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The International Auditing and Assurance Standards Board (IAASB) recently finalised several significant and
controversial reforms of the audit reporting model. The reforms are in response to long-standing criticisms
about the form and content of the existing audit report. This study critically examines the current audit report
reforms and their implications. In particular, we investigate the perceptions of prominent stakeholders in respect
of these reforms and then evaluate the implications of the reforms on the informational value of the audit
report, audit quality and audit costs. The findings suggest that the changes to the audit report are of significant
informational value to users, while the implications for audit quality are unclear. Indeed, the changes would
increase audit costs and potentially the legal liability of auditors. This appraisal is timely given the efforts made
by the IAASB in commissioning these reforms to enhance the relevance and informational value of the audit
report.

T
he International Auditing and Assurance Stan-
dards Board (IAASB) recently finalised significant
and far-reaching reforms of the audit reporting

model. For the first time, audit reports will provide in-
sights into matters of significance to the audit (IAASB
2015a). For many jurisdictions, audit reports will now
provide the name of the audit engagement partner and
an explicit statement affirming the independence of the
auditor. The audit report will also provide enhanced
information on going concern. Another revolutionary
change is the reporting of the consideration by audi-
tors of other information in the annual report (IAASB
2015b). Lastly, the structure of the audit report and the
order in which the elements are presented will be pre-
scribed to the extent that the auditor’s opinion and basis
of opinion section will be presented before all other el-
ements. The Deputy Chairman of the IAASB, Daniel
Montgomery (2014), describes the reforms as one of the
most significant developments in the auditing profession
in many years.

The current reforms are driven by long-standing de-
bates on the form, content and value of the audit re-
port (Commission on Auditor’s Responsibilities 1978;
Geiger 1993; Church et al. 2008; Smieliauskas et al. 2008;
Mock et al. 2013). In particular, the standardised form
and restrictive content of the existing audit report have
been found to limit its informational and communicative
value (Coram et al. 2011; Vanstraelen et al. 2012). There
is also evidence of significant perceptual differences be-
tween auditors and users with respect to the messages
conveyed by the extant audit report (Innes et al. 1997;
Gay et al. 1998; McEnroe and Martens 1998; Manson

and Zaman 2001; Schelluch and Gay 2006; Chong and
Pflugrath 2008; Gray et al. 2011; Asare and Wright 2012;
Gold et al. 2012). The financial crisis of 2008–2009 pro-
vided further evidence of the limitations of the existing
audit reporting model and increased the urgency for re-
form (Carson et al. 2013; Doogar et al. 2015).

The primary objective of the current reform is to
enhance the communicative value of the audit report
(IAASB 2015a). Investors and other users have called for
the audit report to be more informative, and particu-
larly for auditors to provide more relevant information
on the audit (CFA Institute 2010). For example, a report
published by the CFA Institute reveals that only 37% of
respondents to their survey believe that the current audit
report contains the right amount of information (CFA
Institute 2010). The IAASB argues that the reforms will
enhance the informative value of the audit report and
audit quality (IAASB 2013).

Whether actively or passively fostered, there is con-
troversy about the recent audit report reforms. There
are concerns that the reforms will add complexity
and length, but not value, to auditor reporting (ICAA
2013; Ghandar 2014). There are also reservations about
whether it is truly known what users want and whether
additional information will meet their needs (AICD
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2013; AUASB 2013). Furthermore, it is argued that ad-
ditional information such as the name of the audit
engagement partner will not influence audit quality or
improve the ability of investors to make decisions (E&Y
2014; PwC 2014). There are also concerns that the reform
will add to the cost of audits and auditors’ legal liability
(NZAuASB 2013; Turner 2013). The impact on cost is
likely to be more onerous on small and medium enti-
ties and audit practices (IFAC SMP 2013; EFAA 2013).
Given these controversies, it is important to examine
whether the audit report reforms will improve the value
and quality of audits.

This pioneering study critically examines the current
audit report reforms and their implications. The objec-
tives of this study are twofold. First, the study aims to
investigate the perceptions of prominent stakeholders of
these reforms. We achieve this by a content analysis of
the comment letters of 138 respondents from 42 juris-
dictions and 10 stakeholder groups who responded to
the Exposure Draft (ED) issued by the IAASB on audit
report reforms. Second, the study aims to evaluate the
implications of the audit report reforms, particularly in
respect of their informational value, audit quality and au-
dit costs. This appraisal is timely given the efforts made
by the IAASB in commissioning these reforms to en-
hance the relevance and informational value of the audit
report.

This study contributes to existing literature that ex-
amines the audit expectation gap and value of the audit
report. It also adds to a growing body of literature that
examines the impact of current audit report changes
on audit quality and audit costs. Evidence on the influ-
ence of some of the new inclusions in the audit report,
such as the name of the audit engagement partner and
key audit matter paragraphs, is mixed (King et al. 2012;
Carcello and Li 2013; Yen et al. 2013; Blay et al. 2014;
Christensen et al. 2014). Moreover, prior studies have
only considered a small number of reforms and have
examined their impact in isolation. There is a lack of ev-
idence on the holistic implications of the current audit
report reforms.

We find that the current audit report reforms have
positive implications for the informational value of the
audit report while the implications for audit quality
are unclear. Audit costs and the auditor’s legal liabil-
ity are also expected to increase following the imple-
mentation of these reforms. Furthermore, the findings
indicate a high level of overall support for audit report
reforms; however, individual key reforms receive var-
ied levels of support. The results also show that there
are significant differences between stakeholder groups
in their support for audit report reforms. We conclude
that the differences across stakeholder groups can be ex-
plained by the economic self-interest of these groups.
Our findings are expected to be of interest to national
standard setters such as the Australian Auditing and As-

surance Standards Board (AUASB) as they contemplate
the adoption of these changes into their national audit-
ing standards. The results of this study should also be
of significance to the preparers and auditors of financial
statements.

Audit Report Reforms

Background

The audit profession has experienced significant trans-
formations over the past decade. These reforms comprise
jurisdiction-specific regulatory reforms and reforms of
the auditing standards in general.

The regulatory reforms followed large-scale corporate
collapses around the globe at the turn of the new mil-
lennium. In the United States (US) corporations such as
Enron and WorldCom and in Australia companies like
HIH Insurance and One.Tel collapsed, causing signifi-
cant losses for shareholders and a loss of confidence in
the audit function for capital markets (Houghton et al.
2010). The major change that ensued was the separation
from the profession of standard-setting responsibilities,
which, in many jurisdictions, were placed in the hands
of a profession-independent statutory body (Houghton
et al. 2013). In addition, significant changes were en-
dorsed in relation to audit oversight and auditor inde-
pendence (Carey et al. 2014). A number of these changes,
such as independent audit inspection programs and re-
strictions on the supply of non-audit services, had sig-
nificant implications for audit practice.

A number of changes were restricted to certain juris-
dictions; for example, in Australia the auditing standards
became legislative instruments under the Legislative In-
struments Act 2003 and had the force of law from 1 July
2006 for audits performed under the Corporations Act
2001. In the US, the Sarbanes-Oxley Act 2002 (SOX) man-
dated auditor reporting on internal control deficiencies
in the audit report.

