OTHER ASSURANCE SERVICES
AND REPORTS

[T]here is scope for auditors to give assurance around other things...
particularly [on] the topic of the moment: climate change. We've
been looking at triple bottom-line reporting and this sort of stuff
for the last 10 years, but only in specific circumstances has there
been an appetite for that...we'll see a lot more general appetite [for|
that. We do give opinions around internal controls and so forth,
so...there will be broader and deeper, or more shallow, assurance
being given generally...were comfortable...we know what we're
doing on that. The question is: we know we're doing [it], but how
do other people interpret that and see it?

— Supplier

1.0 Key issues

Provision of assurance on various types of non-financial information has
long been mooted as a potential growth area for public accounting firms.
This chapter examines this issue in the context of questions about the
demand for, willingness to supply and regulation of specific types of
non-financial information and the assurances provided for it. The generic
challenges surrounding these types of reports and assurance on them
include:

* is there a demand for assurance provision of non-financial information

* given the range of types of non-financial information, is there a
preference for assurance to be provided on some types ahead of other
types

* what level of assurance is appropriate for the various types of non-
financial information; are some types unsuitable for audit or review-
level assurance
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* is there a likelihood of confusion if assurance is provided on many
different types of non-financial information or at several different
levels

* can an entity’s auditor provide independent, objective reports on
directors’ or management’s integrity and judgments when he or she
has to work so closely with those personnel during the external
audit?

2.0 Introduction

Assurance provision of non-financial information is the subject of this
chapter. It reports on stakeholders’ perceptions, elicited through the
survey questionnaire and face-to-face interviews, on a range of reports
over which assurance could potentially be provided by external auditors.
The list of these includes assurance on:

* the presence of material fraud in a company

* acompany’s internal control procedures

* the integrity of senior executive managers in a company

* the risk-management approaches of a company

* the performance of senior executive managers in a company

* the environmental and corporate sustainability performance of a
company

* the quality of corporate governance in a company

* conflicts of interest of directors of a company

* senior executive managers’ projections for the company

* the reasonableness of non-financial information contained in a
company’s annual report

* the environmental and corporate sustainability performance of a
company.

Analysis of the survey and interview data follows in subsequent sections.

3.0 Survey

Participants in the mail and telephone surveys were asked to indicate
whether they believed provision of specific services involving reporting
on various non-financial data was best provided by an external auditor
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and, if so, the extent to which they believed that the value of this service
warranted an additional fee. Responses are reported in Table 16.1.

From Table 16.1, there seems to a high degree of shared and positive
agreement with respect to the auditor providing certain reports. These
include reporting on: the presence of material fraud, the company’s internal
control procedures, risk-management approaches in the company, the
quality of corporate governance and conflicts of interest in the company.
For each of these, the users, purchasers and suppliers took a more positive
than negative position. On some other matters, purchasers were more
conspicuously differentiated from the other two groups. For example,
while about one-third of users reacted positively to the auditor reporting
on the performance of senior executives, purchasers and suppliers were
much less positively disposed to such reports.

Table 16.1Responses on services best provided by an external auditor
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For each of the following services, please indicate whether you believe this service is
best provided by an external auditor by placing a cross in the appropriate box in Part (i).

Report on the 81| 75| 79 | 89 |66 | 67 | 66 | 62 |70 | 67 | 70
presence of material
fraud in a company.

Report on a company’s| 80 | 76 | 81 (85 | 79 | 84 | 78 | 75 | 81 | 77 | 82
internal control
procedures.

Report on the 50| 46 | 51 | 53 |33 | 33 (32|38 (273425
integrity of senior
executive managers in
a company.

Report on the 75| 73 | 77 |76 | 70 | 70 | 72 | 64 | 63 | 66 | 62
risk-management
approaches of a
company.
Report on the 34 | 32 32 {37 |14 |16 | 12 | 19 | 12 | 11 | 12
performance of senior
executive managers in
a company.
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Report on the 44 | 45 48 | 40 | 31 22 31 43 | 32 | 46 | 28
environmental
and corporate
sustainability
performance of a
company.
Report on the 77| 77 | 79 | 75 | 74| 63 | 80 | 76 | 68 | 66 | 69

quality of corporate
governance in a
company.

Report on conflictsof | 74 | 73 | 74 | 74 | 61 | 56 | 60 | 70 | 53 | 34 | 58
interest of directors of
a company.

Report on senior 40 | 38 41 42 | 32 | 33 | 30 | 36 [ 30| 25 | 32
executive managers’
projections for

the company (for
example, sales growth,
earnings potential).

Report on the 49 | 52 55 | 40 | 48 | 43 | 47 | 59 | 47 | 56 | 45
reasonableness

of non-financial
information contained
in a company’s annual
report.

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

Generally, for the other questions, there was ambivalence (for example,
the report on the reasonableness of non-financial information contained
in a company’s annual report) or a generally negative reaction (a report on
senior executive managers’ projections for the company).

Overall, users seem to be the most positive with respect to the
availability of these reports. It might be important to note that of the
three stakeholder groups—users, purchasers and suppliers—it is only
the users who do not have direct contact in the transactions that create
these reports and who might have the least clear understanding of the cost
and complexity of obtaining and using these reports. In other words, for
users, these reports could be thought of as a free good.
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4.0 Interviews

Not all interviewees were asked about every potential report listed in the
introduction and hence not all categories of stakeholder are represented
in the interview analysis below. By the same token, some stakeholders’
comments cover a number of these potential reports. In such cases, the
comments are not repeated but are included under the category first
mentioned by the interviewee. The types of reports on which comment
is made are presented in the same order in which they appeared in the
survey instrument. Each of these relates to the auditor providing a report
on the issue at hand.

4.0.1 The presence of material fraud in a company: users

Among the users who discussed the issue of whether a report on the
presence of material fraud in a company would be valued, the response
was positive.

In terms of fraud, it’s a tricky one, because where do you...draw the
line in terms of what auditors can...sign off [on] and that they've
provided comfort on...the markets would probably appreciate it.
I...can’t get my head wrapped around how you'd do it.

