INCREASINGLY PRESCRIPTIVE AUDITS
A DISTRACTION FOR AUDITORS?

[D]oes it distract? Look, it’s like people driving cars with mobile
phones. I'd like to say that everybody is sensible enough not to
use their mobile phone when they’re driving, but some people get
distracted by mobile phones. So...it’s brought an element of risk
into it, and you have to make sure you don't get lost in the detail
and ignore the issues...the really good professionals will make
sure they get the issues right, and if that means that for some
reason something gets missed on the documentation...they’ll feel
more comfortable in that than being absolutely watertight on the
documentation and having missed the issue. But there will be
a number that go the other way because they're that worried...
we've had it drilled into us for a while now that ASIC will come in
and inspect a file if [it’s] not right, so people have spent...massive
time on that.

— Supplier

1.0 Key issues

The regulatory reforms to the auditing regime of earlier this decade were
pervasive, once the revised, legally backed auditing standards were
included. This chapter explores the impact of the changes in terms of the
auditors” work conduct.

Is the increasingly prescriptive nature of auditing a distraction to
the auditor?

To what extent, if any, has the increasingly prescriptive nature of
auditing, including increased documentation, resulted in a check-
list mentality that is to the detriment of auditors” judgment and the
quality outcome of the audit?
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* Given the additional audit procedures now required, do audit
budgets give less scope to: a) understand the client; and b) delve
into issues that arise?

* Will the additional audit procedures encourage over-auditing?

2.0 Introduction

A common question across the surveys and the interviews related to
whether or not the increasingly prescriptive nature of audit acted as a
distraction for auditors, so interfering with their task. Survey responses
appear below and interviewees’ responses in the section after. While the
increased audit documentation requirements arose separately from the
creation of legal backing, owing to concurrent changes in International
Auditing Standards, the complexity of this has been heightened by the
presence of legal backing. This means that there is an inexorable link
between legal enforceability on the one hand and documentation on the
other. This section examines some of the comments devoted specifically to
the issue of the impact of additional procedures as a result of the reforms
on the audit. The next chapter examines stakeholders” perceptions of the
way in which regulators handle their oversight responsibilities.

3.0 Survey

The survey question was framed in the context of the additional
mandatory audit procedures imposed in response to the high-profile
corporate collapses of earlier this decade. It read: ‘In response to high-
profile corporate collapses, regulation now requires auditors to comply
with additional mandatory audit procedures. In your opinion (on a scale
of 1 = Strongly agree to 5 = Strongly disagree), complying with the
additional mandatory procedures will distract auditors from the objective
of a financial statement audit, which is to give assurance on the credibility
of financial statements.’

Interestingly, a majority of respondents, including those closest to
the production of audit opinions, do not believe that the new regulatory
requirements cause a distraction from the major objective of the audit,
as can be seen in Table 11.1. Importantly, however, there is a noticeable
differentiation between the typical responses of those who might be
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seen as less technically expert and those who have a greater level of
expertise. Users, whether they are seen as professional or retail users, are
the least likely to believe that there is a distraction arising from these
new regulations. Of the two groups of producers of audit opinions, it was
those from non-Big Four firms who viewed the new regulatory regime as
most distracting. One might speculate that this is a consequence of the
documentary requirements, which could impact more on firms outside
the Big Four.

Table 11.1Responses on regulatory changes as a distraction (per cent)
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In response to high-profile corporate collapses, regulation now requires auditors to
comply with additional mandatory audit procedures. In your opinion, complying with
the additional mandatory procedures will:

Distract auditors 19 24 15 | 14 | 27 28 38 | 23 | 37 | 33 | 38
from the objective
of a financial
statement audit,
which is to give
assurance on

the credibility

of financial
statements

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

4.0 Interviews

Most interviewees were asked to respond to a question similar to
that posed in the survey protocol explained above. That is, did the
stakeholder perceive the increasingly prescriptive nature of auditing to
be a distraction? Responses from users, purchasers, suppliers, standard
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setters and regulators to this question are canvassed below, together
with discussion of these responses. Parts of the responses that touch on
observations about the regulatory process and regulators themselves
appear in the next chapter.

4.1 Users

There was a frequent perception among users that there had to be
procedures in place for an audit, otherwise things would be missed, and
that check lists assisted with this process in providing a minimum base
for requirements. The following four quotations demonstrate this theme.

I don't know whether theyre becoming any more or any less
[prescriptive]...to a certain extent, there’s always going to be that
check list.

[I]t's not having a huge influence on this organisation as an
investor...Regulators don’t always achieve the desired outcome and
prescribing rules and approaches is often limiting the scope that
might be applied.

[T]here is a minimum [needed]...[For| the current...required
regulatory processes and procedures, you need something as a
necessary minimum, because...not every audit firm is [one of the
Big Four firms]...I can be reasonably confident that...all those Big
Four firms, in 99 per cent of the times, have got it covered, [and]
are doing the right amount of work. But I'm certain that a lot of
the small firms are not. When you've got a one-partner firm doing
an audit, the level of documentation that he might...have could be
very different to what [one of the Big Four firms| would need.

No, I don't see them coming around...but they probably have check
lists that we never see, but I don’t see them coming around with
check lists wanting this and that. They’ll be coming around, they’'ll
be taking your documents, your emails or your working papers
and...that’s what I see of it and testing and checking those.

Twouserslooked at check listsas providing consistency and standardisation
in the audit ‘product” and so, by implication, adding to audit quality, as
the following two quotations reveal.
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[T]hey’ve probably given you a different answer, especially if they
love their job or they’ve been around for a while...[In] the old
days...they might’ve been able to do what they wanted to...but...
a check list and a standard way of doing things is good, and as long
as it covers that area of credibility then it shouldn’t really distract...
I'd rather see them be consistent...I don’t have much to do with this,
but...I'd rather see them have that consistent approach with the
check list. Now, the auditors may be able to provide an additional
service to their client by providing advice that’s paid for separately,
but...in terms of the audit, then [with] that check list...you know
that you're getting the same quality of audit across the board.

[There are| benefits of having a common approach across the
auditing fraternity because it gives us as investors some comfort
that the quality of audit is consistent and of a certain level,
otherwise you get the chance where you've got some rogue auditing
firm who might think they’ve got the latest whiz-bang concepts,
and they really aren’t providing a very good level of service at all.
But, by the same token, if they've got ideas and if they are clearly
of the view that the current standards are far below where they
should be then...they have an obligation to the rest of the investing
community to do something about that and to lead the way, and
to try and push changes through with the regulator. So...there’s
a need to be proactive.

[T]here is the real fear...from the auditor’s perspective, that they're
being asked to provide assurances to the validity of the statements—
and they are. There’s no doubt that they are being asked to do that...
there’s no value at all having an audit statement that’s just a general
tick-off. But that is what the expectation is...from the professional
community, and I don't think it’s unreasonable for companies to
have to pay for that.

Others view a check-list approach in a more sinister light, with one user
finding similarities with the financial services regulatory reforms in a very
negative way.

The check-list approach...makes it easier for companies that
perhaps people are going to lose money on to exist. We've certainly
found that in financial advising, with the FSR [financial services
regulation] reforms, because now there [are] such huge compliance
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requirements...the poor advisors can sit there and say tick, tick, tick,
tick, tick, tick, tick, we've done everything. The advice is still poor.

