THE APPROACH, OPERATION AND
RESOURCES OF REGULATORS

[There are| a lot of audit partners out there who haven't kept
[up] technically as well as they should. It’s not meaning they’re
incompetent, but they just haven’t kept up as technically strong as
they should have. And I would question where ASIC’s come from,
because I don’t think...[there are] too many people, or any people,
doing those reviews that are ex-partners of firms. And I just have
a problem...it’s like me...coming and telling the doctors how they
should operate. I'm not actually sure, unless you've been there, that
there’s...full appreciation. And I'm not saying that a lot of things
they’re doing [aren't] good...improving the documentation and
making sure that there’s a real good tie up probably makes sense,
but I...don't think it’s the be-all and end-all...there’s also a very
dictatorial [attitude]...if they think you've made a mistake, they
just go after you like a dog after a bone...the bulk of people out
there don’t stuff up because they’re bad or devious...it’s a slip or
it’s just an oversight...we're humans, and yet their approach is if
they get a sniff of anything...they just go in there...some of the
treatment is a bit over the top.

— Supplier

1.0 Key issues

The operationalisation of the changes to the regulatory regime in the early
part of this decade gave rise to many comments from the participants in

this study. From their comments, the key issues that arise include:

have the approach and operational aspects of regulators” oversight
of auditors and the audit process been effective
is communication with the profession by regulators adequate
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* have ASIC’s inspections of auditors been conducted effectively

* how have ASIC inspections been received by auditors

* how adequate is the resourcing of the regulators

* how can the expertise of regulators be enhanced

* should the Big Four and non-Big Four be treated differentially
by ASIC in its oversight function?

2.0 Introduction

Many of the face-to-face interviews included comments about the
regulators” approach and operational practices, mainly in terms of ASIC,
but also in terms of the Australian Prudential Regulation Authority
(APRA). This section explores stakeholders’ perceptions of the regulators’
attitudes, approach, competence and resourcing. Comments specific to
ASIC inspections of audit firms are included as a separate section.

The next section provides analysis of stakeholders’ comments about
the issue of whether a prescriptive approach to audit is a distraction and
whether it hinders or helps the capital market.

2.1 Users

The first user responds in relation to whether the prescriptive approach
helps or hinders the capital market:

[I]t certainly helps, but in general the regulator is about three steps
behind—certainly [in] equity markets—and in general, they're
always playing catch-up. So...to the extent that auditors can be
more prescriptive...that would be useful, because it really isn’t a lot
of help to have standard-format audit opinions, which everyone just
glances at for 30 [seconds], provided the key points are there. The
actual information people need is more in the accounts...certainly,
it’s useful...having a more prescriptive approach, but generally the
problem areas [where| people have [trouble] interpreting...accounts
are where those companies are one step ahead of accounting
standards, let’s put it that way, or other reporting requirements...
from an investment point of view...the issues are where youre
caught napping in terms of a company that’s not disclosing
something they should be.
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The same person is somewhat disparaging of the conventional auditors’
role and goes on to explain his or her perception that regulators are acting
reactively rather than proactively:

In my experience...the regulators are three steps behind...[B]y the
time they’ve identified...the problem [it has| already blown up.
So to the extent that auditors can be more commercial in providing...
useful information to investors...that would be a great help, rather
than in a technical sense just looking at the accounts...the accounts
are living documents that I need [in order| to understand the
company...what’s really happening from an operational point of
view and that’s how Ilook at accounts. So when I've got something
that’s camouflaged in the accounts in terms of what’s happening from
an underlying commercial point of view, then I can't, or investors
can’t, understand what’s really going on. And to the extent that
auditors can...throw light on it, that’s what I would find useful.

Another user comments in response to the question: ‘Do you think perhaps
there’s a gap between the regulators and auditors, and is that affecting the
capital markets in investing?”’

[Referring to a recent collapse] [I]t seems like ASIC was aware of the
situation but only towards the end [did] they put the brakes on.
And it’s something I've then questioned because I'm not sure when
ASIC’s supposed to come in and say, ‘Guys, you don’t meet certain
requirements’...what I can’t understand is they’d been monitoring
them for some while. And yet even a couple of the property guys,
the specialists, were saying, ‘Look, be careful of these kinds of
investments’, and nothing was done. And you would've thought...
would an audit have helped or did they have an audit? So...there’s
a gap there. [In] the last couple of months...there’s [been] a big gap.

Some users give the impression that they believe it is ASIC that is
responsible for the framework under which auditors conduct their work.

If I can use ASIC in this case as a regulator, as far as we're concerned
and the auditors [are concerned]...our experience of the audit
process is that...if you have...the framework of ASIC in place,
which obviously were aware of and the auditors are aware of...
the auditors generally follow that framework of the regulators as
closely as possible, and probably in some extent to the letter.
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ASIC might have a statement which the auditors then interpret
literally instead of tailoring it towards each individual company.
So I wouldn't have thought...that there is much of gap between the
auditors and the regulators in that sense.

The same person, when pressed on whether there is a gap between auditors
and regulators, goes on to say:

Do auditors really look beyond the check list? And is the check-
list approach valid for the audit process? I would've thought that
perhaps there is a gap there, but...it’s certainly not one that we're
particularly aware of.

One user sees a commonality in the aim of both auditors and regulators:

[F]Jrom the angle we see it, from the auditors coming in and from
what we see that the regulators want, we see that they’re both after
the same thing...the auditors aren’t completely off on a tangent
looking at different areas and displaying concern for different risks
compared to the regulators. So in that respect, they’re not that far
apart.

One of the users sees it as being up to the auditors to negotiate with the
regulators to have things changed if a better way exists:

Absolutely, it’s the case of the horse before the cart, isn't it, really?
And...that’s where auditors have an obligation to their client base
to push back against the regulators. If they think that there is a
better and a more innovative way of doing something then surely
they should be coming together to try and make those changes...as
an investor, I don't just sit and listen to what everyone is telling me
about buying a particular stock; I will look at it and I will make my
own judgment based on the knowledge and information I've got.
And if T have got information or the knowledge to be able to make
an informed decision then I should, in the auditor’s case, be able to
push back against those regulators or approach them and try and
get changes put through.

Another user is positive about the role of the regulator:

[T]he regulators are there to ensure there is a robust regulatory
environment and to do that it’s a lot of work and a lot of cost and so
those costs are always passed on.
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The Sarbanes-Oxley Act 2002 (US) featured prominently in the interviews
of users as regulation that was too prescriptive—perhaps because these
representatives were having to comply with that act within their own
entities.

I wouldn’t have a clue whether it’s distracting auditors...it probably
is a bit. And...the payback of that is an auditor either decides that
they have to do their job the way they feel [it] is best done as well as
following the prescriptive rules, in which case the cost of the audit
would probably...be higher than it would...need to be. Whether...
it gives more credibility to the assurance statement, I don’t think
it really does...people look at the regulations that came out...
the US is the most glaring example, so it’s a good one to use, and
the initial reaction to the Sarbanes-Oxley Act was: ‘Oh, fantastic,
everything’s going to get better” Now the reaction is the absolute
opposite...we've got all this prescriptive regulation; it’s become
almost impossible to be a public company. A lot of people in the
investment business are attributing the increase in private equity
bids for listed companies to [the fact that] listed companies don't
want to be listed anymore because it’s just too hard these days.
So...it’s having a lot of influences that...and...I'll stick with the
US because it is the most glaring example [of] regulation over the
top...a lot of that regulation will be scaled back in emphasis over
the years ahead. It was way too draconian from the start. It didn't
need to be that strong. And things like ENRON and HIH and all
those things will happen again no matter what the regulators do; it
will happen again.

[TJalking to the US people...their reporting requirements certainly
amongst the companies, and I presume amongst their auditors,
[have] made their life so difficult that...theyre subverted by
regulation...you have to have the right balance. And...the focus...
should be [on] clarity, presenting financial information with clarity
so people can understand it, as opposed to having overweight...
rules and regulations that everyone can tick the box [on], but
[which]...doesn’t [necessarily] enhance their ability to understand
what’s going on.
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One user draws a link between accounting standards and audit complexity:

[S]Jometimes the...complexity of these audits can take away from
the materiality of what they're...trying to achieve, which is trying
to make sure that these companies report accurate and material
reporting...a couple of the accounting standards—employee
accounting standards, those type of things, with the owners
reporting on employee expenses...that [is] a necessary evil...to a
point. If you're going to do an audit, you need to have all the checks
and ticks...your Is...dotted, otherwise you'll tend to find that there
[are] holes.

The same person goes on to query what happens at the end of an audit:

[G]oing back to...having your blinkers off, potentially...I'm not too
sure how an audit’s done, whether an audit is performed and then
completed—but when an audit’s completed, is there...an audit
review back in the office...do they do a...general overview of the
audit? [Do| you have someone go out and do the finite pieces...is
there a final check in terms of a general overview of the feeling of
the business, management’s credibility, a number of different things
that might just raise a few other questions, rather than the stock
standard audit year in, year out? Is there a review meeting post-
audit? I assume there is, where various questions are asked...of the
individuals that undertake these.

Another user compares the resourcing of the Australian regulator with
that in the United States:

When I was at [a merchant bank]|, we had all these different licences
and you deal with the ASIC...with half a dozen matters at a time from
licensing to a query. They never give you a case officer. You have to
deal with six different people because they were so fearful that you
may be able to coerce or influence one person. It was that bad. So they
are terrible and unlike the US...where some of the best and brightest
from the accounting firms would take fellowships at the SEC or the
Federal Reserve and they’d work there, not on their own clients, but to
learn and also add to the intellectual capital—albeit temporarily—of
those venerable regulators. Nothing like that happens here for ASIC.
So ASIC suffers two capital shortfalls: real capital and human capital.
And structurally, I just don't know how they work.
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The same person continues with a suggested solution in terms of resourcing
the regulator’s required expertise:

So you know how you close the gap? You get them to share the
resource; they cop a tax break for sending some people across and
you...take out the non-essential rules.

2.1.1 Summary

In discussing whether increasing prescription has become a distraction for
auditors, users often allude to accounting standards as well as or instead
of auditing standards. They tend to respond to interviewers’ questions
about prescription through a much more generic perspective than the
other stakeholders. Bearing this in mind, there are positive comments by
users about the Australian regulatory regime in comparison with what is
seen as the overly prescriptive US Sarbanes-Oxley regime. Users speak of
regulators as being three steps behind companies that use questionable
accounting methods or fail to disclose what should be disclosed. There
are implied accusations of regulators at times failing to take action in
situations that appear to be in obvious need of activity. The standard-
format audit report is viewed as not helpful and at least one user appears
to wish to have the role of auditors changed radically to help interpret
the accounts. There is a perception that it is up to auditors to negotiate
with regulators if there are aspects of the regulatory regime that auditors
consider should be improved.

2.2 Purchasers

Purchasers’ comments reveal how well informed about the regulatory
regime imposed on auditors they are. In the first quotation, the purchaser
questions the need for the regulator to take a punitive or form-over-
substance approach and asks just how many real audit failures occur.

My sense of the way the regulator...is performing at the moment is
that there’s an element of heads on sticks. So no matter if an auditor
does go through a process and some audits fail...what should be the
result of an audit failure? How should the regulator respond to that?
And you know what? In terms of the numbers of audits that fail, it’s
questionable; it’s quite subjective. But in terms of a proportion, it'd
be interesting to know what that would be...I do sense that there
is an element of form creeping in here versus the substance. So
the regulator says: “Well, you didn't circularise debtors and that’s
a problem with the audit.” Well, who cares in most cases?
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At the time of the interviews, there were some well-known inconsistencies
between regulatory frameworks (in this instance, between the Corporations
Act and accounting standards). The next purchaser calls for more
collaboration between regulators.

