The Future of Audit

Keeping Capital Markets Efficient

Towards a national strategy on the future of auditing






The Future of Audit

Keeping Capital Markets Efficient

Towards a national strategy on the future of auditing

Keith Houghton, Christine Jubb, Michael Kend and Juliana Ng

THE AUSTRALIAN NATIONAL UNIVERSITY

E PRESS



E PRESS

Published by ANU E Press

The Australian National University

Canberra ACT 0200, Australia

Email: anuepress@anu.edu.au

This title is also available online at: http://epress.anu.edu.au/future_audit_citation.html

National Library of Australia
Cataloguing-in-Publication entry

Title: The future of audit : keeping capital markets efficient / Keith Houghton ... [et al.].
ISBN: 9781921666506 (pbk.) 9781921666513 (ebook)

Notes: Includes index.

Subjects: Auditing--Australia.

Auditing--Standards--Australia.
Auditing--Law and legislation--Australia.
Auditors--Australia.

Auditors’ reports--Australia.

Other Authors/Contributors:
Houghton, Keith A.

Dewey Number: 657.45

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system
or transmitted in any form or by any means, electronic, mechanical, photocopying or otherwise,
without the prior permission of the publisher.

Cover design and layout by Teresa Prowse
Printed by Griffin Press

This edition © 2010 ANU E Press



CONTENTS

Acknowledgments . . . ... i
Executive summary . . .. ... iii
Summary of report chapters . .. ... . Xi
Listof Tables. . .. .. lv
List of abbreviations and acronyms . . . ... ... Ivii
DIVISION A 1
1. Introduction and summary of findings 3
1.0 Introduction. .. ... .. .. ... 3
1.1 Aimsand background .. ... ... . ... 3
1.2 Researchmethod. .. ... ... . .. . . . . . 4
1.3 ssuesconsidered. .. ... ... ... 5
1.4 Structure of thisreport . ... ... ... ... .. .. .. .. 6
1.6 Road maps to reading this document. .. ......... ... ... ... ..... 7
2. Research method 11
1.0 Introduction. . ... ... 11
1.1 Sample .o 11
1.2 Researchdesign. .. ..... ... .. i 12
1.3 FOCUS groups . . oo 13
1.4 Interviews . ..o 15
1.5 SUNVEYS 17
2.0  Limitations. . ... ... 30

\



vi

THE FUTURE OF AUDIT

DIVISION B
3. Understanding of the audit and perceptions of the

deliverables

1.0 KeyiSSUBS . .ot
2.0 Introductionto Chapter3 . ... ... ... ... . ... ...
3.0 Introduction: understandability of audit. .. ......... ... ... ...
4.0 SUIVEY . .o
4.1 Do external financial statement audits represent value for money?. . ..
4.2 Understanding of the audited financial report .. .................
4.3 Impact of complexity on understandability. . .................. ..
4.4 Confidence that an auditor will detect all material fraud and error. . . .
4.5 Responses: external auditor’s responsibilities .. ............ ... ...
4.6  Responses: what does the audit provide direct assurance about? . . . ..
5.0 Interviews . . ...
5T USeIS .
5.2 PUrChasers . . ...
5.3 SUppliers ..o
5.4  Standard setters. .. ... ...
6.0 Issues and implications. . ........ ...
7.0 Concludingremarks. . ... ...
8.0 Introduction: the expectationsgap. . ............ ...
8.1 Interviews . . ...
8.2  USerS. .
8.3  PUrchasers. .. ...
8.4  Suppliers . ...
8.5 Standardsetters. ... ... ..
8.6 Regulators. .. ... ... ...
9.0 Issues and implications. . ........ ...
10.0 Concludingremarks. . ... ... .

4. Communication

1.0
2.0
2.1
2.2

KeY ISSUBS . . oo
Disclosure of the audit process by auditors. . .............. ... ..

33

35
35
36
37
37
37
39
45
46
47
48
50
50
51
52
53
54
56
58
59
59
61
65
71
75
77
81



CONTENTS

2.3 SuUppliers . 100
24 Standard setters. .. ... 108
2.5 Regulators. . ... ... 111
3.0  Where should auditors disclose incremental information? . ........ 113
3.1 Overview of interviews with stakeholders. . .. ........ ... ... .. .. 113
3.2 USerS . 113
3.3 PUIChasers . . ..o 117
3.4 Suppliers ... 119
3.5 Standard setters. .. ... 120
4.0 Issues andimplications. . ... ... 121
5.0 Disclosure of the audit process by management. . ............... 123
5.1 Overview of interviews with stakeholders. .. ................... 123
5.2 USerS . oo 124
5.3 Purchasers. .. ......... ... 126
5.4 Suppliers ... 127
5,5 Standardsetters........... .. ... 130
5.6  Regulators. ...... ... 131
6.0 Issues and implications. ... ... ... 133
7.0 Concludingremarks. .. ... .. 134
Understanding of materiality 139
1.0 KeY ISSUBS . o ot 139
2.0 Introduction: shareholders and materiality . . ................... 140
2.1 USers . 140
2.2 PUIChasers . . ... 143
2.3 Suppliers .. 158
24 Standard setters. . ... .. 168
2.5 Regulators. .. ... ... 174
3.0 Materiality: responsibility for and location of disclosures. . ... ... ... 176
3T USerS . 176
3.2 PUMChasers . . ... 176
3.3 Suppliers ... 177
3.4 Standardsetters........... ... ... 179
4.0 Issues andimplications . ........ ... 180
5.0 Concludingremarks. .. ... ... 183

