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FOREWORD

A robust financial reporting and auditing framework plays a critical role in
well-functioning capital markets. An independent and quality audit
provides a necessary external check on the integrity of financial statements.
Transparent and credible financial reporting together with an effective audit
function underpins confidence in our financial system and is essential for
sound economic growth.

I am pleased to release Treasury’s discussion paper Audit Quality: A
Strategic Review. The Treasury paper is timely because the global financial
crisis and the general uncertain economic environment have presented the
auditing profession with challenging risks and uncertainties. The global
financial crisis has also highlighted the importance of audit quality in the
context of the prudential regulation of banks and more broadly, the enhancement of market
confidence.

The Treasury paper seeks to identify the key drivers of audit quality and to assess whether any
measures should be taken to address any threats to these drivers of audit quality. Treasury has drawn
on the experience, research and studies on audit quality undertaken in Australia, as well as foreign
jurisdictions, including the UK and the US. Treasury’s paper is designed to focus on these issues and
to facilitate informed debate with a view to achieving appropriate policy responses to these issues.

Treasury has concluded that our audit regime compares well in terms of international best practice
and that no fundamental reform is required. Treasury is of the view that Australia’s financial
reporting system and audit regulation is both robust and stable. This is critical in the context of the
efficiency of our financial system and Australia’s sound economic growth.

The wide-ranging research undertaken by the Treasury has, however, identified a significant number
of important policy issues that warrant consideration by the key stakeholders in Australia who have
an interest in auditing. Treasury’s paper is designed to facilitate informed debate within Australia
with a view to achieving appropriate policy responses to these issues. The paper should provide a
blueprint for possible future reforms in this important policy area and add to the international debate
on audit quality.

Treasury will be conducting a targeted consultative process with key stakeholders, including the
Australian Securities and Investments Commission, the Financial Reporting Council, the Australian
Prudential Regulation Authority, the Auditing and Assurance Standards Board, the major audit firms,
the professional accounting bodies, the Australian Institute of Company Directors and ASX Ltd.
Comments are also invited from other interested persons.

Treasury proposes to provide the Minister for Financial Services, Superannuation and Corporate Law
with a report once the consultative process has been completed with a view to the Government
considering any appropriate reform measures.

Jeffrey Lucy AM
Chairman
Financial Reporting Council
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PART 1. INTRODUCTION

1.1  High-quality financial reporting by companies and other entities and an effective audit function
are recognised as key components of efficient capital markets and can have a direct impact on the cost
of capital. Credible and transparent financial reporting is particularly important in an uncertain
economic environment.

1.2 The importance of the credibility and integrity of the financial reporting and independent audit
process has been highlighted by the global financial crisis. The nature of the global financial crisis and
the depth and breadth of the current uncertain economic environment have affected most entities
across most sectors of the economy. Consequently, many key aspects of an entity’s financial report
have been affected. This has presented new complexities, risks and uncertainties for auditors.
Treasury considers that the preparation of its strategic review of audit quality provides a timely
opportunity to examine the implications of the global financial crisis on audit quality in Australia and
to undertake a “stress test’ on the performance of Australia’s audit regulation framework and the audit
function during the financial crisis.

1.3  The Financial Crisis Advisory Group (FCAG), which was formed to advise the International
Accounting Standards Board (IASB) and the US Financial Accounting Standards Board (FASB) about
the standard-setting implications of the financial crisis and potential changes in the global regulatory
environment, made the following pertinent observations in the introduction to its report released on
29 July 2009:

Financial reporting plays an integral role in the financial system by striving to provide
unbiased, transparent and relevant information about the economic performance and condition
of business. Effective financial reporting depends on high quality accounting standards as well
as the consistent and faithful application and rigorous independent audit and enforcement of
those standards.

Financial reporting is of great importance to investors and other financial market participants in
their resource allocation decisions and to regulators and other users. The confidence of all these
users in the transparency and integrity of financial reporting is critically important to global
financial stability and sound economic growth.!

1.4  The global financial crisis has also highlighted the importance of audit quality in relation to the
prudential supervision of banks and market confidence. The Basel Committee on Banking Supervision
(the Basel Committee) has made the following observations:

In recent years, there has been a change in banking supervisors’ reliance on audited information
and in the nature of the major external audit firms. Concerns about the risk of audit failures, the
global expansion of the major audit firms, increased complexity of both accounting standards
and financial instruments, and the challenges associated with fair value estimation processes,
which have been amplified by the current market crisis, have reinforced bank supervisors” need
to be confident of audit quality.2

1  Report of the Financial Crisis Advisory Group, page 1, International Accounting Standards Board, London,
viewed 10 November 2009, <http:/ /www.iasb.org>.

2 External audit quality and banking supervision, page 1, Basel Committee on Banking Supervision, Bank for
International Settlements, December 2008, viewed 7 December 2009, <http://www. bis.org/bcbs/>.



1.5 We also consider that a strategic review of audit quality in Australia is timely given that over
five years have now passed since the major financial disclosure and audit reforms were introduced by
the Corporate Law Economic Reform Program (Audit Reform and Corporate Disclosure) Act 2004 (the
CLERP 9 Act).

THE METHODOLOGY ADOPTED TO ASSESS AUDIT QUALITY

1.6 The methodology adopted in this paper is to identify the key drivers of audit quality and to
assess whether any measures should be taken to address any real or perceived threats to these drivers
of audit quality.

1.7 Audit quality involves a wide range of inter-related factors such as the legal framework relating
to audit regulation (including the company auditor registration system, the auditor independence
regime in the Corporations Act 2001 and the accounting and auditing standards), the ethical standards
applying to the members of the professional accounting bodies, the professional qualities and skills of
auditors and their staff and the role and activities of the audit regulator — the Australian Securities
and Investments Commission (ASIC) — and other bodies involved in the audit review process.