There was, however, acknowledgment among users that a check-list
approach exacerbated by reforms could inhibit ‘innovation” and ‘that
inquisitive investigative attribute’, resulting in ‘narrow-minded’ or
blinkered thinking. This next quotation discusses the potential for
inhibited innovation:

[T]hat is one of the dangers [of] the check-
) _ ) list approach versus inhibiting innovation...
[M]ore than likely, you're . ..
going to get people just there will always be...that legal opinion that
staying within the scope will say if you go outside the check list, you're
tgfr:"er;?[ttmeg’egifggqoe:tos’ exposing yourself, and some people will
rather than beling] eventually do it, but more than likely you're
innovative and goling] going to get people just staying within the
beyond that. scope of what they need to do to meet the
requirements, rather than be[ing] innovative
and go[ing] beyond that...that’s the inherent
danger of too prescriptive regulation...there is a real risk that a
‘tick-the-box" approach and requirement does detract from that
main objective and...as a user of financial accounts, my overriding
aim is to have as much assurance as is possible that I can rely on
these numbers, that they are a fair representation...If you're forced
to choose always the prescriptive approach then we’re probably
missing too much. And this [is] where, if anything, a commentary
would come in useful. But there is...a real risk that too prescriptive
an approach takes the eye off the main game, so you're fulfilling the
legal requirements but the rest gets left behind.

The person in the next quotation speaks of check lists as discouraging the
exploration of issues:

[T]here might be certain things that you might’ve been more biased
[about] because of your personal experiences, whereas a check list
can avoid it. But, by the same token, if they meet that requirement,
and you as a person or professional feel that may be not the true
indication, but they’ve met that requirement, then it’s away from
that level, isn't it? You won’t get somebody sticking out their neck
or saying, ‘Look, I think, based on experience, that they meet these
boxes but maybe down [further| they’ve got some other issues.’...
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And going back—maybe these organisations that we saw going
bust—maybe they met the boxes at that time, but deep down
people involved know that that’s not the right way to go.

Another user comments on the danger of a check list impeding on the time
spent gaining an understanding of the client:

You've been here for three weeks and you're asking questions that
indicate that you don’t really know what we do and this is the
problem, because they don't have the time. In an ideal world...
week one would've been spent [finding out], okay, what...these
guys do, what is their business about, because the auditors have
never been there before. But that doesn't happen because they’ve
got to get straight into it and start...ticking the boxes. So when
we're reviewing the process at the end, we're thinking, “Well, how
much credence can we put on the non-financial assurances that
these guys are giving if they don’t fully understand the business?’

Users did not comment on documentation specifically, with the exception
of one, who differentiated between the Big Four and non-Big Four in terms
of the perceived quality of documentation.

[Tlhere is a minimum [needed]...[With]| the

current...required regulatory processes [AJt.. the small end, it's
and procedures, you need something as a a good thing that they
necessary minimum, because...not every audit have to think about

" y - y documentation and check
firm is [one of the Big Four firms]...I can be lists and procedure and,
reasonably confident that...all those Big Four arthaibiglendicRiewy

. . they’ve got enough
firms...99 per cent of the times have got it infrastg/uctugr;e and Su%port

covered, [and] are doing the right amount of to do it.’
work. But I'm certain that a lot of the small
firms are not. When you've got a one-partner
firm doing an audit, the level of documentation that he might...have
could be very different to what [one of the Big Four firms] would
need...But does it distract the audit firm'’s objective? I don't think
so...[at] the small end, it’s a good thing that they have to think about
documentation and check lists and procedure and, at the big end of
town, they’ve got enough infrastructure and support to do it.
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4.1.1 Summary

Some among the users are concerned that increased attention to check
lists is eating into budgeted audit time, so that other issues might not be
investigated. While concerned about the time it takes to attend to check
lists and the potential for the check-list approach to create form-over-
substance audits, some users feel that a standardised approach creates
a minimum floor for required audit procedures.

4.2 Purchasers

Among the purchasers, several expressed concerns about a check-list
approach.

[P]rocess and demonstrative compliance—that’s what an audit has
become. We've got to demonstrate that we comply with the auditing
standard.

Comment was made about the potential costs and inefficiency of
spending time completing check lists that not only might mitigate against
recognising other issues—’seeing the wood for the trees” or ‘form over
substance’—that need investigation, but might deplete the auditor’s time
budget for little value, ultimately impacting on audit quality. Three of
the purchasers captured these concerns eloquently when asked if the
increasingly prescriptive nature of auditing was becoming a distraction.

[E]verybody talks about over-regulation, ticking the boxes. I can
understand the reason for it because of what happened a few
years ago and the regulators want to be on top of everything. Like
anything, if you go too far with it, it becomes very, very difficult.

I definitely see that risk [of an auditor seeking to follow only the
check list] and...the auditor would need to be very wary of that...
to the extent that the regulator is empowered to require the auditor
to follow their check list or submit information to them [and that] is
separate and distinct from the auditor’s responsibility to the other
shareholders of the company, and maybe [that] should be seen as...
one element of the audit, but not the core element of the audit—not
the core driver.

[A narrow view in terms of responsibilities and roles given a check-
list approach is] a definite risk...when you've got more rules and
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you've got less time, what are you going to do? YouTre going to
play it safe, right? And then if you do have a lot of inquiry, how
much time and confidence do you have to break out and pursue it?
[I] don’t know...in audit—and I say this to my team on the other
side of the fence here in finance—professional scepticism is very
important, but when you've got scarcity of time and abundance of
workload, a large part of it regulatory driven, you may well let that
go or you may well trade it off or run it down...your professional
scepticism is also borne by how well you understand audit, how
well you understand...the industry that you audit and how well
you understand that business. If you've got good understanding
across all three of those, your professional scepticism is at its peak,
but if you don’t have a lot of time or a lot of training, or [you haven’t]
had...the time or the stewardship or the supervision to build up
that commercial nous, then youre going to miss things and that’s
where the value add comes in.

Other purchasers, however, do not see the requirement to complete check
lists as necessarily harmful:

[W]hether that’s...beneficial or not is quite hard to form an opinion
[on], in my position—not being in an auditor’s role, not really
having full knowledge on exactly what is in those check lists. But...
to the extent where [in] past practice there were gaps, or it was easy
to forget things or to overlook things—and this [is] a tightening
up of that process—I couldn’t see that as a bad thing. But whether
a lot of this ticking the box is peer reviews and then these sort of
things...maybe it’s after the event and it’s not going to be equivalent
to signing the dotted line on those accounts...I've got to have faith
that where it’s heading is helping the standards of the profession...
It’s methodical, it’s consistent.

One purchaser thinks the Australian model is
superior to that of other countries—no matter
what its flaws might be:

[I]n a sense, it’s an insoluble model, but...it’s
produced a far better economic outcome than
other models in other countries, so it may be
bad—sorry, it may be flawed—it may have
its gaps, but it has worked...the last five to

‘[lIn a sense, it's an
insoluble model, but...
it's produced a far better
economic outcome than
other models in other
countries, so...it may be
flawed, it may have its
gaps, but it has worked.’
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10 years...[for me| as an individual, as a personal investor, has been
positive. It’s created a greater distance between an auditor and the
company because the auditor is afraid of losing their job and their
livelihood...but it’s come at a cost of process and autocracy and box
ticking. Would it free them up to do more work if they [didn't have]
to do that...the primary role of the auditor is to challenge what'’s in
the financial statements, to be sceptical.