We have some areas of conflict between corporations law and
accounting standards, and therefore duplication of disclosures or
subtle differences in disclosures—Ilike key management personnel
reporting...[So| auditors are being placed in this position of...
audit both or I [will] form a different view of one or the other...
accounting boards are a regulator too...so regulators learn to—we
need to...get the act together. And it’s getting better, by the way.

The next purchaser accuses ASIC of taking an excessively legalistic
approach:

I don’t think auditors and regulators...do have that big a gap...
[but] there are sometimes specifics of differentiation on that...ASIC
can sometimes take a much more legalistic view as opposed to a
commercial view or a commonsense approach, whereas...auditors...
do have a huge amount of commonsense in their application of
things, although with the regulations and it being incorporated into
corporations law and all of that, that obviously ties your hands...If
that’s the law, that’s the law, but...they do have quite a commonsense
approach, whereas...ASIC on occasions...reverts to the legalistic.

The next purchaser highlights the danger of a ‘regulate first, ask questions
later” approach:

[Ifln a review of the regulatory framework for the Federal
Government...one of the issues that came through strongly was that
any type of failure or perceived [failure|—whether by [the] media
or the public’s concern over failures in a corporate sector—tends to
lead to a knee-jerk reaction to create more regulation. It’s perceived
to be the only way in which politicians can properly respond—/by]|
being seen to do something. And as a consequence...we've got a
bit of a culture in this country of regulate first and...ask questions
later...there have been some spectacular examples of that recently
where the existing systems, which were perfectly adequate to deal
with matters which arose, were hijacked by the political process and
sent off into royal commissions of various sorts...what’s happening
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here [is] there’s a tendency to see this as going somewhat in the same
direction. The whole scene in which these regulations are made
[is] increasingly becoming more and more prescriptive, whereas
I've always viewed audit as being a process of forming judgment,
which then gives rise to an opinion...were in danger of losing that
judgment and opinion process by going down this route of more
and more prescriptive approaches to what are perceived problems.
The difficulty being, I don’t think you can prescribe precise actions
for every possible eventuality. So that’s the background [from)]
which I come to these things.

The same person goes on to argue that regulators are trained to think
prescriptively:

[T]f there’s an expectation gap between regulators and auditors...
regulators understand what auditors do...[the] people I've spoken
to in ASIC and APRA [seem to] understand that. The problem...
[that] arises is that regulators, and particularly the legal profession,
are trained to think in a prescriptive sense. They do not think
in terms of generalities or principles—at least, that’s been my
experience. And...that’s where the difficulties arise, in that they
look for prescription and they tend to not see the value as much in
informing judgments based on subjective information.

The same person continues to enunciate what to him or her is almost
a ‘sixth sense’ held by good auditors:

[A]ll of the really good auditors that I knew had a sort of sense of
things. It wasn't something that...you could easily put down in a
textbook; they had a feeling. I was always struck when I was in
Victoria that the number of frauds we detected were, I don't think
there was one instance where they [were] picked up by system
audits; they were picked up by other means. And I kept on asking
myself why would that be the case, and...it’s partly because good
auditors who are alert will see some anomaly and that will lead
through with their investigation to some issue that they might
identify...this goes...to the heart of the process of auditing, which
increasingly is looking at risk assessment...I'd hate to see us looking
to get so far away from the prescriptive approach that we start to
lose those other facilities. And if they turn into technicians, which
is what...the pressures are [going] to do...we will lose significantly
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in the process...this would be a significant loss...[With] that sort
of approach, you tend not to see the freight train coming at you;
you're too busy counting the nails on the rails and all those things...
it’s a distinction between a profession and what is essentially a
bookkeeping-type of role. So that’s the danger...if there’s such a
thing as a gap, it’s not so much an expectations gap; it’s just both
have a different approach to things.

Another purchaser refers to the trend towards greater emphasis on risk
management and sustainability and the reporting on those aspects of
a business:

I'm sure regulators would be [saying], you can have a financial audit
that delivers the result that says the financial statements are okay,
but then you can end up having an organisation that collapses down
the track...in other words, it’s reported its risk-profile fine, [and
its] financial statement audits reflect everything that’s going on,
but there’s actually a very huge inherent risk in the organisation...
[W]here this actually comes out is probably [in] a new wave of
reporting, which is all around sustainability and organisations
basically starting...youre seeing now everybody looking to
understand how an organisation is going to ensure that it’s going to
exist for the long term, not in terms of its own survival but as well
as its contribution to the environment overall. And...the big debate
at the moment is the certification of stuff that’s outside the financial
statements [which] performs the other half of the annual report,
which is all to do with risk-management statements, government
statements, basic issues around social and community responsibility
and those kind of issues...[they] have become more prevalent.

The same person goes in response the interviewer’s prompt about whether
this issue of risk management—for example, around the sub-prime issue—
is more the regulator’s or the market’s concern:

[I]t’s both...a regulator obviously is concerned about systemic risk,
so they're concerned if a big person goes down...we've seen all of
that with some of the collapses of Fincorp and the like, and you ask
well, what view would the auditors have had a year before? The same
questions I would have imagined would get asked around Enron,
HIH—all those things. So it seems...there’s still somewhere...a gap,
isn’t there?
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The same purchaser goes on to comment about a retrospective versus
future-oriented view:

[T]he real challenge is—and what probably a lot of people don’t
get is—that unfortunately the review of the financial statements is
very much a historical up-to-today view. It’s not really a very well
thought out view of the future. And this comes back down to the
resourcing issue, because it’s easier for less-experienced people to
verify what is [rather| than to have the experience to think about
what may be—and this is the big dilemma...it’s looking at the future
view...[and] the question is, and the profession will probably say,
‘Well, we don't have an obligation to report that.

The same purchaser goes on in response to a comment about litigation
risk, in the context of the previous quotation:

Exactly...It's probably an area they wouldn’t want to touch...and
that’s why, of course, nobody certifies risk-management statements
and things like that. It’s hard. Nobody does it at the moment. There
[are] no requirements.

The same purchaser expands on the importance of transparency—in terms
of financial statement disclosures and the audit:

[T]he key thing is, [has the audit client] been open in their disclosure?
And for that you still need a fair degree of expertise to understand
what a bank or an insurance company or a mining company should
be disclosing. What are the relevant issues that need to be put into
that kind of report?

One purchaser sees the emphasis on compliance and governance
as strengthening the end result:

[Clompliance and governance [are] becoming more important
everywhere, so...if there is a demand [from the] regulator, it would
just be in addition to...what the normal duties are. So at the most,
it can strengthen the end result rather than weaken it...I wouldn’t
have any issues with regulators, say...having an impost on saying
do this or do that, as long as that just enhances the overall audit or
the transparency of the audit.
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The same purchaser continues:

[The amount of time that auditors might spend on checking lists
and documentation for regulatory purposes| would depend on how
much wealth the company themselves knew on governance. So...
if the company’s got their own department doing compliance and
governance for the auditor, it will be a cursory check...on whether
everything’s working properly or not, and if it isn't being done by
the company then...it’s better for them to be doing it anyway.

The next purchaser raises the issue of dealing with multiple regulators for
international operations:

[T]hat isn't a problem to me because the auditors have to look at
the regulations and ensure that we do comply with the regulator.
And where there’s a particular issue, they point it out in terms of
an interpretation. Where it does become a problem is...where you
have to deal with a different regulator, and you have a different
account and you talk about the fact that it’s so unnecessary to have
so many different accounts to comply with a different regulator.

The same person explains further:

[I]t’s just that all the different financial accounts have to be audited.
But that’s more in the line of what else...the finance director has to
deal with. We only deal with the Australian accounts, so it’s up to
the Australian regulator. We have close relations with the Australian
regulator. It’s just that...he has to do so many different versions of
it to suit other regulatory authorities. And it would be much easier
if the standards were global rather than to have the US gap versus
[the others]. You know theyre trying to get uniformity—and that
is the issue.

The same purchaser responds to the interviewer’s query about whether
there is a perception that what auditors do now is just a requirement to
pass the regulator’s test rather than the primary focus, which is to provide
an audit for the end user.

[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.
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The same purchaser then responds to the question: ‘Are you happy with
the level of regulation?’

[T]he red tape committee has tried to, for example, bring back
the level of regulation...there is a view that...apart from having
different regulators with different jurisdictions...we are too heavily
regulated. But I'm not sure exactly what needs to [be| taken back.

2.2.1 Summary

Purchasers make some interesting observations about the attitude and
approach of regulators in the audit space. A legalistic, reactionary, punitive
approach is generally not supported, whereas greater cooperation and
collaboration between the variousregulators, including at the international
level, is seen as desirable. Purchasers recognise the role of judgment in the
audit process, and prescription that discourages application of good audit
judgment is seen as a definite negative. One purchaser urges a rethink
on reporting to include more disclosures around risk management and
sustainability over the long term and the assurance provision on those
disclosures. In comments that are eerily farsighted in terms of what has
since become the global financial crisis, this same purchaser asserts that
what is currently not audited in terms of risk exposures is as important as,
if not more than what is audited.

2.3 Suppliers

Few suppliers’ comments are positive in relation to the attitude and
approach of regulators—predominantly ASIC, in its oversight role of
auditors. This first quotation is indicative of some of the frustrations that
are voiced:

I had something that looked like a breach on one
of my clients and...they tracked me down on

holiday overseas within an hour of finding out {iilhefiuackedine

down on holiday

and said there’s a potential problem and [these are] overseas within
the steps we're taking and don’t do anything with an hour of
finding out.’

your client until we find out. Now fortunately, it

was a misunderstanding and there wasn't a breach,
so I know our system works well and I, as a board
member, have been through that process. But I had that discussion
with ASIC and he was adamant that I should've had a whole system
of checks that I needed to undertake personally before I sign an
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independence declaration. Well, that’s just inefficient use of audit
time and if we, in a firm this big...jolly well ought to have a system
set up that works and then we ought to be able to rely on our
system and we audit our own system and ASIC, when they came
in, audited that system as well as auditing a selection of our files.

[Blecause they’ve got a check list which says that
I ought to have done something and I hadn't, they

‘[Slhould their
aim be to have thought I'd done something wrong in my audit...
e that kind of approach is symptomatic. They've got

should their aim be . . e
o el euaTierE check lists and...if something’s missing on a check

do a better audit?’ list, they will tell a small firm that theyve not done
a good job, but [to] tell them how to fix it—TI don’t
think they will be able to. And...that is the only
point of them doing that thing...you would hope to lift the quality
of audits, not to pick on bad auditors. If you step back and say
what are they trying to achieve in that...should their aim be to have
a witchhunt or should their aim be to make auditors do a better
audit? See, it ought to be to make auditors do better audits.

The same person goes on to question what it is that ASIC, through
its reviews, is attempting to achieve:

I don't think [ASIC] know [what ASIC is actually trying to achieve]
yet either...theyre very much in ‘suck it and see’ mode and this
is new law for them and they’ll go and look and reflect on what
they found and then hopefully think about what they do need to
try and achieve from it. And commonsense to me would be what
they should try and achieve from it is spend some time helping the
smaller firms, particularly in an environment where they're saying
we don't like it...we want more, we want the second tier to step up.
That should be where their focus is, but that’s probably an arrogant
big-partner view, isn’t it? But...[we] as a firm just invest so much
time and effort in supporting our partners to do the right thing
that...and I realise this does sound arrogant, I find it hard to think
that ASIC will help us improve our process across any of the Big
Four, whereas the poor one and two-partner practices out in the
field would love some guidance and whether it’s from the Institute
[of Chartered Accountants] or from ASIC, we could do a lot to help
them. But...I can't imagine ASIC is going to help me personally do a
better audit...and that might sound arrogant...And it’s not because
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I'think I'm great...it’s because...I have a great firm structure behind
me to support me and train me and give me guidance and have our
own internal quality reviews and all that stuff.

