CONCLUSION AND RECOMMENDATIONS

1.0 Introduction

A market values no product or service unless the underlying characteristics
and contributions made by the product or service are known to that
market. Markets act efficiently and will price goods and services according
to the value that the buyers in the market see exhibited by the product or
service. The price paid for the product or service will be the intersection
of the price demanded by the suppliers and the price the purchasers are
prepared to pay.

Goods that are seen as ‘compliance’ goods are invariably subject to
price minimisation by purchasers. Typically, a compliance good is one that
is required by regulatory authorities and is not valued inherently itself.
There are those in the market for audit services who believe that auditing
is a compliance good. There are others who believe auditing provides
substantial benefit to shareholders, to the board of directors of a company
and generally to the community. This benefit extends to the capital market
and to the quality of information used in that market. Whether or not it is
seen as something of value, it is the case that the inherent characteristics
of the audit are not well exposed or necessarily understood to all in the
capital market. This, in some circumstances, has given rise to a mismatch
between the value delivered and the value expected. This mismatch has
been called an ‘expectations gap’.

Auditing is in a class of goods and services that is referred to in the
economic literature as an ‘experience good’. An experience good is
something that you cannot fully understand the characteristics of until
you have experienced the delivery of the product. Many services, such
as dental, medical and legal services or even airline travel, can also fall
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into this classification. The essential characteristic of these products is
that you have to experience them to understand their qualities. You might
have some prior description or review of the service. You might even have
family members or colleagues who have experienced them, but, unlike
physical goods, these products need to be experienced by the individual
for the individual to have a full understanding of the nature of the
product. Compare, for example, the purchase of a new motor vehicle with
the purchase of audit services. One can test-drive the motor vehicle and
one can choose colours and options, but one has the opportunity to see
the product before purchasing it. The purchase of an audit is based mainly
on reputation and the promise of delivery of something of a quality and a
nature that is desirable.

Audit is therefore difficult to understand without experience of it.
Further, even if there is experience of it, key stakeholders see little of the
experience. For instance, directors know little of what transpires during
their company’s audit. This means that compared with, say, dentistry, full
understanding is doubly hard. At least with dentistry you get to live and
feel the experience.

It is in this context that the comments in the next section and
the recommendations that follow it should be read. Many of the
recommendations seek to assist in overcoming the level of information
asymmetry existing between audit and those who cannot experience it
directly.

2.0 Where, then, will the future of audit take us?

During the early years of the twenty-first century, policymakers and certain
participants in the market for audit services have taken important steps
to map out the future of audit. In Australia, the changes to the regulatory
regime (CLERP 9) after the spectacular corporate collapses of the early
years of this decade have seen some important ‘big-picture’ changes. We
have seen changes in auditing standard setting, with greater representation
in the process from those outside the supply side of the market; the legal
backing of auditing standards; more detailed requirements over the
independence of the auditor; a reduction in professional self-regulation
and co-regulation; together with an increase in regulation and oversight
by Australia’s principal regulator in this area. There have been similar
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changes in other jurisdictions around the world to a different extent
and with a different nature, but regulatory change has been one of the
hallmarks of auditing in the past several years in many parts of the world.
The unresolved question remains whether these changes have had their
intended effects.

2.1 What were the intended effects of the regulatory
changes?

There were many well-intended changes to the regulatory regime in the
earlier part of this century that could have provided value to the market
for audit services, enhanced the audit attestation function and enhanced
financial information that was crucial to the efficient operation of the
capital market. It is difficult, however, to conclude that all these regulatory
changes have had the intended effect. The intended effect can be gleaned
from the six overarching principles for the Corporate Economic Reform
Program in general, reproduced in the CLERP 9 Discussion Paper as:

* analysis of the costs and benefits of the proposed changes

* development of a consistent, flexible, adaptable and cost-effective
regulatory and legislative framework

* reduction of transaction costs for firms and other market participants

* achievement of appropriate balance between government regulation
and industry regulation

* removal of barriers to entry for service providers

* improved harmonisation between Australia’s regulatory framework
and those applying in major world financial markets (Corporate Law
Economic Reform Program Discussion Paper, no. 9, 2002:14).