Another purchaser sees check lists as potentially lessening the audit
expectations gap:

[T]t's much more of a check-list approach than it used to be. So...
the auditors...[are] certainly bringing in those check lists to satisfy
the regulators...more than anything, it’s probably lessening the
[expectations] gap because they're coming onboard to that approach.

The next purchaser feels that increased documentation associated with
check lists is something that was already being done before the reforms:

[E]ven our internal audit team are facing the same...issues, as in we
are doing a lot of internal documentations...For example, you'll be
done documenting, half the things we do we probably [would] be
able to finish the audit quicker [without the documentation]...that
probably is one way that people...[could be used to add] more value
[by being] out there doing another audit...external auditors [are]
probably...facing the same issues because I understand nowadays
external auditors are also subject to audit, [and] external audit
firms are subject to audit, so obviously they would have to make
sure that the quality and the extent of the documentation has to
be present...I don't disagree with the concept...it is...good. They
should be already doing it anyway. I can’t imagine they’d just go
in and scribble two lines and somehow just give an opinion on a
financial statement, though they should be already doing it. So
hopefully this is not something that is causing too much grief...[for]
any of the Big Four firms because they should be already doing it.

The same person goes on to express perceptions of a differentiation
between the smaller and larger audit firms:

For example, [with] the smaller size firm...there might be a bit of an
issue because they try to do a similar thing to adopt a best practice,
but then...hopefully if it’s a smaller client they’re looking at...the
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time required perhaps is proportionately reduced as well in terms
of trying to match the best practice...the concept is definitely...
a worthwhile one. Now whether people would take it to the extent
to be able to draw a balance, I'd probably have to wait and see.
Maybe...the pendulum is now swinging a little bit because...[there
were| some possible past incidences...and people were not sure, so
therefore [they| may have drawn to the extreme and the pendulum
perhaps might swing back a little bit when people are a bit more
balanced in terms of what they’re looking for...[There shouldn’t
be an issue] on the bigger sized firms anyway, because they should
already have the practices or the normal day-to-day practices...
already more or less there.

Another purchaser similarly sees no difference from what has been
practised in the past in terms of check lists:

[Glenerally they [have a] check-list approach anyway, regardless
of whether it’s prescriptive. And if...parts of the thing [are]
prescriptive, well just send your juniors out to do it. I dont think
that’s particularly an obstacle at all...we'd rather see check lists
than no check lists.

Yet another purchaser does not see the check lists as a distraction:

[T]here are partners who I've bumped into who would be very, very
prescriptive on issues and it’s to check to the last detail...others
take a more commonsense approach...that’s probably going back to
the principles involved rather than trying to drive through exact
rule[s]...But on the whole...they've got the balance pretty right...
but...we're dealing with big companies [audit firms|, were dealing
with [one of the Big Four| and that’s been our experience. It's been
pretty good.

Another purchaser discusses the level of prescription as just a further
evolution of the audit process along a continuum from less to more
regulation and prescription.

I'wasanauditor for 17 yearsand so whenIstarted auditing, Istarted...
in the internal control era...we used to look at internal controls...
A year or two into my training, we went fully substantive...And
that was very check-list oriented, but it was very focused on the
balance sheet and analytics and the like...Then we went back to
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a more controls-based business orientation. And...
‘I don't think the in hindsight...it’s fair to say that was fairly well
auditors have focused towards a consulting additional services
found their feet . . , .
yet in terms of the kind of offering. And now we've come back a bit
balance between on that to a post-independence world, where we're
controls and till trols f d b 1 t val .
S ——— still controls focused, because people want value in
recommendations around controls. But I don’t think
the auditors have found their feet yet in terms of
the balance between controls and substantive...cost, because the
controls that they’re looking at, I don't think they’'ve worked...
out yet...the moving of the audit models over time perhaps
demonstrates—I don’t know what it demonstrates, to be honest;
the market or the regulator or the evolving nature of business...[is]
a big part of it...business is more complex and sophisticated now.

One purchaser questions objections to an enhanced documentation or
check-list approach, querying whether auditors are reluctant to disclose
their ‘true’ opinions:

Let’s just look at it [from] two points of view. One is because of
the regulations and because of all the governance issues that
everybody has to go [through]...auditors obviously have to check
more, et cetera. That’s one thing, but what could be the negative
connotation of that? Could it be that theyre not willing to perhaps
disclose their gut feel[ing] or their perception on a particular
item because it could perhaps be challenged and it cannot be
substantiated sometimes? And therefore, if it can’t be substantiated
and it could be challenged...it won't be brought into the forefront
if'it’s just a suspicion or a doubt?

The same purchaser argues that the check-list approach will not constitute
a distraction because auditors must still complete their ‘bread and butter’
audit work:

I don't think that there’s distract[ion] from what their job is. At the
most...it adds to their workload...but if it adds to their workload,
they've just got to spend so many more hours on it...it's not that
theyre going to have to reduce the amount of effort that they do for
their bread and butter in audit stuff and then say, ‘God, I've got to do
this additional impostor work, so, well, look I've done one part of it
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Another purchaser takes a broader perspective about the relativities of
this issue between the United States under the Sarbanes-Oxley Act 2002
and Australia under its reforms:

[A]ll our experience with our auditors is that it’s very much still a
risk-based audit. If I was to show you the audit plan, they do start
off with identifying the risks and the point in our processes that
those risks can occur. I don't feel...[that] as a preparer, that it is just
atick-the-box audit that they do. [Companies]| have just deregistered
from the SEC because the impost of SOX costs [is not] worth the
registration and the listing in the New York Stock Exchange. And
SOX actually takes you down a path of ticking off boxes...if you're
not a SEC registrant, [were] back to a more commonsense, risk-
based, not the tick-the-boxes-based audit.

Three purchasers comment specifically on audit documentation.
The first two have some sympathy with auditors’” disquiet about the extent
of regulatory prescription:

[FJrom what I hear from our auditors...and some of the discussions
we have...the gap in expectations between the regulators and the
auditors at the moment is around the area of documentation. The
auditors are basically saying...they would like to be in a position
where they [can] say, ‘Once we've formed our opinion, that’s our
opinion. We issue that opinion and, if it goes wrong, if something
happens with that company, we're still stuck having to stand by our
opinion and we’ll be the ones in court over that.” But theyre being
forced down this path...by the regulators of saying, ‘No, you have
to substantiate how you formed your opinion. You have to have all
of the paperwork in place’

Does it...distract them from the objective of giving reasonable
assurance? I'm not sure it does...the question is: ‘Does it add
value to the audit process?’ I'm pretty sure they’d reach the same
conclusions without it all. The question is whether...it would be as
robust in terms of documenting how they got to that conclusion if
you looked at it two years later.

