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Preface

In the process of graduating as Master of Science Economics and Business writing a thesis has become for me the final stage. Once the finale lecture approached, and with that the start of writing my thesis, the process of selecting a subject and setting goals for the thesis accelerated. My attention was drawn towards the auditors report as being a document which is situated in the middle of an entire profession of auditors; a profession which employs signatory.
In the audit process, which conclude in issuing a certain type of auditors report, the profession of auditors has to deal with a significant number of influences, such as the laws and regulations to comply to, economic influences and the users of the auditors reports. In which way the auditors and the auditors profession handle these influences and stress priorities is interesting for me.
The personal goal in writing this thesis and conducting an empirical research was, next to graduating, to learn and to meet with conducting an empirical research. To learn the process of selecting a subject, defining a main questions and sub questions and shaping the theoretical framework. Conducting an empirical research was new to me and proved to be an adventure. The entire process of writing this thesis has been dynamic and did not follow the course I set out when starting this thesis.
When reading this thesis I sincerely hope you will be able to follow the structure and directions I tried to put into this thesis. Simultaneously I hope this thesis will contribute for you in the way you want and that you will be able to learn from it.

Hereby I want to express my sincere gratitude to all the people who contributed in the realizing of this thesis. Especially the respondents of the empirical research for investing their time and effort, and Mr. De Knecht for coaching me through the process of writing this thesis.

Finally I want to thank my family, especially my wife, for supporting me during the whole journey.
Thanks!

Anthon.
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Chapter I: Introduction

1.1: Background

1.1.1 Origin of auditors profession

The origin of the profession of auditing can be traced back to a lack of trust between agents and principals. This lack of trust arose from the difference of interest of both parties. The principals and the agent’s goal has been maximalization of value for themselves. Over the years the alignment towards one direction of this maximalization has proven to be difficult. The principals were unable to monitor all the actions of the agents; one of the reasons to use agents was to ensure that the principals did not have to perform or monitor all the actions themselves.

In order to ensure goal congruence of the agents, the principals used all kind of tools to monitor the agent’s actions. One of these tools became the use of an auditor for auditing the financial statements of the company supervised by the agent. The auditor was paid by the principal and acted in the interest of the principal. 

The profession of the auditor changed over the years; the auditor became a person trusted by all who are affected by the company and the financial statements. The opinion of the auditor is one which is true and fair for all the parties involved, as this opinion is unbiased. The auditors are educated to do so and forced by laws and regulations to act accordingly.

An auditor can express his opinion on the true and fairness of the financial statements of a company in his auditors report. This report is issued without the approval of the board of directors of the company, the agent. The auditor investigates thoroughly the financial statements of the company, the circumstances of the company and all relevant information before expressing his opinion. 

1.1.2 Information content of auditors reports other than unqualified
In which way a company performs over a year can, between others, be recognized in the disclosure of its financial statements. Nowadays almost every public company publishes audited financial statements. These statements are audited by certified public auditors, which express their opinion on the financial statement of the company in their auditors report. An auditors report states whether, in the opinion of the auditor, the financial statement present a true and fair view.

Users of the financial statement of a company use the auditors report in their analysis of that company. Consequently auditors reports will have affect on the process of decision making by the users of the financial statement. Shareholders, or possible future shareholders, in general investors, are such a group of users (Dutch Accounting Standards Board Foundation, 2009). Perhaps the influence of the auditors report is most visible when these users are confronted with a type of auditors report they did not expected. 

1.2: Objectives

The auditors report is the product of auditors. For the users of the financial statement the auditors functions as a person of trust. The opinion of the auditors is considered to be of value for the users of the financial statement. But is this assumption true?

This research is focused on the information content of an auditors report other than unqualified. Based on the expectations of the value of auditors reports as signalled before, one would expect the impact of the issuing of an unexpected auditors report other than unqualified to be substantive. 

Previous research indicates that the impact of issuing an unexpected auditors report other than unqualified is not substantive. 

As signalled before the auditors profession changed significantly during its history. It is likely that the auditors profession will continue to change in the future. The exposure of new ways and the development of existing ways of communication between companies and stakeholders will necessitate the auditors profession to change alongside. In this process of change, it will be highly important for the auditors profession to know what the users of financial statements, in whatever form, expect from the auditor. Therefore it will be necessary for the auditors profession to be aware of the present information content of auditors reports, as valued by the users of financial statements, and of the ways to advance the information content.

Therefore the research question of this research will be as follows.

1.3: Research question
This research intent to answer the next question:

Research question:

Do auditors reports other than unqualified have information content for the users of financial statements and what improvements opine the users of financial statements necessary to advance  this information content?

To answer the before-formulated main question the following sub questions need to be answered:

1. What is the function of the auditor and what legal requirements exist?

2. Which theories exist on explaining the need of auditor’s reports?

3. Which types of auditors reports can be distinguished and what is the value of these reports concerning the users of the financial statement?

4. Which conclusions can be drawn from prior research focusing on auditors reports?

5. What kind of research method can be used to detect the value relevance of an auditors report other than unqualified?
1.4: Objective and relevance of the research

The financial statements of a large number of companies is audited by certified auditors. The Dutch law regulates that financial statements of companies of a specific size are mandatory audited. Auditing has become the core business of a large profession of auditors. The whole auditing process is aimed at issuing an auditor report. The Dutch law also regulates which type of auditors report has to be issued in a certain situation.

The auditor is a person which the general public can trust. In this capacity the auditor tries to provide information for the general public; the auditor provides information for users of financial statements,  these users implement the auditors’ information in the process of taking economic decisions. The auditor presently provides their information through the issuing of the auditor report. Consequently, the aim of this research is to provide insight in the opinion of the users of financial statements on the information content of auditors reports.

1.4.1 Relevance to the users of the financial statements
According to several theories, which will be elaborated in chapter three, the users of financial statements use the financial statements in order to perform economic decisions. To perform these economic decisions, the users need reliable information. The group of users of a financial statement is quite large and their need for information is diverse. However, the group of users is unable in their wish to verify whether the information provided by the management of a particular company is reliable or not. They lack the power or resources to perform that job. To assess whether the management presents a true and fair view of the company, an independent third party is needed. The auditor is that independent third party. The auditor communicates the results of his assessment to the users in an auditors report. 

Auditors present information in their auditors report; this information must be reliable at all times.  Consequently the auditor underpins the opinion presented in the auditors report with thorough research. The users of financial statements retrieve information from this auditors report. Consequently, the amount of information presented in the auditors report will be a trade off between the users and the auditor.

This research aims at the comparison between the demanded amount of information by the users and the presented amount of information by the auditor. The point of view of his research will be the users of financial statements. For users of financial statements this research will contribute in evaluating the present presented information in the auditors report and in expressing their desire for information. This research will also inform users of financial statements about the laws and regulation in the auditors profession and about the theories underlying the auditors profession.

1.4.2 Relevance to the auditor profession

It is the duty of the management of a company to present information about the company. The stakeholders of the company demand that information, but they need to be sure that the information is reliable. The auditors profession plays a significant role in this process of information delivery and information assurance. The process of assuring is not only important for the users of financial statements, but also for the continuing of the auditors profession. Consequently, it is highly important that the auditors profession always stays in touch with both the management of companies and with the users of financial statements.

This research aims at providing insight in the needs and wishes of the users of financial statements regarding the information provided by the auditors. This research will likely contribute for the auditors in understanding the demands of the users of financial statements. This knowledge can be used in evaluating the information provided in the present auditor reports.

1.4.3 Relevance to science

Most of the examined previously conducted studies in chapter five conducted a research on information content of auditor reports using price analysis as method of research. Other studies examined the economic decisions made by a certain group of users when faced with an auditors report other than unqualified. Studies examining the wishes and needs of users of financial statements for information provided by auditors are limited, if they even exist. Consequently this research adds elements to the field of science on information content of auditors reports. 

1.5: Methodology

To answer the main question with the related sub questions and to gain more insights in the theoretical background of auditors, the auditors profession and the auditors report, this research will be conducted, existing of an elucidation of the auditors profession and of the auditors, an exploration of theories underlying the audit, the theory of auditors reports, a review of existing research in this field of science and an empirical research.

To understand the essence of the auditors report it is necessary to comprehend the background to the auditors and the auditors profession. To situate this, an overview is provided of the auditors profession and the audit, existing of an overview of the history and an elaboration of important laws and regulations applicable for the auditor or the auditors profession. To provide this overview, literature has been examined. 

The need for audits is based on various theories. These theories, as well as the theory of auditors reports and the previously conducted researches on this field of science, are exhibited by means of a literature study. 

To acquire information about what informative value the users of financial statements attach to auditors reports, an empirical research is conducted. This empirical research consists of the questioning of users of financial statements. Research whereby users of financial statements are questioned on their opinion of informative usefulness of auditors reports is very limited. 

The empirical research is conducted in the form of a survey, more specific in the form of an interview. This type of research will likely provide profound information on motives, opinions, wishes and needs of the respondents. This information will be suitable for exploratory of the subject. The outcome of this research will likely give directions for further research and be applicable in today’s practise. 

1.6: Demarcation and limitations

Most of the prior researches regarding the information content of auditors reports for the users of financial information have been conducted in other countries than the Netherlands. In fact, all of the reviewed prior researches, mentioned in chapter five, are conducted in other countries than the Netherlands. This research is conducted among Dutch users of financial statements, employed in companies situated in The Netherlands.