1.8  There are also other drivers of audit quality that relate to the practices and processes adopted
within audit firms, such as the culture within the audit firm and the quality of the firm’s audit process,
including the experience and technical expertise of the audit team and the audit methodology adopted
by the firm.

1.9  The impact of the global financial crisis and the current uncertain economic environment have
not affected the basic methodology adopted in the paper. However, it has been necessary for us to
give greater emphasis and focus to particular risks that have arisen, such as the capacity of audit firms
to respond to the complexity and uncertainty surrounding a range of accounting and audit issues in
the current uncertain economic conditions.

1.10 Treasury’s strategic review has also had regard to important work that has been undertaken on
audit quality in the UK and US and by international bodies. Our paper has also been informed by the
major research project undertaken by researchers at the Australian Centre for Audit and Assurance
Research (ANCAAR) within the Australian National University and the report ANCAAR released in
mid-2009, The Future of Auditing: Keeping Capital Markets Efficient (the Future of Auditing Report).3

THE UKFRC’s AuDIT QUALITY FRAMEWORK

1.11 The UK Financial Reporting Council (UKFRC) has undertaken an extensive study of audit
quality — a discussion paper, Promoting Audit Quality, was released in November 2006, a report by the
UKFRC on the responses to its discussion paper was published in October 2007 and then in
February 2008, the UKFRC released The Audit Quality Framework which detailed the final version of
the key drivers of audit quality and the indicators relevant to those drivers.4 In its discussion paper,
the UKFRC acknowledged that there is no single agreed definition of audit quality that can be used as

3 The Future of Auditing Report, Australian National Centre for Audit and Assurance Research, Canberra
2009, viewed 10 November 2009, <http://ancaar.fec.anu.edu.au/>. The authors of the Future of Auditing
report are Professor Keith Houghton, Dr Christine Jubb, Dr Michael Kend and Professor Juliana Ng.

4 The Audit Quality Framework, Financial Reporting Council, London, 2008, viewed 10 November 2009,
<http//www. frc.org.uk>. The Financial Reporting Council’s Discussion Paper: Promoting Audit Quality
issued in November 2006 is also accessible at <http:/ /frc.org.uk>.
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a standard against which actual performance can be assessed and that limited transparency makes an
assessment of audit quality difficult for those who rely on it.

1.12 The UKFRC identified five key drivers of audit quality, and considered threats to those drivers,
in the areas of:

¢ the culture within an audit firm;

* the skills and personal qualities of audit partners and staff;

* the effectiveness of the audit process;

* the reliability and usefulness of audit reporting; and
 factors outside the control of auditors affecting audit quality.

1.13 There was widespread support from UK stakeholders for the framework of drivers of audit
quality developed by the UKFRC. Treasury understands that the International Forum of Independent
Audit Regulators (IFIAR) also endorsed the drivers of audit quality identified by the UKFRC. The
Treasury acknowledges that the work that the UKFRC has undertaken in relation to audit quality has
significantly informed the Treasury’s consideration of this issue. The UKFRC’s work in this field
included extensive research and consultation processes.

1.14 Having regard to the increasingly international context in which auditing is now practised and
the general global business environment, much of the work and conclusions of the UKFRC are
relevant to Australia. However, while supporting the five drivers of audit quality identified by the
UKFRC, Treasury considers that in the Australian experience, two additional factors should be
recognised in the Australian framework as key drivers of audit quality:

* Australia’s audit regulation framework; and
* the audit review processes, and in particular, ASIC’s audit inspection program.>

1.15 The audit regulation framework and the audit review processes are key drivers of audit quality
in this country because, while Australia has a federal constitutional system, it has been able to achieve
a national system of corporations regulation as a result of an agreement between the Australian and
the State and Territory governments involving the referral of powers to the Australian Government.
This has been a major feat of government and an example of successful micro-economic policy
implementation.

1.16 Australia’s national corporate regulatory system and the way it has been embedded within the
framework of the Corporations Act is a distinguishing feature of Australia’s audit regulation
framework compared with the regulatory systems in some foreign jurisdictions.

» ASIC, the key corporate regulator, is a statutory body established under federal legislation. All the
other key bodies performing specified functions in relation to the audit regulatory framework have
also been established under the umbrella of the national corporations legislation.

* The accounting standards, the auditing standards and the auditor independence requirements
applying to audits under the Corporations Act are all legally enforceable under the Act. The

5 It is noted that the UKFRC Audit Quality Framework, ibid., recognises the regulatory environment that
focuses on the drivers of audit quality as an indicator within the key driver of audit quality ‘factors outside
the control of auditors’.



auditing standards require an auditor to comply with relevant ethical requirements, including
those pertaining to independence, when performing audits, reviews and other assurance
engagements.©

1.17 Another important reason why Treasury considers that the audit regulation framework and the
audit review processes should be recognised as separate drivers of audit quality in their own right, is
that the approach to audit regulation has changed and been enhanced since the spate of corporate
failures in 2001-2002 (involving entities such as Enron in the US and HIH in Australia). Since that
time, proactive, independent audit oversight processes have been established in most countries with
developed market based economies such as Australia, Canada, Japan, the UK and the US. In the light
of these developments, the UKFRC has observed that:

As a result, audit regulation became a significant new category of financial regulation, joining
the well-established categories of banking, insurance and securities regulation.”