The stated objective of CLERP 9 is useful also: “The underlying objective
of the reforms is to improve the operation of the market by promoting
transparency, accountability and shareholder activism’ (Explanatory
Memorandum to the CLERP 9 Bill 2003:Clause 1.4). The relevant portion
of the introduction to the CLERP 9 Bill states that the bill sets up a
framework that includes measures designed to improve the reliability and
credibility of financial statements through enhanced auditor independence
(for example, partner rotation and disclosures around non-audit services),
improved enforcement arrangements (for example, legally backed auditing
standards) and measures to better allocate and manage risk (incorporation
and proportionate liability) (Corporate Law Economic Reform Program
No. 9 Bill [2002]:2-3).
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2.2 Have the regulatory changes affecting auditing brought
a positive cost/benefit outcome?

Some would argue strongly that the enhanced regulation has meant
that the documentation requirements have been strengthened and have
resulted in better quality auditing. The extent to which decision making
is now documented and thus defensible is stated by several interviewees
as a positive. It has, however, not come without cost. In some instances,
this cost has been difficult to separate from other costs because of the
existence of other contemporaneously timed changes in financial reporting,
including the introduction of AIFRS.

The costs of these changes are evident at many levels. Some have
argued strongly that these changes and the documentation requirements
in particular represent a distraction from the primary objective of the audit
and have meant more time and effort have been spent on documentation
rather than dealing with the substantive issues of the audit. The changes
have also meant that many see there has been an extension in the routine
nature of much of the work, which might not suit the present generation
of audit firm recruits—that is, generation Y.

The withdrawal of co-regulation as the primary policy position and
the creation of separable regulatory frameworks have produced potential
separation between those who regulate the audit market and those who
supply into it. In effect, this could have exacerbated a second expectations
gap that runs parallel to but is separable from the expectations gap
between users and audit suppliers. Interviewees discussed an observable
gap in expectations between regulators and suppliers.

The changes have also given rise to a potentially unintended
consequence. The remuneration and rewards for members of the auditing
profession have been seen to decline in relative terms while the risks
and the level of scrutiny and potential penalties have increased. If true
and sustained, this development has a consequence for the long-term
recruitment and retention of staff interested in and passionate about
auditing. The nature of the change in the work and the increase in the
mechanical and routine aspects also mean that there are potentially less
opportunities for auditing staff to develop their business acumen and gain
an understanding of their clients more broadly.
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We have found evidence that auditing staff has not only acquired
more limited reward opportunities and faces higher risks, they have
severe limitations on alternative income possibilities through investment
because of the changed independence requirements. These independence
requirements also have the effect of potentially causing inefficiencies in
the supply of consulting services to audit clients. Similarly, the rotation
requirements mean that potential inefficiencies are introduced especially
where an audit client is in a particularly complex or highly regulated
industry; the five-year cycle could give rise to inefficiencies in the conduct
of the audit, although it could provide enhancements in independence.

With the changes, we found no difference in the frequency or extent of
reading of the audit report compared with before the regulatory changes.
It is noted, however, that the audit report remains standardised and
has not been substantively altered, adjusted or elaborated on with the
regulatory changes.

In the interviews that were conducted, we did not find many who
believed that the legal backing of standards added to the value of an audit;
indeed, we found few individuals independent of the audit standard-setting
process itself who believed that legal backing would make much difference.
We found no-one who was prepared to say that the capital market had been
enhanced by the legal backing of standards. Perhaps there are others who
we did not interview who would be prepared to take such a position.