As target population of this research, the users of financial statements are signalled in the research question. The users of a particular financial statement are a large and diverse group of people, varying from shareholders to employees to special interest groups like environmental groups. Among the users of financial statements the financial analysts are chosen as target population for this research. Financial analysts use, following their profession, a significant number of financial statements; they thoroughly examine these financial statements to make their analyses. Consequently this group is expected to have a well thought-out opinion on the information content of auditors reports.

The most issued type of auditors report is the unqualified auditors report, also called the standard unqualified auditors report. The information content of auditors reports other than unqualified is likely to be higher for the users of financial statements, especially if the users are not expecting that certain type of auditors report. Consequently this research will focus on auditors reports other than unqualified.

1.7: Structure

The structure of this research is as follows.

Chapter 2 provides an outlining of both the auditor and the auditors profession, separated into two paragraphs. The history of the auditor profession will be described, resulting in the development of laws and regulations which today apply to the auditors profession. These laws and regulation is mend to safeguard the quality of the auditors profession. This is relevant because of the importance of the auditors profession concerning the economy. Furthermore the history of the auditor is elaborated, a history obviously closely related to the history of the auditors profession. As a result of the function the auditor has as a person of trust for the general public, a set of laws and regulations have been empowered to ensure that the auditor will act accordingly to the function previously mentioned. The development of these laws and regulations are as well described in chapter two.

In chapter three the theories underlying the profession of the auditor, the need of audits and the issuing of an auditors report are worked out. The main theories are the agency theory, the information theory, the assurance theory and the theory of inspired confidence by Limperg. This chapter is concluded with a short description of some other theories regarding the subject of this research.

In chapter four the different types of auditors reports are elaborated. The reason for issuing various reports is described, as well as the content of the types of auditors reports.

Chapter five consists of a review of previous studies regarding the field of research of the subject of this research. These studies present a reflection of researches conducted to test the informative value of auditors reports in the last decades.

Chapter six presents the design of the empirical part of this research. This chapter provides the background of the structure of the empirical research.

Chapter seven provides the results of the empirical part of this research and the analyses of the results. The opinion and the motives of the respondents on the informative usefulness of auditors reports will be reflected as well as their vision upon improving the informative content of the auditors reports.

In chapter, eight based on the findings of the empirical part of this research, the main question will be answered. The conclusion based on this research will be presented, as well as the limitations. In addition, in this chapter the recommendations concerning the indications for further research and today’s practise will be provided.

Chapter 2: The auditors profession and the auditor
2.1: The auditors profession

2.1.1 History

The profession of auditing originated in the Netherlands in the 19th century. The grow of the companies, the extended use of external financers and the knowledge gap between the owners and the managers of the companies led to tension on the relationship between them; trustworthiness needed to be proven. A large fraud scandal in 1879, the Pincoffs affair in Rotterdam, showed the information gap between the managers of the company and the owners and financers of the company; the information gap became too large. The actions of the management needed to be monitored. This was the origin of the auditors profession in the Netherlands.

In the second part of the 19th century the movement towards companies mandatory publishing their financial statements started. A draft law in 1879 was the first one recommending companies to publish their financial statements. It took until the 1920’s to finally approve a law requiring mandatory financial statements for companies, but then a series of scandals and crisis caused renewed interest in legislation. In 1928 the Dutch government required large companies to disclose audited financial statements. An independent auditor was required to audit the financial statements and expresses an opinion on the financial statements. This opinion is stated in the auditors report which is added to the financial statement of the company. The financial statement needed to be audited on presenting a  true and fair view of the company involved. In 1978 the Dutch government required also the middle-large companies to audit their financial statements. The boundaries of the size of large and middle large companies are stated in the law (Zeff, A et al.¸1992).

Auditors assembled themselves in profession organisations which took care of the matters which affected the auditors as a group. In the 1960’s there were around 15 different auditors profession organisations. Each organisation had its own set of requirements and codes of behaviour. The precise contents of the profession of auditors were not unambiguous. The title certified public auditor was not protected in these days. To regulate and organize the situation of the auditors the Dutch government passed in 1962 the Act on the Certified Auditor.

The certified public auditor became the only one allowed to express opinions regarding the faithfulness of financial statements. The title certified public auditor became a protected title, allowing only registered certified public auditor to use that title. In 1967 Dutch government was involved in the establishment of the Royal Dutch Institute of Certified Public Auditors (the Royal NIVRA). The Royal NIVRA originates from 1883 when the ‘Bureel van Boekhouding Confidentia’ was established (Deckers and Kollenburg, 2002, p. 27). The Royal NIVRA organises the auditors profession and all certified public auditors participate in this institute.

2.1.2 Act Supervision Audit Organisations (Wta)

In a reaction to scandals in the early years of the 21st century the Dutch government decided to evaluate the Act on the Certified Auditor. This evaluation led in 2005, becoming effective in 2006, to the Act Supervision Audit Organisations (Wta). 

This act focuses on the organisations of audit firms. All audit firms need to meet a set of quality guaranteeing measures. These measures were necessary to prevent new scandals with auditors involved and restore trust in the auditors profession. Starting form the empowerment of the act, all audit firms must posses a licence issues by the Authority of Financial Markets (AFM) to be allowed to carry out mandatory audits. To obtain this license audit firms must prove that they meet the requirements set in the Wta. These requirements include trustworthiness, competence and professional conduct of the persons in charge, control structure, the system of quality control, independence, secrecy and the securing of integer practicing of profession. The AFM reviews the audit firms to see whether they will receive this license or not (The Royal NIVRA 2010 a).

2.1.3 Decree Supervision Audit Organisations (Bta)

The Act Supervision Audit Organisations has been further elaborated in the Decree Supervision Audit Organisations (Bta). This decree sets further demands regarding the components of the Wta. This demands concern the licence request, the system of quality control, rules on independence, integer practicing of profession and the reporting of fraud (The Royal NIVRA 2010 b).

2.1.4 Decree Audit Firms (VAO)

Simultaneously on the empowerment of the Wta a change in law enforced the Royal NIVRA to record the Decree Audit Firms (VAO) consisting of rules regarding the independence, the system of quality control and the integer practicing of profession of audit firms. The VAO is obligatory for audit firms as mend in the Wta. In the VAO the Wta and Bta regulations are further elaborated. This regulation is associated to requirements issued by the International Federation of Accountants (IFAC) and national regulations which exists at the time of the recording of the VAO (The Royal NIVRA 2010 c).

2.2: The auditor

2.2.1 History

The position of the auditor has become more distinct due to the Act on the Certified Auditor, issued in 1962 and with the establishment of the Royal NIVRA. The work of an auditor, the value of the auditors report, the requirements to become an auditor, this all has now been recorded and is available for the auditors and the general public.

An international network of auditors, or in particular auditors interest organisations, was established in 1977 named International Federation of Accountants (IFAC). This IFAC is established to strengthen worldwide auditors profession in the public interest. The IFAC aims in particular at:

· developing high quality international standards and supporting their adoption and use;

· facilitating collaboration and cooperation among its member bodies;

· collaborating and cooperating with other international organizations;

· serving as the international spokesperson for the accountancy profession

The IFAC issued in 2004 the Code of Ethics in which the ethical behaviour of all involved in the auditors profession has been described (IFAC, 2009). 

2.2.2 Decree Code of Conduct (VGC)

Based on the Code of Ethics the Royal NIVRA issued in 2006 the Decree Code of Conduct (VGC) in which she records how a certified public auditor should behave. This behaviour is described in codes of conduct. The VGC consist of several parts applying for different types of auditors, the certified public auditor, the internal auditor, the governmental auditor and the auditor in business. The VGC contains conceptual frameworks and principle-based rules (The Royal NIVRA, 2010 d). 

The five most important codes of conduct are:

· Integrity

· Objectivity

· Competence and Accuracy

· Secrecy

· Professional conduct

For certified public auditors another code of conduct is:

· Independence

Integrity
Integrity aims at ‘honest and sincerely’ acting in professional and businesslike functions. 

Objectivity

Objectivity means that the auditor won’t let his professional and businesslike judgement being corroded by prejudice, conflicts of interests or inappropriate influencing of third parties. 

Competence and accuracy

Acting according to every enacted rule of the profession is known under this code of conduct together with retaining competence and skills.

Secrecy

Secrecy can be described as respecting the confidentiality of the information obtained during the accomplishment of the engagement. It also prescribes not to reveal any information without prior approval or the use of that information for the benefit of themselves or third parties.

Professional conduct

Professional conduct requires auditors to respect laws and regulations and not to jeopardize the auditors profession. 

Independence

Independence can de separated into two kinds of independence, independence in mind and independence in fact. Independence in mind is the mindset of the auditor, whether he knows he is independent or not; independence in appearance is determined by the social movement, based on their assessment of the actions of the auditor.

The auditor needs to judge every single situation in which a possible substantial threat occurs. Eventually the auditor needs to take adequate measures to mitigate the threat to an acceptable level.

The VGC describes the following threats:

· threat as a result of selfishness

· threat of self-review

· threat as a result of attending interests

· threat as a result of familiarity

· threat ad a result of intimidation

Threat as a result of selfishness

This threat results for instance of a financial interest in the client which the auditor, a team member or a relative of them holds or when the auditor or a team member is a relative of the clients managing director or financial director.

Threat of self-review

This threat occurs when the auditor in an engagement has to review his own prior work of work done by his audit firm.

Threat as a result of attending interests

This threat occurs when an auditor takes such a standpoint for the client that his objectivity is compromised.

Threat as a result of familiarity

This threat occurs when the relationship between the auditor and the client is such that his objectivity is compromised.

Threat as a result of intimidation

This threat occurs when the client threatens the auditor in a way that the auditor in not able to act in an objective way.