1.18 A compelling development arising from the globalisation of capital markets has been the
increasing cooperation and coordination between audit regulators across jurisdictions, including the
establishment of IFIAR (see paragraph 3.27 below). In this context, a primary consideration in the
establishment of cooperative agreements and mutual recognition arrangements is the rigour of the
domestic audit regulation framework (including independence from the auditing profession)
applying in each jurisdiction.

1.19 Finally, in the context of the global financial crisis and the measures that governments have
prescribed as part of the G-20 Action Plan, it is noted that the quality of financial regulation, including
the development of global and transparent accounting standards, has moved to centre stage in terms
of the remedial action to address the crisis.

1.20 Treasury considers that these regulatory developments, both domestic and international, have
shaped and will continue to shape the direction of auditing and audit quality in Australia.

ADVISORY COMMITTEE ON THE AUDITING PROFESSION TO THE US
DEPARTMENT OF THE TREASURY

121 The Advisory Committee on the Auditing Profession (the US Treasury Committee) was
established in 2007 to provide informed advice and recommendations to the US Department of the
Treasury on the sustainability of a strong and vibrant public company auditing profession.8

1.22 The US Treasury Committee adopted its Final Report on 6 October 2008. Many of the issues that
the US Treasury Committee considered relate to audit quality.

6  Australian Auditing Standard ASA 102 Compliance with Ethical Requirements when Performing Audits, Reviews
and Other Assurance Engagements, paragraph 5 and see paragraph Al of “Application and other Explanatory
Material’, Auditing and Assurance Standards Board, Melbourne, October 2009, viewed on 7 December 2009,
<http:/ /www.auasb.gov.au>.

7  Observation by Mr Paul Boyle, Chief Executive, UKFRC and Chairman of IFIAR, in a speech to the European
Commission International Auditing Conference, Brussels, on 10 December 2008.

8  Advisory Committee on the Auditing Profession, Final Report, the Department of the Treasury, Washington,
2008, viewed 10 November 2009, <http://www.treas.gov>. The distinguished membership of the
Committee included Mr Arthur Levitt (Co-Chair), a former Chairman of the SEC, and Mr Paul Volcker, a
former Chairman of the US Federal Reserve System. Mr Mark Olson, former Chairman of the US PCAOB,
and Sir David Tweedie, Chairman of the IASB, were appointed as observers to the Committee.



In addressing the sustainability of the auditing profession, the Committee sought input on and
considered a number of matters relating directly to auditing firms, including audit quality,
governance, transparency, global organisation, financial strength, ability to access capital, the
investing public’s understanding of auditors’ responsibilities and communications, the
limitations of audits, particularly relating to fraud detection and prevention, as well as the effect
of litigation where audits are alleged to have been ineffective. The Committee also considered
the regulatory system applicable to auditing firms.®

1.23 Treasury acknowledges that the US Treasury Committee’s Final Report has also informed our
strategic review of audit quality in Australia.

THE FUTURE OF AUDITING REPORT

1.24 The report provides a valuable insight into the views of participants in the market for audit
services in Australia.

1.25 The following extracts from the report help to explain the research method adopted by its
authors:

This research project uses the voices of participants in the market for audit services to explore
the current state of the market and gain insights to its future. It uses multiple methods
(preliminary focus groups to focus the survey questions and interview protocols, telephone and
mail surveys, face-to-face interviews and focus group interviews with more junior auditors) to
elicit qualitative evidence of the perceptions of stakeholder representatives.

The responses elicited from participants in interviews, which make up a large part of this
report, have been coded and grouped according to themes using a qualitative software analysis
tool and reported, along with the survey results, within these themes, grouped according to the
category of the stakeholder. The authors provide ‘summaries’ of responses by each category,
together with sections on resulting ‘issues and implications” and ‘concluding remarks’.10

1.26 Itis noted that the data collection for the research project predates the global financial crisis and
the authors of the report alert readers to this limitation. Treasury, however, agrees with the authors of
the report that in many areas, the underlying core issues existed before the financial crisis and will
continue to exist beyond the current economic environment.

1.27 The scale of the project is extensive and Treasury is of the view that the report (which is nearly
800 pages long) and its list of conclusions, policy issues and suggestions on actionable items will
contribute over time to the public debate on the future of auditing in Australia.

1.28 The insights in the report have assisted Treasury’s consideration of the key drivers of audit
quality in Australia, particularly in comparing the Australian experience with that in the UK and US.

INTERNATIONAL PERSPECTIVE OF MAJOR GLOBAL AUDIT FIRMS

1.29 The six largest global audit firm networks released a major paper in November 2006, Global
Capital Markets and the Global Economy: A Vision From the CEOs of the International Audit Networks,
which contains some important perspectives on a number of the key issues relating to audit quality.

9  ibid., Chapter VII, Firm Structures and Finances, page 1.
10 The Future of Auditing Report, op. cit., page xxvi.



1.30 Treasury has also had regard to the insights in this paper on audit quality when developing our
strategic review.

How TREASURY PROPOSES TO USE THE STRATEGIC REVIEW PAPER

1.31 Treasury proposes to use this strategic review in undertaking its central agency policy advisory
role to the Government and in particular, the Treasurer and the Minister for Financial Services,
Superannuation and Corporate Law. Treasury also intends to use the paper in its ongoing policy
liaison responsibilities on behalf of the Government with other key stakeholders on audit quality, such
as ASIC, the Financial Reporting Council (FRC), the Australian Prudential Regulation Authority
(APRA), the accounting and auditing standard setters, the major audit firms, the professional
accounting bodies and other organisations representing the “users’ of financial statements, including
industry and shareholder associations.