Fraud assessment...I'm a trusting person. I'd assume that...most
CEOs and directors of public companies act in the best interests
of the shareholders and the company. I assume that’s the case,
but I know it doesn't always happen. So maybe, [auditor sign-off]
would...be helpful.

4.0.2 Report on the presence of material fraud in a company:
suppliers

This supplier sees fraud and risk assessments as within an auditor’s ambit,
and adds internal controls to that list, pointing out that the US Sarbanes-
Oxley Act 2002 requires auditors to certify client reports on internal
controls:

On a couple of those things...like fraud, risk assessments, even
if you go as far as internal controls...that effectively is what’s
happening with Sarbanes-Oxley in the US. So there are entities here
that have to comply with Sarbanes-Oxley and therefore auditors are
already making those extra assurances on some of those things. So
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a Sarbanes-Oxley-compliant client has to confirm themselves that
they’ve got adequate internal controls and the auditor has to certify
that that is the case. So some of those things around controls—
fraud, risk management—are already in place under Sarbanes-
Oxley. They're not really here from an Australian perspective. So
there are some benefits to that.

The same supplier continues, explaining that these assurances are not
necessarily going to prevent fraud and manipulation:

Some of my concerns...around that would be that...

If someone wants Sarbanes-Oxley and that sort of assurance and

to be fraudulent reporting...came in because of the likes of Enron
then itiis very and WorldCom et cetera...it’s still not going to stop

difficult for any of . . .

those processes to the ultimate manipulation. If someone wants to be

stop that anyway.’ fraudulent then it is very difficult for any of those

processes to stop that anyway...[so] there’s got to be
a balance there...the Sarbanes-Oxley stuff has gone
to...too low a level on individual controls rather than focusing on
that bigger picture.

4.0.3 Report on the presence of material fraud in a company:
regulators

The one regulator who commented on a report on the presence of material
fraud in a company was enthusiastic about the idea:

Definitely. When we invest, we want to make sure that the companies
that we invest in are doing what they say theyre going to do, and
that they’ve got good systems and processes in place to protect
against fraud, for instance. That doesn’t mean that any of us would
think that fraud won’t potentially happen, because it’s probably
quite hard to set up a system that is going to prevent fraud. But if
you've got enough checks and balances, you should be able to pick
it up pretty quickly if it does happen, and then let the market know
about it. So yes...you need the safety mechanisms put in place to
prevent against those one-off fraudulent-type effects or other risks
in a particular business to try and get some comfort...[about] what
the risks are to invest in that particular company.
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4.0.4 Summary: report on the presence of material fraud in a
company

Users commenting on the desirability of auditors providing a report on the
presence of material fraud in a company are positive. Suppliers, however,
see some obstacles, even in the area of fraud, which is acknowledged as
having a nexus with the financial audit. Auditors’ legal liability is raised
as an issue. A supplier notes the reality that such an auditor’s report
will not prevent fraud or other manipulations. Another supplier fears
that users will not understand the message intended by auditors in such
reports. Sarbanes-Oxley (SOX) compliant companies are, however, already
in receipt of assurance on their internal control reports, and of course
internal controls have a relationship with the propensity for fraud to
occur. The single regulator to comment on this area is enthusiastic about
the idea.

4.1.1 Report on a company’s internal controls: suppliers

As with one of the suppliers in the previous section, this next supplier
reminds us that the SOX regime is already requiring auditors to provide
assurance about management reporting on internal controls:

I'm not a fan of the SOX regime, but...more and more people want
to understand things about companies’ controls and therefore they
would like to know what we're doing in relation to controls and see
information about that...Because of the whole background of SOX,
people want to have confidence in company controls and therefore
want the independent sign-off, but also because accounts these
days are so complicated, most people don’t understand them...mum
and dad shareholders don't understand them. They are more likely
to want to be able to rely on a whole lot of information which is
peripheral to or falls outside of the financial statements and therefore
some general comfort that the company systems are reliable and
therefore that any financial information that’s spat out is reliable
is quite useful for them...[That’s] why...there probably should be
more information disclosed around controls and outcomes.

The same person continues:

Also, people are less interested in historical information and
therefore more real-time stuff is of interest...we'll never audit real-
time information and release it [in] real time, so...if you could get
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the position where we’d audited controls and therefore people knew
information was reliable because it had come out of that controlled
environment, that would be useful...that’s probably the main thing
where...people would...find it useful and the market ought to
find it useful to say our work’s done, more can be disclosed...in
terms of how it can be disclosed...it is a SOX-style of sign-off, but
it would want to be much more tailored...my observations on the
SOX process is that most people have said yes, it’s had some use, but
the costs far outweigh the use. The way the law’s been interpreted
has just been so over the top and there’s been far too much work,
so I haven't given a lot of thought to how it should be disclosed...
whether it’s certification of the CEO, CFO certification or something
much more prescriptive, I don’t know, but I would have thought
something around controls would be the main thing that...people
[would be| wanting to see disclosed more...in relation to work that
we...do at the minute.

4.1.2 Summary: report on a company’s internal controls

Bearing in mind the suppliers’ comments in the previous section on reports
on fraud, a single supplier further reminds us of the US SOX regime and
the fact that assurance about management'’s reporting on internal control
has been found to be useful—but costly. Suppliers perceive that there is
demand for this type of assurance.

4.2.1 Report on the integrity of senior executive managers in a
company: users

There was concern among some of the users about the type of expertise
and the subjectivity that would be involved in auditor-provided reports
on the integrity of senior executive managers. Potential conflicts of interest
between auditors and management were raised in light of the current
auditor-appointment model.

[T]hat comes down to one auditor’s view on

"' asking myself someone else, and...that’s a bit dangerous.

how long would an
auditor survive [whol] [T]hat’s really hard...[auditors are| not trained
gave a critical or an psychologists.
unfavourable opinion
about the integrity of ’ . . .
TR I'm looking at the small companies that I mainly

deal with and I'm asking myself how long would

618|



OTHER ASSURANCE SERVICES AND REPORTS

an auditor survive [who] gave a critical or an unfavourable opinion
about the integrity of management...there’s an inherent conflict
of interest that is hard to resolve under the current appointment
process of auditors, because auditors do get appointed by the
companies; they don’t get appointed independently. If that were
the case, if there was an independent panel allocating auditors to a
company, then the situation would be different.