We have no evidence that the change in membership of the Auditing and
Assurance Standards Board has not had a positive consequence in making
it more accountable to a wider group of stakeholders within the market
for audit services. There is no evidence that the legal backing of standards
has in fact enhanced the credibility of financial statements, the quality
of auditing and its role in the capital market or reduced the likelihood
of unanticipated corporate collapse. The introduction of regulatory
changes related to independence has been important and has caused
structural change in the market. We do not know if we have avoided an
independence catastrophe as a consequence of these regulatory changes,
but we might have. We can conclude, however, that the changes have
given rise to considerable cost—financial and non-financial. The changes
to oversight, including but not limited to regulatory inspections, have also
had costs and have, we would argue, profoundly changed the structure
of the work, which will have considerable continuing consequences for
audit firms and their staff.
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Despite the potential negatives listed above, we still see a market that
does not seek to change a mandate to the auditing profession that makes
it obligatory for all listed companies as well as many others to undertake
a statutory audit of one form or another. The key to the value of the
audit is to ensure that the market sees the characteristics it brings and
chooses to value them. The future of audit is all about ensuring that value
is delivered, the alternative being the ‘compliance good’ philosophy and
driving down of costs and fees as a consequence. One interesting outcome
of recent regulatory change has been the dissipation of auditor concerns
about legal liability.

2.3 Responses by a market that is increasingly under
pressure

The recent past has seen considerable pressure applied to audit firms and
indeed the market for audit services generally. As suggested above, these
pressures come in many forms but, when viewed from the supply side of
the market, there is evidence of pressure with respect to the price of the
services delivered. There are also pressures related to the inspections and
regulatory oversight—sometimes, we are advised, from many different
sources; pressure in terms of recruiting appropriate staff' at junior and
more senior levels and a loss of opportunities to deliver auditor-provided
non-audit services; and pressures from changes in the expectations of
work patterns and scale of work by generation Y employees. This list is
not comprehensive.

One component of the strategicresponse by atleast some in the market for
audit services has been to ‘commoditise’ the audit work. Commoditisation
is a common mechanism used in industries where there is a provision of a
service to respond to price and other pressures. Its application in auditing
could therefore have been entirely predictable. Parallels can be found in
the transport industry, the pharmaceutical industry, in such practices as
conveyancing and even in the delivery of medical services in some parts
of the world. Commoditisation has the effect of driving down costs but it
has been shown to remove some of the ‘glamour’ or intrinsically satisfying
aspects of service delivery. Consider, for example, the airline industry and
the comparison of airline travel a quarter of a century ago with the ‘low-
cost carriers’ of today. The same basic functional service is delivered but
the removal of the prestige or mystique of the service is apparent.
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The commoditisation response also has the effect of making the work
more standardised and formulaic and, as a consequence, it is easier to
document the processes that have been undertaken in the work. While
this commoditisation response might have occurred with or without the
regulatory changes of recent years, it seems likely that these changes have
at least exacerbated these responses. We saw no evidence that this trend
was reversing or perhaps reversible. Given this, policy settings need to
minimise any potential adverse consequences of commoditisation so as to
maximise the net benefits of this trend.

The intersection of the commoditisation response (and the consequential
effect on the nature of the work), together with, as noted above, the reality
that much of the quantity of the more procedural work is undertaken by
generation Y employees results in what might be seen as a ‘perfect storm:
the expectations of the nature of work have gone in one direction and the
reality of much of the work available to be undertaken has gone in the
other. We have evidence that there have been attempts by audit firms to
deal with the symptoms that have arisen here. This includes the creation
of variety by rotation of clients to provide diversity of work (including the
creation of ‘middle-market” work), giving staff exchanges and facilitating
graduate studies. These methods, however, all deal with the symptoms
of commoditisation but the trend towards commoditisation itself remains
unchanged and probably unchangeable.

What are the other responses to a market that is increasingly under
pressure? These responses could come from firms, regulators or those who
set policy.

