DIFFERENTIAL AUDITING STANDARDS

I wouldn't advocate that you make it easier to stay private [unlisted|
necessarily because there are other...issues...For the country as
a whole, it would be good if more companies did step up to that
plate and had access to capital markets...there are stock exchange
requirements in terms of continuous disclosure, for example, that
already create some differentiation between listed companies and
private companies and there are the public requirements of lodging
accounts that already create that differential. To differentiate it any
more in terms of audit requirements...would be rather dangerous.
— User

1.0 Key issues

While the issue of differential auditing is one that intermittently
elevates in profile, at the time of the interviews, it was prominent.
The key issues around this topic include:

if there are to be differential auditing standards, what is the best basis
for differentiation—Tlisted—unlisted, small-large, public—private or
some other distinction even within these sectors

to what extent, if any, would the move from private to public
company be discouraged if it involved also moving to a higher level
of auditing standards

how would those dealing with listed and unlisted companies in terms
of, for instance, credit worthiness evaluate financial reports audited
to different standards

are calls for differential auditing standards misplaced such that

the call should really be for a differential reporting framework
incremental to that currently existing
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* should cost be a primary driver for decisions about differential
auditing standards

* would differential auditing standards add to or detract from the audit
expectations gap?

2.0 Introduction

Stakeholders were asked about differential auditing standards in the
context of listed versus unlisted companies. Note that this differs between
questions on the audit mandate, which go to the issue of whether or not
the company is a small proprietary company. Responses, especially from
users, sometimes confuse this issue of differential auditing standards and
differential mandates. Note also that if there are differential standards for
one class of audited entity, there is a need to understand what criteria one
uses to create a framework for these differential standards. In the minds
of some interviewees, their responses were more about the quality of the
audit delivered than the auditing standards and this was based on an
assumption that the outcomes were heavily influenced by the standards.

2.1 Users

The notion of differential auditing standards appealed to some users.
From a cost point of view, this first user likes the idea; however, there is
some confusion evident in terms of differential auditing standards versus
differential audit mandates.

[1]f you've got two different types of businesses—one being a listed
business—you've...potentially a number of different stakeholders...
and they don't have access to...the reports...like you might do in
an unlisted company or private business, where shareholders have
probably got more of a say in the running of the business. So...the
audit standards over a business which is listed would potentially
be a lot more onerous than an unlisted business...it probably
would, from a cost point of view, be a fairly...good thing to have.
However...trying to keep it all standardised...maybe potentially
the audit requirements for a listed company could be clarified a
little further, rather than being so complex and changing so often,
that they can tend to be confusing...you could potentially have
different sets of reporting, because there is a different end user.
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A qualified ‘yes’ to differential auditing standards is received from this
next user:

[Y]oure basically saying that the non-listed companies should
maybe have a bit more relaxed standard because they don’t have
the capital behind them? Yes, I agree. Especially if the non-listed
companies have got a small amount of shareholders and those
shareholders might be really close to the company anyway, and
the general public isn't being offered equity in there, or...[isn't|
able to buy into those non-listed companies, then definitely. But
any company that has...a public offer...should keep the same set
of auditing standards because you need to [be| able to rely on them.
SoIguess a yes, but depending on the make-up of the shareholders
of that non-listed company.

One user points to the cost burden imposed on entities that are mandated
to purchase audits, implying that the status quo of a differential mandate
is preferred, without really addressing the notion of differential auditing
standards:

The cost burdens are a bit of a sore point at the moment, but...one
of the main points as far as the standard of auditing is concerned is
the cost...where do you draw a line? You don't want to have to force
some non-listed companies that might not have the financial clout to
have...an audit to the extent that it’s going to cost them such a large
amount of money that it’s going to potentially bankrupt them...
if the auditing standards are set across the board then it becomes
a case in the auditing firms [of] what processes they had in place
to ensure that the minimum standard is applied across the board
and then there [are] only varying degrees for the more regulated
entities...I wouldve thought that happens in practice already.

The idea of differential auditing standards does not, however, appeal
to several other users.

I just don’t think that it’s really focused on by the capital markets.

The subject of this next quotation is that it will become much more
attractive to stay private if public companies require a higher level of
auditing than private companies:
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I don't think it would be helpful. T can see a
rationale why you would have maybe a lesser

'“]féou ?akf ittmore auditing requirement for [an] unlisted company,
attractive to sta

private, that ste);; because all the stakeholders presumably have
into the public arena privileged access to the accounts and often

becomes that much

X more direct involvement in the company itself.
more of a hurdle.