One user, however, is in support of a report on management integrity:

[A]s an investor in listed companies, I'd find that more valuable
than reading the financial statements. An analyst can wade through
the financial statements and provide a research note for us, but to
have an opinion on the management and the way they go about
business...would be helpful. Something a little bit more tangible
than just reading numbers...would be good.

4.2.2 Report on the integrity of senior executive managers in a
company: purchasers

The purchaser group also raised the notion of a potential conflict
of interest.

How would they know? I can't possibly imagine
an auditor saying that management didn’t have

. . . . . ‘[It's just t flicted,
integrity...it’s just too conflicted, the relationship, [t just too conflicte

the relationship, the

the way it’s set up at the moment between way it's set up at the
management and auditors, who pays the bills and ?T‘]:rge”;r:;:‘?’;‘ig
all that kind of thing. It’s the kind of thing that I, audito?& who pays
as an audit committee chair, ask the auditors in a the bills.’

private session without management. I wouldn’t
expect them to go public on their views on that
kind of thing.

4.2.3 Report on the integrity of senior executive managers in a
company: requlators

The view from regulators coincided with users” and purchasers’ sentiments
that the relationship between management and auditors was too conflicted
for auditors to be able to provide such a report.
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[T]hat’s a good idea...there is a serious obstacle in the fact that
management appoints auditors’ and have some influence and
leverage over their dismissal and the ability to appoint someone
else who is more malleable. So unless the system of recruitment
or appointment of auditors changes...auditors will be in a very
invidious situation and it might be hard for them to be objective
when assessing management’s ability. I like the idea of assessing
management because it’s one of the principal risks of investing in a
company, but I can’t see that idea could work in practice unless the
structure of the industry is changed.

4.2.4 Summary: report on the integrity of senior executive
managers in a company

The potential conflict of interest in having an auditor provide a report on
the integrity of senior executive managers, when managers have influence
over auditors’ dismissal and replacement, is seen as too great by users,
purchasers and regulators.

4.3.1 Report on the risk-management approaches of a company:
users

Opposing views were expressed by users about auditor provision of
a report on companies’ risk-management approaches, as can be seen in
the following two quotations. One was enthusiastic and could see value
being added, but the other felt there was a problem if companies were not
already aware of their risks and that to have an auditor opine on this issue
would be ‘dangerous’.

I do see meritin comments—for example, about the risk-management
processes—because here it is easier to develop a framework against
which to evaluate what’s happening in the company. And looking
again at the small companies that I research mainly, this would be...
beneficial to those companies because a lot of them don’t have that
kind of...formal risk-management process. If they were forced to
look at it, the company, from that perspective, it would...in many
cases improve their business. So I can see a rationale for that.

9  In fact, members appoint auditors under the Corporations Act 2001.
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It’s in a consultation paper about potentially
having auditors audit the top-five risks that a
company is exposed to. And that kind of thing...
would be a really bad idea...if it’s the kind of
non-financial information that auditors have
some idea about, then possibly, but otherwise...
we could be expecting auditors to be opining
on something that they really don’t know much
about or don’t understand, and...that’ll be a very

‘If you're going to rely
on your auditor to tell
you...whether you've
got it right in terms of
your top-five risks for
the company...there’s a
problem there.’

dangerous situation. If you're going to rely on your auditor to tell
you...whether you've got it right in terms of your top-five risks for

the company...there’s a problem there.

4.3.2 Report on the risk-management approaches of a company:

regulators

While the only regulator to discuss an auditor-provided report on the
risk-management approach felt that there was merit in auditors providing
more assurances generally, there was doubt about the merit of this issue.

It’s very difficult because a lot of the audit statements these days
don’t tell you a lot. But then you can’t expect an auditor to be
sitting on the shoulder of every director either...it’s a really hard
one...what auditors provide today is probably on the light side. It
would be better to have more assurances, but I haven't given a lot
of thought...to what the nature of those assurances should be...
expecting them to be looking at everything that a director says is
ridiculous...[there are| benefits of regulation, or stipulations that
auditors do certain things, but the onus can be quite phenomenal

and you may not get a lot of benefit out of it.

4.3.3 Summary: report on the risk-management approaches of a

company

Bearing in mind the comment from a supplier in the first section of this
chapter on fraud, which covers risk-management reports too, there is
some support for this type of assurance being provided by auditors. One
user takes this from the perspective of the entity, rather than of other
users, and comments that it would be dangerous for companies to rely
on such reports. The regulator who commented saw merit in auditors
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being required to provide more assurances but he or she had not thought
through the nature of those assurances.

4.4.1 Report on the quality of corporate governance in a company

or on conflicts of interest of directors of a company: users

There was little support among users for an auditor-provided report on
the quality of corporate governance and on directors’ conflicts of interest.
Quotations from the interviews reveal the extent of opposition to this
proposition.

I don’t see why you would need that...I get back to the powers of
the corporations law, particularly where you're dealing with listed
companies that now under corporate governance [guidelines] should
have a balance of independent directors. I would have thought
that burden rests with them, not an audit process...to have it as
a standard reporting requirement...is unnecessary...it's just going
to add to the whole cost of the system in an already overregulated
system.

[W]e should rely on independent directors...[and] under the
corporations law...there is enough to ensure that there are those
checks and balances internally in the company as it is.

4.4.2 Report on the quality of corporate governance in a company

or on conflicts of interest of directors of a company: suppliers

The following supplier feels that auditor-provided assurance reports
dealing with statements made by directors would not be appropriate,
because it would mean providing assurance on directors” judgments and
assessments.

In terms of directors’ statements...that gets very difficult from
an assurance perspective, because...it will be about judgment
and assessment...you could get 10 people around this room and a
director could make a...comment about the future or its business,
or its assessment, and you could have 10 different views. So how do
you provide assurance on something that nearly everybody is going
to have a slightly different view or take on...that area is fraught
with difficulty. And then how would the capital markets or the
investor group perceive that assurance? Because...what would you
be saying? Are you saying that he’s right or he’s got a reasonable
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basis to say that...I'd be concerned about what you're trying to say.
At least if he says something like we have a specific fraud detection
program in the company then that’s something I can assure people
that it is in place, because I can go and say well what have you got
in place to do that? If it’s factual about what’s there then that’s okay,
but if it’s views about things or where things are going...it's very
hard.