2.2.3 Further Requirements Audit and Other Standards (NVCOS)

In May 2007 the Royal NIVRA record Further Requirements Audit and Other Standards (NV COS). These further requirements are mending as elaboration on the VGC. With these further requirements the Royal NIVRA seeks rapprochement towards the IFAC and towards the standards set by the International Auditing and Assurance Standards Boards (IAASB). With the NV COS the Royal NIVRA, being member of the IFAC, underwrites the strategic goal of IFAC, which is to develop an auditors profession which is capable of serving in a uniform way, services of high quality for common benefit (The Royal NIVRA, 2009).

2.3: Summary

The need for independent auditors grew in the 19th century. Following the increase of the number of auditors the regulation increased. In 1967 the Royal NIVRA was established. In a reaction to scandals in the early years of the 21st century the Dutch Government recorded the Wta. This act focuses on the organisations of audit firms. All audit firms need to meet a set of quality guaranteeing measures in order to obtain a license to audit firms. The Wta has been further elaborated in the Bta. Parallel on the empowerment of the Wta a change in law enforced the NIVRA to record the VAO with rules regarding the independence, the system of quality control and the integer practicing of profession of audit firms.

The position of the auditor has become clearer due to the Act on the Certified Auditor in 1962 and with the establishment of the Royal NIVRA. Based on the Code of Ethics, issued by the IFAC, the Royal NIVRA issued in 2006 the VGC in which she records how a certified public auditor should behave. The five most important codes of conduct are integrity, objectivity, competence and accuracy, secrecy and professional conduct. In May 2007 the NIVRA recorded the NV COS. These further requirements are mending as elaboration on the VGC.

In this chapter the laws and regulations regarding the auditors profession and the auditor has been expounded. These laws and regulations have direct impact on the product of the auditor: the auditors report. In the next chapter various theories explaining the profession of independent auditors, the need for audits and the issuing of auditors reports will be described. These theories form a foundation underneath the auditors profession.

Chapter 3: Theories
As described previously the need and demand for an independent auditor, conducting audits, grew during the 19th century, linked with the development of the Industrial Revolution. In this period companies grew rapidly and the structure of these companies evolved in a way that was unlike earlier company structures. The owners of the companies became in fewer occasions the managers of the companies. This increased the distance between the information of the company, known by the management, and their owners. Also the question arose whether the managers are acting in the best interest of the owners. The owners became in need of a way of monitoring the management, the independent auditor proved to be such a way.

The need of an independent auditor has been described in several theories, each one pointing in a different direction. All these theories together provide a firm theoretical basis for the profession of the independent auditor.

3.1: The agency theory

This theory is based on a separation between the owner of the company (principal) and the manager of the company (agent). The principal and the agent have an agreement base on which the agent is supposed to act in the best interest of the principal and is, as a reward, compensated for this. The best interest of the principal differs, but is mostly a maximalization of profit.

The agent is self interested, trying to maximize utility for himself. In practice this means trying to obtain the highest possible compensation with the lowest possible effort. The result of the agents’ interest will likely differ from the result the principal obtains. The principal will compensate the agent according to his efforts. 

These efforts however are difficult to measure for the principal because he lacks information. The agent has an information advantage towards the principal; this is qualified as the information-asymmetry. The agent will only share the information with the principal based on which he will be able to maximize utility. The principal is not able to verify whether the information presented by the agent is reliable and complete and is thereby unable to determine whether the agent acts in the best interest of the principal. This is called the agency conflict.

The principal is in need of a way of monitoring the actions of the agent and the information presented by the agent. The costs of this monitoring are called the agency costs. One of the ways of monitoring is the hiring of independent auditors. These independent auditors verify whether the (financial) information presented by the agent is true and fair. The costs of hiring independent auditors replace the agency costs.

3.2: The information theory

The information presented by the management of the company might be unfair or untrue due to the interest of the management of the company. Verifying whether the information presented is true and fair can be costly of maybe impossible due to lack of access to particular information. Providers of capital base their demanded return on invested capital on the presented information and discount the risk of untrue or unfair information in the demanded return. This excess return due to the risk of untrue or unfair information is called information risk.

Once the information presented by the management has been audited by an independent auditor the information risk will be reduced. The risk of basing themselves to inaccurate information will be less; thereby the excess return on invested capital will be lowered.

The information risk is caused by several reasons:

1. Remoteness of information

The complexity of nowadays industries makes it nearly impossible for decision makers to have firsthand knowledge for their decisions. They need to rely on information provided by others. Information obtained for others is more prone to misstatements.

2. Biases and motives of the provider

Providers and the users of information often have different interests. The information provided might be biased in favour of the provider. This bias might be honest, a different view towards the information, or intentionally designed to mislead the user. In both cases, the result is misstatement of information.

3. Voluminous data
As companies become larger, the amount of data processed increases. This increases the likelihood that improperly recorded data is included in the presented information. This might as well be a single large misstatement as the accumulation of several smaller misstatements.

4. Complex exchange transactions

Exchange transactions between companies have become increasingly complex and consequently more difficult to record properly. This makes the information presented more prone to errors.

3.3: The insurance theory

When the independent auditor issues his opinion on the trueness and fairness of the financial statements in the auditors report, users of the financial statement can trust this information and base their decisions hereon. When afterwards this auditors report is proven to be wrong, the independent auditor can be sued for the losses which the users have suffered. 
The independent auditor can also be sued by the company for losses suffered because of the wrongfully issued auditors report. The costs of hiring the independent auditors can thus be seen as insurance costs. When afterwards the auditors report is proven to be wrong, losses can be recounted on the independent auditor.

3.4: The theory of inspired confidence by Limperg

The independent auditor is called a person which the general public can trust. An independent auditor can be trusted because he is expected to be upright, impartial and independent, or as Carmichael expressed: “The independent auditor acts as a confidential agent of the community, or an agent of confidence for society. For the function of confidential agent independence of the auditor is essential” (Carmichael 2004, page 128). Hereon Limperg issued the theory of inspired confidence; this theory emphasizes two important piers:

1. The independent auditor should meet with rational expectations of the general public

2. The independent auditor should not provide more assurance than he can prove based on his work

The general public seems to expect more of the independent auditor than the auditor can assure. This leads to a gap between expectation and reality. This gap is called the audit expectation gap. This gap can be caused by the irrational expectations of the general public, bad performance of the auditor but also by what is referred to as the communication gap. The communication gap refers to the question whether the independent auditor sufficient clarifies, in clear language, to the general public what he does and what he does not (Carmichael 2004, page 128-130).

Porter (1993) examined the expectation gap, which she defined as the audit expectation-performance gap, the gap between societies expectations of auditors and auditors performance, as perceived by society. Porter states that this gap has two major components:

1. the reasonableness gap, the gap between societies expectations of auditors achievements and what society can reasonably expect auditors to accomplish;

2. the performance gap, the gap between what the society can reasonably expect auditors are able to accomplish and what auditors are perceived to achieve. This gap may be subdivided into:

a. deficient standards, the gap between the duties society can reasonably expect auditors to perform and the auditors existing duties as defined by law and regulations.

b. deficient performance, the gap between what society expects auditors to perform and the expected standard of performance of auditors existing duties (Porter, 1993, page 49-68).

Figure 3.1: The reasonableness gap and the performance gap
[image: image17.png]AUDITORSOPINION (ISA 700)

1. FINACIAL STATEMENTS ARE MATERIALLY MISSTATED

2. LIMITATION IN SCOP

_—

OBJECTIVE

SUBJECTIVE /

adequate disclosure

3. UNCERTAINTY IN FINANCIAL STATEMEN

non adequate disclosur:
(DISAGREEMENT)

>

Material

Material and pervasive

Not material

Not Material

Material

Material and pervasive limitiation on scope

Not Material

Material

Material and pervasive limitiation on scope

Not Material

Material disagreement

Material and pervasive disagreement

Qualified opinion
except for

Adverse opinion

Unqualified opinion

Unqualified opinion

Qualified opinion
execpt for possible

Disclaimer of opinion

Unqualified opinion

Discussion with board/alternatives
Qualified opinion

except for

1 Discussion with board/alternatives
2 Resign from the audit

3 If resignation is not practicable
Disclaimer of opinion

Unqualified opinion

Unqualified opinion

Qualified opinion
except for /exception

Adverse opinion




Another way of describing the audit expectation gap is provided by Deckers en Van Kollenburg (2002). They state that the quality of a product or service is determined by the degree in which it meets the expectations of the user of that products or service. When auditor does not meet the expectations of the user this is qualified as the expectation gap. A scheme of this expectation gap is provided in figure 3.2; with the help of this figure the expectation gap will be further analyzed.

Figure 3.2: The quality of the audit: the expectation gap
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The circle B shows the need of the user or client. Circle A shows what the users/client and the auditor have agreed upon, the expectation, which arise by the user/client regarding the achievements of the auditor. Circle L shows what the auditor accomplishes and provides to the user/client.