But I'm covering the small end of the market,
those companies that have just made that step
from a private company into the public sphere,
and when you make that step there are a number of hurdles that
you have to overcome. The reporting requirements in the public
arena are much more onerous than they are as a private company.
[As a] private company, you don’t have to give any details of your
accounts. In the public sphere, not only do you have to publish
regular accounts with some detail, but you also have to spend a lot
of time with various stakeholders. So if you make it more attractive
to stay private, that step into the public arena becomes that much
more of a hurdle.

Another user, who does not believe in differential auditing standards, sees
it as being up to users of the auditor’s report to determine the level of
assurance they want to take from that report:

[That] falls to the users of the accounts, and the users of the accounts
in the unlisted sense can be anything from a private individual
putting money into a private company to support a mate or a good
idea all the way up through the banking system to somebody like
[name of company|. We invest in unlisted companies as well. I...
don't believe in different audit standards for different levels...the
auditing standards are applied in the assurance statement given
by the auditor; what work have they done? I'm not a professional
investor so it’s difficult, but as a professional investor, I would like
to know what they do...the scope of what they do, to guide me
with how much assurance I can take from the statement.

The same user voices a personal view that, in his or her mind, it is the more
naive investors who are likely to invest in unlisted companies, implying
that it is inadvisable for them to be investing in companies audited to a
lower level.
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[T]he risk you run in unlisted companies, if there was a...lower
standard applied to the auditing of those companies, the people
who potentially could invest in them [are| potentially naive to
some extent...[there are| a lot of listing rules that apply to listed
companies, which make the whole governance issue more robust.
Those rules don't apply to unlisted companies so...I don't think
there’s a right and wrong answer. I can understand what the
push is for, but...it depends on what the users of the auditor’s
recommendations...want from them. If users are willing to accept
a very much lower level of auditing standard and consequently a
very much lower confidence assurance on the company’s accounts
then maybe it’s fine.

The next user observes that there is already differentiation of entities that
are not as regulated, but a single level of quality is preferred:

[I]f you had differential standards then there [are] going to be
different perceptions out there in the market as to the relative
value of an audit of this entity compared to the value of an audit
of another entity. So aren’t you better off having one standard
across the board, but with lesser degrees for entities that aren’t as
regulated...that already happens in practice, doesn't it?

The difficulty of comparing companies—for instance, for loan worthiness—
when differential auditing standards are present is pointed out:

I suspect this will come from the burden of auditing costs on the
unlisted sector. If you're talking about the capital markets as a
whole, I would have thought it would cause problems...banks are
lending to unlisted and listed companies that are in the same sector;
they like to be able to compare them. If you can have different audit
bases, I would have thought that’s a major problem.

One user raises the increased cost burden with differential auditing when
a company moves from private to public:

I wouldn't be looking at differential [standards]...you've

got to get back...from small to big companies, listed to ‘[TIhat's going
unlisted companies, that very similar information and z%;?;;e?;eigf

ital,
similar veracity of that information...There are a lot .. fii ch)uId
of public unlisted companies. Why should they have be inefficient.”

different audit standards to the listed public companies?
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Similarly, [with] the private companies...it would also increase the
burden of cost when a company moves from private to public,
which many do. If they've got to change the numbers, the fastest
way to get it through is that you've got a constant set of numbers.
We're involved very actively in raising new money in IPOs [initial
public offerings], in floating companies. Everybody goes back to
the last three or four years’ results. If they've got a different level
of audit applied to them, you're going to have a different level of
costs [and] comfort on them, and that’s going to increase the cost of
capital. So...it would be inefficient.

The user argues that for the sake of efficiency, the capital market needs
one set of reporting across the listed and unlisted sectors:

[W]e've created this two-tier approach...the
“[1}f you want to regulated market is probably too regulated, but
make an efficient the unlisted [market is] not regulated enough. And

C;gﬁ;'g?j;‘fjtﬁg\?eu then you have things like we're seeing in the current

the same reporting marketplace, where it’s ludicrous to think that a
across both areas.’ private equity investor can make money purely and

simply by taking a listed company and taking it into

the unlisted area...there’s absolutely no sense in it.

And yet they can, because you don’t have all these requirements

from a compliance perspective. So it’s something that I've been

finding it difficult to get my head around. It seems to be a bit of
nonsense really...if you want to make an efficient capital market,
you really should have the same reporting across both areas.

