrum. On the one
hand, it is common for purchasers and suppliers to state that there is a
loss of knowledge, efficiency and logistical simplicity by dividing the
provision of audit and non-audit services between multiple suppliers.
On the other hand, there are those who are unhappy with the current
regulatory environment, arguing that those who supply consulting
and tax services often have little interaction with the auditor. These
two perspectives appear inconsistent. Once again, they might go to the
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differential size of audit clients and the differential size and number of
audit firms (refer also to Chapter 13, which deals with competition) and
the consequential effect this has on the relationship between auditor, non-
audit service supplier, the board of directors and the management of the
company. This issue of joint supply of non-audit services by an auditor
is a classic example of where public policy and personal interest conflict.
Regulators and regulations are there to protect business from the potential
negative outcomes of possible independence threats, whereas individual
boards of directors and auditors are there to provide an efficient and
effective supply of relevant services to enhance the financial and business
outcomes of clients.

There is one consequence that is evident within interviews at this point
and elsewhere in this document: the effect of this issue on the attraction
and retention of staff in the audit divisions. As observed above, the
potential investment behaviour of audit division staff and staff from other
parts of the firm can be different. They may invest differently, trade on
those investments differently and undertake varied work over a range of
clients. These actions all have a consequence for the audit divisions of the
firms and their ability to attract and retain highly competent, motivated
and effective auditors.

6.0 Concluding remarks: APNAS

With respect to issues that could or perhaps should be acted on, there
are several that come from the issue of independence. As acknowledged
a number of times throughout discussions with stakeholders, there is
no doubt that there is ‘knowledge spill-over’ between audit and non-
audit services provided either now or in the past to an individual client.
These knowledge spill-overs provide economic benefits to the auditee
and indirectly to its shareholders. To the extent that there is prohibition
of joint supply, there is a loss of this economic benefit. Arguably, the
knowledge spill-over is not linear across all sizes of companies and could be
proportionally less at the upper end. In these circumstances, the benefits
of the prohibition of certain joint supply could outweigh the benefits of
knowledge spill-over. In small to medium enterprises (SMEs), however,
including listed SMEs, it could be the case that the knowledge spill-over
outweighs any costs—and potentially significantly outweighs these costs.
If there was to be a reduction in the prohibition of joint supply, it could be
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substituted by a policy position that dictates that audit committees and/or
boards of directors have the discretion to permit joint supply of currently
prohibited types of auditor-provided non-audit services (APNAS), where
this would be also disclosed in a timely fashion to shareholders. This
would be a change in the policy settings but one that would give rise to
efficiencies for the Australian economy.

Somewhat related, as certain stakeholders have strongly noted, is that
certain APNAS—specifically, certain forms of taxation services—are so
integral to the audit as to be indistinguishable. The argument is that these
forms of taxation services might be inappropriately labelled as APNAS
when in fact they are an integrated part of the audit. Interestingly, their
classification as APNAS could in fact add to the misguided perceptions of
there being a threat to independence in circumstances where this does not
exist. This therefore leads to the policy position of clarification of where
these types of services end and audit begins. By extension, it leads to an
important policy position on the absence of guidance of the definition of
classifications of APNAS. At present, Australian companies are required
to provide disclosures of APNAS across certain classifications. Because of
the absence of classification guidance, the disclosures made by companies
vary widely and make the use of this information much more limited to
the market for audit services than is or perhaps should be the case. One
policy outcome of this is that the Auditing Assurance Standards Board
(AUASB) should be directed to provide clear guidance on the classifications
of APNAS so that the market is better informed.

While several stakeholders commented on the presence of audit-
only firms in the market for audit services, there is no prospect of any
recommendation that would give rise to the creation of such firms. This
needs to be a market-driven outcome. It is the case, however, that the
barriers to entry have been enlarged by the presence of CLERP 9, and the
prospect of audit-only firms seems remote.

This is a cost that has been created by the current regulatory framework;
however, it is not the only cost. Indeed, the present cost of the regulatory
framework is not easily or directly observable by examining aspects of
the market for audit services and the presence or absence of demand and
supply within that market. The cost of the current regulatory settings
is in fact borne by increased costs for audit and other services provided
by accounting firms and these costs are borne directly by Australian
companies and indirectly by the shareholders of those companies.

|373



374|

THE FUTURE OF AUDIT

One aspect of independence that operates internally within the
audit firms is the effect on the attraction and retention of staff and their
remuneration. It would appear that the staff in accounting firms who
happen to be employed in the audit divisions have significantly less
investment opportunities compared with their peers in other divisions. It
seems probable that this has consequences on the attractiveness of those
divisions. An investigation into what the effect might be and how it is
compensated is perhaps overdue. Perhaps higher salaries within audit
divisions offset the absence of these opportunities or perhaps they are
compensated for by way of the stability of employment; this is unknown
but researchable.

Finally, it has become evident from this examination that there is an
important but subtle distinction between objectivity and independence.
Objectivity is a state of mind and cannot be subjected to mandated
regulation. In the minds of some, however, this seems to be possible.
Somewhat related to this is the fact there is also an interaction between
the notions of objectivity and independence and the ethical standards as
practiced by auditors. It is the case that the ethical standards that apply
to auditors in Australia at present do not have legal backing since they
are issued by the APESB. It seems that this is a serious oversight. It is
our recommendation that the Financial Reporting Council (FRC) expressly
and in a timely fashion provides direction to the AUASB to include the
development and promulgation of ethical standards. It is the case that the
AUASB has in fact withdrawn from providing ethical standards with the
withdrawal of AUP32 Independence. This matter is actionable and would
provide a clear framework so that we can overcome the present situation
of auditors not being bound—other than through optional professional
body memberships—by any legally backed ethical standards.