The numbers 1 to 7 refer to the following:

1. the auditor provides to the user what they have agreed upon and that is what the user/client really needs. This does not lead to an expectation gap, this is quality;

2. the auditor provides services, which the user/client needs, but they did not agree on the performance of these services.  The user/client is not satisfied. This expectation gap is due to bad communication, the communication gap;

3. the auditor does not provide the services, which he agreed upon; the services were needed by the user/client. This is called the performance gap, part of the expectation gap;

4. the auditor provides the services they agreed upon, but the user/client does not need them. The reason why these services have been part of the agreement is in this case important, aspiration of the auditor or insufficient communication by the user/client of his needs;

5. these services are agreed upon, the auditor does not perform them, and the user/client does not need them. The auditor does not perform, perhaps because he realises that the user/client does not need them. Likely the user/client will not be very disappointed, he does not need the services after all;

6. the user/client is in need for certain services, but the auditor neither performs them. Either the auditor is not able to perform them, caused by a lack of skills or resources, or the auditor does not want to perform them. When the auditor is unable to convince the user/client of reasonableness of this limitation of service, there is an expectation gap caused by communication;

7. the auditor, but neither agreed upon by the user/client nor needed by the user/client, provides these services. The user/client will not be willing to pay for these services.

3.5: Modern theory: assurance services

Assurance services provided by an auditor can be distinguished as follows:


-
an audit engagement


-
a review engagement


-
a compilation engagement


-
an engagement of specific agreed upon work

An audit engagement

In this case the auditor formulates a positive opinion which provides a reasonable certainty about the trueness and fairness of the information on which the opinion is expressed. Reasonable certainty means that the auditor assures, when issuing an unqualified auditors report, with a degree of certainty of 95% that 95% of the information presents a true and fair view.

The limit of 95% assurance has arisen from business reasons. Demanding a higher degree of certainty will increase the audit size. This leads to higher costs and probably less revenue as expected. The search for an optimum led to the degree of 95% assurance.

A review engagement

In case of a review engagement the auditor formulates a negative opinion which leads to a restricted degree of certainty about the information. A negative opinion means that the auditor states in his opinion that the information he reviewed is not unfair. The scope of the work the auditor concerning this engagement has performed is in such a way limited that the auditor is unable to provide more assurance that a restricted degree. The costs concerning review engagement is obviously much lower the costs concerning an audit engagement.

A compilation engagement

When providing a compilation report the auditor provides no assurance. The scope of the work of an auditor for a compilation engagement is so limited that the auditor is unable to express an opinion on the information. The auditor states in this case that he has compiled the information, provided by the client, in an orderly way, in accordance with the law. 

An engagement of specific agreed upon work

In this case client and auditor reach an agreement on which work the auditor will perform on which information. The auditor will report his findings in a special report, stating also the scope of his work. The users of this report have to assess the information and the auditors report (Deckers en Van Kollenburg, 2002, page 14-22).

3.6: Other theories

The Policeman theory

This theory was widely held until the 1940s. In this theory the auditors profession focuses on arithmetical accuracy and on prevention and detection of fraud. After the 1940s the audit shifted more and more towards ‘verification of trueness and fairness’; with this shift this theory lost much of its explanatory power. However, the responsibility of auditor to detect and disclose fraud find is based on this theory.

The Lending Credibility theory

This theory regards the primary function of auditing to be the addition of credibility to the financial statements. Audited financial statements are used by management (agents) in order to increase the principals faith in the functioning of the agent and to reduce the information asymmetry. This theory is unable to explain the other functions of auditors which are expected by the users.

The Moderator of Claimants theory

This theory focuses on the importance that all vital participants within an organisation continue to contribute to the benefit of the organisation. To maintain contribution by the participants it is important that all participants believe they receive a fair share of the organisations income. By giving an opinion on the accuracy of the income statement, the auditor is seen as a ‘moderator of the various interest represented in the income statement’. Again, this theory is unable to explain the other functions of the auditor.

The Quasi-Judicial theory

In this theory, the auditor is regarded as a judge in the financial information process. However, the functioning and rewarding of the auditor differs from that of a judge in such a degree that this theory cannot be sustained (Hayes and Schilder, 1999, page 35-38).

3.7: Summary

In several theories the need of an independent auditor has been described, each one stressing different directions. All these theories together provide a firm theoretical basis concerning the profession of the independent auditor.
The agency theory is based on a separation between the owner of the company (principal) and the manager of the company (agent). The agent is self interested, trying to maximize utility for himself. The agent has an information advantage towards the principal. The principal is not able to verify whether the information presented by the agent is reliable and complete.

The principal is therefore unable to determine whether the agent acts in the best interest of the principal. This is called the agency conflict. The principal is in need of a way of monitoring the actions of the agent, the costs of this monitoring are referred to as the agency costs. One way of monitoring is hiring an independent auditors to audit the information presented by the agent. 

The information theory is based on the possibility that the information presented by the management of the company is unfair or untrue due to the interest of the management of the company. Providers of capital base their demanded return on invested capital on the presented information and discount the risk of untrue or unfair information in the demanded return. This excess return due to the risk of untrue or unfair information is called information risk. 
The information risk is caused by several reasons, namely the remoteness of information, biases and motives of the provider, voluminous data and complex exchange transactions. Once the information presented by the management has been audited by an independent auditor the information risk will be reduced, consequently the demanded excess return will be reduced.

The insurance theory consist of once the independent auditor issues his opinion on the trueness and fairness of the financial statements in the auditors report, users of the financial statement can trust this information and base their decisions hereon. When afterwards this auditors report is proven to be wrong, the independent auditor can be sued for the losses which the users have suffered. The costs of hiring the independent auditors can consequently be seen as insurance costs.

The theory of inspired confidence by Limperg emphasizes two important piers, the independent auditor should meet with rational expectations of the general public and the independent auditor should not provide more assurance than he can prove based on his work. The general public seems to expect more of the independent auditor than the auditor can assure. This leads to a gap between expectation and reality. This gap is called the expectation gap. 
This gap can be caused by the irrational expectations of the general public but also by what is called the communication gap. The expectation gap has been studied by Porter (1993) who differentiated two major components: the reasonableness gap and the performance gap. Decker and Van Kollenburg (2002) also studied the expectation gap, resulting in their theory about the differences in what the user/client need, what is agreed upon to be provided by the auditor and what the auditor actually provides. These differences results in various situations, in most situations an expectation gap arises.

Modern theory about insurance services is about the various engagements the independent auditor can perform, namely the audit engagement, the review engagement, the compilation engagement and the engagement of specific agreed upon work. 
The audit engagements result in reasonable certainty about the trueness and fairness of the information. A review engagement results in a negative opinion which leads to a restricted degree of certainty about the information. In a compilation engagement the independent auditor provides no assurance. In case of an engagement of specific agreed upon work, the auditor will report his findings in a special report, stating also the scope of his work.

Several other theories explain a specific part of the auditors performance, but are unable to explain the other functions of the auditor.

Based on these theories auditors perform their audit engagements. These audits are further elaborated in the next chapter.

Chapter 4: The audit
In the previous chapters the laws and regulations applying for both the auditor and the auditors profession have been elaborated and the theories funding the auditors profession and the audit have been explored. The laws and regulations applying concerning the auditor and the auditors profession are mending to guarantee the quality of the work of the auditor which is carrying out audits. The theories mentioned in the previous chapter provide a variety of reasons for the need for auditors and the need for audits. This chapter will elaborate these audits.

4.1: Types of audits

An audit is carried out in order to add certainty to the provided information, mostly financial. An independent auditor can provide this assurance. Users of the financial information use this assurance in their decision making process. Independent auditors are in particular capable of adding certainty to financial information because:

· the information is financial;

· they have specific knowledge on this field;

· they are independent.

Audits can be carried out on various kinds of information. Types of audits are:

1. audit of financial statements;
2. operational audit;
3. compliance audit.
Ad 1. audit of financial statements

An audit of financial statements is conducted to determine whether the information in the financial statements is stated in accordance with specified criteria. The specified criteria are mostý GAAP, Generally Accepted Audit Principles. In the Netherlands this includes at least the law, specified as Title 9 of Book 2 of the Civil Code (Burgerlijk Wetboek, page 194-214) and often the International Financial Reporting Standards (IFRS). In determining whether the information in the financial statements is true and fairly stated in accordance with GAAP, the auditor gathers evidence based on which he forms his opinion. This opinion states whether the information is true and fair, this means without material errors (White, G.I. et al., page 22-25).

Ad 2. operational audit

An operational audit evaluates the efficiency and effectiveness of (a part of) an organisations operating procedures and methods. Efficiency shows how well an organisation uses its resources to achieve its goals. Effectiveness is a measure of the extent to which an organisation achieves its goals and objectives. Once completed the audit, the auditor informs the management on recommendations to improve their organisations operating procedures and methods. 

An operational audit is not restricted to accounting or other pure financial processes. They can include production, computer operations, organisational structure or any area in which the auditor is qualified. Because of the variety of areas and organisations, the conduct of an operational audit can not be characterized into one typical operational audit.

Ad 3. compliance audit

A compliance audit is conducted to determine whether the organisation is following specific criteria set by some higher authority. These criteria vary from laws and regulation of the government to internal procedures. The performance of a compliance audit is dependent upon the existence of verifiable data and of recognized criteria. Results of a compliance audit are generally reported to management within the organizational unit being audited (Arens et al., 2008; Hayes et al., 1999; Cosserat et al., 2009).

4.2: Types of auditors reports

Because auditors reports communicate the auditors findings. these reports are essential to audit and assurance engagements. Users of financial statements use these auditor’s reports, which provide assurance on the companies’ financial statements, to rely on when making on all kinds of economic decisions.

An auditors report provides reasonable assurance to the users that the financial statements are free of material misstatements. Materiality in relation to an auditors report implicates that a reasonable assurance exists that the user of the auditors report will not change his opinion about the financial statement, because the financial statements contains no important failures. An auditors report states that management is responsible for the preparation and for content of the financial statement and that the auditor is responsible for assuring that this financial statement is free from material errors.