4.4.3 Summary: report on the quality of corporate governance in a
company or on conflicts of interest of directors of a company

There was no observable support at all among users for an auditor’s report
to be provided on the quality of corporate governance or on conflicts of
interest of directors. The predominant feeling is that the responsibility for
these aspects of corporate life lies with directors. Suppliers also show no
support, with concern about the subjectivity involved in such assessments.

4.5.1 Environmental reporting and sustainability performance:
suppliers

One member of the supplier group commented positively on an auditor-
provided assurance report—specifically on the environmental and
corporate sustainability performance of a company, as long as

[if was] relevant and provid[ed] assurance in areas that are relevant
to users...I see this whole area of sustainability and CSR [corporate
sustainability reporting] as an area that is relevant because one
thing that I see happening in the sustainability space...[is] market
participants seeing that there’s value in having some attestation
attached to a sustainability report, or some sort of corporate
social responsibility measure, but then going out and getting that
attestation from people who don’t have a framework from within
which to provide the attestation. So you've got engineers—and I'm
not saying engineers don’t know about engineering—but do they
know about auditing? So that’s an area that the profession needs to
think about...it’s a logical [outcome]. You need to have the skill set
to provide the assurance, but you need the assurance framework, so
that’s a place for the future.
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4.5.2 Summary: report on the environmental and corporate
sustainability performance of a company

The single supplier who directly addressed assurance provision on
corporate sustainability performance information was positive about
this type of auditor reporting, noting that auditors had an appropriate
framework within which to conduct these assessments, but that this was
not necessarily the case for other categories of report providers.

4.6.1 Report on senior executive managers’ projections for the
company: users

Among the users, there was scepticism about whether auditors would be
willing to provide assurance on forecasts and about the value of providing
such assurance when no convincing or persuasive list of criteria against
which to evaluate the forecasts existed. Two illustrative comments follow.

I'm dubious about the value of providing audit opinion on those
kind of statements, and the key question I ask...[is] what are the
standards that you would evaluate the forecasts against, or those
statements against, those non-financial statements?

I'd be surprised if you would find auditors willing enough to stake
their reputation on potential forecasts. I don't think really that’s
their job...their job is to make sure that what’s being reported is
compliant and being reported correctly and...to a certain standard
so that everyone’s comparable...Forecasts can tend to be a little bit
of the unknown...it would be helpful, but I just don’t know if that’s
the job of the auditors to do that.

Several felt that it would be valuable to have the auditor provide assurance
on forecasts and that the capital market would value such assurance.

[Tlhere is certainly some scope for the forecast stuff, most
definitely...capital markets would be very happy...[with that] as
a service.

When pressed on the type of report provided by the auditor, the following
comment ensued, drawing attention to the auditor’s legal liability:

It’s just got to be clear what’s being done [in giving certification on
those forecasts or perhaps a review]...if it’s going to be done...if its
completely disclaimant away [sic| there’s no point. Do you know
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what I mean? And reviews tend to be disclaimant away [sic| a bit.
By the same token, I can’t get my head wrapped around how you'd
deal with the liability of certifying something.

Assurance about explanations of why forecasts were not met also featured
as a potentially valuable exercise.

[Clomparatives are fairly interesting—potentially comparative to a
forecast—and why [they did] or why they didn't meet their forecast
projections. It could be something that would...provide some
assurance that what they’ve said in the past has come to fruition...
it gives...an indication of credibility on behalf of the management,
that they’ve...done what they said they were going to do...and if
they don't...achieve it, why they haven't done it...And it’s pretty
important to relay that back to clients.

The issue of legal liability for the company providing the forecast was,
however, a concern expressed by one person:

[T]he concern...is...if these statements suddenly

become [the| subject of an audit report that ‘[Tlhe financial markets,
attaches a different level of liability to them. That, the press, the analyst
. . h h . community, [do] a
In my experience, means that the companies better job of probing
will consult their lawyers before they make any how much of that is

real, how much of that

. . R is baloney, than the
against the interests of the financial markets... auditors could achieve.”

the purpose of such an audit opinion on non-
financial statements would be to test the veracity,
the content, the reliability of the forecast. But in the absence of very
clear and set measurements, or a stance against which we could
compare it and evaluate it...the financial markets, the press, the
analyst community, [do] a better job of probing how much of that is
real, how much of that is baloney, than the auditors could achieve,
keeping in mind that if there is an auditable report, or an audit
report on those statements, in the first instance, the information
flow would be reduced. So at this stage, no, I would not advocate
it...it would do more harm than good.

announcements whatsoever, and that really works

Another of the users was worried also about legal liability, but this time
from the auditor’s perspective:
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[A]s an outcome, it’s the right idea how it kind of lands...it’s got a
cost benefit reality to it. Its just so costly to get over the liability
that maybe that outweighs the benefit.

One of the users felt that such assurance would be of little value because
auditors would not have the required industry knowledge to be able to
credibly provide it.

Generally speaking, I don’t think that will add a lot to the audit
process...they’d struggle to come to grips with what that meant...I
don’t necessarily think the assurance would be of any value at
all...it sounds okay to us, because there [are] suppositions in all
those forecasts—Ilike certain level[s of] economic activity, certain
industry dynamics. It’s not necessarily an auditor’s place to [do]...
no-one understands those things.

4.6.2 Report on senior executive managers’ projections for the
company: purchasers

Only one of the purchasers responded in the specific context of forecasts.
That comment, similar to one from the user group, related to the legal
liability of the entity in providing such forecast information.

[Blefore anything like that happens, I'd like to see the business
judgment rule extended for directors of companies to be able
to make some kind of meaningful commentary about future
performance without being exposed...it’s exactly that forward-
looking information that would be much more useful to use as a
financial statement than this backward-looking stuff we've got at
the moment. So if we did get to that point and if companies weren’t
providing that kind of information then you could have something
that says yes, it's been compiled from this or it seems reasonable
in those circumstances, but it’s always quite fraught trying to get
those kinds of opinions on forecasts.