7.0 Introduction: audit partner rotation

One impact of the reforms to the auditing regime after the HIH collapse
in Australia was to reduce the period in which, in most circumstances,
an engagement partner could serve on an engagement—from seven years
under previous professional requirements to five years. The issue of audit
partner rotation was raised by stakeholders, often in the context of the
stability of audit teams and retention of staff generally (refer to Chapter 8),
and an analysis of the comments received follows.
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7.1 Users

The two users who commented on the issue of partner rotation clearly
had little regard for its efficacy. The first is speaking in the context of the
stability of audit teams and in response to the interviewer’s question:

[Gletting rid of these silly rules about audit partner rotation, would
help [the stability of audit teams]...audit partner rotation just kills
it...The guy’s just starting to get on top of your business...he’s seen
something five years ago start, he’s seen how it’s developed, and
then he’s got to go...it’s all this prescriptive answers to problems.
Yes, there can be independence problems, but writing a rule that
applies to every company and every auditor is never the answer.

Another user implies that rotation can lead to lower understanding of
the business and more susceptibility to management manipulation of the
accounting numbers:

It seems like a good thing on the surface, therotation, but...in practice,
it'’s another one of those situations where youre having practice
and...theory...[I|n practice...|there are] a lot of negatives about it...
and I can understand why, but at the same time...in practice, it leads
to other issues...very definitely...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.

7.1.1 Summary

Users are not enamoured of the requirement for audit partner rotation.
Their comments indicate that they see it as unhelpful to the effectiveness
of the audit process.

7.2 Purchasers

Purchasers are mixed in their views of audit partner rotation, which is
discussed in the context of the stability of audit teams mainly, but also in
other contexts. These first few quotations are positive about it. The first
purchaser’s comment raises the issue of having sufficient ‘depth” within
the accounting firms to cope with rotation.
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[Rotation is| the right thing to do...If you think about the principle
of independence and how you execute against it...the principle
is right for partner rotation. The consequences are that if the
accounting firms don't have enough depth...it all comes down to
cost...because are they really recruiting...the expertise that they
need in order to service the requirements of the market?

Another purchaser raises the benefit of bringing in ‘fresh ideas’.

I can understand why [rotation is] there because...we've seen
a number of bad examples where there’s too close a relationship
between a CEO and an audit partner...And...if the CEO moves
to another company, the partner shouldn't be allowed to move as
well...because we've [had] some very bad practice in the past...
what tends to happen is that senior partners will just swap around
and they’ll give some examples of where that’s happened. I think it
brings a fresh idea. Most of the big firms are big enough now to be
on the big companies to be able to swap partners and have enough.

Another purchaser thinks it is a positive thing that a new partner might
be able to provide insights from other companies or industries:

I'm actually quite okay with the need to rotate partners. First of
all, we don’t replace [a] partner every year, so...some seven years is
[a] pretty long...time to make sure that it’s a fresh mind...besides,
as I understand, the more senior you [are, you]| actually do not
participate in...detailed work anyway. They are more there to make
sure that everything’s okay, give the advice, present to the board
and they make the decisions. Theyre not the one doing the audit.
So in that sense...rotation is a healthy thing because they're not too
close, they're not seeing the same people all the time. They may be
able to bring in some fresh idea that is seen in [an[other company,
[an]other industry, whatever...it is actually a healthy thing.

The danger of impaired objectivity when too close to the organisation is
brought out in the next quotation:

[Rotation] certainly hasn't caused any sort of disruption, but...
I can’t think of anything where it’s made it improved either. Maybe
at the operational level, it’s had an impact...I don't necessarily think
it would be a bad idea...if you audit the same firm for a lot of years
then you can become very close to the organisation, and even...
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[the] perception could be [that you are]| close to the organisation,
and maybe some of your objectivity might be impaired, and as a
partner, you'd probably want to get off and do some other things
and maybe come back in a couple of years.

The fresh pair of eyes that comes with rotation is the subject of another
purchaser’s comments:

That's really a governance issue, isn't it...to make sure that there’s
a fresh set of eyes and things...that’s better...because if there were
mistakes made, that would be caught out. You could have a diversity
of view...you don't have the same person looking at the same thing
and glossing over the same thing again.

According to another purchaser, an auditor who stays too long ‘practically
becomes the accountant for the company’:

[T]he organisational knowledge is always there...if it’s from partner
to partner, I won't say there’s an issue because there’ll always be audit
files, audit papers and all the rest of it in the company...so the facts
and figures would be easily obtained, but the overall assessment...
it’s done by a second person or a different person that really just
adds to the...independence and the external part of it. In other
words, it’s done by an external party. So...if you've been doing the
same audit for the last 10 years...you’re no longer really an external
party because you're so close to it...rather than an auditor, you've
practically become the accountant for the company...because your
relationship has grown and grown and grown, so you've lost that
objectivity and you don't have that independence.

In the context of the stability of the audit team, the two next purchasers’
comments reveal how seamless a change of audit partner can be.

[T]he experience we've had with our previous auditor and the partner
rotation worked well...they’re not so much succession planning, but
the way they planned that it did work well, and we didn't find that
had an impact [on] the overall knowledge. Obviously, [there is a new]
relationship and the new style and culture that comes with the change,
but apart from that we didnt find that an issue. I'm...a believer of
certainly putting out to tender your audit services on a regular basis.
Now if that was the culture, would you be needing this partner
rotation...that’s up to individual companies and where theyre heading.
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What we've had is a situation where we had a manager for a number
of years and then he became a partner and he was on the job for a
number of years...he became a consulting kind of regional partner
and not responsible for the job. Then they brought someone else in.
But he was providing that continuity, probably in the background
in their offices explaining things. So the questions didn’t necessarily
always come through to [us]...in that case, they’'ve managed that
rotation process really well.