Arens et al. (2008) distinguish four categories of auditors reports: 

1. Standard unqualified;
2. Unqualified with an explanatory paragraph with modified wording;
3. Qualified;
4. Adverse or disclaimer.
Ad 1. Standard unqualified

A standard unqualified report states that the auditors assure that the financial statements are free from material errors. The condition necessary for issuing a standard unqualified auditors reports are attached in appendix A.

Ad 2. Unqualified with an explanatory paragraph or with modified wording

An unqualified auditors report with an explanatory paragraph or with modified wording is issued when all criteria for an unqualified report are satisfactorily met, but the auditor believes it is important or is required to provide additional information. The most important causes for adding an explanatory paragraph or a modification in the wording of the standard unqualified reports are:

· lack of consistent application of generally accepted accounting principles;

· substantial doubt about going concern;

· auditor agrees with a departure from promulgated accounting principles;

· emphasis of a matter;

· reports involving other auditors.

Ad 3. Qualified

A qualified report is issued when either the scope of the audit has been restricted (a qualification of both the scope and the opinion) or when the financial statements haven not been prepared in accordance with GAAP (a qualification of the opinion). A qualified report can only be issued when the auditor concludes that the overall financial statement is fairly stated. The words used in the opinion paragraph of the auditors report in the case of a qualified report implicates that the auditor is satisfied that the overall financial statements are correctly stated, except for a specific aspect.

Ad 4. Adverse or disclaimer

An adverse opinion can only be issued when the auditor is convinced that the overall financial statements are so materially wrong or misleading that they do not provide a true and fair view of the financial position and result in conformity with GAAP. An adverse opinion can only arise when the auditor has knowledge that the financial statements are not in conformity with GAAP. This is uncommon; consequently an adverse opinion is rarely issued.

A disclaimer of opinion is issued when the auditor cannot satisfy himself that the overall financial statement provide a true and fair view. A disclaimer of opinion arises when a severe limitation of scope (restriction of scope) exists of when the auditor is not independent according to the VGC. These situations prevent the auditor from expressing an opinion on the overall financial statements. The auditor also can issue a disclaimer of opinion for a going concern problem (Arens et al., 2008, page 46-59).

A diagram showing when a certain type of auditors reports is issued is presented in appendix B.

4.3: Summary

An audit is carried out in order to add certainty to the provided information. An auditor can provide this assurance. Types of audits are an audit of financial statement, an operational audit and an compliance audit. An audit of financial statements is conducted to determine whether the information in the financial statements is stated in accordance with specified criteria. These criteria are most of the time GAAP. An operational audit evaluates the efficiency and effectiveness of (a part of) an organisations operating procedures and methods. A compliance audit is conducted to determine whether the organisation is following specific criteria set by some higher authority.

Because auditors reports communicate the auditors findings these reports are essential to audit and assurance engagements. Four categories of auditors reports can be distinguished, the standard unqualified opinion, the unqualified opinion with an explanatory paragraph with modified wording, the qualified opinion and the adverse opinion and the disclaimer of opinion. 

A standard unqualified report states that the auditors assure that the financial statements are free from material errors. An unqualified auditors report with an explanatory paragraph or with modified wording is issued when all criteria for an unqualified report are satisfactorily met, but the auditor believes it is important or is required to provide additional information. 
A qualified report is issued when either the scope of the audit has been restricted (a qualifications of both the scope and the opinion) or when the financial statements haven not been prepared in accordance with generally accepted accounting principles (only a qualification of the opinion). A qualified report can only be issued when the auditor concludes that the overall financial statement is fairly stated. 

An adverse opinion can only be issued when the auditor is convinced that the overall financial statements are so materially wrong or misleading that they do not provide a true and fair view of the financial position and result in conformity with the GAAP. A disclaimer of opinion is issued when the auditor cannot satisfy himself that the overall financial statement provide a true and fair view. A disclaimer of opinion arises when a severe limitation of scope (restriction of scope) exists of when the auditor is not independent according to the VGC.

This chapter concludes the theoretical framework of this research. In the next chapter previous studies on the field of science of this research will be reviewed.

Chapter 5: Previous researches
The previous chapters form a theoretical framework for the audit and the auditors reports. This chapter will provide an oversight of findings of previous researches regarding the subject of the research question. The previous researches will be presented in a chronicle way.

5.1: Previous researches
Ball et al. ~ 1979
Ball et al. (1979), studied the effect of audit qualifications on share prices of Australian companies to determine if audit qualifications have an effect on the decisions of investors. The sample size consisted of stock listed Australian companies between 1961 and 1972. They noted that audit qualifications, although changing in some manner in the period of their research, were still comparable between the years; however they note that the audit procedures, for example the valuation of assets, changed significantly during the period of their research, which influenced the comparability over the years. Table 5.1 shows the type of audit qualifications researched by Ball et al.
Table 5.1 type of audit qualifications
TYPE OF AUDIT QUALIFICATION












          Number

Type

1. Depreciation on buildings 








46

2. Valuation of shares in or amounts due from subsidiaries 




10

3. Valuation of other assets — stocks, investment, land and buildings and sundry debtor
12

4. Provision for bad or doubtful debts







  2

5. Provision for deferred income tax 







  5

6. Accounting treatment — inadequate or incorrect charging of provisions and capitalizations 
12

7. Miscellaneous — inadequate records, non-compliance with the Companies Act

internal control weaknesses, incorrect classifications etc. 




12

8. Multiple qualifications 








18

Total









                      
117

They selected three sub-groups A (type 1), B (type 2-6) and C (type 7 and 8). 

The authors found that and qualification in the auditors reports for reasons of depreciation of buildings (subgroup A), although statistically not significant, had no negative effect on share prices, instead the share prices were increasing. Concerning subgroup B they found an average decrease in share prices. Concerning subgroup C they find no significant impact on share prices. (Ball et al., 1979, page 23-33). 

Firth ~ 1980
In July 1980 M. Firth published a research on the impact of qualified accounting reports on investment decisions. The research design consisted of measuring the impact on share prices of the issuing of auditors report with qualification. This involves comparing the actual return on a security against those expected if there had been no audit qualification.

Firth stated that there are several reasons for published accounts to receive a qualified auditors report and that these reasons would likely have different impacts on share prices. Firth named seven major types of audit qualifications:

1. True and fair view;
The accounts do not show a true and fair view of the companies affairs at the balance sheet date and the profit and loss accounts do not show a true and fair view of the covered period.

2. Going concern;
The company may bankrupt in the next year.

3. Asset values;
The asset values expressed in the balance sheet are overestimated.

4. Subsidiaries audit;
The subsidiaries accounts are not audited or audited by another firm and cannot be trusted.

5. Statements of Standard Accounting Practice (SSAP); 

Listed companies which do not comply with the SSAP.

6. SSAP and concur;
Companies not complying with SSAP but concur with the alternative treatment used.

7. Continuing audit qualifications.

Companies which receive the same audit qualification for several years.

The conclusion of the research is that certain types of audit qualifications contain significant information, as valued by the users of the financial statements, which investors use in their portfolio decision making. It also emphasizes that investors react differently to the various types of audit qualifications. The price reactions that took place occurred immediately after the auditors report were issued and were in the expected directions (Firth, 1980, page 642-650).

Shevlin et al. ~ 1984

Another study, conducted by Shevlin and Whittred, studied the effect of qualified auditors reports on the decisions of investors by researching the share prices relationship to issued audit qualifications. They concluded that the share prices were not affected by audit qualifications, however they found evidence that prior to the audit qualifications the stock price of Australian companies declined. They believed that this is caused by the uncertainty of the audit qualification (Shevlin et al., 2001, page 37-52).
Craswell ~ 1985

In 1985 Craswell reviewed several publications regarding empirical research about the information content of qualified auditors report. He divided these studies into pre-1980 studies, including Firth (1980), and post-1980 studies, which consists of four studies conducted in 1982. 

The pre-1980 publications in general concluded that auditors qualified their reports to provide information for investors. These studies were completed prior to researches which identified design problems common to many efficient market studies. Craswell evaluated the pre-1980 studies consequently in the context of potential design problems.

Craswell stated that the conclusions by Firth do not provide unambiguous support for the view that audit qualifications contain information for investors. Research conducted in the same field as Firth, for example Ball et al. (1979), do not support the results obtained by Firth.

According to Craswell the pre-1980 studies suffered from severe methodological problems, such as the sensitivity of the test instrument and the design of the research. The post-1980 studies were able to benefit from research into the methodological problems of efficient market. These studies have to be interpreted, consequently, in the light of the measures taken to overcome these problems.

Craswell stated that interpretation of empirical results is often difficult and doubts may arise over the current state of knowledge. His examination of the various published studies showed in his research that these conclusions are not well founded. In some respects the evidence is contradictory, inconsistent and, consequently it is not possible to make general statements about the information content of audit qualifications (Craswell, 1985, page 93-115). 

Loudder et al. ~ 1992

Loudder et al. (1992) also stated that previous findings of no market reaction to audit qualifications may be a result of the failure in the earlier literature to control for market expectations. This study attempted to model these expectations in the return-generating process by incorporating a variable which measures, to the extent possible, the markets assessment that a qualified report will be announced. 