PART 2: EXECUTIVE SUMMARY —— KEY FINDINGS

OVERVIEW OF AUSTRALIA’S AUDIT REGULATION FRAMEWORK

Australia’s audit regulation framework in the context of audit quality
Key finding 1

Treasury believes that Australia’s audit regulation framework is robust and stable and, as a key driver
of audit quality, can be considered to be in line with international best practice.

Key finding 2

Treasury notes that while the EU’s Statutory Audit Directive provides for a seven-year period, the
Australian rotation period of five successive years also applies in Canada, the UK and the US and in
light of this consistency, the Treasury does not support the proposal that the current requirement
should be increased to seven years. This view is reinforced by the fact that the ‘time out’ period in
Australia is two years while a more onerous time out period of five years applies in Canada, the UK
and the US. Treasury considers that the five-year rotation period with the two-year time out period
constitutes an appropriate balance between continuity, the familiarity threat and audit quality.

Treasury proposes to continue to monitor developments on auditor rotation in overseas jurisdictions
but does not consider that it would be appropriate for Australia to unilaterally move from a five- to a
seven-year rotation period. Such a change should only be considered if similar changes to the existing
requirements were to be made in Canada, the UK and the US. Treasury considers that any move to
increase the existing five-year rotation period in Australia would raise the question of whether the
existing two year time-out period should also be increased.

Key finding 3

While acknowledging that financial reporting and audit requirements apply in a dynamic
environment and will require refining from time to time to keep abreast of market developments and
regulatory developments in overseas jurisdictions, Treasury does not consider that the overall
legislative framework requires any fundamental reform at the present time. In the context of the
auditor independence requirements, this includes not making any changes to the present policy
approach in relation to auditor-provided non-audit services.

Key finding 4

While the global financial crisis has exposed a number of problems with financial reporting, these are
being addressed at the international level, primarily through the International Accounting Standards
Board. Australia’s audit regulation framework appears to be functioning effectively during the current
uncertain economic conditions.

Key finding 5

Treasury considers that the global financial crisis has highlighted the importance of audit quality in
terms of enhancing and maintaining market confidence. Accordingly, Treasury considers that
regulators such as ASIC and APRA, and other key stakeholders including the FRC, AUASB and the



professional accounting bodies should continue to monitor future developments resulting from the
global financial crisis that might have an adverse impact on audit quality, with a view to submitting
any appropriate legislative reform proposals to the Government for consideration (also see key
finding 9). Having regard to the international context in which auditing is now practised and the
importance of global consistency in relation to regulatory practice and standard-setting, Treasury also
considers that it will be important that the regulators and other key stakeholders should take account
of new regulatory initiatives relating to audit quality adopted in foreign jurisdictions, where the
impact of the global financial crisis, in many cases, has been more severe than in Australia.

Key finding 6

Treasury supports the action taken by the Auditing and Assurance Standards Board to issue the suite
of Australian Auditing Standards and ASQC 1 Quality Control for Firms that perform Audits and Reviews
of Financial Reports, Other Financial Information, and Other Assurance Engagements in clarity format.

AUDIT REVIEW PROCESSES

ASIC audit inspection program
Key finding 7

ASIC’s audit inspection program is in line with the methodologies and best practice standards
adopted by audit oversight bodies in the major developed economies. ASIC’s role as an independent
oversight regulator with clear statutory powers is an important feature of the Australian system. The
reliance that the US Public Company Accounting Oversight Board has been prepared to place on the
Australian audit regulation system for purposes of its joint audit inspection process with ASIC is
testament to the high regard it has placed on ASIC’s performance as an independent statutory audit
regulator.

Key finding 8

Treasury proposes, in conjunction with ASIC, to seek the views of key stakeholders on whether
ASIC’s audit inspection reporting model should be brought into line with the reporting models
adopted in Canada, the UK and the US in relation to public reports on individual audit firm
inspections.

Key finding 9

While there have been reported criticisms of the role of auditors in recent corporate failures, these
appear to raise issues relating to an individual auditor’s competence and professional judgment rather
than any systemic problem within the auditing profession. Contravention of the audit requirements
are subject to a range of sanctions which are enforced by ASIC in appropriate cases. Treasury expects
that ASIC’s investigations into recent corporate failures and future ASIC public inspection reports,
covering periods of difficult economic conditions during the economic downturn, are likely to
highlight a number of specific areas where audits generally could be improved, including in relation
to adequate audit documentation.



Professional accounting bodies’ quality reviews
Key finding 10

The quality review programs conducted by each of the three professional accounting bodies perform a
valuable role in promoting audit quality and ethical conduct within the audit profession as an
important component of the co-regulatory framework in Australia. The professional quality reviews
complement the ongoing audit inspection program conducted by ASIC. The completion of the
three-year charter of the Audit Quality Review Board (AQRB), will mean that in future, the major
audit firms will be subject only to an ASIC inspection (or ASIC/US Public Company Accounting
Oversight Board joint inspection) and a quality review conducted by one of the professional
accounting bodies, which will result in a reduction in the firms’ compliance burden.

The FRC’s auditor independence function
Key finding 11

The Treasury would like to explore with ASIC and the FRC whether there is any scope to streamline
the work of the two bodies in relation to auditor independence in order to eliminate any duplicated
effort. While the FRC’s monitoring and policy advisory role in relation to auditor independence was
appropriate immediately after the introduction of the comprehensive auditor independence regime
under CLERP 9, these requirements have now been bedded down, and it is clear that auditor
independence is only one of the key drivers of audit quality. ASIC has developed a wide-ranging
Audit Inspection Program which encompasses all aspects of audit quality, including auditor
independence. The FRC’s annual Auditor Independence Report is largely based on the annual report
that ASIC prepares on its Audit Inspection Program.