4.6.3 Report on senior executive managers’ projections for the
company: suppliers

Two of the suppliers commented explicitly on the provision of assurance
on forecast information. The reactions were mixed, with one in support
and the other not so.
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No, absolutely not. Forecasts, any comment that
an auditor—and I'm speaking about it from an
auditor point of view—that we could make on
forecast would be so heavily qualified that I
don't know what benefit it would provide to
the shareholders. It would add another layer of

‘| can't see how it
would provide any
value whatsoever to a
shareholder, or to the
market, because we'd
basically put every
caveat on it that

cost that they'd [have]| to pay for and...they’d we could.’
end up with something that said, “Well, you

know we can’t guarantee this will happen; we

can’t guarantee that will happen.” If these five limited assumptions
happen exactly as theyre said, and exactly in the same order and
whatever, then yes we can. But...anything that we could provide
would be too limited. I can't see how it would provide any value
whatsoever to a shareholder, or to the market, because we’d basically
put every caveat on it that we could...It’s too risky from a forward-
looking point of view.

[Flinancial information that is not strictly part of the financial
statements...auditors can play a valid role there. Looking at
forecasting...evidently youTre into the future, auditors can
certainly make sensible comments on the assumptions and bases
on which that forecast is being prepared, as you would for instance
in a prospectus; proper disclosure statements and all that sort of
thing. So they could certainly add some value there. Are they the
best people? I don't know; there are probably others who could [do]
it as well or better. If you start applying the corporation finance
disciplines of a Big Four firm to it, it becomes very expensive, very
quickly. And...you'd have to ask is the...benefit of that greater than
the cost. I'm not convinced it is for future forecast information. Also,
if management are making forecasts, people need to understand [it]
is their prediction of the future, and it has inherent uncertainties,
and everyone should make up their own mind about that. And if it
later transpires that management have made up these numbers then
they should pay the price...So, [auditors are qualified to handle|
financial information in the past...[but] into the future, less so—
although...they could sensibly comment on assumptions and bases.
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4.6.4 Summary: report on senior executive managers’ projections
for the company

Users are troubled about the legal liability issues—from a company and
an auditor perspective—if auditors provide assurance through their
reports on projections for the company. The single purchaser commenting
specifically on the projections or forecast issue wants to see some attention
paid to the business judgment rule to limit directors’ liability before this
type of report is supplied. One supplier feels that auditors would place
too many caveats on such a report for it to be of any value, while the other
feels that such reports could add value, but they would be very costly.

4.7.1 Report on the reasonableness of non-financial information
contained in a company’s annual report: users

There were mixed feelings among users in relation to auditors’ provision
of a report on the reasonableness of the non-financial information in a
company’s annual report.

This next user comments on how hard it would be to expect auditors to
provide assurance on statements that are inevitably forward looking when
the financial statements themselves are retrospective.

The most crucial thing...is reviewing the non-financial information
to ensure that it’s not inconsistent with the...financial information.
So when you're referring to in your spiel about how the company
has performed for the year, your results that youre talking about
aren’t inconsistent with the results that have been shown in the
financial information...Where the difficulty lies is when you look
at the non-financial information there’s a tendency to talk about
performance this year and where youre going from there, so that’s
where the difficulty would be for the auditors...how to verity that
information. And certainly you wouldn't be able to do it to the same
level of assurance that you've provided financial information. So
you couldn’t sign an audit report on financial and non-financial
information because there’s often talk about markets, talk about
future expectations and future performance—that sort of thing.

One user felt that for companies where such assurance would be the most
use, little voluntary non-financial information was likely to be disclosed.
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[I]t’s a hard one in terms of what companies are prepared to pay
for. Obviously, companies seek the law and they say, “Well, if we
comply with accounting standards, that’s what we should pay for.’
So it would probably take an exceptional company to go to the...
further stage where they’d provide even more disclosure...it would
be useful in cases, particularly where companies are at the financial
edge or when there are accounting/financial problems. But in those
cases, my experience has always been that those sorts of companies
are less likely to try and disclose information.

One user is sceptical that such assurance would be useful because
it is likely to be surrounded by disclaimers if provided:

[W]e've already got enough obligations around disclosure and
the accuracy of information provided into the public domain and
all the rest of it. Is an audit of that going to increase any more?
I wouldn't have thought so...So no, I'm not sure you need auditors
clearly involved more in that space, given you should already have
enough comfort about it, given the current structures under the
corps law and all the rest of it.

4.7.2 Report on the reasonableness of non-financial information

contained in a company’s annual report: purchasers

Purchasers were generally against assurance being provided on the non-
financial information in an annual report, worried that it would lead to the
second-guessing of management. Two illustrative comments follow.

I have reservations about that...because...it can take the form of
second-guessing of the board...The board is accountable and the
board should be required to make its reports in those areas. If the
shareholders wanted assurances, they're really saying, ‘Is the board
basically reporting honestly to us?” And...that takes us down a
different track...if a board makes its assurances and is reporting
to the shareholders then it’s held accountable to those, and
there are regulatory mechanisms in place to punish them if they
mislead their shareholders...I'm not really...keen on the auditors
going in and giving an assurance. The other worry...is that I saw
what happened in the NSW Government when it established the
Independent Commission Against Corruption...in the end, because
the ICAC became involved in ruling on whether the government had
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made appropriate decisions or not, the government has got into the
habit, before they’d made a cabinet decision, of shooting the stuff
off to the ICAC to get it checked to see if it was okay. And what was
happening effectively was a transfer of authority from an elected
body to an unelected body. So I feel the same way about directors
of companies...it’s a kind of slippery slope when they start to move
things away and say, “Well, the auditors are going to check to see if
that’s okay.

[T]hat could be within danger of being quite subjective. And no,
I didn't find it a particularly appealing idea from the point of view
of the audited company. From the point of view of a stakeholder
into other audited companies as discussing customers, et cetera...
it would be quite a potentially useful prism, but it’s one that we
attack ourselves anyway.

4.7.3 Report on the reasonableness of non-financial information
contained in a company’s annual report: suppliers

Suppliers were generally sceptical that clients would be willing to pay for
assurance services provided on non-financial information.