This market assessment is measured by focusing on market reaction at both the qualification disclosure date and the earnings announcement date. The result of Loudders’ et al. research is consistent with the notion that the disclosure of an unexpected opinion (and the non-disclosure of an expected opinion) affects the stock return of these firms which disclose the audit qualification after the earnings announcement date. Furthermore the results are consistent with the intuitive appealing argument that auditors and clients behave “as if” qualified opinions have information content (Loudder et al., 1992, page 69-82).
Ameen et al. ~ 1994

In 1994 Ameen et al. conducted a research to test for the information content of audit qualifications for smaller firms. To conduct that test, a sample has been taken from firms listed on the over-the-counter (OTC) exchange. With this exception this study is methodological quite similar to studies examining New York Stock Exchange (NYSE) and American Stock Exchange (ASE). This research found that the market ‘learns’ of the underlying cause(s) of the qualification and reacts negatively before the first observable announcement. So the market react negatively prior to the initial public announcement of the qualification. No significantly negative response is associated with the announcement of the qualification. When the qualification is announced, it may confirm earlier expectations, leading to no reaction of it may indicate that circumstances are worse than expected, leading to a negative reaction or it may indicate that circumstances are not as severe as expected, leading to a positive reaction. However, when the sign of the abnormal performance is ignored (i.e., when no attempt is made to determine whether the qualifications is ‘good news’ or ‘bad news’), the result indicated a statistically significant market reaction (Ameen et al., 1994, page 997-1.011).
Bamber et al. ~ 1997

Bamber and R.A. Stratton conducted a research in 1997 to find out what information content an auditors report with an explanatory paragraph had for the process of taking economic decisions by loan officers. In this research loan officers were questioned using 2 cases and a questionnaire regarding the cases. The respondents were subdivided into groups, which received a different combination of cases. In the cases the financial state of the company, the loan request and the auditors report differed for the groups of respondents. In this way the researchers tried to measure the influence of the different auditors reports in the specific situations of the financial state of the company in relation to the loan request.

The results of this research revealed a consistent pattern of effects for the uncertainty-modified auditors report. When the case included a modified auditors report, the loan officers assessed the loan request with a higher risk assessment and a higher interest rate premium. The loan officers were also less likely to grant the loan. The loan officers attached greater importance to the auditors report itself, when it contained an explanatory paragraph, the to uncertainty disclosed in the financial statements accompanying the loan request. This result suggests that the uncertainty-modified auditors report has information content to loan officers (Bamber et al., 1997, page 1-11)

Soltani ~ 2000

Another study to test the information content of audit qualifications was conducted by Soltani in 2000. This study is based on a large sample of qualified opinions (543 for the period 1986-1995) in the French market, using different expected event dates and market models. The research examines the association between the issuing of audit opinions and the security return behaviour of the recipient. The presence of price changes coincident with the receipt of the audit qualifications is consistent with an informative content of auditors reports.

The overall findings of the study demonstrated significant negative abnormal returns around the proxies for the announcement dates of audit opinions. The results concerning the impact of different audit qualifications on stock prices showed significant negative excess returns before and after the event date. There is evidence to suggest that a ‘qualified opinion’ has information content even if it is announced for the second year, this announcement might be for different reasons. The prior expectations of investors, the level of reporting and weak media disclosure of audit opinions are of importance in this case (Soltani, 2000, page 269-291).
Pucheta et al. ~ 2004
In 2004 Pucheta et al. conducted a study to test empirically to what degree the auditors report itself affected the key decisions taken by investors in the Spanish capital market. They used the event study methodology, as in other studies regarding this topic, to do their testing. The study consisted of an initial sample of 740 auditors report in the period 1992-1995. They found that the analysis on the level of all qualified auditors reports, i.e. without disaggregating them on the basis of the type of qualification, indicates that the auditors reports lack information content for investors taking decisions in the Spanish stock market. The reasons to this finding could be that the impact of a particular type of qualification might be cancelled out as a result of the aggregation of all different types of qualification, either because the qualification in question was only expressed on relatively few occasions, or because qualifications with positive effects were offset by others having negative effect.

Pucheta et al. in general concluded, after conducting this empirical research, that qualified auditors reports do not provide information value to investors (Pucheta, 2004, page 689-711).

Thuneibat et al. ~ 2008

A study of how qualified auditors reports affect the decisions of investors in Jordan is conducted by Thuneibat et al. They found that the share prices are not significantly related to qualified auditors reports. In Jordan almost all companies regardless their legal form or size must present audited financial statements. The authors studied companies in  the years 2000-2005; they could not find a pattern as some abnormal returns on stock prices were negative and some positive (Al-Thuneibat et al., 2008, page 84-101).

The studies reviewed in this chapter do not prove unambiguously that qualified auditors reports do have information value for the users of financial statements.

5.3: Summary

Most researches, reviewed in this chapter, tried to measure the information value of the issued auditors reports other than unqualified by testing the price effects on the moment the information concerning the auditors report became public. Besides this way of testing, the information value is also tested by inquiring loan officers or investors on their economic decisions regarding the auditors report other than unqualified and in which way the auditors report did effect their decisions. 

Researches conducted before 1980, which tested the information value by investigating the price effect, did not found significant price effects on the date of publicizing the auditors report other than unqualified. The research of Shevlin in 1984 also did not found significant price effects on the date of publicising the auditors report other than unqualified. 

In 1985 Craswell reviewed several publications regarding empirical research about the information content of auditors report other than unqualified. He divided these studies into pre-1980 researches and post-1980 studies. According to Craswell the pre-1980 studies suffered from severe methodological problems, such as the sensitivity of the test instrument and the design of the research. 

Loudder et al. (1992) also stated that previous findings of no market reaction to audit qualifications may be a result of failure in the earlier literature to control for market expectations. The result of Loudders research is that the issuing of qualified auditors reports affects the stock return. Furthermore the results are consistent with the intuitive appealing argument that auditors and clients behave “as if” qualified opinions have information content.

In 1994 Ameen et al. conducted a research to test for the information content of audit qualifications for smaller firms. His research concluded that when the qualification is announced, it may confirm earlier expectations; leading to no reaction of it may indicate that circumstances are worse than expected, leading to a negative reaction. Finally, it may indicate that circumstances are not as severe as expected, leading to a positive reaction. However, when the sign of the abnormal performance is ignored, the result indicates a statistically significant market reaction.

Soltani conducted a research in 2000, finding that the results concerning the impact of different audit qualifications on stock prices showed significant negative excess returns before and after the event date. 

Pucheta et al. conducted a study in 2004, concluding that the analysis on the level of all qualified auditors reports, i.e. without disaggregating them on the basis of the type of qualification, indicates that they lack information content for investors taking decisions in the Spanish stock market. Thuneibat et al. found in 2008 that the share prices are not significantly related to qualified auditors reports.

The studies reviewed in this chapter do not prove unambiguously that qualified auditors reports do have information value for the users of financial statements.

This chapter concludes the theoretical framework of this research; the next chapter will provide the design of the research of the empirical part of this research.

Chapter 6: The research design

In the previous chapters, the theoretical part of this research has been commented, as well as prior researches conducted on this field of research. Based on this theoretical part and the prior researches, an empirical research will be executed to determine what the opinion of the users of financial statements is on the information content of an auditors report other than unqualified.

This chapter will describe the design of this empirical research.

6.1: Characteristics of the research

In this paragraph the design of the research model will be presented in order to answer the research question, as formulated in chapter 1: 

“Do auditors reports other than unqualified have information content for the users of financial statements and what improvements opine the users of financial statements necessary to enlarge this information content?”

To determine the shape and the characteristics of the empirical research, an overview is presented of general theories regarding the design of a research. This will prove to be a guideline in designing the research. 

To design an empirical research, two approaches exist, quantitative research and qualitative research.
Quantitative research

Quantitative research offers comprehension expressed in numbers and provides answers to questions which can be expressed in quantity. To provide these answers the results of the research are, if necessary, quantified and then evaluated using statistic methods. To provide fair and representative outcomes, large samples are questioned. Quantitative research uses often the survey as research method. Quantitative research is objective.

An advantage of quantitative research is the expression in numbers or percentages of the reaction of the respondents. Extraordinary results can easily be traced and absorbed in the outcome of the research. Thoroughly statistic analyses can more easily be performed. A disadvantage of this type of research is the standardising of the questions, which prohibits the retrieving of valuable information which is available, but not questioned.

Qualitative research

Qualitative research offers comprehension on the opinion of people and why they have that opinion, nonnumeric data. This type of research provides profound information on motives, opinions, wishes and needs of the respondents. In this research aware motives are discussed, but certain techniques can be used to trace unaware motives. Qualitative research is subjective.

An advantage of qualitative research is that questioning can be fitted to the respondents reactions, consequently, in order to retrieve all valuable information the questioning can be specified. Well-trained researchers can interpret the retrieved information in the context of the respondents story, consequently presenting very good information. The disadvantage of this type of research is that the results are indicative, not representative. Generalisation of this information might not be of the same level as generalisation based on quantitative research (Babbie, 2001).

The research

To answer the main question, as formulated in chapter 1, this research aims at describing what a specific group of users of financial statements opine on the information content of auditors reports other than unqualified, as well as the necessary improvements, in the opinion of the users, to enlarge this information content. This research wants to exhibit the underlying motivations and backgrounds concerning the opinions of the targeted group of users. In order to enable these outcomes concerning this research, a qualitative research fits most.

This type of research will provide measures of the information content of auditors reports in terms of opinions and wishes of targeted group of users with regard to auditors reports other than unqualified; this research will provide as well opinions and wishes of targeted group of users regarding the necessary improvements to enlarge this information content. A qualitative research will be ‘deeper’ than a quantitative research; the retrieved information will be ‘richer’. On the contrary, this type of research will be more time consuming and less able to be generalised than a quantitative research.