There would appear to be two options that should be explored:
* retain the status quo; or
* remove the auditor independence function from the FRC on the basis that its work in this area

significantly duplicates the work that ASIC performs in the context of its ongoing Audit Inspection
Program.

AUDIT FIRM ARRANGEMENTS AND PROCESSES

The culture within the firm
Key finding 12

There is credible evidence to support Treasury’s view that Australian audit firms generally regard
their internal culture as critically important in relation to audit quality. Treasury’s view is supported
by the focus of ASIC’s ongoing auditor inspection program, the observations of the AQRB, the
conclusions of the FRC’s Banarra report, the emphasis on professional judgment within the auditing
standards and the requirements of Auditing Standard ASQC 1 Quality Control for Firms that perform
Audits and Reviews of Financial Reports, Other Financial Information, and Other Assurance Engagements.



Key finding 13

While Treasury acknowledges the concerns raised that a more compliance-based approach to auditing
may affect audit quality, it considers that within the Australian audit regulation framework, there are
strong incentives to ensure that audit firms strive for a culture of excellence in relation to audit
quality. In this context, we note the emphasis placed on professional judgment and the identification
of risk throughout the suite of auditing standards issued by the AUASB, ASIC’s proactive audit
inspection program with its focus on audit quality and auditor independence and the requirements of
Auditing Standard ASQC 1 Quality Control for Firms that perform Audits and Reviews of Financial Reports,
Other Financial Information, and Other Assurance Engagements.

Key finding 14

Treasury proposes to discuss with stakeholders whether they see value in the Corporations Act being
amended to require audit firms that undertake an audit for the purposes of the Corporations Act, to
publish on their websites an annual transparency report in line with the requirement under the EU’s
Statutory Audit Directive and the Quality Control Reports (QCRs) published by the Big 4 audit firms
in accordance with the AQRB arrangements. The publication of such reports may also assist in
bridging the audit expectations gap. This proposal would bring the Australian audit regulation
framework into line with corresponding developments in the EU, the UK and the US.

The skills and personal qualities of audit partners and staff
Key finding 15

Treasury is of the view that stakeholders in Australia would also agree that the skills and personal
qualities of audit partners and staff are important key drivers of audit quality. It is generally
recognised that auditing is a knowledge-based service where the primary input is the expertise of
individual auditors and their staff.

Key finding 16
Treasury considers that the conclusions of the Future of Auditing Report in relation to the
development, use and value of industry expertise, client knowledge and business acumen, the

personal attributes of audit staff and the attraction, support and retention of staff should be
considered by the audit firms, the professional accounting bodies and the universities.

The effectiveness of the audit process
Key finding 17

The ‘true and fair view’ principle and the requirement for the financial report to comply with the
accounting standards are appropriately addressed under the Corporations Act.

Key finding 18
Treasury considers that the exercise of professional judgment by auditors rather than the adoption of a

‘tick-a-box” approach to auditing is adequately provided for under the Australian audit regulation
framework.
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Key finding 19

Global consistency in the quality of audits is an important policy objective having regard to the
increasingly international focus of trade and commerce and the internationalisation of financial
markets. Treasury considers that this objective is best promoted at international forums such as the
International Forum of Independent Audit Regulators (IFIAR) where ASIC is an active member. The
Treasury also promotes the message of global consistency in the quality of audit whenever bilateral,
multilateral and regional opportunities arise.

THE RELIABILITY AND USEFULNESS OF AUDITING REPORTING

Auditor communication, expectations gap and standard audit report
Key finding 20

Treasury is of the view that global consistency is a critical goal that must always be borne in mind in
considering any changes to the standard audit report. In the Australian context, we consider that it
will be essential for the Auditing and Assurance Standards Board (in accordance with the FRC’s
strategic direction) to continue to base the Australian Auditing Standards on the standards issued by
the International Auditing and Assurance Standards Board (IAASB). The need for global consistency
and the maintenance of international best practice underlines the importance of Australia’s continued
input to, and participation within, international bodies such as the IAASB, the International Forum of
Independent Audit Regulators (IFIAR) and the International Organisation of Securities Commissions
(I0sCO).

Key finding 21

Key stakeholders should consider the suggestion of the Future of Auditing Report that a task force be
established to examine the competing challenges of comprehensive and technically accurate financial
reporting and auditing information, together with the need for understandable disclosures that have
genuine utility to the capital market. Treasury notes however, that the scope for any remedial
measures may be limited because much of the complexity in financial disclosure reflects the
requirements of international accounting standards, and that the standards must have regard to the
ever-increasing complexity of financial transactions and the business environment.

Key finding 22

Treasury proposes to encourage focused discussion with key stakeholders including ASIC, the FRC,
the Auditing and Assurance Standards Board (AUASB), the major audit firms and the professional
accounting bodies on strategies to minimise identified audit expectation gaps. Treasury is of the view
that any proposals to change the current standard audit report would need to be subjected to rigorous
cost/benefit analysis to ensure that the risks associated with any changes do not negate the potential
benefits. In that context, Treasury is concerned that because of the wide disparity between the
sophistication of retail and more sophisticated investors in terms of their understanding of financial
statements and audit reports, any changes to the standard audit report may have the perverse effect of
introducing confusion among some users, leading to a widening of the expectations gap.

Treasury considers that it will be important for stakeholders to explore the possibility of other forms
of auditor communication which may make any changes to the standard audit report unnecessary. In
particular, Treasury will encourage the audit firms, the professional accounting bodies and other
industry bodies such as the Australian Institute of Company Directors (AICD) and the Australian
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Shareholders” Association (ASA) to prepare and widely disseminate educational material explaining
the nature and scope of the audit. This material should explain that an audit involves sampling and is
risk-focused, with a view to providing reasonable assurance in relation to the integrity of the financial
statements rather than an ironclad guarantee. In this context, Treasury also is of the view that
consideration should be given to audit firms being required to prepare and publish a transparency
report on their websites (see key finding 14).