Another purchaser alludes to the fact that a partner formerly on the job is
available for advice if necessary:

Generally speaking, they have different levels of people involved
anyway. So when they rotate off it’s not a big loss...because
everybody has somebody in training...I can understand the reason
for it because you don't want something like HIH again where people
become too embedded in the company. It's good to understand the
company without being too sympathetic; [you need| balance. And
that partner’s always available anyway if they haven't left the firm.

Another purchaser speaks about the positive experience of a ‘good” audit
partner being replaced by another ‘good” audit partner:

[W]e were quite fortunate. We just had our audit rotation for the
first year last year, and we were quite fortunate that we had an
extremely good auditor replaced by what, on every indication
after his first year, is also a very good auditor. However, you could
imagine that must work in the reverse, that as an auditee...you
could have a fairly good audit partner and [they are replaced by]
someone...[with whom] there’s too much of a ruction, or [who is]
too potentially disruptive, even as a visibility thing, to try and
move on. But you can breathe a sigh of relief once the five years
have come up and you get someone better.

Another supportive purchaser discusses audit partner versus audit firm
rotation:

On balance...I'm probably for mandatory audit rotation...a new set
of eyes as a principle must be quite a good thing, and also must
militate against the risk of getting too cosy with each other, which
I felt was the essence of the HIH problem. Now, of course, there’s
not mandatory rotation of firms, which was that whole discussion,
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but I didn’t feel that was necessary...people of that integrity and
reputation mean that theyre going be willing to take a pretty strong
look in their first year for anything that their predecessor might
have missed...whether or not it’s the same firm. So I don't...see that
as poor regulation.

Other purchasers, however, disagree with the idea that audit partner
rotation has merit. In the first quotation, attention is drawn to the potential
for other senior people involved in an audit to be able to remain on the
engagement without interruption.

[E]ffectively, you might have your signing partner or your
engagement partner who rotates off, but your tax partner and your
IT audit partner, they might be sitting on there for 10 years...
because they're not the...lead partner per se.

The difficulty for highly industry-specific partners when the firm has no
other clients in the same industry is eloquently expressed in this next
quotation.

Yeah, it is a bit of a problem...[when] the partner has to go. Our last
audit partner...is leaving [our industry]—his time’s up, he’s had to
leave. To stay in the sector and for the firm to utilise his knowledge
and capability, he’s gone to the UK, he’s had to rotate off this. He
doesn’t get to stay here, there is no job here he can do...because
the firm doesn't have any other audits [in the same industry]—
as they shouldn’t—and so he’s had to leave the country...is that
really smart? If Australia has let a good auditor skill go because of
some rules then I don't think it [is] appropriate really. And what
we've actually got back as the audit partner is the audit partner
of [several] years ago. And that’s okay. He’s been out into...other
industries, and so at least he knows us. But it’s [several] years-old
knowledge, right? And that’s one of the reasons why, when we
got him back, we asked for some more up-to-date skills...as part
of our engagement, instructional or directional guidance. So it is
a problem. It's creating a problem for...the Big Four firms. But I'm
just giving you a preparer’s experience; we've lost a good audit
partner, and [he’s] not in the country now and can't be because he’s
[industry] specific.
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The next purchaser also alludes to this problem of not having a critical
mass of clients in the same industry:

It has an impact because you don’t get the longer-
termrelationships out of things and it’s still a learning

‘Five years sounds . .

i . curve for people and how to handle it because it
[like] a long time,

but in a large hasn’t been applying for all that long, so it’s making
company its not it difficult at times. Five years sounds [like] a long
such a long time.’ . . oy .

time but in a large company it’s not such a long time.

[With the] top-50 companies in Australia, arguably
it takes a couple of audits for someone to fully
understand all the ins and outs of the business, so you then get the
situation if you're only there for five years, it’s taken you two years
before you learn it and it doesn’t give you much time to...be in
the saddle fully operational...in the large companies, it’s probably
helpful. It’s predicated on the basis that you've got to have turnover
so that people can be independent and not get consumed...by the
client. I don't subscribe to that view...Seven years would make
it operationally a lot easier to manage. But...you get to a problem
where you say, well, you want expertise but...if you've got a client
in a particular industry, the only way you can get expertise in
industry is by working on similar companies. So it’s almost as long
as you have three companies in the same industry, you won't be able
to develop the rotation of people to build that expertise.

This next purchaser, who feels the requirement is ‘artificial’ and has
no impact, brings up the loss of understanding and continuity when
a partner has to rotate off.

[T]he whole thing with...partner rotation is...

‘[l]t's a shame that artificial and this idea that after four years or
you lose some of that five years or whatever the number is you have
knowledge...some . o
things are complicated to change...is totally artificial. And I understand
and having that it means you can demonstrate something, but...
it cle ey it makes no impact at all...it’s a shame that you
understanding is ]
important.’ lose some of that knowledge...some things are

complicated and having that continuity and that
understanding is important and then you have to
go through this whole education process all over again and even
very capable people who can deal with that level of ambiguity
and complexity and moving things, it takes a year or so just to
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immerse, so you've constantly got this one or two years catching up
in that period...they do a good job of it, but I don’t think it adds
a darn thing, this rotating...my experience with auditors is that,
there’s that 99.9 per cent of them [who]| are ethical, are extremely
professional and the fact that they are on a job for six years rather
than five years is not going to change one jot how they view that
company.