Auditing standards also experienced significant
changes over the period. The most profound changes re-
sulted from the Clarity Project undertaken by the IAASB
in 2004 (IAASB 2004). The program involved the appli-
cation of the new drafting conventions to all the Inter-
national Standards on Auditing (ISA) and substantive
revisions to several ISA. The new drafting rules require
the setting of objectives for each ISA and the structuring
of each standard to contain the introduction, objectives,
mandatory requirements, application guidance and def-
inition of main terms used in the standard. This fosters
clarity and makes the standards easier to read and apply,
removing much of the ambiguity that may previously
have been present (IAASB 2009).

An audit report that clearly conveys the results of
an audit can enhance audit quality, while additional
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disclosures in the audit report may influence the qual-
ity of audit in a positive manner as well. The current
audit report reforms complement prior changes in the
audit-reporting framework to enhance audit quality and
value.

Current reforms

The current audit report reforms of the IAASB include
enhancements to its content and structure. The details
of the reforms and the relevant auditing standards are
presented in Table 1. In particular, the reforms include:
(a) the communication of key audit matters in a new sec-
tion of the audit report; (b) the disclosure of the name
of the audit engagement partner; (c) the presentation
of the opinion and basis of opinion section before all
other sections; (d) enhanced auditor reporting on going
concern; (e) an affirmative statement that the auditor is
independent of the entity and has fulfilled the relevant
ethical responsibilities, with the disclosure of jurisdic-
tion of origin of those ethical requirements or reference
to the International Ethics Standards Board for Accoun-
tants (IESBA) Code of Ethics for Professional Accountants;
and (f) a new section addressing the responsibility of
management and the auditor for other information in
the annual report, and the auditor’s conclusions on the
consistency of other information with the audited finan-
cial statement.

The motivation behind the reforms undertaken by the
IAASB is to enhance the informative value of the audit
report by providing additional information relevant to
the audit. The IAASB also expects that these reforms will
positively influence the quality of audits.

Reforms in other prominent countries

A number of national auditing standard setters have also
revised the audit report in their respective jurisdictions
in the past five years (see Table 2 for examples). In the
United Kingdom (UK), for example, the Financial Re-
porting Council (FRC) was the first to issue changes to
the content of the audit report in June 2013. The re-
vised audit report was designed to complement changes
made to the UK corporate governance code in October
2012 (UK FRC 2013). The European Commission (EC)
adopted major changes to audit market regulation
through new legislation (Directive 2014/56/EU and Reg-
ulation No. 537/2014) (European Parliament and the
Council of the European Union 2014). Both the UK
FRC and the EC have espoused ISA as the base auditing
standards in their respective jurisdictions.

Table 2 shows that both the Public Company Account-
ing Oversight Board (PCAOB) and the UK FRC have
either proposed or adopted disclosures similar to the
key audit matter paragraph. The PCAOB refers to key

audit matters as critical audit matters. The proposed
content of critical audit matter paragraphs is similar to
that of key audit matter paragraphs. The UK FRC, on the
other hand, requires auditors to report significant audit
judgements to the audit committee. The audit committee
reports their activities, including their communication
with the auditor, to the board of directors. The board is
then required to describe the work of the audit commit-
tee in the annual report. If the description of the audit
committee’s work is inadequate, the auditor is then re-
quired to address the relevant issues in the audit report
(UK FRC 2013).

Another common reform across many jurisdictions
is the disclosure of the name of the audit engagement
partner. The EC and the UK FRC along with other juris-
dictions such as Australia, China, Taiwan and Malaysia
took the lead on this reform and have had this require-
ment for more than a decade (Carcello and Li 2013).

A number of prominent national standard setters also
have unique requirements for the audit report. For ex-
ample, the PCAOB audits for a decade or more have
required the reporting of the auditor’s opinion on inter-
nal controls in the audit report or in a separate report.
Prior studies find that internal control opinions have an
impact on users’ decisions (Schneider and Church 2008)
and that the market values these reports (Rezaee et al.
2012). On the other hand, there is also evidence that
auditor reporting on internal controls is costly for com-
panies (Raghunandan and Rama 2006). In its proposals,
the PCAOB advocates the disclosure of auditor tenure in-
formation. Similar requirements on auditor tenure have
been adopted by the UK FRC and the EC but not by the
IAASB.

The UK FRC and the EC both require the disclosure
of enhanced information on risk and materiality in the
audit report. This information is useful to users of finan-
cial statements (Fisher 1990; Manson and Zaman 2001).
The EC also requires the auditor to disclose the extent
to which the audit was capable of detecting irregulari-
ties, including fraud. Furthermore, the EC mandates a
declaration by the auditor in the audit report that no
prohibited non-audit services have been provided to the
client. Both the UK and the EC will eventually adopt
the revised ISA, and as a result, the various IAASB re-
forms will be adopted in these jurisdictions along with
the reforms already implemented by these standard set-
ters. The PCAOB in the US has issued two exposure
drafts on audit report reforms, but they are still under
consideration at this stage (PCAOB 2013a, 2013b).

In Australia, the AUASB issued Exposure Draft 01/15
on 30 April 2015. This exposure draft presented the en-
hanced auditor reporting standards of the IAASB for
consideration by constituents in Australia. The views
of constituents were sought on a range of issues. A
prominent issue was the costs and benefits of adopt-
ing enhanced auditor reporting standards in Australia.
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Table 1 Summary of significant audit report reforms

Title of Auditing Standard Number Reforms/Changes
Forming an Opinion and Reporting on

Financial Statements
ISA 700 � Revises the presentation order of the elements of the auditor’s

report. Paragraph 23 requires the first section of the auditor’s
report to include the auditor’s opinion. The basis for the opinion
section will follow the auditor’s opinion.

� Prescribes the inclusion of key audit matters in the auditor’s report,
and refers auditors to the new standard, ISA 701, for guidance on
the disclosure of key audit matters (mandatory for listed entities
only, voluntary for other entities).

� Enhanced description of auditors’ responsibilities for the audit of
financial statements.

� Requires the engagement partner for audits of financial
statements of listed companies to be named and establishes a
‘harm’s way’ exemption for the disclosure of the name of the audit
engagement partner.

� Requires for all auditor reports an explicit statement that the
auditor is independent of the entity in accordance with the
relevant ethical requirements relating to the audit, and that they
have fulfilled all other ethical responsibilities. Also requires the
identification of the jurisdiction of the origin of the ethical
requirements or a reference to the IESBA Code of Ethics for
Professional Accountants.

Communicating Key Audit Matters in the
Independent Auditor’s Report

ISA 701 � This is a new auditing standard. This standard introduces
requirements for auditors to determine and communicate key
audit matters in the auditor’s report.

Going Concern ISA 570 � In cases where material uncertainty exists with respect to the
going concern of an entity, the auditor must address this in a
separate section of the auditor’s report, which is broadly similar to
the exceptions-based reporting required in the extant ISA 570.

� For all auditor reports, the respective responsibilities of
management and the auditor for going concern must be
described.

� If events and circumstances have been identified that might cast
significant doubt on an entity’s ability to continue as a going
concern but the auditor concludes that no material uncertainties
exist, there is a new requirement for the auditor to evaluate the
adequacy of disclosure about these events and circumstances in
the financial statements in accordance with the applicable
financial reporting framework.

� An acknowledgement in ISA 701 and ISA 570 that matters related
to going concern may be determined to be a key audit matter.

Modifications to the Opinion in the
Independent Auditor’s Report

ISA 705 � The revised ISA 705 makes it explicit that matters giving rise to the
modification of the auditor’s opinion are, by their nature, key audit
matters but are to be reported separately in the Basis for Qualified
(or Adverse) Opinion section of the auditor’s report.