The same person continues, expressing his or her fear that the current
approach by the regulators will lead to audits becoming unhelpful and
not useful:

[I]n terms of different perspectives, the regulators are in the tick-
the-box mentality and their chances of getting an audit wrong if
you just go to a tick-the-box mentality are high. The chances of
getting sued over it may be low if you've ticked all the boxes, but...
ultimately, if we take that approach to doing our work, we will
become un-useful and unhelpful...my experience in the US is that
that’s where the US firms have gone...I've seen [the files of] two of
the Big Four firms in the US recently...and they're...just useless.
You pick the files up, you can’t understand the business, but there
[are] piles and piles and piles of forms saying that things have been
done and things have been checked at different times, but can you
get a sense of what drives the business from reading an audit file in
the US? No, you can't. And do we want to go that way? I hope not.
A), you can't keep staff, but b)...it is us becoming unhelpful and
just focused on our own [processes| to the extent that, well why
would you bother having that service provided? It’s not useful.

Another supplier dismisses the prospect put by the interviewer
of a government agency performing audits:

I'm not convinced that’s useful, but then the value add’s gone and
it just becomes something that you have to have. And then you go
and get the other help and guidance and thinking from some other
service...maybe that’s ultimately where the government wants to
go, but I don’t. I'm not convinced that that’s useful...if you were
to go down that track, that would have all sorts of implications for
capital market transactions because of the ability of a government-
owned audit to go and report investigating accounts, reports to
go in prospectuses and things like that would be zero and at
the end...you'd have to have a huge fundamental rethink in the
whole capital market...I've been doing a couple of US transactions
recently and they have this concept of giving comfort letters to
the underwriters where only the auditor can give a comfort letter

| 503



THE FUTURE OF AUDIT

and I can tell you that no government auditor would be able to do
that, so you'd then have a massive rethink of that whole approach
to [the] capital market. It would just be really fundamental and I
can't see any of that’s value add[ing]. So I can't see [that] it would
drive more efficient capital markets or greater independence or
anything useful.

Another supplier points out that in the United States, the rigorous
regulatory regime imposed by the Sarbanes-Oxley Act 2002 is in the
process of being unwound to some extent.

[T]here is a gap...the nature of that gap is that the regulators are
looking for a very rules-based audit, so it’s very much driven by
sample sizes, tick and dash, follow a methodology and follow it
rigidly. Whereas...a good audit on a financial statement is far more
complex than tick a box, fill out a form, follow a set of standard
procedures. It involves large amounts of judgment. It involves
understanding commercial realities within transactions. So...the US
is probably a really good example of where a regulator has come and
they've imposed in the Sarbanes-Oxley framework, which they are
now busy trying to unwind, because in some ways they imposed
an overly onerous system, which was really driven around looking
at an individual financial statement, and people say, “Well...if we
stand back from that, we start to look at substance, and understand
commercial reality, we...may get a better outcome than necessarily
going and ticking every single box or selecting 50 transactions.’

The same person goes on to imply that in Australia, too, the trend towards
prescription has become excessive:

[A]uditing’s started to move towards being...much more regulated,
taking out some of the judgment...so you have auditors now who
complete an audit and really don’t understand the business, or look
at a transaction and audit it according to the standards, but really
don’t understand the commercial reality. And, in some ways...that
level of sophistication that we're getting in the financial markets...
we're...trying to audit to another level. And that’s not necessarily
good...we do need to change...we need to go back to saying that
not everything can be addressed through rules; there is judgment.
The auditing game is primarily based on judgement, and yes, we
need to put [in] frameworks [on] which judgment can be based...no
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matter how many rules you have, no matter how many things you
follow, you only ever test a sample of transactions, and if you've got
a rogue management team or a management team that wanted to
deceive or defraud shareholders and auditors, it is going to be very
difficult to stop that.

Another supplier concedes that regulators are influencing audit practice,
but not yet to an unreasonable extent.

I don't think it’s just become a plain old watchdog on behalf of
the regulator...the regulator’s taking a much more active interest
in the audit and the audit process, and...the initial reaction by
regulators globally has been to make sure that policies, processes
and procedures are followed...therefore, what they are doing is
they are driving change in the way audits are being done through
the way in which they are reviewing the files, the way in which
they are dealing with the firms...the regulator is influencing what
is happening out there in auditing practice, but I don't think that
we've got to the stage where the audit is done on behalf of the
regulator...auditors understand fairly clearly that the relationship
is with the shareholders.

The tension between cost pressures and the tendency of the regulator
to expand requirements is evident in this next supplier’s comment:

[O]ne of the problems is—and I'm finding this all time, just on a
superannuation audit—you go into...audit a large fund and...
there [are] cost pressures involved because youre dealing with
the members” money ultimately. And the administrators...and
the trustees are trying to force the costs down all the time...yet
the regulator is all the time broadening the extent of the audit
requirements. So...this year we've got to audit risk-management
statements, risk-management plans, derivative plans as well as
the financials, as well as member statements, to comment on with
compliance aspects. So the length of time that an average auditor
will take is going to be increased probably 10 or even 20 per cent...
yet we can’t increase our fees 10 or 20 per cent. That tends to then
cause a shortcut of the process and the taking of the audit risk, and
that can’t be good.
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The same person goes on to explain how, in his or her view, auditors are
working for regulators:

[TThe regulators are looking to the auditors to do their job for
them, and that’s becoming much more apparent...we'll take...[as an
example] a simple self-managed superannuation fund audit where
the regulator, being the ATO, is expecting now that the auditor is
going to be the eyes and the ears of the ATO, similar to the role that
a tax agent may play as being a tax agent almost of the ATO. So we're
almost working for the regulator now rather than the stakeholders,
who are the members and trustees in the superannuation fund
context...that’s being translated through the whole of the...audit
profession, where the regulator expects the auditor to comply with
the requirements of the regulator primarily, and then worry about
the stakeholders, the readers of the financial reports, almost as a
secondary issue. Now if the readers and stakeholders are the capital
markets, I'm not sure whether that process is making the capital
market more robust, or the safety of the capital markets more robust.
It's certainly satisfying the regulators, who if they get it wrong,
they’re being fired upon by the capital markets and everyone, like
the HIH issues and so on. So...the regulators are tending to use the
auditor processes as satisfying their own requirements more than
looking at the end users’ requirements.

The same person explains how prescription can be counterproductive:

The concept of materiality and risk assessment and all these
things [is] being funnelled down into a much more a prescriptive
approach. And the more we have to follow absolute prescription,
the less ability we've got to broaden our brains to look at what’s
really going on in the company, because we're not being asked to
comment on that, were being asked to comment just on that very
narrow field. Again, using superannuation as an example, if you're
just looking at something like...a self-purpose test...youre only
having to comment on that and you're focusing your attention only
on that, there could be lots of things happening around in the fund
which are not proper, or which may expose the capital markets or
the fund to risk, which aren’t being commented on because of the
prescriptive nature of the assignment.
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An obviously non-Big Four supplier discusses the pressure of work at
peak audit season and how, while audit files might not be completed at
that time, as expected by the regulator, it does not make any difference to
the appropriateness of the audit opinion rendered.

I get the impression that the regulators have a very definite view
that an audit is very much a complete process, that you've got all of
your forms and check lists and everything else. And their approach
is designed [so that] everything is completed and ticked and every
box is completed, then you can sign off the audit report...in a nice
world, that might be possible. But when you're at the busy time and
you're trying to clear about three or four audits in a week [that’s not
possible]...the way we operate...in the mid-tier is that we really
focus very much on the risk and material items...and, as long as
were comfortable that theyre right then we get the rest done. But
the housekeeping and the tidying up of that file [aren’t] always as
good as [they] could be. And there’s a combination of reasons for
that...they’re now saying I've got 60 days to [tidy up the file, but]
it won't...alter my opinion. So, in other words...I've covered what
I need to cover to be satisfied my opinion is reasonable. Doing all
of the ticking the boxes and putting the bow around the file, while
it makes sense, it never alters [the outcome]...the regulators really
believe that if you don’t do all of that, how can you issue your
opinion. Where a lot of that is...we just haven’t gone back and
ticked the box because the box wasn’t there to tick when we were
talking to [whoever].

The same person goes on to explain his or her perception of a difference
in philosophy between the Big Four and non-Big Four:

[T]here is a [disjunction]...it was explained to me one time...that the
Big Four expect to be sued because of the nature of the work, and
therefore they're very compliance driven and form driven and they
do tick the box. And then if someone challenges them, if they've
got all of the boxes ticked, it’s very hard to prove negligence. The
mid-tier really doesn't want to be sued because...we don’t have the
resources to be able to defend them, and therefore there’s a very
heavy focus on material items and the risk items, and the risk areas,
to make sure that the numbers are going to make sense.
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The same person laments what he or she sees as the lack of consultation
over the reviews by ASIC:

[T]hey've kind of been chasing cats up trees, which in a sense
isn’t going to change. It would've been better if they had come
out beforehand and said, ‘“Well, this is our view of life and how
auditing should be done.” And let’s sit down with a group of people
and find out if that’s the way it is...done, and if not, why not, and
how can we work together. And then to say well this is what we
expect. Now you need to have all of these things in place, because
they’re very document driven...all of the firms are going through
and getting quality-control manuals and...tying it all up in the
process and making sure everything is cross-referenced...it doesn't
really change what we do...I'm not saying that it shouldn’t be done,
but...I don't...think it necessarily improves the audit process.

The same person continues with the theme of the lack of consultation:

[T]here wouldve been more effective ways of saying “This is what
you need to be looking at doing, and this is the training that needs
to be done...by an auditor to keep himself current, and these are the
key areas that really we want to see.” But they didn’t...So everyone’s
rushing around now and getting all of the compliance stuff done,
which is going to be there...the staff [is] going to be aware of it and
everything’s going to be tied in, but I'm not...sure that it improves
the audit process.

Lamenting the role of the regulator as judge and jury, the same person
continues:

I don’t know who set them up as judge and jury...I'm not aware of
any consultation that they had with the firms before they started
the process. And I still have a problem with the process because
I don’t believe that a tick-the-box approach is an appropriate way
of doing an audit...you've got to be thinking, you've got to be really
looking at things. And just because I tick the box did that box
consider everything that I should've considered...therefore it’s a
lot more...like an art rather than a science. And they’re treating
it very much as a science. And I'm not...sure that’s right with the
complexity of transactions, the changing accounting standards...
there [are] a lot more grey areas. And a tick-the-box approach won’t
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necessarily result in [a] satisfactory audit...there should be a bit
more pressure on the training and how the auditors keep up-to-date
and how they keep current. And while they look at that, that’s not a
big part [of it]...as long as the firm's got a training process to record
that, they have a quick look at that...[yet] that’s...quite important.

The same person goes further in criticising the current approach of the
regulators, calling for more cooperation and education:

They seem to be very much focused on achieving targets of ‘we’ll
knock a few auditors off and then we'll be seen to be doing our
job’. And I'm not...sure that that’s...smart...it just annoys people...
rather than what we should be [doing, which is] working together
and making sure that the education of everyone is up where it should
be; making sure that there [are] proper review processes and quality
review processes in the firms...that’s where you're going to improve
the tenor of audit, so that I then have to make sure that all my jobs of
a certain category have a quality review, which looks at the accounts
and looks at the audit and makes sure we've done it right. And that’ll
pick up more than me ticking all the boxes...I just have a different
way of looking at...that communication and where they’re going,
they're saying that that’s going to lift the auditing standards, [but]
I'm not convinced...you've got to get the education requirements
really strong and meshed and...if you're going to be an auditor...this
thing’s out there, but let’s drive it, and let’s make sure that the quality
reviews on the jobs are done on a timely basis and are good, because
that will pick up things that the one partner may not.