7.2.1 Summary

The purchasers express a diversity of views about the issue of audit partner
rotation. Often the issue arose in the context of conversations about audit
team continuity and knowledge of the client. Several purchasers could
see the benefit of a ‘fresh pair” of eyes and the dangers of becoming ‘too
close to management’. Other purchasers provide insight into the seamless
way in which their audit firm manages the rotation situation. Negative
views of rotation are, however, also forthcoming. One purchaser sees the
rotation as ‘artificial” and as having no real impact. Another points to the
potential for inefficiency and ineffectiveness of audits because of the time
it takes to get to know some clients. Also raised as an issue is the difficulty
for rotated audit personnel when their firms do not have a critical mass of
clients in industries that require a high degree of knowledge specificity.

7.3 Suppliers

Like purchasers, suppliers express diverse views on the merits or otherwise
of audit partner rotation. These first few quotes are supportive of the
requirement to rotate, with later quotations expressing more negative
views. The first supplier expresses the idea that rotation can contain
boredom that might arise from familiarity with a client.

[For] small clients, five yearsis fine...10 years on a small client would
be really boring, so it’s...nice to have the excuse to get off them...
most people have actually liked rotation from a client perspective,
if it’s properly managed...it’s not so much a nuisance in that we go
and do something else...it’s quite attractive that after five years I go
on and have a new challenge.

‘Removal of familiarity” with the client and adding ‘fresh eyes’ are pointed
out as benefits of auditor rotation in the next three quotations:
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It certainly does remove, or has the ability to remove, familiarity
and things like that, which I agree with. I can understand that.

[R]otation’s quite good; you get fresh eyes, new thinking, all of that.

It has some impact but it’s offset by the benefits of a fresh set of eyes
looking at things from a different angle...partner rotation is a good
thing. What is the best time frame? Five years is probably reasonable.

Speaking from a client’s perspective, this next supplier points to the
complexity of business and the need to ‘retrain’ the new partner in the
two years after rotation.

[T]he five-year period, while I can understand it
in principle...[it] doesn’t help. I can understand
why it’s done in terms of familiarity and stuff like

‘[Tlhere’s an issue from

the partner [and] the that, but whether it’s five years, whether it’s seven
client point of view... years, I don’t know...if you're really looking at

that they’re now going it f bett dit r t th
0650 17 (DD (e it from a better audit process, I'm not sure the
person for the next drive is right, because what they're saying is that
two years.’ I get too familiar and therefore I overlook, I don’t

challenge them enough, and therefore it has to
go to someone else, who's going to have a fresh
eye and look at everything. That’s fine, but then there’s an issue
from the partner, [and] the client point of view...that they’re now
going to go and retrain that person for the next two years...while
the audit process is the same, the...complexities of businesses...are
quite different and it takes time to get on top of it...I don't have a
solution, but, yes, I can imagine that would be quite frustrating for
clients. And it’s starting to manifest itself into people going out to
tender more often too.

Another supplier raises the issue that audit partner rotation is not a
new requirement, given that the period of partner engagement has been
reduced from seven to five years.

The Big Four also had...a type of rotation in place, before it became
mandatory, and you always had your engagement partner...the
terminology might change, but there was always the engagement
partner or the signing partner, and there was always a review
partner or a quality-control partner, whatever you wanted to call
them...generally, even on the smaller clients, the firm’s internal

382



AUDITOR INDEPENDENCE

risk-management process was such that, if I wasn’t a partner, I was
a director, but...before I signed off on anything as a partner on a set
of accounts, you'd have to have that review discussion with another
partner in the firm. And that’s probably where it’s made it easier for
the Big Four to do the rotations, because they always had a couple
of partners who were involved in most of the audits.

The next supplier provides insights into managing the rotation situation
so that clients are not affected adversely.

[I]t hasn't [had] a huge impact from how we manage it as a firm.
When we rotate partners, it’s never just a cut-off...there’s a period
of transition so that the partner rotating on has had sufficient
experience with the client before that rotation [for it] not to be an
issue. More rotation...used to happen when partners retired and
it’s now...standard practice that it happens, so that the individual
that’s rotated off is, if ever there were an issue, they’re there as a
resource, as a sounding board...in jobs that are complex, the partner
rotating on would have had comfortable experience generally in the
industry, but certainly in regards to the accounting issues, it’s a big
deal for a rotation to occur. But as far as it creating an issue from an
ability to provide service to the client or provide an audit opinion
that is robust, it shouldnt be a problem.

This next supplier’s comments also address managing the rotation, with
shadow partnering necessary in order for the new partner to come to grips
with the complexity, global reach and sheer size of a big client.

Five years isn’t very long. [Company X] is my

biggest client and they've got operations in At 78 @ele e st

companies would say,

50 countries around the world and I came on and most processes [would]
to the audit the year before I rotated and just say, [that] after 10 years
shadowed the partner. And we've had to do you should think about

) ) ) whether you should come
the same thing on all those really big clients, off as a non-exec. director,
otherwise...you're not that exposed compared but after five years, you're

h . di in the i I not independent as

to changing auditors in the first year...[In] my the auditor’

first year at [Company X], if I hadn't done that
year of shadowing...I can’t come up to speed
with operations in 50 countries round the world all in one go. So...
most people wish it was seven years, not five. And I find it odd that
most companies would say, and most processes [would] say, [that]
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after 10 years you should think about whether you should come off
as a non-exec. director but after five years, youre not independent
as the auditor. I find that disconnect wrong. I would have thought
we could do seven or 10 years on a big client.

The same supplier continues, stating that, from a personal view, rotation
has attraction because it creates new challenges:

They do think that they see a benefit from fresh eyes [and] that...
five years is too quick and, from our point of view, it’s frankly a
nuisance....it’s a nuisance from the firm’s point of view—for two
reasons: 1) just managing people’s partner careers and...managing
client expectations...[Company Y| comes up for rotation. They
will have a view that they can have whoever they want out of our
partners. And the same would be true for any top company in the
top 50 so you're...having someone who’s got the flexibility to take
on a client of that size...a very senior experienced partner, [which]
is quite hard for us to manage in a partner capacity.