They've got to see value out of it...one of the challenges from an
audit perspective is...about all this additional work that we've got
to do, that we've to actually communicate to not only the directors
and management, but...to the shareholders as well...[that] theyre...
getting some value out of that. And that’s a challenge sometimes...
in the end, some of them just want to see the report...But for those
who [are] genuinely [interested], you can...communicate somewhat
what they would consider to be value items out of it, then it becomes
a little bit easier to pass that cost on. But it’s a hard one.

Others from the supplier group made it clear that they were not comfortable
with providing assurance on non-financial information.

I definitely would not want to be putting my signature on that sort
of stuff...as a normal part of events, I would read certified financial
statements and I would read the directors’ reports obviously. And
it doesn’t form part of my opinion, but I would always make sure
that it’s consistent with what'’s in the financial statements and [that
it’s] consistent with my understanding of what’s happened in the
entity. So I always...make sure that that’s the case. But in terms of
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risk assessment and those sorts of things...the level of expertise
and the level of in-depth knowledge that you need to have about
the company, which management obviously would have to be able
to conclude on those sorts of aspects of the business...would be
beyond what we would ordinarily gather from a normal audit
relationship...that would be stretching our role quite far. And...
the costs would become quite prohibitive if we [had]...to do that.

Suppliers raised questions about whether the level of assurance being
provided on non-financial information would be understood by users of
the assurance.

[T]he auditors can properly give assurance on the financial
information, but to give assurance on non-financial information...
we're getting into areas where the auditors would have to have the
expertise for us to be talking about a whole range of things. I don’t
know where you stop with...stuff like that.

The same person continues:

[Part of the rationale for my answer is that the business acumen of
auditors has a limited focus as opposed to a more generalised one],
because they will be looking, as they must do, to [give] an assurance
within a degree of confidence, which means that it automatically
would mean that you take a conservative view.

4.7.4 Report on the reasonableness of non-financial information
contained in a company’s annual report: standard setters

The one general comment from a standard setter on the issue of assurance
provided on non-financial information was positive.

[Clonceptually...it would be helpful...my understanding from
talking to analysts [and]...the research suggests that some of the
more meaningful information is non-financial...it’s not included
in the financial statements, and it may well be still...financial...so
if some of those things are...reasonably important as indicators of
value then conceptually having the receivers of that informationor...
encouraging some more of that information being made available,
and then putting some sort of assurance over that framework would
seem to be a logical extension of what we currently have, which
is...focused...on what [is] required by [the] accounting standards.
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4.7.5 Report on the reasonableness of non-financial information
contained in a company’s annual report: requlators

There was a view from regulators that assurance provided on non-financial
information would not be of great value to the capital market and would
present an ‘onerous’ burden on auditors.

The reality of it is that announcements are price sensitive at the time
made, so...there’s [not] much point going back and...[having] an
auditor maybe trolling back over statements which are made a year
previously...also fundamentally...the auditor is [not] going to have
the level of expertise...because...[those are] commercial judgments
about things and [I don’t know| whether or not you're really going
to be able to say a lot of sensible things about it...The reality...is
that that information has got to [be] right when it’s released and I'm
not sure an audit process some time after it’s really going to achieve
a great deal.

[Tlhis is a very difficult area now...quantifying and assessing
whether something should be disclosed or not would be quite an
onerous burden on an auditor. I can’t see how it could be regulated
or proscribed so, can you get me an example of non-financial
[information?]...I can see it’s a good idea, but...it would be difficult
to implement in practice.

4.7.6 Summary: Report on the reasonableness of non-financial
information contained in a company’s annual report

Users have reservations about auditor provision of assurance on the
reasonableness of non-financial information in annual reports. Concerns
are expressed about the difficulty for an auditor of providing assurance on
statements likely to be future oriented. One person feels that companies
most in need of providing non-financial information are the least likely
to provide it and another feels that companies would feel compelled
to pass such information past their legal counsel first, which could
inhibit disclosure. One user feels there is a role for compliance plans to
receive such treatment, but overall there is little enthusiasm from users.
Purchasers are not supportive—one because he or she sees it as second-
guessing management and the other because of the degree of subjectivity
involved. Suppliers are sceptical that there is demand for this type of
assurance, given its cost compared with the value likely to be derived
from it. Another supplier feels that the depth of knowledge required to
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give such assurance would be beyond that acquired through the normal
audit relationship. Suppliers are concerned too about whether readers of
reports would understand adequately exactly what it is that auditors are
providing assurance on. Regulators are very negative about the prospect
of auditors providing this type of report, arguing that it would be very
difficult to regulate, that it is not clear that auditors would have the
requisite skills and that the dated nature of the information would make
assurance provided on it of dubious value.

4.8.1 Assurance on information outside the financial report:
general comments—users

Several stakeholders made comments that were more general in their
perspective of auditor-provided assurances beyond the financial report.
Users’ comments appear first, with the next quotation pointing to the
benefits of such assurance.

[Auditors] probably should [provide some sort of assurance on
non-financial information]...the auditors probably have expertise
in different areas rather than just numbers these days, and...as
far as were concerned, looking more at the compliance plans [of]
audit...it’s important that those processes are audited other than
the financial numbers being audited...There [are] a lot of internal
processes and procedures, and...compliance plans et cetera that we
have to adhere to...Even though it can be painful at times, it does...
provide a benefit to us [in the long term] because it’s another set of
eyes looking at things and theyre interpreting things in a different
way than we are and they might look at things [from] a different
angle. So there are benefits.

Not all users, however, are supportive, as the next two quotations
demonstrate:

I'm dubious about the value of providing

. .. . I somebody can come
audit opinion on those kind|s] of statements... /

up with a convincing...

If somebody can come up with a convincing... or even a persuasive list
or even a persuasive list of criteria that could of criteria that could be
. . applied to evaluate those
be applied to evaluate those non-financial non-financial statements
statements then maybe I would change my then maybe | would change
my mind.’

mind. But at the moment I really see that as a
problem of what kind of measurement do we
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apply, what kind[s] of criteria are the basis of an audit opinion on
non-financial statements.