In the continuing conversation with the same person, they suggest that
the regulator does not understand the role of the non-Big Four.

ASIC have been very critical of the mid-tiers and...unfairly...
they need to understand that it’s a relative issue. The mid-tiers,
in my experience, do a pretty good job auditing businesses which
are of the right level for them, perhaps with turnovers of $10 to
200 million, that sort of thing. Yeah...there’s an expectation. I don't
think the regulator properly understands their role.

The same person comments on the resourcing of the regulator:

ASIC [are] probably under-resourced...someone [said] to me
recently, who's a tax specialist, “Well, why do ASIC vet all these
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things?’...they don't have the ability to do it and that’s why the
Australian Taxation Office moved to self-assessment. They...said
look basically it’s all up to you. You all look after your own tax
returns and everything else. We're going to have teams which go out
and do audits and checks on various taxpayers. We'll have various
other means of determining whether people are complying with the
law. It seems to me that the regulator is half pregnant; they don’t
know whether they’re meant to be approving things or whether
they mean to be saying to the marketplace you just do it, you know
what the law is, just do it all yourself and from time to time we’ll
check if we become aware of things...they're stuck between...being
the judge and jury in their role of regulator. I don’t think they quite
know exactly what their own scope is...so when they come to the
auditors...they're really struggling with that.

The same person continues with an example:

Ireceivedaletter once ona client of mine where they did surveillance,
and they wrote to me and said your programs have not been tailored
according to—this was under the old auditing standards. But they
specifically said that the audit program should’ve been tailored.
Well, there were various things which were done in the audit which
were quite specific to that particular audit without necessarily
being documented as tailored procedures in the actual programs.
But the point was they couldn't even point to where it said in
the auditing standards that that was a mandatory requirement.
That was their own expectation. And their own expectation was
based on the software that the Big Four use where they select the
procedures per company in their own computer software. And the
practical reality nowadays is that we use CaseWare. And CaseWare
comes with standard-type programs. And whilst you will do
separate procedures which are peculiar to that industry or that
client, sometimes you don’t necessarily document it in the actual
audit program. And it’s getting down to a really nitpicking-type of
situation now. And given that the audit standards carry the force
of law...auditors are quite rightly saying...why is it that we have so
much scrutiny on us...[W]ho looks at the work of architects and...
[asks] why did you put that beam in that place, and so on and so
forth? No-one does it for architects. No-one’s...looking over the
shoulder of doctors and surgeons to make sure that everything that
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theyre doing is appropriate...there needs to be an element of self-
reliance there, and then they just simply conduct their checks. And
I know they are doing that, but...were all confused as to what in
fact they are doing, and what their level of expertise is.

Another supplier articulates what he or she sees as overcompensation
by the regulatory regime for the corporate collapses:

[T]here’s been an overcompensation [by the regulators| for corporate
collapses, a knee-jerk response to some high-profile collapses...in
Australia and the US as well. And as aresult of that, the regulation of
the industry has just grown astronomically...everyone has the same
goal in mind, but...we might be at the stage that it’s...[like] using
a mallet to crack a walnut...I don’t know an auditor that doesn’t
want to give a good, strong audit opinion that’s based on sound
audit evidence based on an audit that’s been conducted complying
with the auditing standards, and that they know their accounting
standards—and I assume that’s all the regulators want as well. But
it’s unfortunate that because of collapses were now spending more
and more time on the compliance part of our role...I don’t think we
spend less on the audit...[but] the total hours have increased...it’s
a distraction to the extent that there’s more to do, but I don’t think
it's a reallocation of time; it’s just adding to the time partners and all
of our staff now need to [take] to comply.

Another supplier raises the issue of legal liability that auditors need
to contend with, and which might not be appreciated fully by regulators:

[T]here is a difference there. The regulators will apply the specific
wording of the auditing standards, whereas, within the profession,
an auditor might be more focused towards the potential liability
that’s involved in doing an audit, and that’s something the
regulators may not take into account in their application, or in their
review of the auditing standards applying to an auditor’s work...
They are looking to see that the auditing legislation, as it is now, is
being applied. And that’s clear that theyre following the auditing
standards in its application...The added pressure that an auditor has
is in terms of potential exposure...of the work from third parties.
So, yes, we have got the requirements to comply with the law.
We also have to factor in judgments that are inherent in our work
that may expose us to liability. And that is a difficult one, where
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the regulator may be applying specific auditing standards...With
the exposure that comes from doing an audit, the regulator may
be focused on applying the black letter of the auditing standards,
which has to be done. It may not be factoring in that an auditor is
also exposed to outside pressures in terms of many stakeholders in
doing his work. So from that perspective, they’re coming from one
angle. An auditor within a firm has to consider many other aspects
as well. So that is possibly something that is...not probably factored
into the review by the regulator.

The same person goes on to emphasise the role of auditor judgment:

The regulator is focused on compliance with the law, compliance
with the auditing standards, and that may not be enough in terms
of [the] judgment calls that the auditor has to make, and how
they’re making those judgments calls is something that may not be
looked at enough in doing their work. Their focus may be more on
prescriptive check lists rather than [looking] at the judgments that
were made [and asking] are they the correct judgments?

One supplier is quite pejorative about regulators, calling them an irritant
to auditors:

[T]he gap between [the regulators] and the auditors in terms of
expertise, knowledge, even commonsense quite a lot of the time,
is large and, I fear, growing...the auditors are probably getting
better and ASIC might even be getting worse...this Westpoint
investigation I fear will turn into another Yannon and...they will
have any number of excuses as to why this is. But...the regulators
are an annoying irritant at the backsides of auditors without...
adding very much...I'm talking about ASIC in that context, but...
there [are] a lot of regulators. We had a diagram in this room of
how many people regulated the audit practice and...it got up to
eight different regulators through a variety of internal and external
[means]...some of them global, some of them national. So if the
Institute of Chartered Accountants and ASIC are just going to go
round and peer review people’s files, you can...hear the sighing of
‘Oh, my God, what is the point?’.
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The same person expresses a need for less but more effective regulatory
scrutiny:

[I]deally, what you want is less but more effective regulatory scrutiny
and picking off the auditors who do not have the infrastructure or
the ability or the resources to...stay in the game. The natural result
of that in unfettered capitalism will be either a Big Four or a big
three or a big five or whatever it ends up being, there for a long
time until...one of them makes a mistake. So you get concentration
of audit power. It's questionable whether that’s a good thing, but
the regulators at the moment aren’t helping...in terms of the...audit
process itself, there’s a lot of box ticking that goes on and I question
its value.

The same person, no longer an auditor, but still with a supplier, continues,
implying that the purpose of the increased prescription is to build a wall
of process behind which the actors can hide if a failure occurs:

[T]hat is a big problem, and the regulators just keep on building
the wall. It’s very rare that you hear a regulator say, ‘I wouldn't...
remove that tick off the check list because that’s not relevant.” Their
ideal process improvement is to build an ever-larger wall, and when
you stand back at the end of several years of putting extra bricks in
the wall, you're going to have a really ugly wall. But it makes it more
standard and consistent and boring and it takes all the judgment
out of auditing that used to be there...I used to quite enjoy it,
[but] I wouldn’t go back to it. Now, yes, it becomes standard, it
becomes consistent. Would that have stopped Enron, would that
have stopped WorldCom? Would that have stopped nearly all the
things that it’s allegedly in place to prevent? I don’t think so...
the public response to any...problem is to build a wall of process,
which you can hide behind. It doesn’t address the underlying issue,
but it means that everyone is safe when they get to court.

The number of regulatory or quasi-regulatory bodies conducting audit
reviews is the subject of the next quotation.

[With] the current regulatory process and procedures...and I'm
talking in the broader context...within a Big Four firm now,
12 months a year, round the clock, you have somebody reviewing
the audit files. Whether that be ASIC, in their role as regulator in
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the market, whether it be the AQRB, which is the Big Four-funded
quality review board, whether it be a global practice office review,
which all the Big Four run, an internal practice office review, or
an institute review through the ICAA. That’s five layers of review
all looking at, broadly speaking, the same things...therefore, as a
partner, you can end up being reviewed four or five times a year.
It means you can have your files looked at—and often it can be the
same files looked at—by a number of different people. That is not
efficient in any way, shape or form, and it certainly does detract
from the time you have available.

Another supplier takes up the theme of inefficiency:

[A] lot of the doubling up and the inefficiency comes in [when| you've
got four or five different regulators who all have four or five different
views on something, and then you end up with a check list that might
cover the same thing four or five different ways so that you can make
sure that everyone is happy with what you've done. And...that...
becomes more of a form-filling exercise and it isn't really focusing
on what an auditor is there to do. The auditor is there to make sure
the financial statements aren’t materially misstated. Where...[are]
the material misstatements are likely to come from? They're likely to
come from areas of complexity, or...unusual transactions, risk areas.
So let’s focus on those instead of doing...what I would call, in some
cases, some silly form-filling exercises.

The same person expands on the idea in terms of the futility of ending
up with a ‘beautiful audit’ file at the expense of a quality audit:

[There are] the market issues around competition and the lack of
[competition] with the Big Four, although I can’t see a workable
alternative at the moment. There’s the ineffectiveness of regulators
and yet they're sort of irrelevant and yet still annoying. It's like the
mosquito effect almost—the regulators in this country. Overseas...
it works a bit differently. Probably the one that we've talked about
but not emphasised too much is the effect of all of that on audit
methodology such that it becomes such an inexorable legal defence
document. So do you end up with sufficient judgment in there? Do
you end up with all the partners really thinking about what they are
saying and standing back from ever being able to say something, or
do you end up with the world’s most beautiful file?
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The same person continues, expanding on the danger of audit firms taking
on engagements for which they are ill equipped:

We do...some audits of negligence cases, usually defence rather
than attack, when people accuse auditors of not doing the right
thing. So I've got a fair bit of knowledge from that perspective.
And most of the ones that I see are the smaller firms, or even sole
practitioners, who take on jobs that they just shouldn’t have done,
and clearly weren't capable of doing...and [they| end up relying
on...management representations, if not hearsay...one of the risks
of having junior staff, who aren’t enjoying it and don't really
understand, and audit partners, senior people, who are too frazzled,
is that you end up relying too much on what the client tells you,
and that isn’t really the role of auditing. So that [doesn’t work].

The next comment by a supplier implies that check lists can reduce
the volume of documentation:

[I]t’s interesting when you look at the [evolution] of the procedures
in the Big Four. I can remember [when] I was a partner in [one of
the Big Four| for a while and we went from a heavily documented
process to having a book, which kind of indicated the types of
controls and different systems...so you then determine what testing
you did and documented those and then went about your audit.
But they were finding that that wasn't as efficient, so therefore they
then went back to tick the box as being...more efficient...there’s
always been the concept of the phantom auditor and people just
ticking. And...whenever you have a tick-the-box approach that
lends itself to that. So if youre under a budget constraint, you'll
tick the box when you may not have done something. And there’s
no need to document...it further; you just simply sign off the box.

The same person goes on:

[I]t’s interesting...when you look at where the Big Four are within
methodologies—they’ve kind of [had] a go at [it] both ways...And
there’s no doubt...[that if you are| trying to get the auditor to
think, ticking the box is not the best way...because they’re driven
by process, not by the content...you've got to be very careful that
youre pulling that all together and challenging the numbers...
unless you do that, I'm not sure that you've got a lot of confidence
or assurance that things are all right.
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The same person says, in response to a comment about the relationship
between a check-list approach and staff retention:

[I]t’s interesting because even in the mid-tier you don’t have that as
much. The auditors are required to think and challenge and this is
the best way. And when some of them...leave and see if they can
make it in the Big Four, they're...quite surprised that their ability
to think through stuff is quite often at a better level than their
compatriots at the Big Four because they’ve been driven by this [as]
the way we do it. So we just do it this way without even thinking
about whether that’s the most appropriate way to achieve that audit
objective.