� The revised ISA 705 prohibits the auditor from including additional
information on key audit matters, going concern or other
information about which the auditor disclaims an opinion.

Emphasis of Matter Paragraphs and Other
Matter Paragraphs in the Independent
Auditor’s Report

ISA 706 � This standard was revised as a result of the new ISA 701.

Communicating with Those Charged with
Governance

ISA 260 � This standard was revised as a result of the new ISA 701.

(Continued)
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Table 1 Continued

Title of Auditing Standard Number Reforms/Changes

The Auditor’s Responsibilities Relating
to Other Information

ISA 720 � There are other changes in this standard; we only present changes that affect
the audit report.

� Using the heading ‘Other Information’ or other appropriate heading, the
auditor’s report will include:
- a statement that management is responsible for the other information;
- identification of the other information obtained prior to the

date of the auditor’s report. In the case of a listed entity, the
auditor is also required to identify any other information
expected to be obtained after the date of the auditor’s report;

- a statement that the auditor’s opinion does not cover the
other information and, accordingly, that the auditor
does not express (or will not express) an audit opinion or
any form of assurance conclusion thereon;

- a description of the auditor’s responsibilities related to
reading, considering and reporting on other information.

� When other information has been obtained prior to the date of the auditor’s
report, either:
- a statement that the auditor has nothing to report; or
- if the auditor has concluded that there is an uncorrected

material misstatement of the other information, a
statement that describes the uncorrected material
misstatement of the other information.

In particular, the AUASB requested stakeholders to pro-
vide feedback on the anticipated costs of compliance
and whether the benefits were likely to outweigh the
costs.

Prior Research

Limited research has been conducted on the effective-
ness of the reforms as a means of enhancing audit qual-
ity and value, and only piecemeal evidence exists on
some of the reforms. For example, Christensen et al.
(2014) and Sirois et al. (2014) provide evidence that
the key audit matter paragraph enhances the informa-
tional value of the audit report.1 In particular, Chris-
tensen et al. (2014) report that the key audit matter
paragraph centered on fair value estimates influences
the decisions of nonprofessional investors, while Sirois
et al. (2014) indicate that key audit matter paragraphs
improve users’ search for information in the finan-
cial statements by directing their attention to particular
disclosures.

Capital markets-based studies show that key audit
matter paragraphs do not have a significant effect on
market participants. For example, Bedard et al. (2014)
examined the market reaction to the release of audit
reports containing the justification of assessments2 in
France. They examined cumulative abnormal returns
around the date on which the audit reports contain-
ing the justification of assessments were released. The
results show that the introduction of justification of as-
sessments has no impact on the reaction of the financial

market. The difference in findings between Christensen
et al. (2014) and Bedard et al. (2014) could be due to
the fact that the two studies examine similar yet not the
same disclosures. Christensen et al. (2014) conducted an
experiment with nonprofessional investors as decision
makers, while Bedard et al. (2014) examined the market
reaction, summarising the decisions of a wide range of
investors that included professional and nonprofessional
investors. Prior research also shows that nonprofessional
and professional investors acquire and use information
very differently (Frederickson and Miller 2004; Elliott
2006; Hodge and Pronk 2006). This may indicate that
key audit matter paragraphs impact differently on pro-
fessional and nonprofessional investors, which has im-
portant implications for the value of the additional dis-
closures in the audit report.

From an audit quality perspective, Sirois et al.
(2014) indicate that key audit matter paragraphs have
a negative impact on the perceptions of users on the
disclosures in the financial statement. The presence of
these paragraphs causes confusion amongst users on the
level of assurance provided by the audit report, and they
also tend to ascribe different degrees of assurance across
various components of the financial statements based
on the contents of the key audit matter paragraphs
(Sirois et al. 2014). Users may therefore express lower
confidence in financial statement disclosures that are
discussed in key audit matter paragraphs. For example,
Kachelmeier et al. (2014) report that users treat key
audit matter paragraphs as disclaimers for parts of the
financial statement.3 They find that financial state-
ment users express less confidence and ascribe lower
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Table 2 IAASB’s audit report reform initiatives vs reforms in other prominent countries

United Statesa United Kingdomb European
Reform Element IAASB (PCAOB) (UK FRC) Commissionc

Introduction of a new section in which key/critical audit matters
specific to an audit will be communicated

X X Xd

Disclosure of the name of the engagement partner X X Xe Xe

Prominent placement of the audit opinion and the basis of the
opinion

X

Enhanced auditor reporting on going concern X X
Statement about the auditor’s independence and fulfilment of

relevant ethical responsibilities, with disclosure of the
jurisdiction of origin of those requirements

X X Xf

Enhanced description of the responsibilities of the auditor X X
Disclosure of information on auditor tenure X Xg X
Statement regarding the auditor’s consideration of other

information in the annual report
X X X

Auditor’s opinion on internal control Xh

Inclusion in the audit scope of how the audit addressed risk
and materiality considerations

X X

Inclusion of information on the risks of material misstatement X X
Explanation of how the auditor applied the concept of

materiality in planning and performing the audit
X

Information on the extent to which the audit was capable of
detecting irregularities, including fraud

X

The place where the statutory auditor or audit firm is
established

X

Notes: aThe PCAOB issued the exposure draft on the proposed changes to the auditing standards related to the audit report in 2013. As
of April 2015, the PCAOB has yet to issue the final standards.
bThe UK FRC issued revised standards on auditor reporting, based on ISAs, in 2013.
cThe EC in April 2014 approved changes to the audit market for EU member countries. The ISAs are to be used as auditing standards by
the 28 EU member states, but additional requirements were prescribed for the audit report in the audit market directive and audit market
regulation.
dThe auditors are required to report if the board fails to adequately describe the work of the audit committee in the annual report.
eThe EC adopted the requirement for the statutory auditor (audit engagement partner) to sign the audit report in the Eighth Company
Law Directive (Directive 2006/43/EC. European Parliament and the Council of European Union 2006).
fIn addition to a statement on the auditor’s independence, the auditor will need to make a declaration that the non-audit services prohibited
under the audit market legislation have not been provided by the auditor. The auditor will also have to provide information on any services
rendered in addition to the statutory audit services that have not been disclosed in the management report or financial statements.
gThe audit committee is required to disclose the length of auditor tenure in its report.
hThis requirement is already in place in the US for listed companies, having been a change espoused in the Sarbanes-Oxley Act (2002).

auditor responsibility for a misstatement in a financial
statement area disclosed as a key audit matter in the
auditor’s report. Generally, the evidence across these
studies suggests that the disclosure of key audit matter
paragraphs are detrimental to perceived audit quality.

Cade and Hodge (2014) show that in a setting where
key audit matter paragraphs are publicly reported, the
client and its officers minimise the sharing of private
information with the auditor. This action is likely to
increase information asymmetry between the auditor
and the auditee. Clear and effective two-way communi-
cation is not only important but is prescribed as nec-
essary for effective audits. A breakdown in commu-
nication between management and the auditor, or a
situation in which management deliberately conceals in-
formation from the auditor to minimise auditor report-
ing of key audit matters, may have a detrimental impact
on audit quality. However, a study of the justification
of assessments disclosure in French audit reports shows

that it has no significant impact on audit quality as mea-
sured by the level of earnings management (Bedard et al.
2014).The influence of key audit matter paragraphs on
audit quality is obscure, and given the limited empirical
evidence, it is difficult to conclude whether key audit
matters would indeed enrich audit quality.