The third purchaser sees documentation in a more positive light:
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[T]hat probably [also] depends on the nature of

[That's an intellectual the documentation...[if] it enforces a discipline

challenge for them, around their conclusions then...that’s a good
and it’s really ensuring thing. The concept of the auditor having a casual
GEE AL Gl discussion with management in the corridor or
job properly rather w 8
than just a form-filling in the coffee room or something and drawing
exercise.” conclusions from that discussion that just enabled

them to sign off a set of financial statements...
that’s not acceptable. And if...you're saying that
we're requiring them to...address [the issue of] have we thought
through this, this, this and this, and let’s lay out logically what...
our conclusions are and why we've drawn them, then that’s a
positive...It just enforces some discipline around their process,
providing it’s succinct and productive and not bureaucratic...that
gets back to the question of the nature of the paperwork. If it’s
filling out exactly the same form for 10 clients for a year then that
would be soul destroying...I don't know exactly the nature of the
paperwork...but hopefully it’s intended to enforce some discipline
in making them think about aspects of the client’s business, and
draw conclusions from that, and actually document why, or reasons
why, they've drawn those conclusions...that’s an intellectual
challenge for them, and it’s really ensuring that they’ve done their
job properly rather than just a form-filling exercise.

4.2.1 Summary

Purchasers observe that the regulator is auditing the auditors, but there
is scepticism expressed about whether this can be successful, with a
claim that what is recorded cannot capture adequately exactly what has
happened. Among those from the purchasers who feel that the level of
prescription faced by auditors does not present a distraction to them, a
major reason for this is the perception that the audit firms should already
have been complying with the documentation and other requirements,
especially among the Big Four. Some look on it as adding rigour and
discipline to the audit effort. The observation is made that in terms of
internal audit, increased requirements for documentation are happening
too. One purchaser with experience of complying with the Sarbanes-Oxley
Act comments on the check-list approach under that act as being much
more extreme compared with the approach under the Australian auditing
standards. Two comment on whether the Big Four and non-Big Four are
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equally equipped to deal with the level of prescription, especially in terms
of documentation. The comments about documentation from purchasers
reveal the essence of the debate about this required audit procedure:
documentation as inflexible and inefficient versus documentation as
a worthwhile discipline that contributes to audit quality by compelling
a reflective approach.

4.3 Suppliers

Among the suppliers, many interviewees felt that the level of prescription
created a concern for the quality of the audit. Indicative comments appear
below and range from those that documentation provides evidence of a
job well done to comments about added cost. The first few quotations
from the interviews highlight that, to partners, there is a need to maintain
professionalism in the face of increased time pressures because of check
lists and enhanced documentation requirements, and to ensure that audits
continue to entail substance over form.

[Prescription has] the potential to [distract]|...I'm the partner signing
off on my clients. Is this heightened regulator risk actually going
to change my own view about what...things am I worried about,
what are the major things from a shareholder’s perspective in these
financial statements? I don’t think it’s going to change that. Does it
change my focus a little bit internally on me specifically reviewing
areas of our files, rather than relying on, as in any organisation,
delegating some responsibility to...the manager or the director on
the engagement? Will it change my focus on those things? Probably,
in some ways, because...if I am the one [who's| the partner on the
engagement, it crystallises some of those things.

But in terms of the external [audit]...I've got to do what I've go to do
to get to an audit opinion. And just because there may be another
regulator who can look at my files or who can require this or that or
put extra things in, those are just part of things that you've got to
get on with. I don't think it affects my approach to it.

Remembering that at the time of the interviews, there had not been a great
deal of experience with the new requirements, the following quotation
speaks to any distraction being only until familiarity takes over, but then
goes on to imply it will lead to consumption of time with no apparent
productive outcome.
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Yeah, it is a distraction...until we get comfortable with it and
understand how it’s done, there is a risk. The reality is...[that] the
way that it happens is, instead of people working 100 per cent of the
time, they work 120 per cent, because the last thing a professional
will do is let the form get in the way of the substance. It means that
we have to ramp up and get the form right. And, yes, there’s a risk
of distraction, but I would like to think that we are still nailing the
substance things.

The same person goes on to elaborate on the risk of prescription creating
inefficient audit practices to the extent of over-auditing:

[W]hat it will do for a little while is...bring back the double audit,
which is basically the audit that’s done...by the senior members
of the audit team...around what are the issues and what are our
calls on those, and are we comfortable with those, and flushing
those out, which is to make sure we get the right answer. And
then [there’s] the other bit of the audit, which is documenting that,
making sure we've done enough detailed work to support that, the
cycles and so forth...before this great focus on quality, they were
quite nicely integrated. You were having the top-down driving of
the risk approach to audit and flushing that out, and they all neatly
linked through...it’s brought back a little bit of the dual audit.

Another supplier voices a similar concern:

The processes can be very prescriptive in terms of form filling and
that can distract an auditor from applying his time in terms of the
judgment areas, and that does become difficult when you are forced
down a track of form filling. And often those forms can be fairly
detailed. And to do it properly, it does take time, and often that time
cannot then be spent in relation to the judgments, better knowledge
of a client, better further analysis on the risk areas.

One of the suppliers expresses concern about the impact on auditors’
business models of the requirement for greater documentation and
the difficulty of being recompensed by clients who see the audit as
a commodity, as illustrated in the following quote:

The users of the accounts don't quite understand what an audit is
or what the regulations are, so they’re saying, “Well, why should
an audit cost?’” They don't...particularly see the value in an audit,
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which is ironic, because if anything goes wrong, usually the
auditors are the first people that they try and sue. Notwithstanding
that, they don’t seem to place too much value on an audit in terms
of the cost of an audit. So...trying to marry up the regulators’
requirements, and trying to marry up our obligations and our own
business models, and trying to get the consumer, or the users of the
accounts, to understand, is quite a challenge.

The majority of suppliers, however, did speak in negative terms of the
increasingly regulated approach to audit and in particular its potential to
distract them. These next two quotations speak about what is perceived as
auditors’ fear of non-compliance.

[W]e auditors are so intent on complying because of what can
happen to us if we don't, we tend to have a very narrow vision of
what our responsibilities are. So it does distract the auditor.

Yes, absolutely [it is a distraction], because theyve got all auditors
gun-shy now. Theyre just saying, ‘You've got to strictly do each
of these different things. And the only way to properly combat
the way that were being talked down to effectively is to check
list things and just to simply say, ‘Oh, well, we did that, we did
that’, instead of...having more of a holistic approach to the audit.
And when you look at the language, the way that they're treating
auditors, and then when you look at things like they’ve tripled the
size of the CALDB in the past year...you go ‘hello?’. They've got
new auditing standards, they've got force of law, you've got three
times the number of people on the CALDB and they're basically
telling us that we must be very prescriptive, we must do all these
things. Yeah, it has to have an effect on auditors, who are just simply
going to tick a box: yes, we've done that; yes, we've done this...
We've only got so much time to do things and clients don't expect
us to increase the audit fees by 25 per cent to account for all these
sorts of things. So we're the meat in the sandwich.

This next quotation highlights just how many reviews—internal and
external—audits are subject to:
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The regulated approach [is] horses for courses.
You have audit firms that have a lot of

'If you're looking at a expertise and...crudely trying to group them
small-tier firm that might into or - the Bie Four h technical
not have those internal 0 groups: the big rour...we have technica

policies, then the regulators expertise with high-quality standards already
probably have a job to internally; we're regulated in turn; we have

do there, and a check list

might...be quite helpful. our own self-review policies; we have every

man and his dog coming in looking at our
files. So we...have that basic foundation
sorted. If youre looking at a small-tier firm
that might not have those internal policies, then the regulators
probably have a job to do there, and a check list might...be quite
helpful. It might make sure that they're all a little bit more in line
with at...least a basic standard. But where we have the real skills...
and what we like to focus our audit on, and where the value comes
in, is when you...look at the...financial risks that are involved in
the business, and trying to focus on understanding the client’s
business; understanding where likely problems are to come up...
once you've identified those—usually, theyre very highly technical
areas—]|you can focus] your audit time on those aspects, as opposed
to ticking and bashing and getting a nice, neat, make sure the
boxes are crossed. Because we already have our work programs, our
systems already have a lot of that built into it.