Another supplier states:

[The risk of being fixated with prescription and check lists] is
definitely there...what tends to override it is that you've always got
the experience and the use of your professional judgment and the
fact that you've had to exercise [that] on numerous other occasions
gives you what you need to move beyond the prescriptive tick the
box...the tick-the-box [approach] is still there, but...that’s [not
what is] going to get you there. You have to do all these other things,
you have to manage the tensions that are within organisations as
to how you get information [and] how you decipher that. You
might be able to tick every single box and it all looks okay, but
it still falls over. It's the exercise of professional judgment and...
it’s underestimated...You look at the way...the legal professional
looks at that. There’s professional judgment exercised all the time
in judicial cases...and that seems to be accepted that...you get
facts and, on the balance of what’s presented to you, you apply the
law and you come to a conclusion. Our job’s not that dissimilar...I
get presented [with] the facts and I fit them all in the holes and if
I colour in all the right boxes it gives me the answer. What tends to
happen is I'm given something and it doesn’t quite fit and I have to
work out what the range of outcomes is and how do I narrow that
range of outcomes and what [do] my standards say—my standards,
which are principles based rather than prescriptive.
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The same person expands on the degree of judgment auditors invoke:

[In] the US...things aren't as black and white. There is a degree
of interpretation required: that’s what we do...[and] you can't
substitute that...were moving now to having to document that. It’s
not that easy to document at times, the exercise of judgment, e}
that somebody can come in and exercise exactly the same judgment
based on the facts. But that’s what we’ll move to and, in the end, to
get down and say well I can see that [I've] considered that on the
balance. I've thought this and I've thought that and the standard
allowed me to do this or allowed me to do this or that and gave a
range...I've then looked at external expert’s advice...you have to
piece all that together and...it’s a little bit more than...tick the box.

The verdict of another supplier is that the intellectual input is diminished
when a check-list approach is used:

Yes...it's a generalisation isn’t it, but form filling as a way of...audit
is not...going to give you the outcome you should have because
staff then aren’t learning...it’s not an intellectual [exercise]...it’s the
issue of some [of those]...working in the US that the greater the
intellectual input into the audit process, the better the outcome...
is going to be...|The]| reality is, even in accounting more frequently
than not, [that] there isn’t a black and white answer to any given
circumstance, so if you don't have an ability to exercise your
intellect in those circumstances, how can you deal with conflicts of
accounting?

Another supplier gives an analogy of the check list that pilots must work
through before a plane may become airborne. Few would question the
necessity of such aroutine procedure before flying, despite the challenging
nature of qualifying as a pilot and the skill and judgment involved.

I've been [with] the firm [many]| years. In that period, we've moved
from highly prescriptive check lists that we had without any
legislation backing them to getting rid of those and having blank
sheets of paper and working it out, which actually was a worry...to
selective databases of master steps that people work out which ones
they want to use. And in working that out...they look at the client,
what we may have done last year, plus what’s the prescription.
So...it’s a little bit more prescriptive but sometimes it helps people
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to have a bit of a check list because that’s the way...you execute.
Does it stop an airline pilot flying an aeroplane because he or she
has that check list they go through...they need the check list, they
know it’s right, but you know theyre doing it so that they know
it’s happening, and I think that’s sometimes what we're doing here.

When you get reviewed, we get reviewed internally, we get
reviewed externally; they look for the forms. They're not as focused
on what judgments you've made. There is some of that, but if you
haven’t got those forms, you feel like youre exposed.

2.3.1 Summary

Suppliers overwhelmingly lament what they see as a ‘tick-the-box’
approach to ASIC’s audit firm reviews and believe the reviews are
conducted with insufficient consultation. Some see this approach as
militating against high-quality audits, with auditors resorting to ‘blind
adherence to documentation without much thought’. There are several
pejorative observations about under-resourcing of ASIC, particularly in
terms of the level of expertise of the personnel charged with undertaking
the reviews of audit firms. Claims emerge that the regulator has been
‘shocked” at what has been seen in the smaller firms, but non-Big Four
suppliers are concerned that the regulator’s opinion on the design and
implementation of what is seen as a sound audit methodology has been
benchmarked against a Big Four approach when the smaller firms do not
have the same level of critical infrastructure, technical advisors or critical
mass. Non-Big Four auditors would argue that they achieve quality audits,
but in a way different from that of the Big Four.

2.4 Standard setters

There is some trepidation among standard setters about the approach of
the regulators:

[A]uditors—certainly those who have been doing it for a while—
have got a view that it’s...an expression of the opinion on the
financial reports. I'm still a bit...nervous with what I've seen
[that] from the regulator’s viewpoint...it’s more a compliance
thing. Have you complied with every standard and I don’t know
whether they’ve taken in the relevance of a particular requirement
to the circumstances of the audit engagement or doing the audit
of a particular entity...They take the view [that] you do it if its
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required. If it’s there, it’s a black letter rather than is it relevant
for the entity. There may be a black-letter requirement which...
[means| you go and do it, but it has so little impact on it...so...that’s
probably the disconnect between the two of them at the moment...
the audit profession is now coming to the [point] that...maybe it is
a check-list approach and...even if it is probably...not...relevant, if
it’s a mandatory thing, well then we have to do it...that’s the view
which is being taken...ASIC takes the view that if you've complied
with everything, you've ticked it off...then the outcome should be
right.

The same standard setter articulates what he or she sees as the role
of judgment in the audit process:

[E]ven if an individual did all those things, you still need the
professional judgment...to say does this look good, do you agree
with what’s there...there is a component part of that and it’s that
professional judgment bit which I sometimes have...a concern
about...[which is] how much the ASIC put themselves in the shoes of
the individual...in the relative short space...between year end and
when you're signing off the accounts. With all the information you
have available, you're signing off an opinion with that evidence at
your hands...The ASIC reviews after the event are a lot more penny-
in-hand and...that’s where some of the differences are arising, so it’s
an interesting stage...the style of audits will over time—because
of the way it’s set up in Australia...[and] even though I think it’s a
wrong way...there will be a lot more of a check-list approach to it.
I'still don't think it will go 100 per cent to the American way, but...
there’s going to be more of a gradual movement to that end of it.

The same person goes on:

[O]verall, it will be principle based, but...within that principle
base, there will be certainly a lot of check lists. Have you done
everything? Yes or No? But...I don't think we’ll get to the stage
that if you've done everything and it’s fine, yet you give a clean
audit report...there’ll be more of that looking at the totality of it
and saying are we comfortable with that? Yes or No? And therefore
you might find that will give the more principle-based thing, but...
within it...it’s going to be a principle-based regime with a fair bit of
check lists attached to it.
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Another standard setter addresses the tension between principles-based
auditing standards and prescription as the extremes of a continuum:

[Olne of the real issues between the profession and the audit
regulators—if we can call them that—is the relative importance
of documentation in particular, but also in...following out or
completely closing out the prescriptive requirements in auditing
standards...there’s this constant tension between...saying auditing
standards are principle based and the level of prescription that
exists in there.

The same person continues along the same theme, arguing that there has
to be a balance between principles-based standards and prescription:

[T]he IAASB would argue that it is principles based, but there is
a hell of a lot of prescription in that as well. So...it’s missing the
point a little bit to have that debate [over| one or the other...it’s a
question of you...have both; it’s a question of getting some balance.

One of the standard setters points to the use by regulatory authorities,
especially APRA, of auditors in an explicit delegated regulator role.

[E]xternal auditors obviously know...that their job is to express
areasonable assurance opinion on financial statements...deep down,
regulators know that as well, but you take any particular entity,
whether it’s HIH or any bank or whatever that’s heavily regulated in
a heavily regulated industry. The auditors and the regulators have
risks and responsibilities in relation to that organisation and those
risks are quite different...but there is a concern...within probably
the accounting profession and the auditors that should anything
go wrong then there’ll be a number of serious questions from the
regulators. So it means there’ll be a lot more scrutiny on the audit
and the actual quality of the audit both from ASIC and from APRA,
if it’s an APRA-regulated entity...regulators like APRA, they [also]
try and outsource regulation to the external audit profession, so it’s
difficult for a regulator to get highly skilled and sufficient highly
skilled resources to regulate effectively. So what they do is they
engage the external auditors to do a lot of their work for them and the
examples of that are...when APRA engages the external auditors to
do targeted reviews on particular subjects and...then they require
auditors to notify them of all breaches...Now I'd understand how
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regulators expect auditors to do that if they understand the nature
of an external audit. There’s no way an external auditor, as part of
the audit, is...going to know all breaches.

The same person goes on to argue that regulators are in danger of expecting
more than auditors can achieve:

[Tlhere is an expectation gap with regard to an external audit
between the accounting profession and the regulator...the
regulator’s trying to draw as much as possible from an external
audit that’s probably not really there...so, there is danger in that for
the accounting profession in that if something does go wrong then
the regulator will try and draw more from the audit than it should
do and it will also try and defend itself and use the accounting
profession to defend itself, to deflect blame...and HIH is probably a
prime example. Things have tightened up considerably since then
as well.

The same person continues with this theme of an audit being ‘outsourced
regulation’, pointing out that there is a limit to what an audit can achieve:

[O]ther things that external auditors do are outside the scope of the
external audit, but they have to report on compliance with a risk-
management strategy and there [are] other compliance statements
they have to do and there [are] compliance reviews and [so on].
They're all outside the scope of the external audit...[as well as]
compliance with prudential standards. It seems to suggest that
more and more, the regulator’s trying to build up the onus on the
external auditor as opposed to the onus on itself to regulate...it’s
outsourcing regulation to the accounting profession and every time
that we come up with a new one of these things, I...think of it in
terms of here we go again; here’s the regulator trying to outsource
regulation to the accounting profession. The danger is that because
they do a lot of that then they will try and draw more from the
external audit than is reasonably there.

Later in the same interview, the same standard setter explains a perceived
difficulty in engaging with regulators:

[W]e, as an auditing profession, try and engage the regulators
in a lot of things and they don’t want to be engaged because of
their perception of conflict of interest, that when were developing
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standards or whatever, if they give their opinion on an exposure
draft or they contribute to the process in any way, then it
compromises them when they come back and have to regulate. In
other words, they don’t want anybody turning around to them and
saying, ‘Well, you said this was okay. You gave it a rubber stamp
and now, in your regulation, you're saying it’s no good.’

Another standard setter points to an anomaly that he or she sees in the
incentives for auditors to be provided with accurate information by clients
compared with those existing in relation to regulators:

I don't think the gap [between auditors and regulators] is...as
obvious as perhaps it might appear...by that I mean the gap that
I see is that the regulator has a view that the auditor is a quasi-
regulator and I don’t have an issue with that; that is a role of the
auditor to form an opinion under the Corporations Act and report
breaches of [the] Corporations Act and so forth, so it’s not...
implied; it is...a physical obligation. Where I do have an issue...
is that the auditor is afforded no protection under the corporations
law in respect of management, directors, employees of a business
who deal with the auditor providing that auditor with true and
correct information. Yet the regulator has the powers that enable
it to obtain any information and to prosecute anybody who gives
it false information and yet we've got a situation where you've got
an auditor who’s operating in a quasi-regulatory role who isn’t
even supported by a legislative requirement that the entity and the
people that they audit should give them correct information.