On the other hand, recent evidence from capital
markets-based studies suggests that the name of the au-
dit engagement partner has informational value. Knechel
et al. (2015) show that the market recognises and reacts to
differences in auditor reporting style. For example, the
credit market imposes higher interest rates and worse
credit ratings, while the equity market attributes a lower
value to a firm’s stocks when audit partners have a history
of aggressive reporting. Furthermore, audit commit-
tee members, analysts and fund managers perceive that
individual auditor attributes are more important than
audit firm attributes (Kilgore et al. 2011). Since the
market recognises differences between auditors and
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reacts accordingly, and users perceive auditor attributes
as being more important than audit firm attributes, the
information on the identity of the audit engagement
partner may have significant value.

It has also been argued that disclosing the audit
engagement partner’s name will increase their account-
ability and transparency (King et al. 2012). Whilst audit
engagement partners have always been accountable
and subject to monitoring within the audit firm and
externally through accounting oversight bodies, the
identity of the partner was only observable to a few
parties (Carcello and Li 2013). Identifying the audit
engagement partner to a much larger audience will
motivate the partner to improve audit quality to avoid
the adverse consequences of audit failure. For example,
Carcello and Li (2013) show that in the UK, disclosure
of the audit engagement partner’s name leads to a better
quality audit. The findings indicate that compared to
the pre-disclosure period, abnormal accruals decline
and the incidence of qualified audit reports increases in
the post-disclosure period. Both are indicators of better
audit quality, and the results support the propositions
in King et al. (2012).

Users of audit reports and other stakeholders support
the public disclosure of the audit engagement partner’s
name and agree that it enhances auditor accountabil-
ity (Yen et al. 2013). In the Netherlands, however, Blay
et al. (2014) find no significant improvements in various
measures of audit quality in the post-audit engagement
partner signature period compared to the pre-signature
period. The difference between the findings in Carcello
and Li (2013) and Blay et al. (2014) could be due to
the context in which they examined the impact of the
audit partner signature on audit quality. The UK is char-
acterised by higher legal liability for auditors because
its legal environment is more litigious than that of the
Netherlands (Brown et al. 2014). The Netherlands scores
zero on a six-point scale measuring the level of litigation
risk, while the UK scores six; therefore, auditors in the
UK have a greater motivation to improve audit qual-
ity in an environment where their identity is publicly
disclosed.

Research and anecdotal evidence indicates that the
audit report reforms are expected to increase audit
costs. Prior research provides evidence of significant
costs associated with changes in accounting and auditing
standards and regulations for both auditors and audited
entities (Griffin et al. 2009; Kim et al. 2012; George et al.
2013). The additional costs are primarily attributable to
the increase in audit effort and audit risk (Ghosh and
Pawlewicz 2009). For example, Carcello and Li (2013)
examined changes in the audit fees of UK companies
from the pre-signature to the post-signature period fol-
lowing the implementation of the auditor signature re-
quirement. Their findings reveal that audit fees increased
by approximately 13% as a result of the requirement.

In France, on the other hand, Bedard et al. (2014)
show that neither audit cost nor the time taken to issue
the audit report is significantly influenced by the re-
porting of the justification of assessments. As discussed
earlier, the context in which the study was undertaken
may have affected the results obtained. The level of liti-
gation risk in France is lower than it is in countries like
the UK, the US and Australia (Brown et al. 2014). Fur-
thermore, France ranks lower than these jurisdictions on
another important dimension: the strictness with which
standards are enforced (Brown et al. 2014). Therefore,
French auditors may be less motivated to increase audit
effort or reduce audit risk by undertaking the additional
audit work required to report on additional information
in the audit report than auditors in jurisdictions with
higher litigation risk.

The impact of key audit matter paragraphs on the legal
liability of auditors is mixed, with some studies show-
ing that such disclosures have no impact, or that auditor
liability is reduced, while others show that auditor lia-
bility in certain contexts is higher. Brasel et al. (2014)
show that assessors of auditor liability experience fewer
negative emotional reactions to auditors when auditors
have previously disclosed key audit matters that relate to
undetected misstatements. They also find that in certain
circumstances, the disclosure of key audit matters de-
creases the assessment of auditor liability. Gimbar et al.
(2014) find that the disclosure of key audit matter para-
graphs, whether related or unrelated to an undetected
misstatement, leads to an increase in the legal liability of
auditors in a rules-based setting but not in a principles-
based setting. Backof et al. (2014) confirm that the dis-
closure of key audit matter paragraphs increases the legal
liability of auditors but only when the key audit matter
paragraph contains a description of the specific audit
procedures that the auditor must perform to address the
identified matter. In all other circumstances, key audit
matter paragraphs do not significantly affect the likeli-
hood of an assumption of auditor negligence (Backof
et al. 2014).

It is evident from prior studies that the disclosure of
key audit matter paragraphs will impact auditor liabil-
ity differently, depending on such factors as the type of
standards in use and the information that will be dis-
closed in the key audit matter. This reaffirms our earlier
conclusion that the context in which these reforms are
implemented will be important in shaping their influ-
ence on the profession.

Research Method

We conducted a content analysis of the comment letters
that were written in response to the IAASB ED Reporting
on Audited Financial Statements: Proposed New and Re-
vised International Standards on Auditing issued in July
2013. We analysed 138 comment letters from a range of
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respondents. The content analysis was used to determine
the perceptions of auditors, preparers and users on the
implications of the audit report reforms.

The comment letters were coded according to their
overall agreement with each of the six major reform
initiatives. We divided the letters into those that sup-
ported, opposed or expressed no opinion on the reform.4

Table 3 summarises the stakeholder group affiliation of
the respondents and their overall position on each of the
six audit report reforms. We rely on the grouping cat-
egories and designations supplied by the IAASB. The
IAASB divides respondents into 10 groups: investors
and analysts, those charged with governance, regula-
tors and audit oversight bodies, national standard set-
ters, accounting firms, public sector auditors, preparers,
member bodies and other professional organisations,
academics, and individuals and others.

Member bodies and other professional organisations
comprise the largest block of respondents, generating
30% of the total number of letters. This is not surpris-
ing since the member bodies make up the International
Federation of Accountants (IFAC) and the IAASB is an
independent standard-setting board of IFAC. In addi-
tion, the member bodies and other professional organi-
sations represent accountants and auditors, a group sig-
nificantly affected by the changes to the audit report.
A total of 16 (12%) accounting firms submitted com-
ment letters, including all of the Big 4 accounting firms.
A surprising 10% of comment letters were written by
public sector auditors, even though the changes are not
related to public sector auditing standards. Another 12%
of letters were from regulators and audit oversight bod-
ies. National standard setters and investors and analysts
each submitted 9% of comment letters. Preparers con-
tributed 6% of the total number of letters. Academics and
individuals contributed 6% and 5% of comment letters
respectively. Overall, these participation rates are con-
sistent with prior studies using comment letter analysis
(Tandy and Wilburn 1992).

Table 4 summarises the geographical location and
overall position of the respondents. The 138 respondents
to the ED are from 42 different countries. This is not sur-
prising, considering that the IAASB standards are used in
more than 120 countries (IAASB 2012). Twenty percent
of comment letters (the largest cohort) were written by
global organisations and entities including the Big 4 ac-
counting firms, followed by the US (10%), Canada (8%)
and Australia (7%).