This supplier admits, however, the extent to which rotation is ‘stretching’
partners who are in high demand across multiple clients. He or she also
feels that partners might be lost to the firm at these points of rotation.

What were tending to find is that we've got
‘[Olther partners are partners who are in high demand who are
ZEitiing vy fElEiEy stretched across multiple clients and have a team
because they can't get
their first step into a of people underneath them and other partners
big role and...it's going are getting very frustrated because they can't get
to become guite an their first step into a big role and...it’s going to
issue for all Big Four ) p . & ) gomg
firms.’ become quite an issue for all Big Four firms—just
managing their pool of partners coming through

on the cusp of being okay to take a senior position,
whereas in the past, before rotation, they’d have come through as
the junior partner and become the senior partner [and that gave
them]| a board that knew and trusted them...It’s quite hard to make
that step up now for...the young guns. And...the other thing that
will become quite hard for us to manage as a firm with partner
rotation is that...it’s actually refreshing to stop and think, ‘Okay,
do I want to stay on and do another five years as an auditor on
another client or should I go and do something else?” And we will
lose partners who will do that.
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The next quotation highlights the difficulty of managing rotation in
highly regulated, complex industries with few players, such as authorised
deposit-taking institutions.

‘[I]f you are the audit partner on [Bank 1], [Bank 1 understands] at
the end of five years you've got to go, but will they let you go and
be the audit partner on [Bank 2]|? Well, over their dead body...so it
becomes incredibly hard to manage the senior partners, sustaining
the position in the industry that they see themselves in. The clients
[have] the opportunity to select the best partners, but also protect
their views and their understanding and knowledge of the business
they’ve shared. Protecting all of those things does become quite
hard.

Several suppliers express their preference for seven-year rather than five-
year rotations, as exemplified by the next quotation. The view is that it can
take two years to really gain a sound understanding of a highly complex
client, which leaves too few years before rotation to take advantage of that
learning.

Seven years is certainly better. If you take an ASX top-100 or an
ASX top-50 client, these are very, very big businesses, they are
very complex businesses, they have multiple processes, multiple
operations, they generally operate in more than one geographic
location. Whether it be in Australasia, they're generally operations
in [a] foreign jurisdiction. It probably takes two to three years for an
audit partner really to get up to speed, and...youre through your
three-year mark and you really hit your straps in year four and year
five and then you've got to rotate. And you start the process again in
year five of re-educating the next person...there is definitely some
learning and some handover of knowledge, [but] it takes a couple
of years for them to get up to speed, they really get in their straps
and you change again. Where at least if you had seven years you've
got three years to get things, you then get three or four really good
years, and...that’s the time when your audit quality’s at its peak.

Another supplier voices similar views and is clear that, in his or her
opinion, the disadvantages of partner rotation outweigh the advantages:

What it’s meant to do is, you plan succession a lot earlier and in
a more formalised way. It’s unlikely that what you're going to do
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is bring a partner on after the rotation period and say well, here
it is. Youre more likely to introduce a partner in the last year of
somebody’s rotation program, in the last year as partner before
they rotate off to familiarise themselves with the key issues of the
business, the industry, the style of reporting, because otherwise
it’s very difficult to pick it up in a short...time and...having come
off two of my large public companies this year, I think five years is
too short...And the disadvantages outweigh the advantages and the
advantage is that theyre not getting too close...the disadvantages
are that it doesn’t matter how good your succession program is
and your knowledge transfer...there’s a lot to be said...of building
of the knowledge. It usually takes you a couple of years to build
it up...and then as soon as you've got there youre starting your
succession plan...it’s just too quick...something like seven years
would probably be more reasonable. Seven years is nothing and a
more realistic period. Five years is...very short and what does it
achieve?

The same supplier continues, explaining how a firm’s view becomes
intertwined with a partner’s view.

[W]hat tends to happen with particularly the
e il g sl large clients is not. just the view of.that individual
interchanging is the partner that’s being expressed; it’s usually the

_knowledge: you can't view of the firm, because the way that you've got a
just create it overnight,

G ot quality-assurance partner on major engagements,
valuable; it does mean you might have more than one partner, you'll
Seliieitlie: have a lead audit partner and another partner.

You'll have your technical partner [work with]
somebody on your national technical group,
you'll have PSR, which is our professional standards review process,
so by the time you've signed an opinion, it’s less likely [to be a
partner| by himself and having reviewed the work of his staff, it’s
usually representative of the collective view of the firm because
of the process that you've undergone to get there. Now, I have to
make judgment calls on all the things that T do, but ultimately I'm
doing it within a context of the way the firm operates, so could you
interchange me and somebody will come to the same conclusion
they would? The only thing with interchanging is the knowledge:
you can't just create it overnight, that knowledge is valuable; it does
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mean something. And in some industries, it’s the knowledge of the
industry; you can't sit down and read it in a book...in a day or even
a month. You have to deliver, you have to understand it, you have
to go to [the] site, you have to look at these things...I understand
if youre making that kind of investment...the period over which
you want to use that...could be longer than five [years]...five is an
arbitrary period that really doesn’t mean anything.

Another three suppliers lament the loss of client knowledge that occurs
with rotation:

[I]t doesn’t really help your client business side of things because
once a partner rotates off, the knowledge—whilst we obviously talk
as partners and we’ll pass on knowledge. That part of the partner
rotation doesn’t help because all of your knowledge goes off with
the job...from a knowledge perspective...I don’t think it helps...
Having knowledge of a client’s business is very critical...I've got
clients—not in a listed environment—that I've been doing for 14, 15
years and I know exactly where their issues are, and I communicate
those to my team on a regular basis. So it’s absolutely critical.