Some of the comments about the content of the check lists were quite
scathing in terms of the perceived harm to audit quality that could ensue.

[T]he second aspect of it is documentation. Whilst...it is a very
good thing, [it] is, however...starting to drive people to behave
[differently]...there’s a lot of time being spent on documenting, and
my big concern is that, whether we like it or not, were moving to
auditors spending time behind their machines documenting rather
than talking to clients and actually getting out and understanding
the business and the business processes. And...there’s a balance
somewhere in between, where it is important to document,
but it is also important to make sure that we spend time in the
client’s business understanding the processes, understanding the
commercial reality of transactions.

Since increased documentation requirements most affect suppliers, it is
not surprising that several of them comment specifically on this issue.
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The first few comments are in a positive vein, acknowledging that audit files
are in a better state as a consequence of the emphasis on documentation;

however, some negative comments follow.

Our audit files are better because of...getting sufficient
documentation...I started in the late '80s with the firm—and I'm
not sure if the audit opinions would be different now—but...we
probably are better in documenting how we got to that opinion,
but maybe there was more in the partner’s head, for instance, and it
should have been in the file. So, to that extent, that’s a good result...
certainly, the compliance burden is...far more significant than even
within the last few years; it’s grown.

Where we've probably not been good, as all firms

in this profession, is in the form and recording
that...that’s very much the focus [of] these legally
enforceable [standards]...getting it written and
properly documented for the record [is] where...
we've been less good historically as a profession than

‘Where we've
probably not been
good, as all firms
in this profession,
is in the form and

recording that.”

we should’ve been...Yes, we have to make sure we

cover everything and there’s more prescription in

certain areas, and more rule[s]...in applying that, but I don’t have
major concerns over that philosophically. Others of my partners
would have...The fact that we've now got them as legally enforceable,
we could have a debate one morning about whether that’s right or
wrong. The fact that they're there and legally enforceable...creates a
very small expectation gap...between the regulators and the auditors.
They are as well equipped as anybody to know what we do.

The same person goes on to imply that the standards have usurped much
of what was previously involved in the auditor’s task:

[I]n [the] pecking order, another firm will understand exactly what
were doing on an audit because that’s what theyre doing. The
regulators will be just a few steps behind...management and boards
are a little bit away from them...And then...the general public and
investors are quite a way behind that as to our responsibilities
around full audit and so forth. But...it’s crystal clear now in
those standards; it’s set out. All that’s left to the firm to do [is] an
interpretative notice perhaps, design sample sizes and how it’s
documented and so on.
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In the next two quotations, suppliers raise the fact that in the past
documentation was not always adequate around judgments, creating a
need for some assumed knowledge.

[Olne thing that’s happened certainly within [Big Four firm
named] and...within the Big Four [generally] is [that] our focus on
documentation has really increased...the audit files have always
existed, but to document it to the degree that you need to so that
somebody could come in independent [of] yourself and reach the
same conclusion based on that information—that hasn’t always
been there. You've always had to have some assumed knowledge...
you couldn’t just pick up the information and come to a conclusion
because sometimes the judgments weren’t that well documented.
So from that perspective, I haven’'t had too many issues where
questions have been asked around ‘where’s this check list’,
because it’s usually been there in some form. It’s been more the
emphasis, the focus.

[T]t means you've got to document your judgment...that’s really
what it comes down to. And it’s a hard one because judgment is
exactly judgment. I make a decision on my professional judgment
on something that I do. There [are] so many different factors that
I'm taking in to potentially make a decision on something, make
a call on something, and sometimes to document [that is] very
difficult. So therefore I don’t necessarily think it’s taking the
judgment out, but what it is doing is it's making you justify your
judgment. So if [you] could say [that] by virtue of those actually
taking some of the flexibility away in relation to what you would
consider to be professional judgment...what theyre saying is...
it’s taking away...your capability to...make a judgment call...T've
probably gone a little bit around in circles there, but...you can
still use your judgment, it’s just that you've got to justify your
judgment and sometimes that is difficult to do.
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[Prescription has] certainly added value for the

record...it’s there, it is written, the evidence ‘[Prescription is] certainly
is there, whereas before the evidence wasn't added value for the
record...it's there, it is
documented. The work has been done but written, the evidence is
it wasn't documented. It is causing partners there, whereas before
particularly to spend a lot more time in the the evidence wasn't
. . documented. The work has
files...a lot of that energy is [consumed in e Qe i [ R

asking] ‘Have we constructed it correctly, documented.’
dotted the Is, crossed Ts, documented it?” My
getting into the file...isn’'t flushing out any
more issues than you knew were there, because...if the youngsters
don’t get them and bring them to your attention anyway, or through
the file, you're not always going to flush them out. So I'm hoping it'll
settle down...it certainly has over the last few months. I feel much
more comfortable around the quality—that it’s there, that we're
across it. But we've a way to go before...it’s in the stream. So there’s
a little bit of a risk [that] it is a distraction, but I'd like to think we
still stay focused and we say ‘Well, okay, we've got these additional
constraints. We thought we were policing ourselves pretty well,
we thought our professional judgment was pretty good, but if you

guys want to police us and you want to be prescriptive, well, okay,
that’s the regime; we'll live with it. But we’ll still do the substance
of an audit as we've always done [it] before.

Increased cost and a trend towards a more prescriptive US-style
regulation are issues raised in the next quotation, even though there
is acknowledgment of an improvement to the quality of documentation.

One of the issues...in audit files over the years has been the
quality of documentation...[I|n recent times and [with] the level
of regulatory reviews that we've had that have really made us
focus and improve the type of documentation that we have [have]
improved the level more. It will continue to improve the level of
documentation, which...is important...we need to continually
keep...making [those files] better...But I don't necessarily think
that sort of prescriptive American-style regulation is where we
really want to be...It will add more cost and...at the moment,
the problem that we find is that regulators are pushing down and
saying you must do all this sort of stuff.

| 475



THE FUTURE OF AUDIT

The next supplier comments on the increased documentation compliance
burden:

‘[W]hat's happening . . . .
now is that things that much pushing a documentation side of things.
we have...physically And largely I don't disagree with the principle
done [previously] but
perhaps haven't printed
on paper, we now have happening now is that things that we have...

[T]he biggest distraction is the necessity to do
check lists, et cetera. The regulators are very
[of] what they're trying to achieve. But what’s

tolpution paper.- physically done [previously] but perhaps haven't
printed on paper, we now have to put on paper...
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it’s distracting because you've got to spend so
much time doing check lists and all that sort of stuff now. We've
mandated those...they’ve got to go on our files so that the staff have
no choice, the audit team has no choice in completing them. And
they’re time consuming, and they’re really just putting on paper
things you've already done...that is one of the biggest challenges.