The comments from the next user reveal indifference to the issue
of differential auditing standards:

I don’t think [there should be different standards] and the reason...
[why is] we're kind of indifferent. The assumption still remains that
the auditor behind the scenes does a job which fulfils its objective,
which is fair and true information. Whether the standards or the
procedures behind there change whether you're listed or non-listed,
I don’t think the market’s really focus|ed] on.

2.1.1 Summary

Users reveal some confusion about the existing situation with respect
to the audit mandate for listed and unlisted versus public and private
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companies. Bearing this in mind, their comments reveal the full range of
responses for the notion of differential audit between listed and unlisted
companies: indifference and positive and negative sentiments. Those who
support the idea of the application of differential auditing standards cite
the cost of an audit as an issue, plus the difference in accessibility to the
accounts. Those who prefer the status quo cite the implications for the
cost of capital, the incremental hurdle to become listed and the fostering
of an efficient capital market as reasons for their support.

2.2 Purchasers

Only one purchaser is interested in differential auditing standards, and
even then, the response is qualified to a preference for size distinction
rather than a listed/unlisted distinction:

[A]uditing is a little bit different than accounting standards, but...
it does seem...that [with] some of the depths and level of assurance
that auditors need to take...large organisations [and] complex
organisations could be differentiated from those which are very
small and perhaps fairly simple organisations. So...it's more size
rather than whether they're listed or not listed.

The interviewer then comments: ‘So you don’t subscribe to the argument
that one of the costs of being publicly traded is the cost of a more
substantial, more detailed level of audit because youre in the public
arena?’ The response is:

No, I don't...it's wrong to think that way...there’s a presumption
that when it’s not listed that somehow the capital is raised by a form
of big business which should be able to look after itself.

The same person adds:

My difficulty is that many of those people draw on funds
that are from the community, or the public as a whole— _
you know, superannuation funds and so on. So...if there’s L;E[L]t;j: (Ijl irpslxr? gt
a differential standard which perhaps led to a failure of a as simple as
company, it’s going to equally impact on the community LS

as if it were a publicly listed company...there’s some sort
of unofficial view out there that if youre publicly listed
then it's mums and dads, and if it’s not then it’s only big business.
But it’s all mixed up, and it’s not as simple as that.
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Other purchasers, however, were not supportive of the desirability of
differential auditing standards for listed versus unlisted companies.

[W]hether they're listed or not doesn’t do away with
their need for accountability, and I understand that

litlirzier dns ve when theyre listed...they've got a broader public

listed or not
doesn't do away support for their capital, rather than perhaps a
with their need for tighter level. But...the auditing standards basically

accountability.” .
Y give an assurance, and my preference would be

not to differentiate between listed and non-listed.

However, I'm very comfortable about differentiating
on...economic size.

The same person continues, deviating somewhat from the question
in shifting the conversation to differential accounting standards:

On the Australian capital markets, we've got about nearly 2000
stocks listed, but it’s only the top 200 to 300 perhaps that are
meaningful in any market capital sense, and they would represent
something like about 96 per cent of the total market capitalisation.
So there’s a whole tail of very, very small companies [for whom] the
cost of producing full sets of accounts with full auditing processes
become fairly prohibitive. Its for that reason that IFRS is moving,
for example, to produce scaled-down accounting standards for
SMEs. And...there is a case to argue for SMEs having some form
of differential standards, and...I would see that as being a subset,
rather than a completely different set of standards.

The negative view of the proposition of differential auditing standards
is continued in the next quotation:

[P]articularly in our view as stakeholder to unlisted companies,
we’d want very high standards on both. No, we wouldn't be
differentiating.

2.2.1 Summary

No purchaser is supportive in an unqualified way of differential auditing
standards based on a listed/unlisted criterion; however, some confusion
between differential auditing and accounting standards is revealed.
A size distinction does, however, receive some support. The need for
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accountability by both listed and unlisted sectors is cited, as is the
pervasiveness in both sectors of superannuation investments.

2.3 Suppliers

Overall, suppliers are not supportive of the notion of differential auditing
standards, especially once reflection on the issue takes place.

I would support anything that would [close] that...expectation gap
between what...people think auditors do and what auditors actually
do. Anything that would make that smaller...is a good thing, and...
commonsense would tell you [that] yes, the requirements of a big
listed entity are not the same requirements as a private company
that needs an audit or whatever. So yes...if that could be made
practical that would be a worthwhile project.