I understand where the partner rotation comes from, but...over
time, you do build up a fairly significant knowledge base of the
organisation and how it operates, and then you just walk away.
And then effectively your partner has to go through build[ing]
up [the] process again, because it just comes from interacting with
the people and relating that to the numbers and the systems and
the industry...the five-year period, while I can understand it in
principle...[it] doesn't help...there’s definitely an educational
process that goes on for...the first 18 months. So you've gone from a
very experienced—sorry, a quite experienced—person to helping
to develop another partner. And...that doesn't help.

...there is a critical shortage of qualified, highly talented people
within the industry at the moment and all of the Big Four—and...
probably...the second-tier firms as well-—are struggling to hold on
to their young qualified accountants, particularly where you have
demand in the US and UK markets for your young chartereds, and
your young CPAs to head over there.
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The same supplier goes on to discuss the frustration that clients experience
when an audit partner with whom rapport has been developed is changed:

I can understand why it’s done in terms of
familiarity and stuff like that, but whether it's

‘[Tlhe chemistry that five years, whether it’s seven years, I don’t know.

operates between

people [is] not always I can imagine that some of the clients would get
able to be replicated, quite frustrated because every five years you're
because each partner

going to be looking at a new face. And just the
chemistry that operates between people [is] not
always able to be replicated, because each partner
is different. And while you try to pick the partner
that’s going to work well with that client, there’s still an element of
training. So...it must be a bit frustrating, because as an experienced
person, I can have a conversation and get a comment, and I can
understand why, that’s because I know that over here they’re doing
that and then that. A new person, they make the same comment
and...it has no meaning because they don’t understand all of the
elements of the business.

is different.’

The same supplier raises the personal career considerations that rotation
among a small number of players in a single industry might necessitate.
In such circumstances, where the client is not comfortable about a partner
moving to a competitor’s audit, the only way to continue to utilise expert
knowledge might be to move interstate or overseas.

Sometimes the thing...about the question
‘When you come to the end of specialisation is, if youre working on a
of your period, the stars large organisation, it’s very, very unlikel
have to align or the planets g g ) ’ y’_ y y
have to align for you then to that you're going to be working for another

transfer onto a job or another large organisation that competes with that
engagement in that same

industry, where you can use organisation. So your specialist knowledge
that same knowledge, which is dedicated to that entity. When you come
previously you couldn’t work on to the end of your period, the stars have

because it was going to provide . .
& canilic: s’ to align or the planets have to align for

you then to transfer onto a job or another
engagement in that same industry, where
you can use that same knowledge, which previously you couldn’t
work on because it was going to provide a conflict issue. And even if
the stars align and you can work on that job, sometimes that creates
a conflict in itself because your client who you're just coming off
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doesn’t want you to go onto their main competitor in the year that
you finish...so it’s taken out of your hands. You're now in a position
where, okay, if I really wanted [to stay in the industry] and it’s [a]
small market anyway, it’s a niche, I might have to go overseas—
that’s the only way that I can really go to the next level without...
from a career point of view, going backwards. And...that gets lost
at times, and what tends to happen, at the end of the day, if you're
a partner, you're obviously trying to progress, and you're trying to
get to the next level. If youre coming off public companies, they
don’t always line up the way that you want to, you might end up
having to take a backwards step because at that particular point
in time the next available job wasn't there. You might go back and
just do...a set of referral clients out of subsidiaries out of the UK
where the complexity is not as margined and all this billable skill
that you've developed in dealing at the top end of town and dealing
with boards and dealing with difficult issues and public company
reporting gets lost, because you can’t easily take that type of a
company.

The same supplier does provide insight into the type of strategic thinking
his or her firm engages in to maximise skill utilisation:

[W]e're a little bit better than that at doing it; we're strategic. You've
got a team of partners that do work at the top end of town and we
tend to think in advance as to how we're going to shuffle things
around [and] where people...sit, but obviously it’s a lot of effort
for little gain...I don’t think it was really thought through that this
perceived benefit of the rotation was going to be delivered—and
I just don’t know that there’d be any difference at all if you went to
seven [years] or even longer.

7.3.1 Summary

Some suppliers consider that rotation is worthwhile in bringing that
‘fresh pair of eyes” and upheaval in what might otherwise be a growing
familiarity. Several suppliers, however, reinforce one another’s quite
independent comments in arguing that five-year rotations are too
short, and that seven-year rotations would retain the advantages while
minimising the disadvantages of too frequent rotations. For complex,
global clients, a view is frequently expressed that 18 months to two years
is needed to ensure a new auditor is ‘on top of things’, leaving only two
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years before the next partner needs to be trained—perhaps through a
‘shadowing’ process. Several suppliers allude to the manifest frustration
for clients having to build a new rapport with a partner and ‘train’ the
new partner. One supplier speaks eloquently of the potential personal
difficulty in terms of continuing an upward career trajectory and utilising
and extending specific industry specialist skills, especially in a complex,
regulated industry with few participants.

7.4 Standard setters

One of the standard setters would like to have seen some research into
whether partner engagement length was a problem before the reduced
rotation period was introduced.

[There were| probably other ways of doing it...that was a legislative
answer to a situation which was perceived to happen with the HIHs,
so...in reality...it may well have been able to be done in other ways.
In certain areas where you've got expertise...you've got to replicate
that out, and is the period appropriate or could you do it and still
achieve it another way? So...that would have been a good thing to
do some research on and then come up with some ideas in seeing
whether in fact it is a problem—to the extent it’s been there. But...
we're there now so we've got to live with it, but it was a legislative
change, so it probably didn’t go through the rigour as to what our
processes have done.