‘I don't...think it's
something that
an auditor covers
or needs to cover

["Would the capital market find it helpful if
auditors provided some assurance on non-financial
information?’] No, I don't...think the work that they
do—this includes the Big Four firms—helps them

and doesn't have
the experience and
depth to cover.’

in any way understand how a board would work.
If you were talking about the structure of the board,
on the SRI issues...it’s not really their game, that’s
not what theyre about...providing assurances on
non-financial stuff leans to a specialisation in something—SRI or
governance or whatever it might be. I don’t...think it’s something
that an auditor covers or needs to cover and doesn’t have the

experience and depth to cover.

4.8.2 Assurance on information outside the financial report:
general comments—suppliers

Suppliers generally felt an assurance report on information outside the
financial report was feasible for the auditor to prepare, but they could
see some drawbacks in terms of the time it would take. This first supplier
does see a report on fraud and risk management as having a nexus with
auditors, but is still ambivalent about whether or not auditors should be
supplying the service.

I'm generally keener on auditors focusing on their

- strong suit, which is financial information. And

quite often auditors are quite often not very good at reviewing
nott very good non-financial information...some of the ones you
at reviewing . . ]

O T— mention—fraud being one and risk management
information.” perhaps as being another—do have some nexus with

the auditors and it does make sense for them to make
some comment on that. I'm not strongly in favour.
In fact...I would quite like it to be someone other than the auditors
who does that, but someone should do it. Should it be the auditors?
I'm in the middle. I neither agree nor disagree on [fraud and risk
management]. It’s very hard to give a high level of assurance on
intangible things, and if you do attempt...to give even a reasonable
level of assurance on non-tangible items you have to do a lot of
work, it takes a lot of time and that adds to the cost.
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The same supplier discusses the likely impact of this type of reporting on
auditors’ legal liability:

The other example I'd put on record is the [state X] Auditor-
General’s Office, which is one of the few that has to comment on
KPIs [key performance indicators] and achievement. Now that’s
perhaps a little more tangible even than this, and it’s questionable
how much value that adds in the great scheme of things. I'm also
reluctant to take away the responsibility from management and
[the] board for delivering on those less tangible matters. And whilst
no doubt everyone will say that they are still responsible, but the
auditor expresses an opinion, this will no doubt create a degree of
expectation gap where people rely on the auditor to get it right.
And in practice I see that quite often, but the auditor has looked
at this, the auditor has looked at these KPIs. But it turns out that
they weren’t right. So whose fault is it? People think the auditor.
Now the only thing that saves the [state X]| Auditor-General is that
the [state X] Auditor-General cannot be sued. Once you get auditors
who do not have that legal immunity from prosecution, you have a
completely different legal dynamic. So, I'm probably tending on the
negative to doubtful.

The same supplier comments:

Even just a review will cost. Auditors, particularly Big Four
auditors, are not good at just a quick review. It's not what they’re
geared up to do; it’s not what their methodology is designed to
do; it’s not what intuitively they want to do...the type of people
who work in audit division in [the] Big Four tend to bring the
whole sledgehammer to crack the nut, and the legal and regulatory
framework has encouraged...that position. To just do a review of
those things, sure they could. Would it help? I don't think so...
These views will probably be a very individual and dissenting
minority and not shared by most of the rest of the Big Four, but
nonetheless that’s what I think.

4.8.3 Assurance on information outside the financial report:
general comments—standard setters

On the matter of providing comparative non-financial data between
companies, one standard setter comments:
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[T]o get comparability if you're going to get—just to pick a simplistic
sample, sales pipeline-type information. To get comparability then
you need all the relevant companies to be doing basically the same
thing. So...you probably need some encouragement in some form or
another in the reporting framework to get them to do that. And...
if you build that, expand that reporting framework, then it’s just a
question of what assurance.

The interviewer then comments: ‘So, in the circumstance where you have
a client in one industry and there is no mandate to disclose certain things,
but they want to and then they want assurance around it?” The response
from the same standard setter is:

That has happened. It goes back to these investor reports...to some
extent. That is what is in some of those investor reports, although
they have probably got less information in them, less of that type
of information in them now than what they probably had a few
years ago. And there are some limited examples...of those investor
reports having some assurance put over them.

4.8.4 Summary: assurance on information outside the financial
report: general comments

In general comments about the notion of auditor-provided reports on
information beyond that included in financial reports, there was a range
of views. Users tended to be supportive but suppliers were generally
not—arguing that the Big Four would tend to bring a ‘sledgehammer to
crack the nut’ mentality to such engagements. The one standard setter’s
comment in this section refers to his or her perceived need for a mandated
approach and a formal framework for such assurance to be provided.
The reader is reminded that the issue of assurance that goes beyond the
statutory audit is addressed in Chapter 17.

5.0 Issues and implications

With reference to the survey, certain positive results with respect to
additional and/or enhanced assurance services are observed. Positive
results relate to potential reports on material fraud, internal control
procedures, risk-management approaches within the auditee, the quality
of corporate governance and reports on conflicts of interests of directors,
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specifically with respect to users. Purchasers and suppliers show some
scepticism, although there are positive responses in relation to reports
on material fraud, internal control procedures and, to a somewhat lesser
extent, risk approaches of the auditee. Suppliers and purchasers also
received relatively positively the idea of the auditor reporting on the
quality of corporate governance. Some of the more detailed comments
from various stakeholder groups, however, suggested that a considerable
amount of conditionality exists around the positive responses observed in
the survey.

On the issue of providing assurance on non-financial matters generally,
a number of mixed views are expressed within the interviews. Even
among users, there are mixed views on the positive/negative aspects
of these potential additional assurance services. The point is made
that if there is additional assurance around these disclosures then this
might inhibit the provision of enhanced disclosure by directors and/or
management. The mere fact that there is an assurance process around a
further statement, irrespective of the topic or content of that statement,
changes the nature of the statement itself, it is argued, and therefore might
limit or inhibit as full a disclosure as would otherwise be made. In other
words, the presence of assurance could change the statement itself and
the propensity to make such a statement too. Additionally, users express
some scepticism about the level of disclaimers that would be placed on
these assurances and whether, as a consequence, the assurances given
would be useful. Another suggestion is that there is adequate regulation
around many of these additional disclosures and, as a consequence,
assurance services on these disclosures are unnecessary. Purchasers also
take the view that assurance around some of these additional statements
would represent ‘second-guessing of the board’, which is there to
oversee company management on behalf of the shareholders. Suppliers
also see various positive aspects to additional assurance being provided
to statements made to the market, but are sceptical about whether
purchasers are prepared to pay for that assurance and if there is value in
its provision. There is also some question about whether these additional
assurance services would be well understood by the market and if indeed
it would be possible to provide assurance when some of the additional
disclosures could represent subjective statements, which, given different
perspectives, could be either ‘right” or ‘wrong’. Standard setters are more
positive about the possibility of assurance on additional statements, but
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suggest the need for universal reporting and a framework within which to
report. Regulators are more sceptical, questioning whether there is value
in these assurance engagements other than in the unrealistic circumstance
of provision of real-time assurance.