Preparers’, Auditors’ and Users’
Perceptions of the Audit Reforms

A significant number of respondents indicated that the
IAASB’s audit report reforms are important and timely.

The perception of many respondents are summarised in
the remarks made by the AUASB (2013: 1):

Exploring options that may help reduce the ‘expectation
gap’, and achieve reporting that better meets users’ in-
formation needs and aims to enhance the relevance of
the audit is clearly in the interests of users, preparers,
auditors and others involved in financial reporting.

Similar sentiments are shared by PwC (2013: 1) in
their comment letter:

We fully support the IAASB’s initiative to expand au-
ditor’s (sic) reports to make them more informative by
sharing insight from the audit. Such expanded reports
would help to reaffirm the relevance and value of the
audit to users.

Although there is a high level of support for audit
report reforms, there are significant differences in the
level of support for each of the six major audit re-
port changes. Differences also exist between stakeholder
groups and respondents from different geographical
locations.

Table 3 shows that 80% of respondents supported the
communication of key audit matter through the audit
report. A number of respondents within this 80% gave
only partial support, that is, they supported the idea of
auditors providing more audit-related information, but
they had reservations about how this would be executed
and the potential costs and benefits of this requirement.
The ICAA (2013: 3) provides a typical example of such
a claim:

We believe that the inclusion of KAM [key audit mat-
ter], if done well, in the auditor’s report has the po-
tential to increase the value of the audit to the users
by increasing their awareness of significant matters that
the auditor addressed during the audit and by increas-
ing their understanding of the work performed by the
auditor. However, this benefit needs to be evaluated in
terms of costs. There were a number of other common
issues and concerns about the usefulness of KAM raised
by members during our consultations.

Sixty-two percent of respondents unilaterally sup-
ported the changes for enhanced auditor reporting on
going concern. The final standard and the ED differ
in one aspect of auditor reporting on going concern.
The ED required auditors to present a separate section
on going concern in the audit report in all circum-
stances, while the final standard only requires a sep-
arate section if material uncertainties related to going
concern exist and are adequately disclosed in the fi-
nancial statements. Many respondents expressed an ex-
plicit preference for exceptions-based reporting on go-
ing concern, and eventually this was adopted in the final
standards.

The affirmative statement on auditor independence
and fulfilment of relevant ethical responsibilities with

8 Australian Accounting Review C© 2017 CPA Australia
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Table 3 Responses to the 2013 IAASB exposure draft on the audit report reforms

Communicating Key Audit Matter
Information in the Audit Report

Enhanced Reporting on Going
Concern and Material Uncertainty

Affirmative Statement on
Auditor’s Independence

Frequency (%) of Overall Position Frequency (%) of Overall Position Frequency (%) of Overall Position

ED Respondent Groups Support Oppose No Opinion Total Support Oppose No Opinion Total Support Oppose No Opinion Total

Investors and analysts 11 (92) 1(8) 0(0) 12(9) 9(75) 1(8) 2(17) 12(9) 7(58) 2(17) 3(25) 12(9)
Those charged with governance 1(100) 0(0) 0(0) 1(1) 0(0) 1(100) 0(0) 1(1) 0(0) 0(0) 1(100) 1(1)
Regulators and audit oversight

bodies
13(81) 2(13) 1(6) 16(12) 10(63) 5(31) 1(6) 16(12) 12(75) 0(0) 4(25) 16(12)

National standard setters 11(92) 0(0) 1(8) 12(9) 8(67) 4(33) 0(0) 12(9) 7(58) 4(33) 1(9) 12(9)
Accounting firms 13(81) 2(13) 1(6) 16(12) 11(69) 4(25) 1(6) 16(12) 13(81) 0(0) 3(19) 16(12)
Public sector auditors 9(64) 3(21) 2(15) 14(10) 5(36) 9(64) 0(0) 14(10) 7(50) 5(36) 2(14) 14(10)
Preparers 2(22) 7(78) 0(0) 9(6) 2(22) 5(56) 2(22) 9(6) 3(33) 2(22) 4(45) 9(6)
Member bodies and other

professional organisations
37(88) 3(7) 2(5) 42(30) 29(69) 11(26) 2(5) 42(30) 31(74) 8(19) 3(7) 42(30)

Academics 7(78) 0(0) 2(22) 9(6) 5(56) 1(11) 3(33) 9(6) 3(33) 1(11) 5(56) 9(6)
Individuals and others 6(86) 1(14) 0(0) 7(5) 6(86) 0(0) 1(14) 7(5) 4(57) 1(14) 2(29) 7(5)
Total 110(80) 19(14) 9(6) 138 85(62) 41(30) 12(8) 138 87(63) 23(17) 28(20) 138

Naming of Audit Engagement
Partner in the Audit Report

Prominent Placement of Audit
Opinion (Before all other elements)

Reporting on Other Information in
the Annual Reporta

Frequency (%) of Overall Position Frequency (%) of Overall Position Frequency (%) of Overall Position

ED Respondent Groups Support Oppose No Opinion Total Support Oppose No Opinion Total Support Oppose No Opinion Total

Investors and analysts 7(58) 2(17) 3(25) 12(9) 4(33) 3(25) 5(42) 12(9) 0(0) 0(0) 0(0) 0(0)
Those charged with governance 0(0) 0(0) 1(100) 1(1) 0(0) 0(0) 1(100) 1(1) 0(0) 1(100) 0(0) 1(1)
Regulators and audit oversight

bodies
11(69) 0(0) 5(31) 16(12) 4(25) 7(44) 5(31) 16(12) 0(0) 0(0) 9(100) 9(13)

National standard setters 9(75) 3(25) 0(0) 12(9) 4(33) 8(67) 0(0) 12(9) 4(40) 3(30) 3(30) 10(14)
Accounting firms 9(56) 6(38) 1(6) 16(12) 9(56) 4(25) 3(19) 16(12) 8(73) 2(18) 1(9) 11(16)
Public sector auditors 12(86) 0(0) 2(14) 14(10) 8(57) 5(36) 1(7) 14(10) 5(56) 1(11) 3(33) 9(13)
Preparers 3(34) 3(33) 3(33) 9(6) 4(45) 2(22) 3(33) 9(6) 0(0) 1(50) 1(50) 2(3)
Member bodies and other

professional organisations
32(76) 6(14) 4(10) 42(30) 19(45) 19(45) 4(10) 42(30) 16(64) 1(4) 8(32) 25(37)

Academics 4(44) 1(12) 4(44) 9(6) 2(22) 1(11) 6(67) 9(6) 0(0) 0(0) 0(0) 0(0)
Individuals and others 5(72) 1(14) 1(14) 7(5) 3(43) 1(14) 3(43) 7(5) 0(0) 0(0) 2(100) 2(3)
Total 92(67) 22(16) 24(17) 138 57(41) 50(36) 31(23) 138 33(48) 9(13) 27(39) 69

Notes: aThis reform was part of a separate IAASB project and was presented in a separate exposure draft – The Auditor’s Responsibilities
Relating to Other Information. A total of 69 comment letters were received in response to this ED. We analysed only a portion of these
comment letters.

the disclosure of jurisdiction of origin of these require-
ments received 63% affirmative responses. The ED pro-
posed that the auditor should disclose the sources of
all ethical pronouncements that were applicable in an
audit. However, it was clear that practical difficulties
would arise as a result of identifying and disclosing a
relatively long list of such applicable pronouncements,
particularly for consolidated financial statements with
multiple subsidiaries located across different political
boundaries. Consequently, the IAASB decided to only
require the disclosure of the jurisdiction of origin of the
ethical requirements that were applicable for an audit or
a reference to the IESBA’s Code of Ethics for Professional
Accountants.