FACTORS OUTSIDE THE CONTROL OF AUDITORS

Corporate governance and the audit committee
Key finding 23

Audit committees play a critical role in ensuring the integrity of a company’s financial reporting and
the audit process, including the independence and objectivity of the external auditor. The audit
committee also plays a wider role in ensuring that the company has sound internal financial control
systems. Overall, a well-functioning audit committee underpins the assurance that the board of
directors gives to shareholders in relation to the company’s financial statements and the audit process.

The ASX Corporate Governance Principles and Recommendations in relation to the structure,
composition and responsibilities of the audit committee appear to be in line with international best
practice standards.

However, having regard to the important role that the audit committee plays in the good governance
of a company, Treasury considers that it would be appropriate to examine whether the requirement
for a company listed on the S&P/ASX All Ordinaries Index to establish an audit committee should be
included in the Corporations Act rather than the Listing Rules, and whether the existing requirement
should be extended to all listed companies. Another related issue that Treasury considers should be
examined is whether the mandatory requirement for the top 300 listed companies to comply with the
recommendations of the ASX Corporate Governance Council’s Corporate Governance Principles and
Recommendations on the composition, operation and responsibility of the audit committee should be
applied to all 500 companies listed on the S&P/ASX All Ordinaries Index. Treasury proposes to
explore these issues with relevant stakeholders including ASIC, the Australian Institute of Company
Directors (AICD) and the ASX.

Treasury notes that a director who is a member of the audit committee is subject to the duties of a
director contained in sections 180-184 of the Corporations Act and under the general law, and that the
application of these requirements would tend to increase the standard of care and diligence expected
of the director having regard to the special responsibilities placed on members of the audit committee
by the ASX Corporate Governance Principles.

Treasury also considers that it is important to recognise that the establishment of an audit committee
does not diminish the ultimate responsibility of the board of directors to ensure the integrity of the
company’s financial reporting and audit process.

Registered company auditors

Key finding 24

Treasury considers that it would be timely, in the light of the development and publication by the
International Federation of Accountants (IFAC) of International Education Standards for Professional
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Accountants IES 1 to 8, for the professional accounting bodies to review the existing approved
competency standard for the purposes of sections 1280 and 1280A of the Corporations Act. This
would ensure, once the revised standard had been approved by ASIC, that the approved competency
standard was consistent with international best practice.

Key finding 25

Treasury proposes to seek the views of stakeholders on two strategies that may assist in addressing
the decline in the number of registered company auditors:

» State and Territory governments should consider whether it would be appropriate to ensure that
registration as a registered company auditor is not the sole qualification for purposes of eligibility
to undertake a statutory audit required under state and territory legislation. This finding is
consistent with the views expressed in the 1997 Review of Requirements for the Registration and
Regulation of Company Auditors at paragraphs 244-245 (a report of a working party of the Ministerial
Council for Corporations).

* Consideration could be given to the introduction of simplified financial reporting and audit
requirements for smaller companies limited by guarantee (which predominantly have a
not-for-profit focus). There are approximately 11,000 companies limited by guarantee. Treasury
notes that the Australian Government is currently examining proposals to amend the Corporations
Act which would exempt companies limited by guarantee that fell below a threshold set at
$250,000 of consolidated revenue and that are not deductible gift recipients, from all financial
reporting, directors’ report and auditing requirements under Chapter 2M of the Corporations Act.
As a means of reducing audit costs, the proposals also envisage companies limited by guarantee
that exceeded the $250,000 threshold of consolidated revenue but have a consolidated revenue of
less than $1 million being given the option of having their financial information subject to a
‘review’ rather than an ‘audit’. The review or audit for a company limited by guarantee that fell
into such a category could be undertaken by either a registered company auditor or a member of a
professional accounting body with a practising certificate.

Auditor liability
Key finding 26

Australia has introduced a number of measures to address the issue of auditor liability and in terms of
international best practice standards can be considered to be at the forefront of reforms in this area.

Treasury proposes to monitor, in consultation with key stakeholders including the audit profession,

the impact on auditor liability of the increasing use of class actions in Australia and the role of
litigation funders.
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PART 3. OVERVIEW OF AUSTRALIA’S AUDIT REGULATION
FRAMEWORK

INTRODUCTION

3.1  Entities with financial reporting obligations under the Corporations Act are required to prepare
a financial report which includes the entity’s financial statements, notes and directors” declaration.
The report must be prepared in accordance with accounting standards and audited by a registered
company auditor in accordance with auditing standards. The report must also be lodged with ASIC
and the ASX (where applicable). The independent audit process performs a critical and essential
function in bestowing credibility and reliability on financial statements. High-quality audits are
recognised as being critical to the operation of well-functioning markets.

3.2  The Corporations Act establishes a comprehensive statutory regime on auditor regulation,
including auditor registration requirements, extensive auditor independence requirements and a
strong disciplinary framework.

3.3 In 2004, Australia’s auditor regulation framework was significantly strengthened with a
number of measures contained in the CLERP 9 Act. These measures included:

* a comprehensive regime on auditor independence established in the Corporations Act,
implementing recommendations of the review on Independence of Australian Company Auditors (the
Ramsay report) and the relevant recommendations of the HIH Royal Commission (the HIH
report);

» strengthening the auditing standards setting process, and providing these standards with the force
of law; and

» strengthening ASIC’s role in relation to surveillance and enforcement of the audit process and
financial reporting. ASIC has instituted an ongoing audit inspection program that performs a
critical role in ensuring that audit firms are complying with their obligations in relation to auditor
independence and audit quality.