Various strategies designing a research

When designing a research various strategies can be used, Verschuren en Doorewaard (2004) communicates five major strategies to be followed, which are:

1. Survey;

2. Experiment;

3. Case study;

4. Grounded theory approach;

5. Desk research.

Each will be briefly commented.

Ad 1. Survey

Existing literature can provide a picture of the field of research, a literature survey consequently can presents an insight in the field of research or form a theoretical foundation, maybe leading to a hypotheses. However, most valuable data will be retrieved by conducting an empirical survey. This survey can be in the form of an interview or a written questionnaire. To enable generalisation, the target population is selected, usually a large scale divers population, based on the designing of the research. A survey can opt for breadth and generalisation, rather than for depth and specificity, leading to a type of a quantitative research, or a survey can opt for depth and specificity, rather than for breadth and generalisation, leading to a type of a qualitative research
Ad 2. Experiment

An experiment is used to test a cause-and-effect relationship. Based on the hypotheses a certain effect of a variable is expected. The environment in which the experiment is carried out needs to be controlled. Consequently all influences which are not included in the researched need to be kept constant, resulting in an outcome which is only due to the variable included in the research. The cause-and-effect relationship of that single variable can be measured. The experiment is a type of a qualitative research.

Ad 3. Case study

Another possibility is to lay bare, in great detail, all the ins and outs of a research field. Concerning reasons of time and capacity, the research field in this case cannot be too breadth. This type of research is capable of taking stock of a large number of relationships between variables. It is an study in depth. Qualitative research methods will frequently be used here.

Ad 4. Grounded theory approach

The grounded theory approach is a theory-based approach. It develops a line of thoughts that explains why things happen or people have specific opinions. Characteristics of the grounded theory approach is that, in order to find out what views are underlying the similarities and the differences, one is constantly comparing the various items which take place in reality, both with each other and with theoretical starting points. This approach is a type of qualitative research.

Ad 5. Desk research

A desk research is mainly carried out from behind a desk, or in a library, or archive. This research is to be distinguished from the previous four approaches, which are carried out by going into the field and observing using the own senses of the researcher. To gather various sources of information and put them into one framework, a desk research can be useful.

The research

As signalled before this research will be a qualitative research. The research will be focussing on the opinions and the wishes of the targeted group of the users of the financial statements. By retrieving the opinions and the motivations of the respondents, this research aims at measuring the information content of the auditors reports other than unqualified and describing the improvements necessary to enlarge this information content. In order to acquire this information, the users need to be questioned. To carry out this questioning an (empirical) survey fits best as research method. Because the scale of the number of respondents will be low and the information to retrieve will be ‘deep’ and ‘rich’, as method of conducting the survey the interview method is chosen (Verschuren en Doorewaard, 2004).

6.2: Research methodology

In the previous paragraph is concluded that the empirical part of this will be conducted by using a survey in the form of an interview. In order to draw conclusions about the overall opinion of users of financial statements on the information content of auditors reports other than unqualified and the improvements they deem necessary to enlarge this information content, the opinions of the users need to be combined and interpreted. 
In the next paragraph the group users, which will be questioned, will be presented.
6.2.1 Units of analysis
Users of financial statements are a divers group, varying from shareholders to labour unions to environmental groups. Concerning reasons of time and capacity this research will not question the entire group of users, in all its diversity, but a selection is made in the group of users. A remark to this point is that, as taking the larger part of the users of financial statements not into account, is will be difficult to arrive at general statements concerning the whole population as answer to the main question. The chosen target population consist of the shareholders, or the representatives of shareholders, as being users which are interested in the integral financial statements, expected to be particularly interested in the auditors report. This target population is reached through questioning of financial analysts who work in the organisation of asset managers, which manage the property of their clients, or are active in the organisation of an investment company. These target population is selected concerning reasons of being, by profession, intensively engaged in using financial statements and the attached auditors reports; it is likely that they do have an well thought-out opinion on the information content of the auditors report and on improvements to enlarge this information content. By profession these population use, on an annual base, a wide range of financial statements with the attached auditors report. This range of financial statements will enable the respondents to compare and firmly underpin their opinion. This intensive engaging will more likely result in a weighed opinion on the subject.
6.2.2 Research design
As signalled before the questioning will take place in the form of an interview. Interviewing is a way of research which enables a thorough questioning of the subject; the interaction between the respondent and the interviewer will enlarge the ability of the interviewer to fully retrieve the opinion of the respondent and the underlying motives. As a result, the retrieved information will be ‘rich’, a true reflection of the opinion of the respondent (Babbie 2001).

The information content of auditors reports other than unqualified is not a concept than can be qualified easily. On the other hand, the respondents are engaged professionally with the concept and are expected to be familiar with the technical language and the background of the auditors reports as elaborated in the previous chapters. Consequently, the answers to the research question need to be obtained via indirect questions about the auditors reports in general and the specific auditors reports other than unqualified, as well as direct questions regarding the subject of the research. Obviously interviewing will make use of open-end questions and additional questions; however some close-end questions will be used.

An interview leads to interaction between the respondent and the interviewer. Consequently the set of questions of the interview will be shaped and adapted during the interview. Some answers of the respondents need to be clarified; some questions might already be answered in prior answers. This will lead to as many sets of questions as interviews will be performed. This will lead to the maximizing of the value of the information
This way of questioning bears some threads and constraints. The development of the questions during the interview might lead to different interviews from which the outcomes cannot be compared to each other. This might lead to very valuable information but absolutely incomparable and unable to generalize. To avoid this thread, the core of all interviews needs to be the same. It is not possible to copy the set of questions concerning all interviews, as is possible with a questionnaire, but the shape or core of the interview can be the same, which enables comparison of the outcomes. Consequently the shape of the interview will be drawn in the next paragraph. 
Another thread of questioning respondents in the form of an interview is biasing the answers of the respondents by the interviewer. It proves to be very difficult to mitigate this thread. The fixed core of the interview will help in mitigating, as the interviewer cannot diverge from the core of the interview. Besides this, the respondents are professionally engaged in the subject of this research, their profession bears many responsibility, all together are the respondents not expected to be biased by the interviewer.

As signalled before, in the next paragraph the shape or core of the interview will be presented.

As a result of the properties of a qualitative research the classification of answers to the questions is determined mainly by the answers provided by the respondents and to a lesser extends by the set of questions. The more correlated the answers of the respondents are, the greater the elaboration of these answers will be. This will lead to a reflection of the opinion of the respondents on the subject of this research and will stress the importance the respondents attached to their opinions.

6.2.3 Development of the outline of the interview
As signalled in the previous paragraph, the interview will be conducted using a set of questions as guideline. This set of questions in this paragraph will be elaborated and underpinned.

The backgrounds of the respondents

Because the group of users is selected by terms of their profession it is important to know what their profession comprise off. To interpret the answers by he respondents it is important to know the context in which the answers were communicated. The title ‘financial analyst’ would not suffice as this contains a wide variety of different professions. 

Consequently the interview starts which some questions designed to present the background of the respondent. The profession of the respondent is investigated as well as the way the respondents encounter financial statements and the attached auditors report in their profession. The respondents are also questioned on the scale in which they use the financial statements and the auditors reports. This will provide a picture of the respondents, which will be taken into account when interpreting the outcomes of the research.

Consequently knowing the background of the respondents, the outcomes of their interviews can be placed towards a background. The background however is incomplete as it is still unknown in what way the respondents use the financial statements and especially the attached auditors reports. Consequently the respondents will be questioned on what degree they use the attached auditors reports and how important the attached auditors report is concerning the respondents. The degree on which the respondents use the attached auditors reports and the importance they attach to the auditors report is as well an orientating question to outline the background as well an overlap question in the direction of the first part of the interview.

The first part of the interview

After the orienting start of the interview, the remaining set of the questions is subdivided into two groups. The first group of questions inquire the respondents on their general view on the auditors report, regardless the type of auditors report, the second group of questions aims at the view of the respondents on the auditors report other than unqualified.
The first group of questions inquires about the opinion of the respondent on the common purpose of the auditors report. These questions pursues dual goals. First, the answers to these questions indicates the view of the respondent on the function of the auditors report; the answers to the remaining questions will be more framed with this knowledge. Second, the answers to these questions will provide insight in the degree of similarity between the opinion of the respondent upon the auditors report and the opinion presented in the literature, particularly in the chapters two and four before.

In addition is questioned whether, in the opinion of the respondent, the auditors reports achieves its goals, goals previously described by the respondent. The answers to this question will present a more thorough picture of the opinion of the respondent on the auditors report, but also presents an indication of the opinion of the respondent regarding the information content of auditors reports. The question still aims at the auditors report in general, regardless the type of auditors report; consequently this question is mainly mending to place the questions of the second part of the interview towards a background of each individual respondent.

The last question in this part of the interview is whether the auditors report, in the opinion of the respondent, is as informative as an auditors report can be or must be. This question aims at providing the respondents an opportunity to enumerate their remarks and improvements regarding the auditors report in general. This question serves multiple goals. Firstly, it tries to, in a short frame of time, complete the picture of the view of the respondents towards the function of the auditors report in general. The remarks and improvements the respondents suggest will be a reflection of the function of the auditors report which the respondents deem the most important of the auditors report. 
Consequently, this question is supposed to reflect the important parts, concerning the respondents, of the auditors reports; together with the previous two questions this part of the interview will reflect the opinion of the respondent on the purpose of the auditors report and if the present auditors reports live up to the expectations of the respondent. Secondly, this question is repeated in the second part of the interview, but then specified to a specific case of the issuing of an auditors report other than unqualified and the question is repeated specified on all types of auditors reports, other than unqualified. The answers to these three questions, whereof the last two answers are the most important concerning this research, can be compared to each other. This comparison will likely provide additional information on whether the respondents have different suggestions concerning the auditors reports in general as concerning auditors reports other than unqualified; the comparison will also inform on whether the respondents know the differences in the types of auditors reports in the practise of their profession. This information will also be of value in the framing of the view of the participants towards the auditors reports other than unqualified.