The same standard setter goes on to compare the responsibilities
of auditors with those of the companies they audit:

[W]ith the CLERP 9 changes, one of the issues I raised was...[that]
the changes in auditing standards, black lettering, enforceable by
law, arguably increased documentation requirements, et cetera, are
very akin to the US auditing standards and requirements of the US.
Look at the parallel with the US with what they require business
to do as well. What we've done in Australia is we've probably
implemented, to an extent, part of the US auditing standard-type
requirement around documentation, archiving files, et cetera...put
that costing to the auditor and left the businesses alone to a fair
degree in terms of their obligations and what they should do. Now
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we say that bearing in mind that the US have recently reviewed
how they approach [surveillance]...and how people document
their patrols and how far they have to go...they've eased off, but
they haven’t taken the whole process away and...were seeing a
situation where there’s more onus...back on to the auditor, and the
businesses, supposedly under the spirit of entrepreneurial spirit
and being able to trade freely without too much restriction and
cost of doing business, but there’s a cost of doing business on the
auditor and has that all been passed back to companies? And is
there as much responsibility on companies? And you mentioned
continuous disclosure; is there as much responsibility on companies
as perhaps there should be around some of those areas?

Another of the standard setters questions whether what it is that regulators
want auditors to do is consistent with quality auditing:

I don't know that the auditor’s duty is to give value to the end user,
being the client, because you'd say who is the client? The user|[s] of
the audit opinion...if we're talking about a financial statement audit
under the Corporations Act...are prima facie, the shareholders. And
there might be debates around who else is entitled to rely on it and
whether vulnerable people are entitled to rely on it...or there’s a
duty of care that comes out of vulnerability. So I don't think that it’s
the value to the company...to the end user...the focus needs to be
on getting a quality opinion, which is that nothing has been omitted
that shouldn’t have been or nothing’s in there that’s incorrect. And
again, you'll come back to materiality, but the financial statement’s
taken as a whole and that sort of point...is doing what it is that the
regulators’ think we ought to be doing going to result in us missing
what we need to do to deliver a quality audit?

The same person continues with the theme, pointing out the danger of
emphasising the audit trail at the expense of dealing with the issues
uncovered:

I don't see it being a danger yet in terms of where we are—but...the
regulators” behaviour when they oversight audits and the reviews
is relevant here—Jone of the dangers] is this concept of a check-
list mentality...so much focus goes on documentation and leaving
the trail as opposed to...identifying and dealing with the issues...
I don’t see a problem at the moment appearing or anything that’s
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irreconcilable, but a lot of effort and a lot of discussion does go
into the fact that increasingly, [more| time is being spent on the
trail of documentation that’s left than was being done previously
and...if fees don't increase, costs are absolutely increasing. So if fees
don’t go up in a commensurate fashion, then might quality suffer
because you're focused too much on the documentation trail...that’s
definitely a space to watch.

Another standard setter says:

I don’t see [the check list] as the mechanics that affects the day-to-
day audit...it’s more in the back end in just demonstrating to the
regulators that they comply, but if you've got a requirement black
letter that says the auditor shall understand the risks associated
with the business of the client...then they’ve got to do some work to
understand those risks...you can't adopt a check list-style approach
to that. Black letter says this is what you've got to do, so it creates
activity for the auditor, but activity in the right thing.

The next standard setter raises the importance of auditors being able
to write and communicate well:

The funny thing is it is a bit of a challenge for our profession
because so many of the newer requirements are almost what I call
social requirements. They're around communication. Theyre not...
around how you ensure you find problems or deal with them;
theyre around just how you communicate generally and clarify
your engagement and...the skill of your communication, and
it is very difficult to get people to write well in this profession.
[It is] very rare to get a junior staff member who can...string words
together articulately on a piece of paper...our most technically
competent people are probably our best communicators as well.

Education of users is the key, according to this same standard setter:

[T]he emphasis should be on the education of the user of the reports
and just let the audit process settle down as much as possible
without imposing too many changes on that process, but educate
people as to how to get the best out of the audit process.
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The alignment of interests between regulators and auditors is the subject
of another standard setter’s discourse:

They’re experts in accounting standards and theyre obviously
going to become experts in how to apply auditing standards because
they’re taking that on...I hope...they recognise that ultimately
they’re not at war with the accounting firms. They...have very
much aligned interests.

[T]here is a perception that the regulatory view of the world is that
if it hasn't been documented it hasn’t been done, and that there
is a need for prescriptive rules. Even...saying that, the firms like
prescriptive rules, for all that they complain about it, because
it’s easier to demonstrate that they've done the job they need to
do, rather than...relying on judgment...there [are| clearly some
dissenting views around that space between the regulators and
the auditors. Equally, my sense of the regulators is that they are
quite concerned—particularly as you cascade down the scale—
about more quality control. Although...based on their private
conversations, there would also be an argument that even within
the large firms, there have been pockets of less than adequate
performance. And there’s perhaps been a bit of a cleansing process
in some of those firms in the last few years that’s been necessary.
Equally, if some of that process has moved people to other firms,
rather than to retirement, you're...just shifting the problem rather
than removing it...So the risks are...greater, although youre then
perhaps working on smaller assignments that are less critical in the
event of a failure; they’re not having the impact in the marketplace
of a large collapse.

The same person goes on to lament the perceived lack of communication
by the regulator in the lead up to legally enforceable auditing standards:

[TJake the CLERP 9 changes...I don't think the main regulator has
done themselves any favours early in the piece of those changes
in terms of not being very communicative with...the audit
stakeholders...there was quite an extended period of enormous
anxiety about the changes that were occurring around them without
communicating much at all, let alone adequately, with the firms
being impacted by the changes...that was probably unfortunate...
[but] that’s been turned around in the last six or 12 months...there’s
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perhaps a slightly different attitude. We've played...probably a
small, but nonetheless...a part in that, just in terms of the dialogue
that this organisation’s had with both firms and ASIC itself...there’s
an enormous anxiety out there; you need to communicate with
them, explain how youre going to approach the work that you're
going to do, that the changes to the systems aren’t necessarily going
to mean they're all about to be put into jail.

2.4.1 Summary

Standard setters add some perspective to the debate surrounding
regulatory oversight, pointing out the alignment of interests that exists
between auditors, audit firms and the regulators. There is, however, some
concern about an exaggerated focus by regulators on compliance itself as
constituting the basis for a quality audit. The anomaly in having allegedly
principles-based auditing standards alongside regulatory check lists
is raised. Even though the standard setters lament the trend towards a
check list-based audit, they seem to see it as inevitable. Also raised is the
difficulty for regulators of reviewing documentation that retrospectively
attempts to provide insight into the conduct of the audit.

3.0 Inspections

In the interviews with stakeholders, few issues triggered more vehement
responses—among suppliers at least—than the issue of regulatory
inspections of audit firms. The next section focuses on stakeholders’
perceptions of this regulatory oversight and the resourcing and expertise
of regulators. This section focuses on comments directed specifically to
inspections. No users made comments relevant here, so the section begins
with comments by purchasers.

3.1 Purchasers

The purchasers featured in comments in this section are very aware of the
regulatory inspection process that has been imposed on their auditors, as
their comments reveal.

[Plossibly there is [an expectations gap between regulators and
auditors]. Anecdotally, I [have| heard of some ASIC surveillance of
some of the big firms, probably going back one and half [to] two
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years ago...some onsite inspections of files, interviews of audit
partners. And it sounded to me—again...the risk here is that
I come from such a small experience base because I only have one
corporate—but the sort of things that ASIC were putting to the
accountants, who were telling these kind of stories of the onsite
visits, were...relatively paranoid and unrealistic...I would think
that...showed that ASIC really had some quite negative views, even
of the big firms, and were quite suspicious of the audit firms being
compromised in some way by their clients. As I say, it’s some time
ago...But I know if they’ve started to become enriched with actual
information, they’ve started to become less antagonistic...while I...
confessedly start from an example of one...they perhaps had really
come straight off the HIH Royal Commission and [were] starting
from a bad example of one.

One purchaser is somewhat sympathetic to the impossibility of the
role allocated to the regulators, who are charged with retrospectively
determining from documents the course and adequacy of the conduct of
the audit:

The regulator at the moment is trying to audit auditors, that’s
number one. And how do they do that? By going through their
working papers and trying to understand what happened in the
real world. They weren't there! What's on a piece of paper can never
substantiate what happened. It’s like a performance assessment;
you put down somebody’s performance, but unless you're present
when the discussion took place, the piece of paper is totally
unrepresentative of the situation; it just cannot capture it all. So
the regulator is coming in and auditing the auditors and then after
the event they look at the annual report and they come and talk
to management or the directors about the way something’s been
presented and they try...[to] understand something that might
have taken weeks to discuss and debate, so the regulator’s...placed
in an impossible situation.

In a more general context—and not necessarily associated with the reforms
specifically—the next comment addresses perceptions of the value added
of an audit from one purchaser’s perspective (although the comments are
made more from a user’s than a purchaser’s perspective).
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As an external party...I can't really comment...in terms of whether
it should be [prescribed] or not...we would like...some sort of
prescription, because...there’s always the relationship issue with a
head partner and the company. There might be too much pressure
on the audit partner to skipper, then at least if there’s a list of things
to check off...that forces the auditor to do that. So...as a user of
information, we’'d rather have a little bit more [prescription]| than
not enough.

The same purchaser is disparaging about the value of the audited financial
statements:

[fln terms of information...the usefulness of the disclosures
in statutory accounts isn't great for the financial companies...
therefore, rather than the companies giving us a set of accounts,
quite often we...never look at the actual statutory accounts. What
we're given is an investor report rather than a set of statutory
accounts...we're...not looking at auditor numbers here, so the final
P&L [profit or loss statement], the statutory account, is audited, but
the numbers we're given are quite often not audited...to us, it’s a
failure of what...the regulators are doing in terms of what should
be disclosed. So the bit that’s...regulated, audited, is something...
we don't bother to look at if...the numbers add up.

Another purchaser comments:

We have a fairly homogenous business, very similar products...
So we have fairly stable and long-established processes...[Audit
firm X has] come in every year and done their audits. They raise
things from time to time, but the general issues that the business
has thought about and concluded on 10 to 15 years ago, we're not
operating [in] a really dynamic changing environment in terms of
the product and the service that we offer. So very rarely do we get
value add from the audit process.

3.1.1 Summary

Some purchasers make pejorative comments about the value of audit to
them as they discuss regulation, which tends to be taken to refer to the
audit itself.
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3.2 Suppliers

The passion with which suppliers spoke on the issue of regulatory
inspections was revealed in many of the interview quotations included
below.

I've had the misfortune to have ASIC review one of my files recently.
It just came up in the random cycle and [I| have also just been
through IQP review internally. My impression of ASIC...is that
their approach is a tick-the-box [one|. They're looking at our audit
files to see if the right boxes have been ticked...so I don't think
it’s...a good use of a regulator’s time to come and look and say, they
may have got their audit opinion right, but did they get there the
right way...that’s not useful...the questions that they asked me...
were quite silly. [An example is given, but the details are withheld
because of potential client identifiability] We've clearly, from all
the documentation on file, done all those things, so the fact that
there’s not a check list there is a ridiculous thing...to say. I just
felt like that was indicative of their whole approach to the review
of the file...where I get frustrated with the regulator is they...are
using too junior people to be able to apply professional judgment.
If it’s the right information on file...they [fall] back to a check-list
mentality and if theyre going to do that and cause difficulties for
firms if that hasn't [been| done, then you will force us to [do] what
I'see a US firm [doing], which is blind adherence to documentation
without much thought. Does that produce good audits? No. Does it
make it harder to sue us? Potentially, but does it mean that we'll...
get things wrong more often? Yes, I think it does. And does it give
useful information to the endholder? No, it doesn't...I expected to
be disappointed by ASIC’s approach to [the| review [of] our files
and I was resoundingly disappointed...that my expectations were
fully met.