The same standard setter continues, expressing his or her view that seven
years would be more appropriate than five for rotation:

[S]leven years...would be a far more appropriate period for a
rotation...without a doubt and certainly I would support that...it
would allow a...better period...for a person to be on an assignment,
to have the learning bit at the start, the bit in the middle where they
knew all about the job and then you have the transition bit at the
end to the next period, to the next partner coming on, and...that
would be a more manageable process to use that period.

Following inappropriate rules at the expense of quality is the danger with
the current situation, according to this next standard setter:

[T]he area of independence...is really not a regulator issue; it’s a
policy decision and a government decision. But I have heard people
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say that mandating a five-year rotation, for example, would mandate
that 40 per cent of audits were ineffective because it takes two years
to get up to speed and to acknowledge things...corporate knowledge
is important as well, so we need to make sure—that’s not a regulator
issue but it’s a law and a policy issue—that we don’t put ourselves
in a space where we sacrifice quality for following inappropriate
rules...it’s not an issue that...we have with the regulator, but in
the Australian market, something that...needs to be focused on is
the size of the market for listed companies or the number of listed
companies and the pool of audit resources that we have.

The same standard setter explains why, in his or her opinion, seven-year
rotations would be more effective than five-year rotations:

[E]ven though I'm in a very large firm, five-year rotation for lead
and review partners will really start to bite into the available talent
pool to effectively conduct audits across the pool of entities for
which rotation is mandated, which is the listed entities. But also the
principle in following the ethical principles around independence
is there and so therefore rotations [are] inherent in any audit done
under the Corporations Act...how do you deal with the familiarity
threat? So...something that we're certainly watching closely is, if
five years isn't any good for our market, what is a better measure
given that we need to be independent—which I still think is
absolutely important, I'm not downplaying it. But would perhaps
seven be a better answer for the Australian market than five?

The next standard setter alludes to the implications of rotation for
competition in the market for audit services, and the need for a critical
mass of partners:

[I]n terms of [the] size of a practice, in terms of doing listed entities,
you need to be a minimum size. You need to have a minimum number
of partners to allow rotation to take place...the minimum you [could]
get by with [is] three, but...it’s better to have four or above. So it
means that audit practices which do listed work need...to grow to a
minimum level...[There are] advantages in that because as firms get
bigger, the quality—that’s not to say that when theyre smaller they
don't have quality—but...it helps with the quality aspects of both
the firm itself for the quality control it needs to put in place and also
the audit quality, so in that respect it’s a good thing.
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7.4.1 Summary

Standard setters, many of whom are also suppliers, reiterate the view that
five-year rotations are too frequent, with consequential dangers for audit
quality. One standard setter speaks about the implications for competition
of needing a critical mass of partners if auditing listed entities.

7.5 Regulators

Regulators, perhaps somewhat surprisingly, reveal some ambivalence
about the merits of audit partner rotation. While supporting rotation, this
regulator’s comments reveal doubts about its effectiveness because of the
countervailing issue of the time it can take to get to know a complex client
such as a bank:

Partner rotation is a good thing but...I don't know if it’s really
been that effective because the more they rotate the partners, the
more the problems you create. It takes a partner two years to learn
a bank, for instance, over a five-year term. So where’s the value
add in the rotation...I don't have a problem with independence...
independence is not the right question. The issue is more about
compromise of professional judgment. If someone’s judgment gets
impaired—Ilike a partner could do the same client for 20 years and
he could always be seen as someone who is a straight-up-and-down
guy. He produces a good-quality product because he’s a thorough
professional, year in and year out. The other partners will get

sloppy as the years go by.

The next regulator, asking a question of the interviewer, points to a
potential way of evading the rotation requirements:

What's the ruling in respect of if partner A is partner of the client,
that’s a Big Four, number-one client, partner A goes to Big Four
number two, the client magically has tender six months later, and
oops—they go to Big Four number two?

The next regulator alludes to the difficulty of maintaining audit quality
with initial audit engagements:
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Inexperienced in terms of coming to grips with the industry and
coming to grips with the entity for the first year, most of the firms
will say to you, or an experienced practitioner will say, ‘[The]
greatest risk of me getting something wrong is probably in the first
year or two.”

A differential approach by the audit firms to the issue of rotation is the
concern of another regulator:

[W]e've gone onto the public record around rotation, because
we could see parts of the profession responding to it in a more
assiduous way than others who are just going, ‘Oh, what does all
this mean?’ Tough.

7.5.1 Summary

Somewhat surprisingly, the comments by regulators reveal that not all
are unquestioningly convinced about the merit of audit partner rotation.
Regulators, like purchasers and suppliers, raise the fact that it can take up
to two years to effectively understand, for instance, a banking client. One
regulator observes that not all firms approach the issue of rotation with
the same seriousness.

8.0 Issues and implications

While there was no specific questionnaire information about auditor
rotation, this was an issue that arose frequently in response to prompts
and was volunteered in the interviews with purchasers and suppliers and,
to a lesser extent, with users, regulators and standard setters.

There were mixed views with respect to the desirability of the
amended mechanisms used for auditor rotation, with many interviewees
indicating that they agreed with auditor rotation in principle but there
had been unintended consequences with respect to the implementation of
the amended regime. Among those who raised concerns about the current
requirements, many spoke of the fact that the five-year time horizon was
an insufficient period in which to build up knowledge of the client and
to obtain a reasonable return for the investment in that knowledge before
mandatory rotation occurred.
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Those who spoke in favour of rotation included a large number of
purchasers and suppliers as well as a number of users, regulators and
standard setters. They articulated the desirability of having a ‘fresh pair
of eyes’, a ‘diversity of views’ and for rotations to ensure a reasonably
frequently refreshed relationship between the client and the audit firm.
More than once, interviewees made reference to the damage that an
inappropriately close relationship could create and cited the case of HIH.
Purchasers raised the fact that rotation was in place in many audit firms
well before the current regulatory framework, but noted the period was
typically longer than the current five-year period for other than exceptional
circumstances. Purchasers also expressed some degree of anxiety about
the existence of a formal rotation process and that there was always some
degree of uncertainty about the quality of any partner rotating in.