vii



viii

THE FUTURE OF AUDIT

DIVISION C

6. Developing business acumen and client and industry
knowledge
1.0 KeyiSSUBS . .ot
2.0 Introduction. .. ...
3.0 SUIVEY .
4.0 INTerVIeWS . . .o
A1 USBIS .
42 PUrChasers . . ...
4.3 Suppliers . ..
4.4 Standard setters. .. ... ...
45 Requlators .. ...
5.0 Issuesand implications. .. ....... ...
6.0  Focus groups with more junior auditors . . ... ..................
6.1 Clientknowledge . ... .. ... . . . .. ..
6.2 Industry expertise ... ... ..
7.0 Issues and implications. ... ... ...
8.0 Concludingremarks. . ... ...

7. Attracting and supporting staff
1.0 Keyissues ...
2.0 Introduction. ... ... ...
3.0 Interviews ...
3.1 PUChasers . ..o
3.3 SUPPliers ..
3.4 Standard setters. ... ...
3.5 Regulators. ... ...
4.0  Introduction: focus groups with more junior staff. . ..............
4.1 Focus group participants and recruitment to their firms . . ... ......
5.0 Issuesand implications. .. ....... ...
6.0  Focus group participants: the nature of their work and

performance appraisal . .. .. ...

6.1 SUMMAIY . . oo
7.0 Issues and implications. ... ...
8.0 Concludingremarks. . ......... . ...

189

191
191
192
193
195
195
199
209
218
225
226
228
228
240
246
249



CONTENTS

8. Retention of staff 295
1.0 KeYISSUBS . . ot 295
2.0 Introduction. . ... 296
2.0 USerS . 296
2.2 PUIChasers . .. ... ... 297
2.3 Suppliers .. 302
24 Standard setters. .. ... ... 311
25 Regulators....... ... 316
3.0  Focus group interviews with junior auditors . . . ............. . ... 317
3.1 What triggers for separation exist?. . .. ... .. L 319
4.0  Prescription, documentation and junior auditors .. .............. 328
A SUMMANY . o 330
5.0 Stakeholders’ comments on the impact of prescription on retention . . 331
5.1 Purchasers. .. ....... ... .. 331
5.2 SUppliers ..o 331
5.3 Standardsetters. .. ... ... ... 334
6.0 Issues and implications. . . ... ... 335
7.0 Concludingremarks. . ... ... 339

DIVISION D 345

9. Auditor independence 347
1.0 KeYiSSUBS . . oo 347
2.0 Introduction. ... ... 349
3.0 SUNVRY . 349
4.0 Introduction: auditor-provided non-audit services. . ... ........... 350
AT USEIS . o 350
4.2 PUIChasers . . ... 356
4.3 Suppliers .. 360
4.4 Standard setters. .. ... 366
45 Regulators. . ... 368
5.0 Issuesandimplications. .. ... .. 369
6.0 Concluding remarks: APNAS . ... ... ... ... 372
7.0 Introduction: audit partner rotation . .. ... L 374
T USerS 375
7.2 PUIChasers . .. ... ... 375

| ix



X

THE FUTURE OF AUDIT

7.3 SUppliers .. 381
7.4 Standard setters. ... ... 390
7.5 Regulators .. ... 392
8.0 Issues and implications. . ........ .. ... 393
9.0 Concludingremarks. . ... 396
DIVISION E 399
10. Regulatory reforms to audit: their impacts 401
1.0 KeyiSSUBS . .ot 401
2.0 Introduction. .. ... 402
3.0 Introduction: legal backing for auditing standards . .............. 402
4.0 SUIVEY . oo 403
5.0 Interviews ... ... 404
5T USeIS . o 404
5.2 PUrchaser. . ... ... 407
5.3 Suppliers ... 409
5.4  Standard setters. ... ... ... 411
55 Regulators . ... 411
6.0 Issues and implications. . ... .. .. ... 412
7.0  Introduction: quality consequences of the reforms. .. ......... ... 413
8.0  SUNVEY . 413
9.0 Interviews . ... 415
9.1 USBIS . 416
9.2 PUIChasers . .. ... . 422
9.3 Suppliers ... 426
9.4  Standard setters. ... ... 433
9.5  Regulators. ... ... 436
10.0 Issues and implications. .. ....... ... .. .. 437
11.0 Introduction: cost consequences of reforms. . .......... ... ..... 439
12.0 SUNVEBY . .o 439
13.0 INterviews . ... 440
1301 USers. oo 440
13.2 PUIrChasers . . ........ ... 442
133 SUppliers . oo 445
13.4 Standard setters. .. ...... .. ... 448



CONTENTS

11.