The same person goes on to differentiate between the Big Four and non-
Big Four in terms of the regulators’ findings:

I've been overwhelmingly disappointed by the regulators and that’s
what I expected...my problem—and don’t take this the wrong
way—the informal feedback we get from the ASIC review is [that]
they've been quite pleasantly surprised by the standard of audits
in the Big Four firms. They've been shocked at what they’ve seen in
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the smaller firms, so it may be that this prescriptive way of doing
things is a good way of getting the small firms to lift their game...
therefore, they might think that they’re doing a good job and
they might be doing a good job when you look across the board,
potentially, because that doesn't overly surprise me that they've
been quite surprised at what they find in the smaller firms...due to
a couple of transactions I've been involved in the last two or three
years, I would have looked at files for all Big Four firms...[and] the
standard’s pretty good. Smaller firms, I don’t know.

Another supplier is ambivalent about the potential impact of the regulatory
review:

As far as going through various firms now...we haven’t been
subject to review as yet, but we will be and we know that. I'm not
sure what they’re trying to achieve out of it. I've been to sessions
where the regulator has discussed the process and I really haven’t
come away with anything as to what their outcome is as far as this is
concerned. So as to whether it’s hindered or helped, I don’t think it’s
done either...I don't think it’s...hindered; there [are] other factors
that hinder the capital markets. I don't think the way the auditors
are behaving or the way the regulators [are] viewing auditors [have]
any impact...it’s really between those two parties where the issues
are.

The same person goes on to claim there is inequity in applying Big Four
methodologies as the benchmark that non-Big Four firms must live up to:

[T]hey have been through a process on a number of stages with the
Big Four. And they’ve certainly given them a bigger tick compared
to...non-Big Four firms—absolutely, I agree with that. The resources
is one of the issues...but the concerns that I have are more...that
they have...formed an opinion on how an audit methodology
should be...designed and implemented, and their opinion seems to
be formed on what they’ve seen primarily at the Big Four. Now...
they’ve got more resources than the non-Big Four have in relation to
things like technical support, all those sort of areas which obviously
underpin how we do things...technically, how our methodology is
developed, et cetera. And we don't have those resources, and none
of the non-Big Four firms [has] those resources; there’s no question
about that.
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The same person expresses the inappropriateness of regulators applying
their opinion of how an audit should be conducted:

[T]o form an opinion on how an audit should primarily be done
is...not the role of the regulator. And because they’ve taken what
I would almost describe as this high moral ground then they're going
to be disappointed...But that doesn’t mean that what we’re doing
is wrong or is not the right way to conduct an audit. And that’s
the problem...this is where I say you've got this almost expectation
gap because theyre saying this is the way we think you should do
things. But were also saying...youre not actually doing it wrong,
but this is the way we think you should do these things. And...
that’s the problem.

Yet another view, quite damning of ASIC’s approach to the reviews,
follows:

There’s a mid-tier group that’s started and they’ve had the ASIC
accountant there. But it is still hard...Theyre very aggressive when
they come in and review the firms. And I'm not sure that too many
of them have ever been in the firing line in terms of having to sign
off, having to pull things together, to have a real appreciation [of]
some of the issues, and therefore what is important and what isn’t
important...the issue then becomes if they think they’ve got a big
issue then they just go through you like a dose of salts. And I'm...
not sure that that’s the right approach...it would've been nice
to learn what their way of life is before they started doing these
reviews, because I'm not too sure who set them up as judge and
jury. Who said that ASIC’s way of thinking about how auditors
operate was the way to go...they just started the inspection
program...talking to some of the firms [that have] been reviewed,
some of [ASIC’s| approaches have been a bit cute and totally lacking
in understanding about how the firms operate.

The views of another, obviously non-Big Four supplier, in terms of ASIC
using the Big Four processes as the benchmark, are expressed in the next
quotation:

[O]ne of the things which I have enormous difficulty with is [that]
ASIC will go in and have a look at the Big Four and they’ll come
out with their report, which says essentially that they're all doing
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a really good job, that they had a few nitpicking points, which
were really minor about the Big Four. And they really do things
very well. The Big Four have got excellent procedures and quality.
Occasionally, there are slip—ups, which we find out about later...
then they’ve gone into the mid-tiers and they’ve looked at those
procedures and what they appear to have done—and...a lot of the
people I speak to...agree with me—is they’ve said okay the Big Four
is the standard...the benchmark, now let’s have a look at the others.
And they’ve gone, ‘Oh well, youre nowhere near as good as the Big
Four.” Well, surprise, surprise; the mid-tiers don't have the same
critical mass and ability [and] infrastructure around the auditors
and so on, and technical advisors and all that.

Yet another supplier laments the fact that ASIC is all too willing to point
out what is wrong, but loath to provide guidance on addressing the issue:

[I]t would be part of [regulators’ expertise to question audit
methodology|. Do they have the expertise? That’s a hard one.
It depends on the situation. One of the issues I have when the
regulator comes in on the inspections is that they will tell you what
you're doing wrong. They won't give you the guidance on how to
address it. They'll say that you've got weakness in a certain area;
you ask for guidance as to what they expect and often you don't get
that...it’s from a protection point of view from the regulator that
they don't want to be seen to dictate what the best practice is. They
would rather not hold themselves to be that kind of benchmark in
terms of how to do an account. It does make it difficult though for
the firms to know what the benchmark is.

Another supplier enunciates the importance of how regulators go about
their role:

I don’t think it’s...confusion about what their role is...theyre
regulating the audit profession now and that’s clear, and that’s
under law and so on and so forth...the query is the way in which
they do it. And I don’t know whether these stories are true or not...
and you inevitably get the horror stories about this, that and the
other...[There are| tales of PCAOB inspections [where]...people
are spending more time performing the inspection than was spent
performing the audit, and deliberately looking to find things. You
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know, these rumours that the PCAOB is staffed by disgruntled ex-
employees of the Big Four, who are looking to get some payback.
All that stuff has gone into urban...legend.

On the same theme, the same person goes on to eloquently explain the
difference between a regulator who acts collaboratively versus one who
acts in a more aggressive manner:

[W]hether you philosophically accept or not that an independent
body should regulate the profession, that’s where we're at. That’s
where we're at in the US. It's where we're at in the UK. That's the
way it is. The rules are set and [are] there to apply to. But...it’s in
how you interpret and deal [with] those rules. And that’s a mirror
with ASIC in its dealing with clients. I've done a lot of work under
the Managed Investments Act with compliance plans where ASIC
have swung in the pendulum from being very tough enforcers,
because they needed to be with some things, to more helpful in
terms of helping people construct these things, so that people are
more willing to come and discuss issues, and they work through
collaboratively.

The same person suggests that ASIC could afford to rely on other review
processes within the firms themselves, especially within the Big Four:

[I]t’s a policing discussion. Are you a community policeman or are
you an enforcer...you've got to be both. And I'd like to think that
within the Big Four...we have some pretty rigid quality ourselves.
We have real-time quality reviews [in which] our files [are gone]
through independently...We have global risk reviews and so on,
which are pretty damn tough. And those global reviewers are
themselves reviewed as theyre carrying out the task. So we have
some pretty strong processes and some pretty tough disciplinary
measures...way before ASIC get in there. So you'd think that ASIC
would—and maybe they are—be comfortable with some of that,
rather than putting another layer on top.

3.2.1 Summary

Suppliers hold generally negative views of the way in which regulatory
inspections are approached and conducted. There is incredulity that a
retrospective examination of the audit files and documentation alone can
give accurate insight to the nature of the judgment calls made during
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the conduct of the audit. There is a lack of respect for the knowledge
and expertise of the regulators charged with the task of conducting
inspections. There is frustration over the perceived lack of communication
about the way in which the task is to be conducted and from the non-Big
Four there is resentment that the methodology of the Big Four is used as
a standard that must be lived up to in order for it to appear that a quality
audit has been conducted.

3.3 Standard setters

In a context pertaining to any expectations gap between regulators and
auditors, a standard setter says:

[Y]es, [the tension between audit firms and the regulator is] quite
real...it perhaps has diminished in more recent times, but the tension
was very real...[with] the introduction of the audit standards having
the force of law and that potential for criminal sanctions...there was
huge anxiety. And then overlaid with the other CLERP 9 changes
of the reviews being undertaken...the audit inspections by the
regulator, and all the costs that that imposes. And...the regulator
view of the need for documentation, and at the same time...the
tightening of audit standards coming internationally anyway,
versus the firms having a somewhat more pragmatic [approach]|, or
wanting more flexibility perhaps than the regulators were...giving.

4.0 In defence of regulators

It is important to understand that many stakeholders expressed empathy
for the difficult task that regulators must carry out. This section brings
some of these comments together to emphasise the constructive nature of
the discussions with interviewees.

4.1 Purchasers

I don't think [the prescriptive approach| adds a thing to the
shareholder...I understand the thinking behind it and I understand
the politics behind it in terms of...politicians being seen to do
things and not to be soft on this issue and that’s why it’s gone to the
law. But...Australia on the whole’s got it pretty right.
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The next purchaser, who has worked on both sides of the regulatory
divide, eloquently explains the pressures experienced by regulators:

I've had the privilege and benefit of working within a regulator...
I can tell you now regulators are removed from the real world. They
do not have to exercise the professional judgment that auditors and
preparers have to exercise; they’re very process driven. They almost
cannot put themselves in the shoes of the directors or management
or the auditors, but by dint of the nature of the regulatory world,
they end up doing that...they do not face the day-in and day-
out judgments that have to be made on provisions, impairments,
measurement of items, interpreting accounting standards that [are]
the meat and potatoes of management, preparers and auditors. So
the regulator sort of parachutes in and looks at things in an ex-
poste clinical way and has the benefit of hindsight and expects to
see a perfectly laid out answer. It doesn’t happen that way. Making
sausages is not clean; it is messy. But judgments are made along the
way and typically theyre made in good faith and on reasonably
good evidence and [they can be substantiated]...there are different
perspectives because the regulator is...[under| enormous ex-poste
pressure to justify why they didn’t do something ex-ante.

The same person puts into perspective the need to weigh the costs and
benefits in deciding on the level of resourcing to be attributed to regulators:

The resources will always be inadequate to capture all the issues.
There will always be a cost—benefit judgment made about which
cases [to take on]...A regulator is not about regulating every event;
it’s about sending signals, it’s about putting in place mitigation
control to stop the market going berserk. Now that’s an over-
exaggeration, but it’s trying to stop behaviours at the far end of the
normal distribution curve—well one end of the normal distribution
curve—because the number of false evil criminal activities is
probably less than 5 per cent...the regulator is really trying to send
signals...so it has to make strategic interventions...the question
about resources is...a cost—benefit [one] and it’s about managing it
at the margin rather than doubling the resources.

The same person also expresses some sympathy for the position in which
regulators are placed: unable to countenance failure.
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[JJust a word in defence of the regulators here too. Part of their
problem is that they can't tolerate failure...regulatory bodies
have to report to parliamentary committees where you've got all
the dynamics of opposition and government fighting it out in that
political environment. So [the principals] at ASIC and at APRA
have to go before parliamentary committees on a regular basis. If
any of their charges fail, if any of their companies—particularly in
APRASs case—have failed then there’s all hell to pay. So all of their
incentives and [all of] their emphasis [are on] prevent[ing] failure at
any cost... drive risk out of the system’ is [essentially] the mantra.
And in the process, unfortunately, what that does is it destroys
businesses...this is the reason why...we've got to just be a little
vigilant in this area.