4.3.1 Summary

Many of the supplier interviewees make negative comments about
the increasing regulation of audit. Several highlight the merit of the
disciplined approach to documentation that is now in place, however,
they lament the amount of time it takes. One mentions the difficulty
of being in a transitional period between the previous and the new
auditing standards—which was the case at the time of the interviews—
as representing a potential distraction. Overwhelmingly, however, the
comments related to the consequences for auditors of not thoroughly
documenting, not only what was done, by why alternative methods were
not adopted, and the risk that this incremental documentation requirement
would detract from a holistic approach to the audit. Disturbingly, this
check-list focus was mentioned as pervading internal reviews of audit
documentation too. Several suppliers allude to documentation before the
advent of the legally backed standards as being of a quality below optimal.
Terms or phrases such as ‘focus’, ‘improvement’, ‘better audit files’,
‘record of key factors’, ‘recording in the file rather than in the partner’s
head’ all appear in this section. Nevertheless, there is acknowledgment of
the increased prescription, the compliance burden, the increased cost and
doubt expressed about the expertise of regulators in monitoring in terms
of their focus on the appropriate issues.
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4.4 Standard setters

In applying the auditing standards, the standard setters themselves
admit to difficulty in implementing documentation requirements, as
the first quotation from the interviews reveals. Reference to the PCAOB
requirements as a benchmark is raised as a misunderstood comparison in

this first quotation from the interviewees.

We hear fairly regularly from the regulators, and...these days
theyre reviewing the audit firms annually and they are looking at
our audit files as well...they pick up things, they feedback to us...
[Something I've been] hearing a lot about it the last 12 months is the
level of documentation...[For| most things they feedback, we'd say
‘Yes, okay’; perhaps [there is] a question of degree here and there,
[but we] acknowledge it. Documentation is quite a problematic issue
for the auditing profession right now...I'm trying to come to grips
with exactly what level of documentation is required by auditing
standards. Reference is made to the PCAOB requirements quite
often, but...possibly [it is] misunderstood...the profession’s trying
to look at how to interpret our own auditing standards, our own
documentation requirements and our reasonable reference point is
the PCAOB requirements. And this has been a major concern to the
smaller practitioners. I hear it around the board: the representatives
of the smaller firms get very concerned around documentation. The
larger firms are more relaxed about it in principle, but we are aware
that we probably don’t totally meet the standard the regulator
would like to see across the board for documentation.

Whileacknowledging theincreased cost to create enhanced documentation,
the comment from another standard setter reveals faith in the profession
to document well, without detracting from time spent on the quality

of the real audit.

[T]he bottom line is that [prescription]...shouldnt
[be a distraction]...human nature is that it probably
will [be] in certain circumstances, but in reality it
shouldn’t. There’s no reason why you can’t do the
documentation and still do the risk assessment and
proper thinking. I don’t think the two are...mutually
exclusive...the question is more around [whether]|
there [is] real value in the work that’s associated with

‘There’s no reason
why you can't do
the documentation
and still do the risk
assessment and
proper thinking.’
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the documentation and the costs that are put on the community as a
consequence. And I know the profession would say—I'm sure you'd
probably find people who would say—'Well, the documentation
stops us from doing the real work.” Well, I...don’t think that’s
right...there’s no reason why you can't do both.

Two standard setters raise the issue of tension between a risk-based audit
approach and a prescriptive approach that demands attention to events
and transactions even of low to zero risk.

[M]any in the audit profession would say auditing is about risk
assessments and determining where the issues are and resolving
the issues. That’s...what good auditing is about. It’s not about
documentation, it’s not about quality of documentation, it’s not
about doing particular steps, if you are legitimately of the view
that [there] isn't risk attached to that area. So [its| that ability to...
be truly risk-based versus having to do what’s required, what’s
described in certain things. It's a constant tension between those
two points of view. Now, the reality is you're never going to have
one or the other...It’s going to be whatever model we have in
whatever country youre looking at; it’s...a combination of both.
Different sets of standards, different jurisdictions. It’s different
places on that spectrum. The debate is often about principles versus
prescription, as patent as that...that’s oversimplifying it, actually.
What we have everywhere is a mixture...a spectrum and it’s really
a question of where you're sitting on that spectrum, because there
is nothing that’s purely principles based and there’s nothing that’s
purely prescriptive...We would normally say that we have auditing
standards in Australia which are principles based, but they...have
a fair amount of prescription in them.

[N]Jow...you document [the procedure to be used], but you've also
got to document why every other way which you could have done it
was not appropriate...that’s what’s adding a lot to the documentation
as well as just...[having| everything on the file. So...there is going
to be an increased cost in terms of the documentation and...that
probably goes to the check-list approach. Whether that will lead to
any better audits...probably not.

None of the standard setters feels there is a serious problem with the level
of prescription, as the following quotations reveal.
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In theory, it shouldn’t [distract]...because they have their own audit
methodology so they do have a tried and tested way of doing an
audit and if they've got the right quality-control processes within
the firm they should be isolating these regulatory requirements
as additional to the audit and add-ons. Now, where there’s
a lot to deliver in a short space of time then [it] could [distract]
because you've got limited resources now to spread across a larger
requirement. But...there is potential too for it to improve the audit
in that the fact that they have to do a lot of other regulatory things
[that] will increase their knowledge of the organisation and also the
compliance risk associated with that. So there are benefits in doing
all this regulatory stuff because you do...improve your knowledge
of the business rather than just the financial statement information
flows.

I couldn’t go through any of the auditing standards and disagree
with anything behind any of the intent in any of those standards.

Another standard setter sees the situation as positive:

[W]hat’s going on at the moment overall is a positive,
not a negative. I don’t think it’s detracting. You

can definitely see the argument and could mount ‘[W]hat's going

the argument that the focus on documentation and o it e marTeri
K . X , overall is a positive,

being form driven and demonstrating that you've not a negative.’

done what the standard requires, or what a regulator
wants you to show, can lead to a check-list approach,
but being part of a profession that—I know we had
our HIHs and our Harris Scarfes and our Ansetts here, when Enron
was happening overseas, et cetera—the call to the profession was to
say, ‘Well, look, we...being the capital markets, need some evidence
that you know what it is to be objective and independent and that
you're capable of exercising that independence and objectivity and
that we've got some mechanism for understanding that you're doing
it"—hence all the oversight.

Continuing, the same standard setter goes on to support ASIC:

[W]e're in an era where the profession is responding and wanting to
put up their hand and say, ‘Yes, I understand what it is to do a decent
job’...what I read in here by the required regulatory processes and
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procedures—yes, we've got auditing standards in law, but it’s not so
much that, it’s the oversight. And people are saying look, we want
people to know we're doing a good job. So that’s...focusing people
very much on what sort of a trail do I feel I need to leave behind to
demonstrate I've done a good job. That of itself then requires you
to make sure you have addressed all the right areas. So, where are
we in the cycle? I don't see we've created a problem for missing
the reasonable assurance piece. Depending on the reaction of our
regulators and how they enforce compliance, or their interpretation
of compliance, [that] might get us into a different spot, but I'd be
supportive of where ASIC has been to date and don't see that they're
doing that.

The same person comments on whether the use of check lists is the most
efficient way in which to audit:

There’ll be more done but...there’s going to be more check lists
in it...there’s going to be a principle-based approach but behind
that there will be a lot more to the check list and so therefore...the
audit...[will] be more expensive, it will require more documentation
and bigger files and more people on the job, but we'll get to the
right answer...the real question is could that be done [in] a more
efficient way? Probably, it could have.

