EXECUTIVE SUMMARY

Overarching comments

With the onset of the global financial crisis, now more than ever the
operation of the capital market has been put under pressure. A key objective
of this research project is to make observations that might enhance and
support the efficiency of the capital market through the information
provided by auditors and its impact and influence. At the time of writing,
there have been few negative observations about auditors and their role in
the global financial crisis (GFC). While criticisms of bankers, regulators,
directors and senior executives, advisory firms, hedge funds and other
financial service organisations (among others) mount, little concern has
been expressed about the role of audit. To some, this could be unexpected,
but the presence of no news is to the eyes of some ‘good news’. In some
ways, the GFC can be seen as a stress test of audit where the stress has not
resulted in structural failure.

In essence, the aim of this project has been to put a ‘window’ on a
number of issues in auditing and its operation in the capital market. The
scale of the project from the outset was large and has grown substantially.
It is acknowledged that the data collection for this project predates
the GFC and readers are warned of this limitation. There are, however,
many instances where the underlying core issues existed before and will
continue to exist during and after the GFC. Even now, the project is not
comprehensive, but it is of sufficient scale to allow the opportunity to
explore quite specific issues and gain considerable insight into the views
of participants in the market for audit services in relation to those issues.
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While the authors have provided a list of conclusions, policy issues and
recommendations on actionable items, this is by no means comprehensive.
We have sought to list actionable items that need to be considered by the
relevant organisations and for these items to be considered generally in
the context of a public policy debate. The Australian Research Council
and the linkage partners have not endorsed this list. The authors have not
attempted to be definitive or comprehensive but have simply summarised
the positions that have been observed in the market and sought to bring
them into focus so that those charged with decision making might
appreciate this synthesis of information as having utility.

This report contains not only information that is survey generated; it
includes the direct words used by many players in the market for audit
services in face-to-face interviews and inferences drawn from those words.
We have given over much of this report to direct quotations from these
participants as the power and authority of much of what we describe is
best conveyed, we feel, in the participants” own words. We have, however,
in each chapter tried to synthesise these quotations into a more efficient
summary for those who might desire a more concise summation of these
views. The authors note that while there are summaries that precede the
chapters and summaries within the chapters, there is no doubt that for an
understanding of the issues, the reader needs to read in depth the parts
of the report that are relevant to them. To aid this, Chapter 1 includes
various directed pathways that will assist particular types of stakeholders
(users, purchasers, suppliers and the like).

There is no doubt that this project could not have been undertaken
without the contribution of a large number of individuals and
organisations. The Australian Research Council is this nation’s premier
research funding body across many fields of inquiry and its participation
in this project has been crucial. Also of importance has been the role played
by two of the major professional bodies within the business community,
the Institute of Chartered Accountants in Australia and CPA Australia.
Their respective contributions—financially and in terms of expertise—
are recognised. All four of the major audit firms—Deloitte, Ernst &
Young, KPMG and PriceWaterhouseCoopers—have also made important
contributions. These institutions and numerous individuals within them
have played a significant role and we would like to formally acknowledge
our appreciation for their contribution. In addition, there were the many
individuals representing various stakeholders’ views—including users,
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purchasers, suppliers, standard setters and regulators—who contributed
to the statements contained in the report and to the overall depth and
richness of the materials that have been presented. We would like to thank
each of these individuals; we are appreciative of the time and expertise
they gave so generously. A number of staff within the authors’ respective
institutions also contributed in different ways and at different times and
their contribution is acknowledged also.

Considerable care has been taken in compiling this report, which
has involved seeking comments from certain key individuals and
organisations over the past several months. Any remaining errors and
omissions, however, remain the responsibility of the authors. Any
comments or observations can be made by contacting the research team
at <ancaar@anu.edu.au>

In that connection, please be aware that we have used directly the
words from a range of stakeholders in the various quotations included
in the report. We note specifically that the perceptions, beliefs and even
representations of facts that are described in the report and attributed
to stakeholders are those of the participants and not the authors. Those
who made them might think of some of these observations as factual, but
in reality they might not be. The authors do not necessarily agree that
all assertions made are true in fact. The authors remain responsible for
the other components of this report, which are described as summaries,
issues and implications, concluding remarks and recommendations. It is
important to note that none of the industry partners to the ARC linkage
grant has had a right of veto of the recommendations nor are these
recommendations included at their request. The recommendations come
as a consequence of the information gathered in the study and have been
crafted by the research team.

We have attempted to ensure that no person has been or is able to
be individually identified and no organisation has been named where
there could be an adverse outcome from that identification. There are a
few instances where specific firm and company names are referred to,
however, this occurs in circumstances where we do not believe there will
be any negative consequences for those organisations and generally these
are a matter of public record. We trust that this report and any further
papers, publications and public discussion of its contents will contribute
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positively to the market for audit services and as a consequence of that to
the efficiency of the capital market. Others will judge its utility and the
efficacy of its recommendations and of the report more broadly.

Summarising, the study can be characterised as exploring issues within
certain major themes:

* expectations gap/informativeness of the audit opinion
¢ staffing, skills and social impacts

* public policy implications

 the audit and assurance service.