4.2 Suppliers

One supplier questions whether the focus is on the really key issues:

[T]he focus hasn’t always been [on] what I see as the key issues, but
I can understand it as well, because unless youre out there and
you're having the discussions and you're seeing it first hand, and
you're dealing with boards, and youre dealing with management,
and you understand the tensions that often exist there, the
complexity of transactions, the timing of certain things, you don't
always get an appreciation of what the key factors that you should
be focusing on are.

The same person goes on to comment on the expertise of the regulator:

That goes to our own risk assessment, that goes to how we determine
where were going to focus our efforts and...it comes down to
materiality. It's not all materiality, but you will look at certain
areas and not look at others in as much detail because that’s riskier,
because of incidents of anomaly of error in the past, because you
know the business. You can't understate that...that is important.
Somebody coming in cold to review it, whilst they might try to
come to the same conclusion as you based on the documentation
that’s there, you can’t get that same feel[ing] and so when you
start looking at it you can understand why the focus might be on
something else rather than [on] what you think is the key issue...
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it’s very difficult to get that level of confidence in expertise within
the regulator up to that same level, unless they're out there...doing
their own detailed work.

One supplier expresses a positive view of what could be achieved if more
was done to include forensic auditing in audit processes:

The other thing that I...want to mention is innovation...and the
way audits are done, and particularly technology and data, and a lot
of the work that we do in forensic now is beginning to migrate into
audit practice. So, for instance, I've just finished doing a job called
‘forensic audit systems’...when we help, in this case, a US company
to have a look at its operations in the Asia-Pacific area...a lot of that
involves technological taking of data, analysing it and looking at
things that at the moment aren’t really looked at. So...there are a
lot of useful things that could be done that at the moment are not
done, but within five years probably will be...the forensic side to it
will become a huge element of auditing...I'd like to see...the human
judgment side of audit partners who've come up through a more
enjoyable profession and learnt how to do it well combined with the
technological data analysis, which is much more objective. So you
have the subjective side and the objective side. If you marry those
two together...you would get a much better audit process than the
current one, which is really there to protect the auditors and to
satisfy the regulators...the tick ticking...Will it happen? There'll
be elements of it, but it will never be as pure as I've just described
because you'll always have regulators nagging away and auditors
trying to make a buck and make sure they don’t get sued.

Another supplier points to insolvency practitioners being able to provide
insights to auditors as a potential way to improve audit quality:

I'm sure there [are| a lot of...fraud and investigative accountants,
insolvency practitioners and that sort of thing [out there]...
and that’s another thing I found quite strange...that a group of
accountants would go into a business from the insolvency field, to
try and investigate...why a company failed and...how to restructure
a business, yet there was never any input from auditing, which
I would have thought would have been a fairly natural progression,
that when you go in and you investigate what’s happened to a
company and why it’s failed, why it hasn’t succeeded...you don’t
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consult the auditing group to come in and say, “Well, let’s go through
these accounts; why have they accounted this way?’ [There is] none
of that—not in my experiences, anyway...And...vice versa...with
auditing...the skill set that insolvency practitioners [have|, their
investigative powers, could be utilised in the audit field...in saying
that check lists are great...you probably need to keep an eye on
[them]|, because...if there is a check list in place, it’s easy to learn
the check list, potentially, if someone knows what the check list is.

4.3 Standard setters

One standard setter welcomes the signal it sends to less than compliant
clients to have ASIC involved in the oversight of an audit:

[T]hat sends a very clear signal that there is a difference, that if
someone is dealing with ASIC, for example, there is a higher level
of responsibility than if you are dealing with an auditor...that
ultimately does send a message—albeit it may be subtle—because a
lot of people probably have never sat back and thought about it like
that...perhaps if companies knew that [by] providing information
to an auditor that was a half-truth, or maybe not quite the full
picture, you might get a different level of commitment, a different
level of communication...The discussions I've had with various
regulators have said, “Well, if we did that, perhaps companies would
tell you things they might otherwise not do’, but it's somewhat
counterintuitive that that would be a breach of the act anyway.
So...what we're trying to deal with here is...the exception, not
the rule. We're dealing with the people who should be doing the
right thing, not those that are because...it won't apply to them.
But, typically, where things go wrong, and then people get upset,
is where people haven't been doing the right thing. It doesn’t mean
putting something in the act will make it happen, but at least it
sends a very strong signal that the auditor is somebody that...[the]
entity should deal with, with integrity and responsibility, and it’s
not a process that some may see as tick the box. Yes, we've had an
audit and we've got the audit report; we can move on...that’s where
I see the gap...the red tape issue is a part of it as well.
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5.0 Issues and implications

Through the interviews we have learnt that users, purchasers and suppliers
are all highly aware of the regulatory changes, which in Australia have
included the creation of an inspection process conducted by ASIC of
audit firms and the processes within those firms. This inspection process
triggered a series of comments from purchasers and suppliers in particular.
Users, purchasers and standard setters, however, also commented on the
whole issue of the resourcing of regulators.

Both purchasers and suppliers recognise the need for inspections
and their benefits, which provide quality control and potentially useful
information to the capital market—albeit that the regulators’ reports tend
to highlight negatives only. Nonetheless, purchasers and suppliers were
sceptical not so much about the concept but the delivery of the inspection
process. One purchaser makes the observation that depending on how
the inspection is undertaken, there is never an opportunity to gain an
understanding from the documentation in any working paper file of the
events as they unfold in the real world. Indeed, these purchasers make
frequent reference to the inspections and the disconnection between
inspections and the purported ‘real world’.

Those suppliers interviewed who were members of firms that had been
inspected through the ASIC process were mixed in their evaluation of the
inspection process and some were overtly negative. One Big Four supplier
indicated that the informal feedback he received suggested that the Big
Four emerged on the whole feeling pleased with the overall evaluation
of their systems and processes, but the processes in some of the smaller
firms left ASIC ‘shocked’. Observations from the non-Big Four supply side
were that the inspection process had been contaminated by the inspectors
observing the resources available to the Big Four and expecting—and
indeed requiring—the non-Big Four to operate at the same resource level.
There was, in the view of one non-Big Four supplier, a lack of empathy for
the fact that they did things differently.

There was also considerable criticism that the inspectors do not have
any or sufficient ‘real world” auditing experience and that inspection
services are limited because of this deficiency.

Users, purchasers and standard setters make the observation that the
regulator is inadequately equipped to undertake inspections and indeed to

| 539



540 |

THE FUTURE OF AUDIT

more generally operate in an effective and efficient environment. One user
expresses disappointment that there is a need to obtain greater interaction
between practice and regulators and to attain more practical experience
for those in regulatory environments. One purchaser makes the insightful
observation that the resources assigned to regulators in economies such
as ours are almost by definition inadequate for fully undertaking the task
entrusted to a regulator. This person also acknowledges that the efficient
operation of a regulator is to be selective and strategic about the work they
undertake rather than attempting to be comprehensive. He suggests that
Australian regulation is of this type. This purchaser also notes the beneficial
use of secondments and sabbaticals from private-sector suppliers into
regulators, which is common in the United States but until very recently has
been rare in Australia. The authors of this report note that the ASIC review
document strongly proposes to engage in this form of secondment program
starting in 2009. Evidence the authors have gathered from purchasers,
suppliers and users suggests this is a very positive step forward.

Finally, one standard setter observes that audit is in fact an outsourced
form of regulation, but there is a potential disconnection between the
achievements and the outcomes of the audit and what the regulator might
ultimately wish to be reported. This is not the responsibility of the auditor
per se, but suggests a subtle re-engineering of regulatory objectives and
outcomes.

With respect to documentation generally, it is interesting to observe that
while participants in the market have their criticisms of documentation,
users, purchasers, suppliers and perhaps particularly standard setters all
observe that there is a benefit in enhanced levels of documentation. While
there are considerable concessions that the work is being done anyway,
there is a popular belief that there is value to be found in documentation.
One theme among suppliers is that the documentation will provide an
opportunity for replication of the judgments made. This adds rigour and
substance to the judgments made during an audit and provides support
for the argument that the judgments are not simply arbitrary but are based
on a substantiated context.

There is little doubt that on the demand and supply sides of the market,
the observation is that larger firms are able to adapt to an environment
where greater levels of documentation are obligatory. While not specifically
observed, this might have consequences for those who supply into the market
for audit services—at least with more economically substantial clients.
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Again, while not often directly referenced, there is a belief that
efficiency in documentation is a necessary part of our future.

6.0 Concluding remarks

Many of the issues relating to the regulation of auditors have been dealt
elsewhere in this report; however, there are a small number of actionable
items arising from discussion in this chapter to which one might give
consideration.

The chapter reveals considerable tension from suppliers in their
consideration of the approach, operation and resourcing of regulators. With
this in mind, it might be useful, particularly with regard to such topics
as inspections and quality control, for ASIC and APRA (as appropriate) to
establish an open and transparent forum between suppliers and regulators
and possibly other important stakeholders, including the AUASB. Such a
transparent but potentially informal forum could help resolve tensions
and misunderstandings. This forum may or may not have the possibility of
operating under Chatham House rules; however, the importance of having
some degree of opening in these interchanges is seen as important and will
contribute to the efficiency of the capital market if successfully pursued.

A common theme within the chapter is the quantity and quality
of resources available to the regulator—particularly ASIC. With the
introduction of secondments into ASIC, this will assist principally with
respect to gaining highly skilled and particularly experienced auditors
into the task. There is, however, evidence that the level of resources in
quantitative terms is still modest and consideration might be given to the
scale of resources available to ASIC, especially as it builds and enhances
its inspection service through these current times of considerable financial
strain in the world economy.

As indicated in the first recommendation, there is a need for support,
interaction and communication between the regulator and those who
represent all of the suppliers of audit services—that is, all registered
company auditors and, in some circumstances, beyond. As the market
has emerged, there is no single peak body that can represent this entire
group. At one point, it might have been seen as the Institute of Chartered
Accountants in Australia, but that group has gone beyond representing the
supply side of this particular market. How one structures a market so there

| 541



542 |

THE FUTURE OF AUDIT

is one clear unambiguous peak body for the supply of the audit market
is a challenge that is not easily resolved. Clearly, it cannot be the AUASB
that sets auditing standards; it cannot be the organisation that maintains
the register of company auditors because that is the regulator (ASIC); and
it cannot be the Companies Auditors and Liquidators Disciplinary Board,
because it has the task of dealing with inappropriate behaviour of people
who are registered company auditors, among others. It would therefore be
useful to have a peak body that is created from other interested parties to
represent this particular group.

One issue with respect to the inspection services is that there is some
evidence that the inspections are ‘one size suits all’. No doubt, those
close to the inspection process will feel this is a harsh and unreasonably
generalised observation. It is, however, the case that there is evidence that
inspections are forcing ‘check-list approaches’. The sophisticated business
models of those suppliers with whom we communicated tended to hold
the audit as a two-part process. One part is largely transactional, with a
considerable quantity of work that is relatively menial and standardised,
but through that process and supplementary to other processes, there
is an opportunity for particularly important, unusual, innovative, risky
transactions or events being highlighted and being put off into a secondary
process, where considerable judgment is required. This second part of
transactions and events cannot be subjected to a check-list approach in
the same way that the bulk of the transactions might be. At this point,
inspection processes that are more forensic than procedural in their
approach might be useful. Having inspections that can capture the need
for routine procedure and check lists as well as being insightful, forensic
and tolerant of ambiguity would be a useful step forward and would no
doubt assist in the inspection process.

Finally, the inspection reports that are published tend to be negative
in orientation without providing the other side of the equation—that
is, praise for particularly good practice. The capital market is not being
informed of the total outcome of the inspections. The inspections to the
extent that they can be a ‘window’ on the quality of the audit work
done by each of the suppliers are the key to providing information to
enhance the efficiency of the capital market. If these inspection reports
can be written as windows on the quality of the work then there will be
enhancement in our market.