4.4.1 Summary

Standard setters give nuanced responses to the question of prescription
as a distraction. They acknowledge the risk of it leading to a check-list
approach, but can see the potential for it also to improve the audit and
argue that, in a normative sense, increased prescription, especially around
documentation, should not lessen the more judgmental aspects of an audit.
Generally, there is support for what the regulator is attempting to achieve
and the increased documentation is seen as a positive in that it provides an
evidence base for a claim of a job well done. The anomaly of many auditors’
claims to a diminished role for judgment in the face of their calls for greater
clarity, which can be interpreted as a call for more explicit rules, is raised
also. Standard setters, many of whom are also suppliers, comment on the
use of the onerous US PCAOB requirements as a reference point, much to
the likely chagrin of smaller firms. The issue of prescription or rules-based
standards versus principles-based standards and the tension between these
two positions on a continuum are raised also.
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4.5 Regulators

Interestingly, someregulatorsrecognise the potential pitfalls of encouraging
an approach to auditing that is too prescriptive, as in the following quote:

I'm uncomfortable with the check-listapproach toauditing...Irealise
how much professional judgment is involved when you're assessing
risks in auditing a company and in terms of finding problems and
dealing with problems and discussing them with management.
A check-list approach doesn’t suit that kind of environment. The
problem with a check-list approach, like the standards, is that
there are certain people in the industry who will try to find ways
around it. They'll try to find shortcuts and they may just defend
themselves in terms of having ticked something but not having
done the work satisfactorily. In audits, I find that as you work
through the job, you get triggers and there are certain triggers...or
[alarms that] are going [off] which make you chase down different
burrows and perhaps find things that you wouldn't have found if
you had just complied with a check list. So T am uncomfortable with
the check-list approach and I don't think it’s constructive or reflects
the professionality [sic] of what an audit does.

In other respects, however, there is little empathy for the auditor’s plight
as revealed in the following quote:

[O]ne of the standard complaints you get from business people
now is well, we've got to do all of this extra work and it doesn't
achieve anything because for legitimate people it’s just extra work.
If youre determined to do the wrong thing, well, something like
that probably isn't going to stop you. So...it’s probably a similar
issue...I've noticed in my travels this whole issue about Sarbanes-
Oxley that some people view...as imposing...[requirements in a]
prescriptive manner, which doesn’t take account of their particular
needs.

The same person goes on to say:

If you have a check list, then the auditors will treat that as the
maximum. Well, that’s unfair. Some auditors, some audit firms,
may treat that as the maximum work that they need to do whereas
really...in a lot of cases, it’s the minimum....If there is going to be a
check list, it has to be emphasised to investors and the people in the
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profession alike that this is the minimum...standard that you have
to reach and there is an expectation that you move beyond that and
deliver better results in terms of your professional judgment and
experience.

We're not distracting them. They may actually distract themselves
because it all comes down to fees from clients, right? No, but the
auditors themselves ask for [a check list]...when they talk...in
public policy forums, they want professional judgment, but when
they go to the Institute of Chartered Accountants or somewhere
else, they're always looking for an audit practice guide. They can't
have it both ways.

I agree there has been a loss of focus...when you've got so much
regulation and you've got so many hurdles to get over in delivering
a satisfactory audit, you can lose sight of...what you're supposed
to be doing...and you get bogged down in nitty-gritty-type stuff,
which...is necessary in certain circumstances, but does distract.
I'm talking now in terms of delivering the product at the coal
face and...the engagement partner, the audit partner, should
always have a big-picture approach and...be able to rely on his...
supervisors to do the nitty-gritty stuff, the managers to draw up
the problems on [the]...big picture and deliver them to the audit
partner as the big picture...recently the audit partners are getting
increasingly bogged down in detail because of...the prescription
in terms of regulation...My sense of working in an audit team is
that you've got the people actually doing the hack work and you've
got supervisors who see a larger picture and are able to draw back
and feed up the chain...the...important problems that need to be
brought to the attention of the next level...that feed-up process is
being stunted as a result of the amount of hack work you have to do
to meet the regulation, the provisions in the law.

[T]he regulators are a bit inclined to say...that for all that you
get this objection [that] the concept that audit standards have to
be principle based and judgments paramount, that equally the
auditors, the firms, are actually forever asking for greater clarity,
which really means more rules.
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4.5.1 Summary

Most of the regulators who commented on the appropriateness of the level
of prescription placed on the audit function justified the level required.
As with the standard setters, regulators point to the anomaly of some
auditors asking for more guidance while championing the need for
judgment. They also express the view that it is up to auditors to decide
how much work to do. The prescription and compliance requirements are
seen as a minimum benchmark for the conduct of the audit with scope for
judgment or additional work not inhibited.

5.0 Issues and implications

Users, purchasers, suppliers, standard setters and regulators were all
interviewed with a query about whether the additional audit procedures
required as a result of the reforms distracted auditors from the objective of
a financial statement audit. In general, in all of the groups, some members
agreed and some disagreed with the premise within this question. That is,
no group of respondents was unanimous in its response. One of the most
intriguing results from the interviews was that users believed that they
had a relatively sophisticated and complex understanding of the work of
an auditor and what the current regulatory requirements entailed.

A number of users—in particular those who are professional investors—
take the view that the current regulatory requirements, with their heavy
emphasis on compliance and documentation, have shifted the focus of the
auditor away from the need to spend time understanding the business and
the risks of the business. There were several representations suggesting
that users were concerned that auditors were now forced to ‘get on with
ticking boxes’ rather than spending time reflecting on and coming to grips
with the business, its processes and its risks. It was interesting to observe
that many of the users claimed to have a quite sophisticated understanding
of the time taken to undertake these processes.

Some users have a very different perspective, suggesting that the current
regulatory requirements are not a distraction from the main objective of
the audit and that in fact an audit might be largely irrelevant anyway.
There was also a suggestion that the market was constantly assessing and
reappraising the value of securities and that the contribution made by an
audit was modest. One user suggests that auditors have an obligation for
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and on behalf of their clients to push back against regulatory requirements
if they think there is a better way for the audit to be achieved and for the
outcome of the audit to be better delivered to the capital markets.

Other users praise the current regulatory requirements, suggesting they
providea floor level of quality. Various users describe the present regulatory
system as giving rise to audits that are ‘standardised’, ‘consistent’,
‘unbiased’, ’objective', ‘comprehensive’ and ‘methodical’. There seems
to be an implication in the minds of some that these requirements will
give rise to higher-quality auditing and they take the view that this will
mean that the auditors will be better able to comment on the credibility of
financial statements. A few users suggest that auditors need to go beyond
this and be inquiring and innovative in their understanding of a business
and the risks of a business.

In terms of policy implication, the descriptors used (‘standardised’,
‘consistent’, and so on) and enunciated by the users above might represent
a necessary but not sufficient condition for there to be a high-value audit
that attests or gives assurance to the credibility of financial statements.

Purchasers are also split between those who believe that the current
regulatory processes are a distraction and those who believe they are not.
Those who are critical of the current proposals suggest that for the audit to
be of value it really needs to look at the substance behind the transactions
and behind the documentation. Those who believe that regulation is not
a distraction tend to share the view of users that the current regulatory
requirements are there to ensure an appropriate job is done and that they
represent ‘demonstrable compliance’. Those who speak positively about
the current regulatory requirements also add that these requirements
have helped ensure there is greater distance between auditors and their
clients. Some note that this distance comes at a cost, including the cost of
possibly unnecessary documentation and over-auditing, but nonetheless
the benefits outweigh the costs.