Sixty-seven percent of respondents supported the dis-
closure of the name of the audit engagement partner.
The other two reforms received less than majority sup-
port from the respondents. The first of the two requires
the auditor to place the audit opinion in a prominent
location in the audit report. Only 41% of respondents

expressed unilateral support for this reform. The second
reform requires the auditor to present any inconsisten-
cies found in their consideration of other information in
the annual report in a separate section of the audit report.
This initiative received only 48% unilateral affirmative
responses.

Table 3 also reveals that the majority of preparers were
in disagreement with all six key changes. Prior research
provides evidence that preparers are opportunistically
motivated and are more likely to lobby for a reform
if it maximises their economic self-interest (Watts and
Zimmerman 1978; Francis 1987; Booth and Cocks 1990;
Tandy and Wilburn 1996). It is also argued that prepar-
ers have a tendency to favour changes in accounting and
auditing standards that reduce their political exposure
and oppose those that increase their exposure (Georgiou
2005). The reforms to the audit report would increase
auditor reporting on key audit matters and going con-
cern, and would also require the prominent placement
of the audit opinion. In addition, auditor reporting on

C© 2017 CPA Australia Australian Accounting Review 9
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inconsistencies between other information in the annual
report and the audited financial statements is not an al-
luring proposition for preparers. Each of these changes
would increase audit fees, and in some cases might
increase the political exposure of the audited entities.
This indicates that the preparers voted in self-interest
when they opposed many of the key reform initiatives.

The position taken by the accounting member bod-
ies and other professional organisations is largely con-
sistent with the position taken by their constituents –
accountants and accounting firms. Accounting firms
overwhelmingly supported all six key reforms, while the
accounting professional member bodies supported five.
The only difference in their view was on the placement
of the auditor’s opinion, which the majority (56%) of
accounting firms supported and the accounting profes-
sional membership bodies viewed ambivalently.

All the Big 4 accounting firms strongly supported the
reforms with the exception of the naming of the audit en-
gagement partner, which three of the four firms opposed.
The results related to the views of accounting firms and
accounting professional member bodies is largely con-
sistent with prior research on lobbying behaviour, which
concludes that trade organisations, such as accounting
member bodies, will lobby on behalf of their members by
taking the majority view of their members (Sutton 1984;
Lindahl 1987; Tutticci et al. 1994; Stenka and Taylor
2010). Puro (1984) proposes that professional respon-
dents such as accounting firms and accounting profes-
sional member bodies will promote accounting changes
that increase disclosure requirements, one reason being
that increased disclosure requirements can increase the
fees that these professional firms charge their clients.
Research evidence confirms that following significant
changes in regulations and accounting standards, ac-
counting firms have benefited economically through in-
creased audit fees (Ghosh and Pawlewicz 2009; Kim et al.
2012).

The users (investors and analysts), although a small
group, strongly supported four of the six reform initia-
tives, namely the key audit matters, enhanced auditor
reporting on going concern, affirmative statement on
auditor independence and disclosure of the name of the
audit engagement partner. The users did not unilaterally
oppose the prominent placement of the auditor’s opin-
ion; however, 42% refrained from providing an opinion
on the issue. Moreover, no users responded to the ED
on the sixth reform initiative, thus we cannot assess the
perception of users on auditor reporting on other in-
formation. Users make up only 9% of the total number
of respondents. The low participation of users in the
process is not unusual because the economic impact of
the reform falls mainly on preparers and auditors. The
low participation of users is also consistent with prior
research such as Davis and Hay (2012). Since users will
not incur significant economic costs but will benefit sig-

nificantly from these reforms, the users who responded
strongly supported the reform initiatives.

Analysis of the voting pattern of respondents across
political boundaries shows that there is general consen-
sus on the audit report changes, although some differ-
ences are evident. The data in Table 4 show a high level of
consensus supporting the disclosure of key audit matters,
but there are differences across countries on the voting
for auditor reporting on going concern, the affirmative
statement on auditor independence and the disclosure
of the name of the audit engagement partner. The re-
spondents from the two North American countries, the
US and Canada, provided less than majority support
for the three reforms compared to the respondents from
most other countries. There are a number of plausible
explanations, including a strict legal liability regime and
the economic self-interest of the respondents. For exam-
ple, the US is considered to be more litigious than other
countries (Gul et al. 2013). The disclosure of the name
of the audit engagement partner, which is not a current
requirement in the US, could lead to higher legal liabil-
ity exposure for auditors, which might have encouraged
respondents from the US to oppose the requirement. A
closer look at the data reveals that a high proportion
(43%) of respondents from the US are accounting firms
and member bodies and other professional organisa-
tions, which affirms our proposition that respondents
from the US opposed the proposals as a result of eco-
nomic self-interest.

Implications of the Audit Reforms

Informational value of the audit report

One of the shortcomings of the existing audit report
is that it does not provide information that users find
useful. As a result, numerous recent studies have sug-
gested a range of disclosures in the audit report to fill the
information gap (see, for example, CFA Institute 2010;
Coram et al. 2011; Gray et al. 2011). These studies in-
dicate that investors and other users need more relevant
information to facilitate their investment decisions. The
current audit reforms aim to meet the needs of the users
by providing more relevant information on the audit to
be conducted (IAASB 2015a).

The new audit report will encompass far more infor-
mation than the existing audit report. The analysis of
comment letters suggests that users strongly support the
changes that lead to additional information disclosures
in the audit report. For instance, 92% of investors and
analysts supported the key audit matter paragraphs and
58% supported the disclosure of the name of the audit
engagement partner. This suggests that users find the ad-
ditional information relevant and useful. Similarly, other
stakeholders such as accounting firms and professional

12 Australian Accounting Review C© 2017 CPA Australia



P. Prasad & P. Chand The Changing Face of the Auditor’s Report

member bodies also expressed the opinion that the dis-
closure of additional information such as key audit mat-
ters will enhance the informational value of the audit
report. Ernst & Young Global Limited (2014: 2) noted
that ‘the communication of KAMs [key audit matters]
in the auditor’s report should contribute to enhancing
its informational value to all users’.

Furthermore, the ICAA (2013: 3) points out that:

. . . the inclusion of KAM [key audit matter], if done
well, in the auditor’s report has the potential to increase
the value of the audit to users by increasing their aware-
ness of significant matters that the auditor addressed
during the audit and by increasing their understanding
of the work performed by the auditor.

The additional disclosures such as key audit matters
are valuable because of their uniqueness to each audit
(CFA Institute 2013), but there is a risk that over time,
key audit matter paragraphs will evolve into standard
boilerplate statements and lose their informational value
(AUASB 2013; The World Bank 2013). Another area of
concern for many respondents to the ED was the impact
of additional disclosures on the length of the audit report.
The ICAA (2013: 4) points out that:

. . . four or more pages [of the audit report] may be
off-putting for users to read. Also a report of that length
would likely mean the importance of the opinion could
be lost. Both of these would negate any value of the
additional information.

This issue is even more contentious given that there
is evidence that users do not read the entire audit report
(Coram et al. 2011).