A brief discussion of the inferences we draw from participants’ responses
under the above themes follows. A chapter-by-chapter summary of issues
raised in participants’ responses and their implications, together with
suggested actions to address these issues, follows this brief executive
summary.

Expectations gap/informativeness of the audit opinion

From the responses of participant stakeholders, we conclude that the
external financial statement audit is valued and that there is no call for
change to its mandate. We note that in the context of the global financial
crisis, its role becomes even more important to confidence in the capital
market. As a starting point, this is a clear positive for the future of audit.
On a less positive note, however, the audit expectations gap continues to
exist (Chapter 3). Further, in our view, it is not possible that this gap can
be ‘closed’. This is so for a number of reasons, including the perceived
complexity of financial reports, which is a function of accounting
standards and for which auditors cannot be held responsible. The wide
disparity between retail and more sophisticated investors in terms of
their understanding of financial and related reports is another reason for
our view that the audit expectations gap is not closable. We therefore
conclude that efforts to minimise the gap should not focus only on retail
investors, since the likelihood of success with this group is low, although
we do explore ways in which auditors might make more of their process
and work known to a general audience (Chapter 4). Rather, efforts should
be focused on specific topics our research has led us to believe contribute
to misunderstandings by even the more sophisticated stakeholders in
the market for audit services. In particular, we observe a concerning
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expectations gap between suppliers and regulators and, in our view, this
gap can be minimised given the common interests of these groups, and
suggestions are made as to how this might be achieved.

In our view, the standardisation or ‘commoditisation’ of the audit
and its expression through virtually identically worded audit opinions
could have contributed to the expectations gap and to an undervaluing
of the financial statement audit in the market for information. We suggest
that those relevant stakeholders in the market for audit services give
consideration to 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 correct this. In particular,
the issue of ‘materiality’, as this term is used in an audit context, appears
to be poorly understood and a whole chapter (Chapter 5) is dedicated to
this important issue.

Staffing, skills and social impacts

Many of the participants’ comments, including from many junior auditors
themselves, highlight the perceived ‘menial” nature of much of the work
of audit staff. We note that many of these individuals see themselves as
stereotypical of ‘generation Y’. We infer from their comments that thisissue
has been exacerbated by recent changes to the auditing regime in terms
of documentation requirements, check lists and reduced opportunities to
vary work by providing secondments to clients or engaging in non-audit
service work for clients. The GFC might mask the implications of any
decrease in the attractiveness of audit as a career in the short term, but
the underlying image of auditing as a career option, intersecting as it does
with the expectations of generation Y in terms of seeking a challenging
and varied work role, needs to be addressed in our view. These issues
and the issue of developing business acumen and client and industry
knowledge are explored in Chapters 6, 7, 8 and 9 and suggestions are
made to address the underlying issues that emerge.
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Public policy implications

In terms of the conduct of audits, our findings reveal at the time of the
interviews a common concern among suppliers about the increased level
of prescription of audits accompanying the revised auditing standards and
inspections by the regulator (Chapters 11 and 12). There is recognition
that audit documentation quality has improved. If the changes introduced
to the auditing regime as a result of ‘CLERP 9" were made with a view to
decrease the likelihood of unexpected corporate collapse or to increase
confidence in financial statement credibility, there was little evidence
that stakeholders perceived that they had succeeded. There is, however,
consensus among stakeholders that these changes have added to costs
(Chapter 10). Statements from those in the market provide a view that audit
partner rotation and some of the constraints on auditor-provided non-audit
services, often self-imposed by companies, are not maximising economic
efficiency and suggestions are made to relax requirements in these areas
(Chapter 9). In terms of competition in the market for audit services, many
participants express concern about the potential consequences should one
of the existing ‘Big Four’ firms not survive (Chapter 13). Suggestions for
dealing with this potentiality are made.

The audit and assurance service

In terms of the provision of audit and assurance services, we observe
from participants’ comments mixed views on whether differential
auditing standards based on listed/non-listed auditee status should be
introduced (Chapter 14). We observe also that the value of internal audit
is generally understated and that although opportunities for increased
liaison between internal and external audit exist, there is little appetite
by external auditors to undertake the incremental work necessary before
the work of the internal auditor can be relied on (Chapter 15). We observe
also from participants’ comments in relation to the potential for provision
of assurance on information outside the scope of traditional financial
statements that there is extensive demand but little willingness to supply
(Chapter 16). In terms of the provision of levels of assurance other than
‘reasonable’ as pertaining to financial statement audits, evidence of
some demand but an inability to supply under the current international
assurance framework (Chapter 17) is observed.
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Concluding remarks

A detailed reading of this report will result in an uninformed reader
concluding that there are many challenges and sub-optimalities of audit.
This would not be a sound conclusion. While this report documents many
opportunities for improvement, it is the case that auditing and other
such professions rarely see the benefit of a ‘good news’ story. When, for
example, would we expect to see a newspaper article with the headline
‘Auditor does good job” or an investigative television report finding that
an audit meant that shareholders were protected? The best auditing and
other experience goods can hope for is the absence of bad news. This
report needs to be read in this context.
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