Continuing, the same supplier comments on potential confusion that
could arise:

I'd presume that there would be a set of

guidelines for whether you fall into a category A iln some ways, that

or a category B, [which would be okay] so long might...make the
as everyone consistently applied the categories. expectation gap even
The only downside to that is then you're worse f people don't

y y know which category a
introducing a different set of rules [and] if you're particular entity
an outside observer...there could be a little bit falls into.”

of confusion as to which rules the auditors are
applying. So in some ways, that might...make
the expectation gap even worse if people don't know which
category a particular entity falls into...I would...be concerned
about...I don’t know whether that would make it easier for us or
not. Certainly, from an efficiency...[and] cost point of view, that
would be great because we could...then cut down on a lot of the
more specific detailed procedures that you have to do on a listed
entity that you might not necessarily need to do on a non-listed
entity. But in terms of the confusion, it might...make it a little bit
more confusing for the users.
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Another supplier is similarly negative about the idea:

I don't think we're talking about the level of an audit...an
‘IAIn audit is an audit. Obviously, the audit gets more complex
auditis an depending on the nature of the entity and their operations,
audit.’ . . .
but...the underlying audit requirement should be the
same.

Two suppliers, however, see it as a marginal issue:

I can see the argument, but...it's such a complex issue and I...
wouldn’t think that auditing standards are the key matter there...
For instance, there is already a flight from some jurisdictions of
listing because of the onerous nature of the listing requirements,
which really has very little to do with auditing and a lot to do with
the way the capital markets run themselves. So...this is a marginal
issue. The answer to many of these questions...will be does it
increase cost? That will often be my answer. Clearly, for non-listed
companies, there is some differential cost in that, yes. Do I think
that matters? Not much.

I don't have a strong view. I could probably argue it both ways
and it doesn’t really impact upon me very much...the principle of
keeping it as simple as you can is a good one, and obviously listed
companies have different stakeholders to unlisted companies. But
again, I don't really have a strong view and I'm probably not the
best person to ask.

The challenge of complying with the auditing standards and having
smaller clients see the value added is articulated in this next quotation:

One of the challenges that...mainly the auditing profession is
going through is a concept of...[the| size of organisations and
how we overlay the requirements of the auditing standards—
and particularly now that they...form part of the law...how we
apply those standards down to smaller organisations...It’s a big
challenge because the cost benefit to the shareholders and directors
and management of having to overlay such an extensive audit
methodology into smaller clients—they don’t see any value of that
at all...we're going through it at the moment with our clients...
Absolutely, methodology has got to be applied to all companies
regardless of the size, but it’s a challenge because we're having to do
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all this additional work, and the client doesn't see any cost benefit

out of it.

2.3.1 Summary

Suppliers are not supportive of the prospect of differential auditing
standards, although two are somewhat ambivalent. Potential confusion
for users is cited as a genuine concern and the proposition that ‘an audit
is an audit’ is put, indicating that this could be a minimum standard that

needs to be maintained.

2.4 Standard setters

One standard setter responds to the issue of differential auditing standards

and is not supportive of the proposition:

The short answer is no. I...have strong views from seeing stuff
from a different perspective...the way of doing that is around
[the] reporting framework, not around the auditing, not around
the assurance framework...you get to the nub [of] that issue by
thinking about what information is really required to be reported,
and by implication, it’s scaled down for non-listed or certain...
different categories. And then...you'd look to have assurance over

that scaled down.
The same person continues:

[A] lot of the debate around differential auditing
standards is getting mixed up between the reporting
framework and the assurance framework...it’s
a reporting framework issue predominantly...
there might be some stuff on the edges, but...it’s
predominantly a reporting framework issue.

2.4.1 Summary

‘[A] lot of the
debate...is getting
mixed up between

the reporting

framework and
the assurance
framework.’

The one standard setter commenting on the issue of differential auditing
standards points to the reporting framework, not the assurance framework,
as the source for change in relation to this issue—if change is desired.
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2.5 Regulators

Some support for the proposition of differential auditing standards is
received from one regulator:

I'm looking at it from the perspective of being an investor and...
there is a lot of danger for an unsophisticated investor, investing
in unlisted shares and there should be some kind of...disclosure to
ensure that they... know what they're getting into and they probably
can’t get out of [it]...there should be some kind of differential there.

The same regulator continues:

[A]udits can be very costly and you can get more assurance if you
know the company is listed and is a disclosing entity and is required
to jump through the hoops of the standards—all the standards.

Another regulator is opposed to the idea because of the variety of size and
importance of companies within the unlisted sectors, although he or she
seems to be more amenable to the concept if it is based on unlisted, public
company turnover.