There is also evidence that users have problems un-
derstanding the consideration and use of materiality in
audits (Houghton et al. 2011). There are also sugges-
tions that users of the audit report would benefit from
the disclosure of how materiality is applied in an audit
and, more importantly, the level of materiality and how
it relates to the level of assurance achieved (Messier et al.
2005). The UK FRC sought to include the requirement
for auditors to provide such in-depth information on
materiality in the audit report (see Table 2). However,
the new audit report would not provide such in-depth
information on materiality.

There are further suggestions from prior research
that the internal control reporting mandated by SOX
for US companies is useful and relevant (Doyle et al.
2007; Ashbaugh-Skaife et al. 2008; Schneider and Church
2008). Cheng et al. (2006) find that markets react to the
reporting of internal control weaknesses. The results sug-
gest that investors value internal control reporting and
capital market reactions indicate that this report pro-
vides new information to the market.

The reaction of respondents to the ED suggests that
users and other stakeholders find the additional disclo-

sures relevant and useful, indicating that the expanded
information disclosures are likely to influence the infor-
mational value of the audit report in a positive manner.
Nevertheless, there are a number of issues that national
standard setters should take into consideration when
making a decision to adopt these changes in their na-
tional auditing standards. They include the risk of firm-
specific disclosures, such as key audit matters, becoming
boilerplate over time, and the potential impact of the
additional disclosures on the length of the audit report.
We also provide examples of additional disclosures that
have been adopted into the audit reports of companies
in jurisdictions such as the US and the UK. We anticipate
that the informational value of the audit report would
be further enhanced with the inclusion of this additional
information.

Audit quality and public confidence

Audit quality is a complex and multi-faceted concept and
different stakeholders have different perspectives on it
(Kilgore et al. 2014). The audit report and related auditor
communications can influence audit quality; thus, an
audit report that clearly conveys the outcome of an audit
is likely to positively influence audit quality (Knechel
et al. 2013).

There are divergent views amongst respondents to the
ED as to whether the new audit report will improve au-
dit quality. Some observe that the improvements to the
audit report will enhance both actual and perceived au-
dit quality, while others believe that actual audit quality
may decline while users perceive that audit quality has
improved.

The AUASB (2013) opines that the introduction of
key audit matters will positively affect the quality of the
financial reporting process. The CFA Institute (2013:
5) also believes that ‘the engagement partner’s name
improves transparency for users and perhaps more im-
portantly, instils a greater sense of responsibility and
accountability which ultimately translates to improved
audit quality’. Similarly, the auditor’s affirmative state-
ment that they are independent of the entity being au-
dited increases the level of transparency, which would
positively influence audit quality.

The process by which enhanced audit report disclo-
sures such as key audit matters would influence actual
audit quality are reflected in the comments of Deloitte
Touche Tohmatsu Limited (2013: 2) in their comment
letter:

. . . auditor focus on KAMs [key audit matters] will
also drive enhanced attention by management and
TCWG [those charged with governance] on the im-
portance of informative and complete financial state-
ment disclosures and the effectiveness of internal con-
trol over financial reporting, thereby setting the stage for
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improvement in the overall quality of financial reporting
. . . the proposed changes may also positively impact au-
dit quality, including providing an opportunity for au-
ditors to further demonstrate use of professional scep-
ticism, one of the important indicators of audit quality.

In contrast, those who argue that the additional disclo-
sures in the audit report will not improve audit quality
offer a number of counter-arguments. A national ac-
counting firm in Australia points out that the reporting
of key audit matters can become a key consideration in
audit tendering and replacement of auditors, and such
pressures would not promote audit quality (Pitcher Part-
ners 2013). The Big 4 and other international accounting
firms are firmly opposed to the disclosure of the name of
the audit engagement partner and overly sceptical about
the effects of the information on audit quality. Ernst &
Young Global Limited (2014) and BDO International
Limited (2013: 9) argue that ‘the disclosure of the name
of the engagement partner in the auditor’s report does
not add to the quality of the audit and may result in
unintended or negative consequences’. However, the un-
intended or negative consequences that may arise from
the disclosure of the name of the audit engagement part-
ner are not identified.

Another common argument is that the disclosure of
information such as key audit matters will consume time
and require the attention of senior auditors. This will di-
vert auditors’ attention from critical audit work to non-
critical determination and wording of key audit matter
paragraphs, which will negatively influence audit qual-
ity (Deloitte Touche Tohmatsu Limited 2013; Pitcher
Partners 2013). Auditors can eliminate this problem by
allocating more hours to an audit, which is likely to in-
crease audit costs and consequently audit fees, which we
discuss in the next section.

Recent research provides direct evidence of the im-
pact of key audit matter paragraphs on audit quality.
Contrary to the standard setters’ expectations, the com-
munication of additional information is associated with
lower perceived audit quality and a perception that the
degree of assurance provided by the auditor differs across
components of the financial statements (Sirois et al.
2014). This study has important implications for au-
dit quality and the audit expectation gap. It supports
earlier suggestions by the AUASB that the disclosure of
key audit matters may confuse users of the audit report
(AUASB 2013: 3).

Evidence on the audit quality implications of the dis-
closure of the audit engagement partner’s name in the
audit report is also mixed. Some studies find that finan-
cial reporting quality improves after auditors have signed
the audit report (Carcello and Li 2013; Yen et al. 2013),
while others provide evidence to the contrary (Blay et al.
2014).

There are mixed views on the influence that the au-
dit report reforms will have on audit quality. Recent re-
search supports the view that the additional information
in the form of key audit matters will have negative con-
sequences for perceived audit quality, while the results
on the effect of public disclosure of the audit engage-
ment partner’s name on audit quality are inconclusive.
Therefore, we conclude that the influence of the current
reforms on audit quality is unclear.

Implications for audit costs, auditor’s legal liability
and audit practice

Audit costs are directly related to the extent of the re-
sources consumed in conducting an audit. Changes in
auditing standards and related legislations can have a
significant impact on audit costs. Audit service suppliers
and other stakeholders concede that audit costs are most
likely to increase following the implementation of the
current audit report reforms. The comment of Pitcher
Partners (2013: 9) in response to the ED sums up the
views of numerous stakeholders with respect to the im-
pact of reforms on the cost of audits:

. . . the proposed auditor reporting requirements will
introduce considerable additional costs for the audit
firm while the benefits anticipated are not entirely clear.
When there are any modifications to the auditor’s report
under the current reporting regime, significant time is
needed for internal consultations with the engagement
quality control review partner (EQCR), technical and
other experts, and practice risk management, and then
significant further time for consultation with the client.
The time taken to finalise an auditor’s report is rarely
recoverable in the audit fees charged.

If audit costs increase, they will be passed on to clients
in the form of higher audit fees. Audit costs are not
publicly disclosed and therefore are not observable. On
the other hand, audit fees are publicly disclosed in the
annual reports and other annual filings, where they are
easily accessible. As already indicated, prior research re-
ports that following the disclosure of the name of the
audit engagement partner in the audit report, audit fees
for firms rose by almost 13% in the UK (Carcello and Li
2013).

Surprisingly, the Big 4 accounting firms did not com-
ment on the cost implication of the changes. The point
raised by the Institute of Chartered Accountants of
England and Wales (ICAEW 2013: 3) may provide the
reason for this:

Basic economics suggests that costs will be proportion-
ally higher in the audits of smaller listed entities whose
stakeholders, in many cases will be less interested in in-
vesting the time and effort required to achieve the bene-
fits of enhanced reporting because they already have the
information they need.
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The Big 4 firms usually concentrate on and audit larger
listed companies, while the smaller listed companies are
served by the non-Big 4 firms (Ferguson et al. 2014).
The difficulty the non-Big 4 firms would face in passing
on additional costs to their clients may be the factor
prompting them to raise the issue of additional costs in
the comment letters.