Further, some purchasers add that while the requirements might not have
changed much of what is done, they have added considerable robustness to
the audit, which might not have been present to a sufficient level before.

A number of purchasers suggest that, fundamentally, the audit
they observe has not changed with recent amendments to regulatory
requirements; however, it has driven up costs. Few purchasers are able to
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identify how the audit has been changed or that the auditors provide new
and valuable insights into the business as a consequence of the regulations.

Those who are able to make direct comparisons between Australia’s
current position and the Sarbanes-Oxley legislation in the United States
speak favourably of the Australian position and somewhat harshly of the
more prescriptive and compliance-driven US position.

Various purchasers discuss their need for a balance and that the ‘check-
list approach’ is really just a minimum floor level, which returns to the
point that audits that fulfil all the regulatory requirements are a minimum
standard and there needs to be innovation and insight beyond this to
achieve a high-value audit.

One purchaser questions why auditors might find increased
documentation requirements a negative development, alluding to an
unwillingness to convey their ‘true’ beliefs. In view of this, when
commenting on the increased requirements, auditors and audit firms need
to be careful to explain the reasons behind their concerns and not give an
incorrect impression of an unwillingness to commit their thoughts into
writing.

Similarly, suppliers are divided between those who believe the current
regulatory requirements are a distraction and those who believe that they
are an enhancement. Those who are critical of the current regulatory
requirements point to the ever-increasing amount of time spent on
documentation, which has distracted them from the time they are able to
commit to understanding the business. This point runs in tandem with
observations that clients are reluctant to absorb substantially increased fees,
so the number of hours available to an audit is a ‘zero-sum game’. Those who
are critical suggest that some audit partners are becoming ‘gun-shy’ of the
possible penalties and that they have to change their approach from being
less principles based and reliant on judgment to being much more check-list
oriented. Other suppliers suggest a ‘heightened regulation risk’.

Those who believe that the current regulatory requirements are positive
point to the fact that the regulations really represent the enforcement of a
minimum level of quality. Often these observations come from larger audit
firms with an accompanying implied criticism of the quality delivered by
non-Big Four firms. The implication is that the Big Four firms do not require
these regulatory requirements, whereas other suppliers might need them.
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Standard setters see the current regulatory requirements as a useful
part of the quality control of an audit and not as a distraction from the real,
continuing operation of the audit. They observe that the requirements
give rise to demonstrated evidence that a good job has been accomplished.
Standard setters understandably take the view that all of the auditing
standards have an important role to play in the quality of auditing and its
role in the capital market.

One standard setter interviewed proposes the dilemma that is
sometimes seen in the market where, with respect to public policy,
auditors call for audits to be judgment driven and principles based,
whereas when interacting within professional bodies or associations, they
seek greater ‘clarity’, which inevitably becomes something akin to a check
list. Another standard setter observes that the biggest single change the
current regulatory requirements have made relates to the whole issue of
objectivity and independence.

Other regulators acknowledge that the current requirements could
give rise to a loss of focus and audits might indeed become bogged down
in some of the tedium, which in turn has consequences for the nature of
the work undertaken in audit firms. Given the scale of the change in the
nature of the work, it has consequences for the working lives of many
individuals who might be attracted to and retained within the profession
(refer to Chapter 8). There was, however, also an observation that for an
auditor and an audit client going to do the ‘right thing anyway’, the new
regulatory requirements, particularly the requirement for documentation,
would add cost without deriving any economic benefit for that particular
client. The implication is that there will be an increased cost for all
participants in the audit market to protect outcomes across the entire
market for the public good.

Across all the stakeholder groups interviewed, there were those
highly supportive of the current regulatory requirements and those who
believed that the changes had not been a step forward. Almost to a person,
everyone called for the need for a balance between highly prescriptive
compliance-driven audits and those involving professional judgment.
The observation comparing the Australian requirements with those of
United States would suggest that we are much closer to principles-based
auditing than the more compliance-driven auditing elsewhere.
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There is no doubt, however, that users, purchasers and suppliers
all have insights into the amount of time taken by the documentation
requirements of the current regulations. Observations suggest that this
documentation is either a benefit because it helps demonstrate compliance
with necessary minimums in the quality of an audit or is wasteful of time
and distracts an auditor from understanding the business.

While not expressly included in the survey material, the debate
between rules-based and principles-based standards triggered comment
from some of the interview participants.

One standard setter observes that the whole debate of rules versus
principles has not been particularly helpful. Although Australia has come
from a background of a principles-based environment, even principles-
based standards have included an amount of prescription. He or she went on
to say that the IAASB would argue that its standards were principles based,
but again, there was an element of prescription in many of those standards.

One purchaser observes that the US jurisdiction is very focused
on prescription with a rules-based environment, whereas the United
Kingdom (and other jurisdictions influenced by this country, including
Australia) is conceptually founded on a principles-based environment.
The commentator went on to observe that in Australia, regulatory agencies
had gone on to interpret those principles to create guidance, which was
then in turn interpreted as rules. This is not meant to be a criticism of
regulatory agencies because sometimes they create this guidance at the
behest of participants in the market to assist them. The commentator also
observed, however, that the difficulty with rules was that they could
become outdated as circumstances changed or even irrelevant because of
environmental changes. The second difficulty with a rules-based regime is
that rules can be used as a substitute for good judgment.

6.0 Concluding remarks

The essential focus of this chapter has been to demonstrate the belief among
various stakeholder groups that the new public policy position pertaining
to the regulation of the market for audit services has brought with it a
significant cost—specifically documentation and other requirements have
distracted the auditor from the key focus of the audit, thereby lowering
the quality of the audit.
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As indicated in the previous chapter, the change of the regulatory
regime and the public policy settings that drove that change did not
contain within them any requirement that the change of position was
ultimately to the benefit of the economy, the efficiency of the capital
market or any of the participants in the market for audit services. Again,
the action that can, and one might argue should, occur is the systematic
gathering of real world evidence of the effect on the capital market of
these changed regulatory arrangements. Given that they have now been
in place for some time, it is possible to pursue this and it would provide
some degree of accountability of the legislature’s decision to introduce this
requirement on participants in the market for audit services.

Additionally, there is some evidence from the interviews that a shared
understanding of the minimum documentation required between each of
the suppliers that are subject to oversight (and inspection) of the regulator
is missing. This will be discussed at greater length in the next chapter,
however, having some open and transparent discussion about what the
minimum documentary requirements should entail and that this minimum
platform be shared among all suppliers and agreed with the regulator seems
to be a useful and accountable action that the regulator could undertake
immediately. This might be augmented by the oversight or indeed direct
involvement of the Financial Reporting Council and the Auditing and
Assurance Standards Board.

The transparency of this process could assist in ensuring that the
minimum requirement necessary hasnot been unintentionally lifted beyond
the requirements in Australia by reference to the practical use in certain
firms of the PCAOB documentation or by an intentional or unintentional
desire to make the documentation internationally comparable. At present,
the Australian regulatory environments are based on our jurisdiction and,
while we might be sympathetic to international needs or requirements, as
yet there has not been internationalisation of the legislative framework.