One strategy could be implemented by a cooperative engagement by
firms and regulators at least and would involve creation of a mechanism
for the market to observe the value of the inherent good or service being
provided. If the value of the product or service can be better displayed
to the purchasers of that service, the drive-down in costs and the
understanding of value are made more possible. Put another way, this
would ensure the transparency of the value of the product to the client.
There have been previous attempts to provide transparency of value and
the accounting firms PriceWaterhouseCoopers and KPMG in recent years
have attempted to make more evident the processes that go on within
major audit suppliers.
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Perhaps in ensuring that the market sees value, we need ‘windows’ on
processes and outcomes so that auditing is more observable by the market.
When was the last occasion you saw a newspaper report with the headline,
‘Auditor does good job’, or when were we informed of the number of audits
conducted in the past calendar year that were successful and aided the
efficiency of the capital market? Where we do have a window on audit
outcomes including positive ones? Where we have them, they are invariably
‘bad’ news stories. The very inspection service that the regulator has set
almost inevitably means that only bad news is ever revealed. No evaluation
exists of particular processes within accounting firms as being ‘above
satisfactory’ or ‘equal to world’s best practice’. One can understand why
a regulator might not want to do this, but it does not add to the efficiency
and competition to drive up the value of the audit and, in that sense, it
does not aid the efficiency of the capital market.

2.4 Where to from here?

What, then, is the future of audit? If the market increasingly becomes
suspicious of and even cynical about the value of the audit, the ultimate
prize of a mandated audit could be at risk. We observed no evidence that
the removal of the mandate, which would make audit entirely voluntary,
was on the minds of market participants.

Throughout the chapters in this report are policy suggestions that might
assist in addressing some of the challenges we infer from participants’
observations. For example, one suggestion is recruitment of staff who are
better ‘fit for purpose’ given the commoditisation trend. Is it the case that
particularly intellectually able graduates, who will expect, indeed demand,
variety and challenging work, should be the targets of recruitment?
Are the current selection criteria in graduate intake processes optimal?

There are other policy recommendations—for example, the area of
materiality (or tolerance for error) has not been exposed to considerable
debate in the wider market for audit services. Providing information,
transparency and communication vehicles—at the very least between
auditors and audit committee members—increases the value of the audit
and permits a more informed discussion on the matter. One can see value
in the audit by simply changing the materiality level and understanding
the consequences of that to cost and to the quality of the audit. The
need for more flexibility in audit reporting, for more dialogue between
regulators and suppliers, for peak bodies with overarching responsibilities
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where currently non-comprehensive arrangements mean that overlaps or
underlaps occur, for more research into the efficacy of regulatory changes
and for plain-English, widely available explanations of audit processes
and the role of audit in enhancing capital market efficiency—these are
some of the actionable recommendations made within each chapter that
arise from studying the responses of the many participants in this project.
The next section summarises in full these various suggestions, before final
‘concluding remarks’ are made.

3.0 Summary of recommendations

Below is a summary of each of the recommendations that is drawn from
the individual chapters. The table is provided as a summary of the
individual recommendations and their specifics. The recommendations,
however, should not be read out of context of the wider discussion. In
particular, we emphasise that many of these matters are not new and,
for some of the recommendations, it is not the first time that they have
been made—but this does not reduce their validity or their importance.
In a number of instances, progress towards achievement of the ultimate
recommendations has been made. We do not imply that in all cases,
ineffective or inappropriate progress has been made. We would assert,
however, that progress towards achievement of the recommendations
might have some way to go. Additionally, in a number of cases, we have
made suggestions that have not been pursued previously or arrangements
that are not presently in place.

These conclusions, recommendations and potential action items might
be of use to the reader as a summary, but we again remind readers that they
need to be considered within the context of the wider discussion in this
report. The authors have expressly not ordered these recommendations
with a view to priority or specific importance. They appear in the same
sequence as they appear in the text, with reference to the chapters in
which the words of the various participants either explicitly or implicitly
gave rise to the suggestions.