The Big 4 firms are able to utilise the benefits of
economies of scale, given the size of their operations,
while such advantages resulting from economies of scale
are virtually non-existent for non-Big 4 firms. Thus, ini-
tial costs such as the cost of updating audit manuals and
audit procedures are disproportionately higher for non-
Big 4 accounting firms. This explains the issue raised by
Pitcher Partners (2013: 9), namely that the impact and
cost of implementing changes to their audit methodolo-
gies and the cost of training auditors to identify and com-
municate key audit matters may result in their exit from
the listed company audit market. The exit of non-Big 4
accounting firms from the listed company audit market
has significant implications for audit market competi-
tion (Carson et al. 2014).

Financial statement users and national standard set-
ters believe that the audit report reforms will only have
minimal implications for costs. For example, the CFA
Institute (2013) argues that audit firms already identify
and consider key audit matters, therefore, requiring dis-
closure of these matters in the audit report should only
lead to minimal additional costs.

Another more contentious issue for audit practice is
the exposure of the auditors and audit firms to legal
liability. The AUASB (2013: 26) points out that ‘Aus-
tralian practitioners were, in the main, quite concerned
that the proposals [auditor reporting reforms] have the
potential to cause significant increased exposure to their
legal liability’. This issue, they claim, is especially relevant
for Australia given that the auditing standards are legal
instruments and as a result, are legally enforceable. In
particular, many members of the Australian accounting
profession were concerned with the potential impact of
public disclosure of key audit matters on auditor litiga-
tion (ICAA 2013: 5).

The Big 4 accounting firms similarly raise concerns
about exposure to legal liability. These concerns are
adeptly summarised by PwC (2013: 8): ‘the judgments
auditors are being asked to make in selecting the matters
[key audit matters] to communicate are difficult and in
many jurisdictions will result in increased legal risk for
the profession’. The public disclosure of the audit en-
gagement partner’s name is also likely to increase their
legal liability exposure, and this is reflected in the re-
luctance of respondents from highly litigious countries
such as the US to support the reform (see Table 4: the
majority of US respondents opposed the public disclo-
sure of the audit engagement partner’s name). Lastly,
ICAA (2013) points out that the increased exposure of

auditors to legal liability will potentially increase their
professional indemnity insurance costs. This has impli-
cations for audit fees, as audit firms and auditors will pass
on additional costs to their clients through higher audit
fees.

It is evident from the claims of prominent stakehold-
ers that the audit report reforms have significant impli-
cations for audit costs, the auditor’s legal liability and
audit practice. Moreover, the changes are most likely to
disproportionately affect the costs of audit firms and
audited entities based on their size. National auditing
standard setters contemplating the adoption of the re-
vised standards need to consider the issues of audit costs
and auditors’ legal liability.

Conclusions and Implications

This study investigates the perceptions of prominent
stakeholders on the current audit report reforms and
evaluates the implications of the reforms on the infor-
mational value of the audit report, audit quality and
audit costs. The findings indicate a high level of overall
support for audit report reforms. However, individual
key reforms receive varied levels of support.

The analyses show that there are significant differences
between stakeholder groups in their support for audit re-
port reforms. The majority of preparers are opposed to
all of the key reforms, while accounting firms and mem-
ber bodies, along with users, offer majority support for
the reform initiatives. We conclude that the differences
across stakeholder groups can be explained by their eco-
nomic self-interest. Preparers will incur significant costs
as a result of the reforms, and this motivates their re-
sistance to the changes. On the other hand, accounting
firms stand to gain from the reforms through higher
fee revenue as requirements increase. Users also tend
to gain from additional disclosures in the audit report.
Consistent with prior research, member bodies generally
support the position of their constituents – in this case,
the accountants and accounting firms.

There is also evidence of lobbying in accordance with
self-interest across political boundaries; for instance, re-
spondents from the US were highly opposed to the dis-
closure of the name of the audit engagement partner.
Evidently, disclosure of the audit engagement partner’s
name would expose them to higher legal liability, and
in a country such as the US, which is considered to be
highly litigious, the impact of such a reform would have
greater impact on the legal liability of auditors.

The additional disclosures in the audit report posi-
tively influence the informational value of the report.
However, this value would be diminished if disclosures
such as key audit matters were to evolve into boiler-
plate statements over time. The value of the audit report
would also be diminished if it were to become exces-
sively lengthy. We identify two time-tested disclosures
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that are found in the audit reports of companies in juris-
dictions such as the US and the UK that would further en-
hance the informational value of the audit report, namely
internal control reporting and enhanced information on
materiality.

The implication of the reforms on audit quality –
actual and perceived – is not clear. We find that these
reforms would increase the audit costs and legal liabil-
ity of auditors. The additional costs would eventually
be transferred to audit clients in the form of higher
fees; however, there are indications that would not be
entirely possible, particularly for smaller listed clients.
There are also indications that the additional costs of
the reforms would fall disproportionately on non-Big 4
accounting firms. The Big 4 are able to take advantage
of economies of scale, whereas the non-Big 4 have to
operate with limited resources. This outcome will po-
tentially impact on the competitiveness and supplier
concentration in the listed company audit market, par-
ticularly if reforms such as these drive out the non-Big
4 firms.

As with all research of this type, a number of limita-
tions exist. First, the judgement as to what to include and
what to omit from the comment letters is subjective. A
respondent’s views may not be representative of others
in their society, and perceptions might change over time
as the reforms are adopted and applied across countries.
It is also possible that the respondents were not fully in-
formed, or that they provided intentionally misleading
responses.

More empirical research is needed on the impact of
the audit report reforms on informational value, audit
quality and costs. Future research could explore how dif-
ferent key audit matters affect users’ decision making and
perceived audit quality. The implications of the changes
to audit costs could be examined through changes in
audit fees once the new audit reports become applica-
ble. Experimental studies would be a good way to un-
derstand some of the issues and would assist to pro-
vide ways in which the audit report could be further
improved.

Notes

1 Christensen et al. (2014) based their study on reforms un-
der consideration in the US by the PCAOB. The PCAOB
has proposed the disclosure of critical audit matter para-
graphs, which are similar to key audit matter paragraphs.
They acknowledged that owing to the similarities between
the critical and key audit matter paragraphs, the inferences
from their study apply equally well to key audit matter
paragraphs.

2 In France, auditors were required from 2003 onwards to justify
the findings made during the audit in the audit report. These
justifications of auditors’ assessments are very similar to key au-
dit matter paragraphs. They are disclosed in a separate section of
the audit report and must enable the user of the report to better

understand the audit opinion presented. In addition, the justifi-
cation of assessments generally relates to important matters, and
selection and disclosure is based on the professional judgement
of the auditor.

3 Similar to Sirois et al. (2014), Kachelmeier et al. (2014) based their
study on reforms under consideration in the US by the PCAOB.
The PCAOB has proposed the disclosure of critical audit matter
paragraphs, which are similar to key audit matter paragraphs.

4 Krippendorff’s Alpha for intercoder reliability ranged from
KALPHA 0.71 to 1.00.
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