3.4 In conjunction with the adoption of these measures, Australia also announced that it would
adopt International Financial Reporting Standards (IFRS) from 1 January 2005 and that they would
have the force of law under the Corporations Act.

3.5 Recent reforms to the auditor regulation framework have enhanced the robustness of the
regulatory requirements. For example, ASIC’s audit inspection powers were significantly enhanced by
the Australian Securities and Investments Commission Amendment (Audit Inspection) Act 2007 which
clarified the scope of ASIC’s audit inspection powers and facilitated ASIC entering into joint audit
inspection arrangements with foreign audit oversight regulators.

3.6 The robust legislative framework in the Corporations Act is supplemented by the professional
conduct rules applying to members of the three main professional accounting bodies (CPA Australia,
The Institute of Chartered Accountants in Australia (ICAA) and the National Institute of Accountants
(NIA)). The professional accounting bodies have established an independent ethical standards board,
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the Accounting Professional and Ethical Standards Board (APESB), which is responsible for the
professional conduct rules applicable to their members.

3.7 The Audit Quality Review Board (AQRB) was established as a not-for-profit company in
December 2005. The role of the AQRB was to monitor the processes by which its participating audit
firms (the Big 4 audit firms) seek to ensure their compliance with audit standards and legal
obligations relating to independence and audit quality. In February 2009 the AQRB completed its
three-year charter, and has submitted its final report. In his foreword to the final report (dated
December 2008), the Chairman of the AQRB made the following observations about the AQRB’s
overarching commitment:

AQRB has played a significant role in assisting in public understanding of the audit role.
AQRB’s function has been to inspect and make recommendations for changes and
improvements to the quality assurance processes by which the Big 4 accounting firms ensure
their compliance with auditing standards and related applicable legislation. The ultimate
purpose of course is the enhancement of the audit process and effectiveness of the firms’
audits.™

AUDITOR INDEPENDENCE

3.8  Auditor independence is important in the context of audit quality because the independent
audit is critical to the credibility and integrity of financial statements. A lack of independence impairs
an auditor’s ability to exercise objective audit judgments and affects confidence in the audit process.

3.9 Most of the auditor independence provisions are contained in Division 3 of Part 2M.4 of the
Corporations Act. However, the requirements relating to the annual independence declaration and the
disclosure requirements relating to non-audit services are contained in Divisions 1 and 3 of Part 2M.3
and the auditor rotation requirements are contained in Division 5 of Part 2M.4.

310 The comprehensive statutory regime on auditor independence in the Corporations Act was
introduced by the CLERP 9 Act in 2004. These reforms substantially implemented the
recommendations of the review of the Independence of Australian Company Auditors (the Ramsay report)
and some of the relevant recommendations of the HIH Royal Commission.

311 The legislative framework of the auditor independence requirements in the Corporations Act
includes:

* a general requirement for auditor independence;

+ specific auditor independence requirements which contain restrictions on an extensive range of
employment and financial relationships between an auditor, and other persons connected to the
auditor, and the audit client. The Ramsay report described these specific restrictions as involving
‘core circumstances which, if they exist, necessarily mean that the auditor is not independent’;

* an annual independence declaration by an auditor to be included in the directors’” report;

* a ‘cooling off’ period of two years which applies to partners of an audit firm or directors of an
audit company directly involved in the audit of an audit company before they can take up a

11  Audit Quality Review Board Limited, Third Report on the Quality of Audits Performed by Participating
Auditors of Public Interest Entities, December 2008, AQRB, Sydney, viewed 10 November 2009,
<http:/ /www.aqrb.org.au>.
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directorship or senior management position with the audit client. Following amendments
introduced in 2007, the two-year ‘cooling off’ period is now calculated from the date of the last
audit in which the former partner or director participated instead of from the date of departure
from the firm or audit company;

based on a recommendation of the HIH Royal Commission, a restriction on more than one former
partner of an audit firm or former director of an audit company becoming an officer of an audit
client unless the former partner or director left the firm or audit company five or more years ago;

the lead auditor and review auditor of a listed company being required to rotate after five
successive years; and

a requirement for the auditor of a listed company to attend the company’s AGM, and for
shareholders to be able to submit written questions to the auditor concerning the auditor’s report,
including the independence of the auditor.

3.12 Australia does not impose a legislative ban on non-audit services. The Ramsay report noted that
it had not uncovered any evidence to suggest that there were systemic failures within the accounting
profession in complying with the ethical rules for providing non-audit services.

3.13 The regulatory regime in Australia in relation to non-audit services comprises a matrix of
requirements in the Corporations Act, the accounting standards, the auditing standards and the
professional bodies” ethical rules:

Subsection 300(11B) of the Corporations Act provides that the annual directors” report of a listed
company must disclose the fees paid for non-audit services provided by the auditor during the
financial year, as well as a description of each service. In addition, the board of directors (in
accordance with advice of the audit committee where applicable) is required under subsection
300(11D) to make (i) a statement that they are satisfied that the provision of non-audit services is
compatible with the general auditor independence requirement imposed by the Corporations Act,
and (ii) an explanation of why those non-audit services do not compromise auditor independence.

The broad scope of the general auditor independence requirement imposed on auditors under the
Corporations Act would apply to any non-audit service arrangement between an audit firm and an
audit client. This empowers ASIC to challenge a particular non-audit service arrangement when it
considers that the arrangement creates a subjective and/or objective threat to the auditor’s
independence.