Some of the recommendations are more easily implemented than others.
Some require legislative change, which some might consider too difficult to
achieve. The recent furore over executive remuneration, however, demonstrates
that where there is a will, legislative change can be made quite quickly.
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4.0 Concluding remarks

A key outcome of this research has been to make inferences from the invited
opinions of many different stakeholders in the market for audit services.
These invited opinions suggest a number of challenges in that market and
ways in which such challenges might be addressed from the viewpoint
of contributing to capital market efficiency. Although challenges are
identified in this report, the innate ‘stress testing’ of auditing brought
about by the GFC bears witness to its present robustness.

By faithfully incorporating the words of participants who contributed
to this project, we have left the power of their words untouched. At the
same time, using this ‘window’ to the views of participants in the market
for audit services at a point in time, we have sought to synthesise and
distil themes and common perceptions. These perceptions, we judge, are
interpreted as ‘fact’ by those who hold them, but we have come to learn
that ‘fact’ is in the eyes of the beholders and might not be shared by others.

We have concluded that various stakeholders see that the external
financial statement audit is valued and that there is no call to reduce or
eliminate its mandate. We conclude, however, that the audit expectations
gap survives. We are of the view also that it is not possible to close this gap
completely and that to aim to do so is an unrealistic expectation. Our view
is that efforts to minimise the gap should focus on where they have most
likelihood of success and, for a number of reasons, this likelihood does not
lie with a focus on retail investors. Suppliers and regulators share a similar
advanced level of sophistication in understanding financial information
and share also a common motivation to minimise any expectations gap
between them. We conclude that this might be where efforts should
focus, while simultaneously generating relevant educational materials for
more general use. Efforts, we believe, should focus on specific topics our
research has led us to believe contribute to misunderstandings, such as
materiality.

In terms of reforms to the regulatory regime in the past several years,
we find some evidence of unintended consequences. There is a recognition
that audit documentation quality has improved, but at a cost.

The apparent ‘commoditisation’ of the audit has multifaceted
consequences. We point to some of these consequences and provide
suggestions as to how they can be managed. We also observe that the audit
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opinion provided across a whole range of auditees is almost identically
worded. This in and of itself could have contributed to an undervaluing
of the financial statement audit in the market for information. We suggest
amended audit report wording and reporting formats to address this issue.

We infer from participants’ comments that some audit committee
members and even directors exhibit less than complete understanding of
matters relating to the external audit and we make recommendations for
ways that these cohorts might be better alerted to address this.

We observe many challenges relating to the staffing of suppliers to the
audit market. These relate to more junior staff and generation Y issues,
as well as the challenges for providing appropriate incentives for more
senior staff and the limitations some of the regulatory changes have caused
there. Some of these issues might be suppressed by the GFC, but the core
underlying characteristics seem unlikely to change.

The working title of this research project has been ‘The Future of
Audit’. While it is always the case that the future is what you make of
it, this is true in particular for the market for audit services in Australia
and beyond. The absence of a call for the reversal or reduction of the
audit mandate is a powerful starting point for the future. The absence of
reference to auditors’ legal liability in statutory audits, as could have been
expected to arise as a concern from prior research into the expectations
gap, is noted also.

There are no doubt challenges, many of which are noted in the
preceding 500 or so pages. Importantly, we find evidence of unintended
consequences of recent regulatory changes. Lessons need to be learned
before further changes and implementation of such changes. The
forthright views of participants in the market have been documented
here. These might be useful in informing policy positions and changes to
those positions by a range of stakeholders, including those who set public
policy, those involved in the supply of audit services and those who set
auditing standards and give guidance to the audit market.

The authors have attempted to avoid platitudes or ‘motherhood’
statements in writing this report. Those who were expecting them will be
disappointed. Similarly, those who choose to ‘cherry pick” more critical
observations in this report will not be representing its contribution
faithfully or in the spirit in which it is intended.
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The ‘future of audit” is not without its challenges and there are actions
that can be taken by key participants in the market for audit services.
Auditing is now and can be expected to remain a key part of the delegated
regulation within the Australian economy.
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