Among the purchasers representing companies within the top 50 or
so companies listed on the ASX, there was deep-rooted concern about the
speed of rotation. There are instances in which a new partner in a large
complex client, which might have branches in many jurisdictions across
the world, undertakes the formidable task of understanding the nature
of the business and its risks and then has to assimilate this knowledge,
build up expertise quickly and acquire a pay-off from that expertise
before the rotation of the next partner. Purchasers also express concern
that when such a senior partner rotates off, the next logical client might
be a major competitor in the same industry. They typically see the logic
in such movement of a partner, but discomfort exists about the potential
unintentional transmission of client-specific knowledge to the new client.

Suppliers also agree with the principle of rotation but have concerns.
Several suppliers, particularly within the Big Four, comment that rotation
is a trigger point for some clients to consider, if not implement, a tender
process. Suppliers also note that there is a significant trade-off between
the notion of independence—real and perceived—and the erosion of the
knowledge of the client. Again, it was common to suggest that a five-
year period was too short—particularly for large and complex companies.
In some cases, complexity is linked to the regulatory framework within
which certain companies operate.

One supplier inquired whether there should be a counterbalancing
requirement that executive directors rotate off after, say, 10 years because
they too could become stale in their view of the company and require a
refreshed outlook and new challenges.
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Suppliers to larger clients also make the observation that the large
clients feel they have the power to demand a partner of their choice. As
a consequence, there is increased pressure exerted on the most expert
partners in the larger firms and somewhat less ability to train up more
junior partners to be the senior partners of the future.

While some suppliers noted that the five-year rotation was a ‘tipping
point” for clients, it was also a tipping point for some of the individual
partners and firms that we interviewed. Some of these partners used a
five-year cycle to reconsider their own careers and whether in fact they
wished to undertake another cycle. The notion of staying one or two years
in a client is now seen by many as unacceptable so that their entire careers
now consist of a series of five-year cycles.

Firms spend a good deal of time and energy managing the process
of rotation, with partners coming on to an engagement as either senior
managers or directors and in some cases even secondary partners a
year or two ahead of the process of handing over to a new partner. The
downside to this process is that it can sometimes be a very lengthy period
of apprenticeship. There was one instance in which the same person
was involved with a firm in the order of a decade before rotating off as
engagement partner. This cuts across the notion of a fresh pair of eyes
every five years.

It seems, however, that firms that have developed or are developing high-
quality processes to ensure that the handover from one partner to another
will have a significant structural advantage going forward. There is clearly
diversity in the level of sophistication of the handover from one partner to
another among those client representatives with whom we spoke.

Regulators, standard setters and users all agreed, by and large, that
rotation was good in principle, but also acknowledged that there was a
substantial trade-off between knowledge of the client and independence.
Suppliers and standard setters recognised that, as a generalisation, the
quality of an audit in the first year or two was at a lower level than the
quality of an audit after the partner had been engaged with the client for
three or more years. There was therefore near-universal agreement that
rotation had consequences for the knowledge base and quality of the
audit as well as the real and perceived independence of the relationship
between the supplier and purchaser of audit services.
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We would also note that it was difficult for the authors to unpick this
repeated request for a longer period from the genuine concern about
the loss of knowledge and therefore a lower-quality audit due to the
inherent normal human behaviour of resisting change. Every one of the
interviewees who mentioned a longer period referred to a seven-year rather
than a five-year period. This reflects the previous regime that most of the
interviewees operated within. There was, however, the authors believe, a
genuine desire to find the right balance. This balance between time and
perceived independence might need to be crafted conditionally on the size,
complexity or regulatory framework within which the auditee operates.

9.0 Concluding remarks

With respect to auditor rotation, various stakeholders have well-
constructed and thoughtful arguments for and against partner rotation
for longer or shorter periods. One way of systematically adding some
structure to this is to consider what might explain, rationally, why a
longer period might benefit the efficiency of the capital market compared
with a shorter period.

On balance, by examining the arguments for and against, it would
seem that organisations that are large in size or are particularly complex
or operate in a highly regulated and therefore complex industry are
those that might command longer periods of audit tenure compared with
other organisations. Essentially, the argument driving this is that the
nature, complexity and rigour of those audits require the opportunity
to have critical members of the audit team working on the audit for a
longer period. It is also the case that in these instances there are questions
about the critical mass of the supply of partners and other senior staff in
sufficient numbers to be able to handle the rotations that will occur. We
saw instances of partners leaving either the profession or the jurisdiction
simply to obtain appropriate work after rotating off large, complex clients.
This practice will dissipate the pool of talent available to undertake large,
complex audits in Australia.

Related to this is the concern that at present the regulatory structure
of the operation of registered company auditors means that there is no-one
with the responsibility for public oversight of the quantity or nature of
those who are registered company auditors. We have few data and no policy
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position about the supply of registered company auditors, the quality of
their expertise or their ability to undertake expert audits in particular
industries in particularly complex clients. This is in stark contrast with the
clear policy oversight of the supply of medical practitioners, for example.

Additionally and not unrelated, there are insufficient publicly available
data to undertake any research of any depth on the effect on the careers of
individuals who rotate off auditing engagements. Does it indeed become a
breaking point in careers, which causes auditors to leave the profession?
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