The accounting standards also require disclosure by an entity and by a group of details of
non-audit services provided to the entity and to the group.’?

APESB is responsible for the Code of Ethics for Professional Accountants (APES 110) which
implements the ethical rules adopted by the International Federation of Accountants (the IFAC
Code) in relation to non-audit services.’® Australian Auditing Standard ASA 102 Compliance with
Ethical Requirements when Performing Audits, Reviews and Other Assurance Engagements requires an
auditor to comply with relevant ethical requirements. Paragraph Al of Application and Other
Explanatory Material in ASA 102 provides that an auditor is to have regard to the applicable

12
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AASB: 101: Presentation of Financial Statements, paragraphs Aus 138.1 and Aus 138.2, Australian Accounting
Standards Board, Melbourne, 2009, viewed 10 November 2009, <http:/ /www.aasb.gov.au>.

Code of Ethics for Professional Accountants, Accounting Professional and Ethical Standards Board, Melbourne,
2009, viewed 10 November 2009, <http:/ /www.apesb.org.au>.



requirements of APES 110, which are to be taken into account in determining whether relevant
ethical requirements have been met.4

3.14 APES 110 recognises that non-audit services may create threats to the audit firm's independence
and requires auditors to evaluate the significance of any threat created by the provision of such
services. APES 110 provides that in some cases it may be possible to eliminate or reduce the threat
created by the application of safeguards. In other cases, no safeguards may be available to reduce the
threat to an acceptable level, and if this is the case, APES 110 requires either the audit services or the
non-audit services to be refused.®

3.15 The Future of Auditing Report focuses on two facets of auditor independence: auditor-provided
non-audit services and audit partner rotation.16

The views of interviewees on whether a higher level of prohibition on the provision of non-audit
services would bring desired benefits in independence were mixed.”” It would appear that a
majority of interviewees did not see a need for the existing requirements to be tightened, and one
interviewee expressly opposed the introduction of a blanket ban on the provision of non-audit
services. Treasury does not consider that any persuasive case has been made out to change the
existing matrix of requirements in Australia in relation to the provision of non-audit services.

There were a diverse range of views among interviewees on the merits or otherwise of auditor
rotation. While many interviewees indicated that they agreed with audit partner rotation in
principle, concerns were expressed that the five-year rotation period was insufficient to build up
adequate knowledge of the client. The report concluded that ‘on balance, by examining the
arguments for and against, it would seem that organisations that are large in size or are
particularly complex or operate in a highly regulated and therefore complex industry are those that
might command longer periods of audit tenure compared with other organisations’.

— Treasury notes that while the EU’s Statutory Audit Directive provides for a seven-year period,
Australia’s rotation period of five years is in line with the corresponding rotation period
applying in Canada, the UK and the US (under the SEC rules).1® Furthermore, while Australia
has adopted a two-year period before a ‘rotated” partner is permitted to resume involvement
with the same audit client, Canada, the UK and the US (through its SEC rules) have all adopted
a more onerous five-year time-out period. Treasury considers that any move to increase the
existing five-year rotation period in Australia, would of necessity require consideration of
whether the existing two-year time-out period should also be increased. It may also be difficult
to justify any changes to the existing requirements in the absence of data on the career paths of
audit partners who have been rotated off a particular audit.

Some of the ‘supplier’ interviewees in the Future of Auditing study were critical of the scope of the
financial investment restrictions applying to partners in an audit firm. Treasury notes that this
issue was addressed in the 2007 amendments to the auditor independence requirements in the
Corporations Act, so that the financial restrictions no longer apply to all partners in the firm but
only to a partner who is involved in the particular audit or is in a position to influence the outcome
of the audit.

14
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op.cit., n. 6.

ibid., paragraph 290.158.

Future of Auditing Report, op. cit., page 347.

ibid., see discussion pages 350-374.

While the UK has retained the five-year rotation period for the audit engagement partner in relation to
audits of listed companies, the Auditing Practices Board has revised the relevant ethical standard to allow
audit committees to extend the rotation period from five to seven years in certain circumstances for periods
commencing from 15 December 2009.
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316 The Auditing Practices Board (APB), one of the UKFRC’s operating bodies, issued a
consultation paper on 6 October 2009 seeking views from stakeholders, especially investors, on
whether investor confidence would be enhanced by a prohibition on audit firms conducting non-audit
services for an audit client.’” Treasury proposes to monitor the outcome of the APB’s consultation
process.

COMPARATIVE REVIEW OF AUSTRALIA’S AUDITOR INDEPENDENCE
REQUIREMENTS

3.17 The Treasury prepared a discussion paper Australian Auditor Independence Requirements: A
Comparative Review which was released on 15 November 2006.2 The overall conclusion of the
comparative review was that, despite differences in terminology, institutional arrangements and legal
frameworks, there is a substantial underlying equivalence between the Australian requirements and
international best practice standards.

3.18 The comparative review has been particularly useful in informing discussions between
Treasury and key stakeholders in the context of refinements made in 2007 to the auditor independence
rules.

AUSTRALIAN QUALITY CONTROL STANDARDS

3.19 The Auditing and Assurance Standards Board (AUASB) was established by the CLERP 9 Act as
an independent statutory body under section 227A of the Australian Securities and Investments
Commission Act 2001 (ASIC Act). Under section 336 of the Corporations Act, the AUASB may make
Auditing Standards for the purposes of the corporations legislation. The Australian Auditing
Standards (ASAs) made by the AUASB are legally enforceable legislative instruments under the
Legislative Instruments Act 2003.21

3.20 One of the AUASB’s statutory functions set out in paragraph 227B(1)(d) of the ASIC Act is to
“participate in and contribute to th