The only reason I'd be a little bit wary about
[There are some very that...is that there are some very substantial
substantial unlisted unlisted businesses [and] some people who are
businesses [and] some dealing with them will...want to rely upon the
people who are dealing . .
with them will... accounts, like financiers and...other people...the
want to rely upon the whole concept of having a differential auditing
B, standard in the sense of saying...you're not going
to audit those accounts as closely...There [are]
a lot of very small listed companies who really
aren’t all that important from an economic standpoint and you
could probably have differential auditing standards for them and it
wouldn’t make a lot of difference. But there are some major unlisted
companies [for whom] it probably would make a lot of difference
and people would in fact be concerned about that...The irony of
this is...it may even be better to do it more in terms of turnover
or something, rather than being the distinction between listed and
unlisted. It’s probably a bit arbitrary in some respects.
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2.5.1 Summary

While one regulator is somewhat supportive of the notion of differential
auditing standards, based on a cost argument, it is not clear whether he
or she has more of a differential disclosure regime in mind. A second
regulator is troubled by a listed/unlisted criterion, arguing that many
unlisted entities are major entities, and that turnover would be a better
distinction. There seems to be an argument that even among public
companies, differential auditing standards based on a size differential
could be of benefit.

3.0 Issues and implications

The very notion of ‘differential auditing” causes confusion in the minds of
at least some participants in the market for audit services and in particular
users, who confuse the issue of differential standards with differential
mandates. From users, we can see that there are mixed views with regard
to the advantages and disadvantages of differential auditing standards.
Some of the motivation for the positive view comes from the perception
that they will cause cost savings. Some users, however, are adamant that
differential auditing standards are not appropriate and that differential
standards will cause inefficiencies to the capital market because of the
enhanced attractiveness of remaining private as opposed to going public.
Also, there is concern that differential auditing standards will cause
confusion and decreased understandability in the capital market. The risk
that the capital market faces and the lack of genuine understanding of the
issues involved here are behind many of the views expressed.

Purchasers, on the other hand, show little support for the idea of
differential auditing standards. They note that the criterion of listed
versus unlisted is inappropriate. There are positive suggestions that a
size-based criterion would be more functional. Perhaps least supportive
of all were suppliers. They describe a genuine concern about the ability
to effectively communicate the level of assurance that is being given as a
reason not to pursue this as a policy initiative. Standard setters (who are
often drawn from the supplier side of the market for audit services) are also
not supportive of differential auditing standards, although one standard
setter draws a sharp distinction between differential auditing standards
and differential accounting standards and suggests that the debate might
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be confused because of the intersection of the two.

Regulators do provide some support for differential auditing standards.
Again, much of the motivation seems to be focused on the costliness of
obtaining assurance. A further rationale is around the fact that there are
some large unlisted businesses operating in the Australian economy and
this difference would mean that certain companies operating within the
economy would be audited to a differential standard. On balance, while
there is some support by regulators, there is concern that the criterion of
listed/unlisted is inappropriate and that size (possibly measured by way
of turnover) would be a more relevant criterion. One might speculate that
the discussion of differential auditing standards is also confused somewhat
because of the existing availability of an audit firm-delivered ‘review’.
Existing standards on the preparation and execution of these assurance
services already exist and are well developed and in a mature state.

All things considered, there is only limited support for differential
auditing standards and if there is to be a discussion around this issue, it
should focus on the size-based criterion rather than that of listed /unlisted.

4.0 Concluding remarks

There is no doubt that some confusion exists between the audit mandate
and the issues around differential auditing standards. The discussion and
debate around differential auditing standards seems to wax and wane
as an issue of priority, and there is no clear agreement on the criterion
to be used to distinguish between different levels of audit requirement;
some argue for listed/unlisted because of the presence of the public in
the capital market, while others note that the distinction should be drawn
along the scale of auditee as the economic substance of some unlisted
companies is significant.

There is no policy action or operationalisation that is evident from
this as the debate does not appear to be conclusive. There are, however,
actions that can occur for certain organisations that face the need for an
audit as a possibly unintended consequence of legislative action in years
or even decades past. Unincorporated associations sometimes based on
state or territory legislation find themselves subject to the requirement to
undertake an ‘audit’. One might argue that, in terms of the criterion listed/
unlisted and in terms of the criterion large/small, these organisations do
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not warrant an audit and the participants in these organisations would
be fully satisfied with a review performed by an audit firm. This is not
necessarily a call for differential auditing, as the presence of reviews is well
established with clear levels of assurance being provided. Removal of these
auditees from the debate might assist in clarifying the issues involved.
One might argue that the audit requirement for these organisations is an
‘accident of history’.
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