With regard to certain additional assurance services, there are some
quite positive views among particular stakeholders. With respect to
reporting on material fraud, users believe that the market would appreciate
these additional assurance services, but questions remain about how it
would be best achieved. Suppliers believe that assurance around issues
such as fraud and risk management would have a nexus with the existing
audit framework and therefore the auditor would be a credible supplier of
these additional assurance services. Others believe that auditors might not
be the ‘right” people to provide even reasonable assurance. One suggests
that the audit technology used might not lend itself to the provision of
additional assurance services, equating it to bringing ‘a sledgehammer
to crack a nut’. Regulators are quite positive about auditors providing
additional assurance around the presence of material fraud. Regarding
internal controls, more positive than negative views are expressed and,
again, suppliers see a nexus between their current role and the provision
of additional assurance around internal controls.

Users, purchasers and regulators openly question providing assurance
about the integrity of senior management. The nature of these concerns
revolve around two aspects: 1) whether the type of expertise an auditor
possesses is appropriate for the provision of such assurance; and 2) more
generally, the view that there is an inherent conflict of interest between
the appointment of the auditor on the one hand and the assessment of the
integrity of management on the other hand.

Risk-management approaches by the company also attracted some
scepticism. Suppliers see that there is some nexus between what they
currently do and the provision of additional assurance. Users have more
mixed views, as do regulators.

With respect to a report on the quality of corporate governance, users
support the general notion that the provision of independent directors
is the appropriate mechanism to ensure there are adequate checks and
balances, rather than an assurance mechanism of the type that might be
provided by auditors.
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Another possibility for the provision of assurance is on reports about
environmental and corporate sustainability, but the observation is made
that whoever provides the assurance needs to have the relevant expertise
(such as that required in the climate change area) as well as an appropriate
assurance framework. Therefore, the provision of one of these in the
absence of the other would represent an inadequate solution for the
provision of that additional assurance.

There are more extensive observations about management forecasts.
On the one hand, users question whether suppliers are willing to provide
assurance and the nature of the appropriate framework or criteria
on which these forecasts would be judged. An alternative might be to
provide a commentary on the adequacy of previous forecasts, thereby
adding to the understanding of the quality of forecasts in the past. Users
suggest there are issues around the legal liability of the company in
making these forecasts and indeed legal liability for auditors in providing
assurance around them. Purchasers too raise the issue of the legal liability
in making forecasts. Suppliers have strong but mixed views. Some argue
that the conditions around such an assurance would be so qualified that
the assurance could be of questionable use. An alternative would be to
provide assurance around the assumptions made in the construction of
forecasts rather than the forecasts themselves, and the authors observe
this is already the case in relation to initial public offerings (IPOs).

With respect to the provision of non-financial information in company
annual reports, suppliers are comfortable with ensuring that the non-
financial information contained in annual reports is not inconsistent
with conventional financial reports as already mandated by the auditing
standards, but are somewhat sceptical about stretching that role further.
Additionally, there is some question about whether the market would
understand such assurance.

While generally there is a considerable amount of questioning of the
value of these additional assurance services, a common observation is that
the market would not understand such assurances. History tells us that
new information in the market might not be well understood and there is
a need to be patient so that the market can be educated.

Many but not all of the additional assurances services that generated
discussion represent, at least in part, information that is captured by the
auditor in the process of formulating the background information used
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within the audit process. For example, the determination of the presence
of material fraud, the understanding of internal controls, the assessment
of the integrity of senior management in understanding the approach
used by the auditee in risk management and the quality of corporate
governance generally are inputs into the audit process and, some would
argue, are necessary conditions for the completion of an adequate audit
in many instances. The distinction here is that rather than being inputs
into understanding the background of the audit so the audit can be
completed competently, these assurance engagements represent outputs
that would be used to inform the market rather than inputs used to inform
the auditor in completing the audit process. The important distinction
between inputs and outputs is that outputs would be used to inform the
market. The auditor would be held accountable for those assessments and
therefore would require clear subject-specific guidance within which
those judgments might be made and clear expertise in making them.

6.0 Concluding remarks

There is the potential for positive action in relation to provision of the
types of assurance raised in this chapter, which could provide utility to
the capital market. As indicated in the survey and the interviews, there
is positive sentiment towards the provision of assurance on some matters
beyond the statutory audit. For example, there is support for assurance
on reporting of the sustainability of entities. It is noted that while a
framework exists within which this assurance can be provided, what
is potentially missing is subject-specific guidance that would provide
clear pathways for assurance on specific areas. These specific areas could
include sustainability and topics such as conflict of interest of directors,
internal control (which already conspicuously exists in the United States)
and corporate governance.

In fact, each of these three topics could be subsets of the more
generalised area of the risk approach of the auditee. It is the last of these
topics—the risk approach—which could be one of the most highly
value-adding assurance engagements for the capital market. Provision
of this subject-specific guidance could be undertaken by the Auditing
and Assurance Standards Board, perhaps in combination with other
stakeholders including the ASX, the professional accounting bodies and
the Australian Institute of Company Directors.
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With respect to the issue of sustainability, the International Auditing
and Assurance Standards Board is already tasked to provide this topic’s
specific guidance. Additionally and as an important motivation to those
in Australia who engage in these actions, the international board—while
it recognises the importance of these specific areas—does not see them
specifically as fitting within a generalised framework of the risk approach
of the management of the company. This provides Australia with an
opportunity to provide leadership on this matter.
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