12.

13,5 Regulators. .. ... . 450
14.0 Issues and implications. . .. ... ... 450
15.0 Concludingremarks. . ... 452
Increasingly Prescriptive audits: A Distraction for Auditors? 455
1.0 KeY ISSUBS . . ot 455
2.0 Introduction. . ........ .. ... 456
3.0 SUMVRY . 456
4.0 INTerviews . . oo 457
AT USeIS . 458
4.2 PURChasers . . ..o 462
4.3 Suppliers .. 469
4.4 Standard setters. ... ... .. 477
4.5 Regulators. .. ... ... 481
5.0 Issues and implications. .. ... ... . 483
6.0 Concludingremarks. . ........ .. 487
The approach, operation and resources of regulators 489
1.0 KeYISSUBS . . ot 489
2.0 Introduction. ... ... 490
2.0 USerS . 490
2.2 PUIChasers . . ... 495
2.3 Suppliers .. 501
2.4 Standard setters. .. ... .. 518
3.0 INSPeCtions. . .. ... 526
3.1 PUIChasers . . ... 526
3.2 Suppliers . 529
3.3 Standard setters. .. ... 534
4.0 Indefenceofregulators........... ... . .. ... .. 534
4.1 PURChasers . ..o 534
4.2 Suppliers .. 536
4.3 Standard setters. ... ... 538
5.0 Issues and implications. .. ... ... 539
6.0 Concludingremarks. . .......... 541

Xi



Xii

THE FUTURE OF AUDIT

DIVISION F

13. Competition
1.0 KeyiSSUBS . .ot
2.0 Introduction. .. ...
3.0 Surveydata .. ...
4.0 INTerVIeWS . . ..
A USBIS .
42 PUrChasers . .. ...
4.3 Suppliers ...
4.4 Standard setters. .. ... ...
45 Requlators. .. ...
5.0 Issuesand implications. .. ....... ...
6.0 Concludingremarks. . ...

DIVISION G

14. Differential auditing standards
1.0 KeyiSSUBS . .ot
2.0 ntroduction. .. ...
2.1 USBIS .
2.2 PUIRChasers . ..o
2.3 SUppliers .o
2.4 Standard setters. .. ... ...
2.5 Regulators. . ... ...
3.0 Issuesand implications. .. ... ...
4.0 Concludingremarks. . ... ..

15. Internal audit
1.0 KeyiSSUBS . ..ot
2.0 Introduction. .. ...
2.0 USBIS .
2.2 PUIChasers . . ... ...
2.3 Suppliers ...
24 Standard setters. .. ... ...
2.5 Regulators. ... ...
3.0 Issues and implications. . ... ..
4.0 Concludingremarks. . ... ...

543

545
545
546
546
548
548
550
555
563
569
569
574

577

579
579
580
580
585
587
589
590
591
592



CONTENTS

16. Other assurance services and reports 611
1.0 KeYISSUBS . . ot 611
2.0 Introduction. . . ... . 612
3.0 SUNVRY . 612
4.0 INTerVIBWS . ..o 615
5.0 Issues and implications. .. ... .. 636
6.0 Concludingremarks. ......... . ... 640
17. Differing levels of audit assurance 643
1.0 KeYiSSUBS . . ot 643
2.0 Introduction. .. ... .. 644
2.1 USerS . 644
2.2 SUppliers . 645
2.3 Standardsetters. .. ... ... 649
2.4 Regulators. .. ... ... 652
3.0 Issues and implications. ... ... .. 653
4.0 Concludingremarks. . ... . 654
DIVISION H 657
18. Conclusion and recommendations 659
1.0 Introduction. .. ... . 659
2.0  Where, then, will the future of audittakeus? .................. 660
2.1 What were the intended effects of the regulatory changes?. . ... ... 661
2.2 Have the regulatory changes affecting auditing brought
a positive cost/benefit outcome? .. ... ... ... L. 662
2.3 Responses by a market that is increasingly under pressure . ... ... .. 664
24  Wheretofromhere? ... ... . ... 666
3.0 Summary of recommendations . ............ ... 667
4.0 Concludingremarks. . ... 681
APPENDIX: Questionnaire 685
Aboutthe authors ... ... ... . . . 695
INAEX .o 697

xiii