The second part of the interview

This part of the interview consists of a set of questions which are aimed at elaborating a specific case in which the respondents encountered the issuing of an auditors report other than unqualified. This part of the interview is not specifically aimed at answering the main question, as the answers to these questions are likely included in the answers in the third part of the interview, but this part is mend to bring the answering from an abstract level to a more case specific level. Compared to unqualified auditors reports, auditors reports other than unqualified are consequently very case specific, auditors reports other than unqualified are issued in a scarce degree. This part of the interview can be qualified as an introduction to the third part of the interview, the part related to the subject of this research.

This part of the interview consists of four questions. As introduction to this set of questions the respondents will be asked to take in mind a specific case in which they encountered a financial statement with an attached auditors report that was other than unqualified. That specific case could either be the most recent one or the most startling one. If the respondents should not know a specific case this part of the interview will be skipped.

The first question is to present a short description of the case and to specify what type of auditors report in the case was issued. This to frame the case in its background. The request to specify what type of auditors report was issued, served a dual purpose, in the first place to present background information and secondly to determine if the respondent distinguishes multiple types of auditors reports other than unqualified, or that the respondent opine that just one such auditors report exists, the qualified auditors report.

In the second question the respondents will be asked if they expected such type of auditors report to be issued concerning that financial statement. This question origin in the reviewed prior researches on this topic, especially Ameen et al. who found that information content had a close relationship with the information date on which the problems of a company become known by the users of the financial statements. If the users do not know about the problems prior to the issuing of the auditors report, the information content of the auditors report is likely to be higher (Ameen et al., 1994, page 997-1.011). This question will frame the answers to the next questions.

The third question is whether the specific type of issued auditors report did change the view of the respondent upon the trueness and the fairness of the financial statement. This question interrogates the respondent on a main purpose of the auditors report, expressing an opinion on the trueness and the fairness of the financial statements.

The last question of this part of the interview asks the respondent to what degree the issued auditors report did change the economic decisions of the respondents regarding the specific financial statement and the specific company. In relation to the prior two questions, the answer to this question will likely present a reflection of the information content the respondent attached to the auditors report in this specific case.

The next part of the interview will be a multiplication of this part of the interview; the respondents are questioned about their opinion on the information content of the auditors report other than unqualified as a whole. Besides the multiplication of this part of the interview additional questions exist.

The third part of the interview

As signalled previously, the interview will be about the opinion of the respondents on the information content of an auditors report other than unqualified in general.

The first three questions are almost similar to the last three questions of the second part of the interview and the reasons concerning asking them are similar. The first question is that if the respondent uses a financial statement with an attached auditors report other than unqualified, to what degree, in general, the issuing of an auditors report other than unqualified is unexpected to the respondent. The second question is if, in general, the view of the respondent on the trueness and fairness of the financial statements changes when the respondents are confronted with an attached auditors report other than unqualified. The third question is to what degree, in general, the auditors report other than unqualified changes the economic decisions of the respondent regarding that financial statement and company. 

The last three questions regard the opinion of the respondents on whether the present auditors reports other than unqualified does meet its purpose and what improvements need to be made to improve the information content of the auditors report.

The first question asks the respondents about their opinion on whether, in general, the auditors reports other than unqualified do meet their goal. A previous question already investigated what the respondents opine the purpose of the auditors report in general is, this question especially aims at the degree of goal congruence of the auditors reports other than unqualified. The information content of auditors reports other than unqualified will likely depend highly on the degree to which the auditors report do meet its goals.

The second question of this part of the interview inquires the respondents on whether they believe that the auditors report other than unqualified provides them with the information they want. This question, together with the next question, is mend to retrieve the improvements the respondents wants in the auditors reports other than unqualified in order to improve the information content of these auditors reports. 

The last question of this interview is in what way the information content of the auditors reports other than unqualified, in the opinion of the respondent, can be advanced. This question provides the respondents with the opportunity to communicate all their wishes and changes they believe are necessary for the auditors report other than unqualified to meet the demands of the users of the financial statements. This question tries to gather the improvements suggested by the respondents in all its variances, consequently the question is not limited by boundaries which narrows the possible reactions.

The profession of financial analyst is increasingly an international one; consequently the questions of the interview were posed in either Dutch or English, depending on the preference of the respondent. The list of questions which were the guideline concerning the interviews is introduced in appendix C.

6.2.4 Pilot study

Before conducting the actual research, a draft set of questions was used concerning the first interview. In this first interview the usefulness of the questions in retrieving answers to the main question of this research the set of questions, which served as a guideline concerning the interview, has been tested. In addition, unclear or vague questions have been discovered. Besides this the time consuming of the interview was measured. This interview was hold by telephone; this was also mending as a pilot to determine if interviewing by telephone could result in valuable information. This could lead to significant saving of time.

The results of the pilot study were minor, which resulted in minor changes to the initial set of questions. Because of this, the results of the pilot study were included in the results of the actual research. The results of interviewing by telephone were that positive that the remaining interviews will be hold by telephone.

6.3: Data collection

The next section describes the way in which the respondents were approached and in which way the data has been collected. Following the shape of the research method, the respondents were approached personally.
The financial analysts were approached in several ways. Some financial analysts, who are personal acquaintances, were approached directly, by telephone. Other financial analysts were approached via colleagues, which are personal acquaintances; these financial analysts were approached by email. The larger part of the financial analysts was approached by email, being signalled under ‘investor’s relations’ on websites of listed companies. 

The financial analysts which are personal acquaintances all agreed to participate in the research. Half the population of financial analysts which were approached by email did agree to participate in the research. Totally 31 financial analysts were approached of which 14 participated in the research. 

Table 6.1 provides an overview of the response rate of the respondents.

	Table 6.1 Response rate

	Method of approach
	Amount approached
	Valuable response
	Response rate

	
	
	
	

	Directly
	3
	3
	100%

	Via colleagues
	6
	6
	100%

	Via websites
	22
	5
	23%

	Total
	31
	14
	45%


The response rate regarding the respondents addressed in the table with ‘Via colleagues’ cannot be measured as these colleagues did not feed back the amount of people who were approached; the response rate is consequently set to 100%.

The financial analysts which agreed to participate in the research were explained in which way the research should take place. To execute the interview with the respondents an individually appointment is arranged. During the interview notes have been captured. Using the set of questions which form the guideline of the interview, immediately after the interview these notes have been elaborated into a report of the interview.
6.4: Analyzing the results

Because of the form of the research, all results will be assessed qualitatively. 

The amount of respondents is 14, which is not very high and the method used to approach the respondents is highly subjective.  However, meaningful results can be derived by analyzing the results in debt, with regard to the limitations of this research.

6.5: Summary

This chapter describes the design of the empirical part of this research. To design an empirical research, two approaches exist, quantitative research and qualitative research.

Quantitative research offers comprehension expressed in numbers and provides answers to questions which can be expressed in quantity. Qualitative research offers comprehension on what the opinion of people is and why they have that opinion. This type of research provides profound information on motives, opinions, wishes and needs of the respondents. 
This research wants to exhibit the underlying motivations and backgrounds concerning the opinions of the targeted group of users. In order to enable these outcomes concerning the research, a qualitative research fits most. 
When designing a research various strategies can be followed. Verschuren en Doorewaard communicates five major strategies to be followed, which are the survey, the experiment, the case study, the grounded theory approach and the desk research. An (empirical) survey fits best as research method concerning this research. 

Concerning reasons of time and capacity not the entire group of users of financial statements, in all its diversity will be questioned. As target population is chosen for shareholders, or representatives of shareholders, which are reached through questioning financial analysts which are active in the organisation of asset managers, which manage the property of their clients, or are active in the organisation of an investment company. The questioning will take place in the form of an interview. This way of questioning bears some threads and constraints, such as not easy comparable, inconsistence in the questions between various interviews and biasing of the respondent by the interviewer. 

The interview will be conducted using a set of questions as guideline. The interview will try to retrieve some background information of the respondent, as well as inquiring the respondents on their general view on the auditors report and will question the respondents about their opinion on the information content of auditors report other than unqualified in general. 

Before conducting the actual research, one interview was hold using a draft set of questions. The financial analysts were interviewed by telephone. Immediately following the interview a report of the interview was written.

Because of the form of the research, all results will be assessed qualitatively. 

The next chapter will describe the answers of the respondents and will analyse these answers.
Chapter 7: The research outcome
7.1: Introduction

This chapter contains the results and the analysis of the empirical part of this research.

Paragraph 7.2 provides the outline of the background of the respondents. In which way the respondents are users of financial statements and the auditors report issued by these financial statements will provide a context to the latter answers provided by the respondents.

Paragraph 7.3 focuses on the opinion of the respondents on the usefulness of the information provided in the auditors report in general. This will provide a general view of the respondents on the auditors report.

Paragraph 7.4 provides the opinion of the respondents specifically aimed at auditors report other than unqualified. Respondents were asked to answer a set of questions, having in mind a specific recent case of an auditors report other than unqualified.

Paragraph 7.5 provides an reflection of the opinions of the respondents on the information content of the auditors reports other than unqualified.

Paragraph 7.6 provides an elaboration of the opinions of the respondents in which way to improve the information content of the auditors reports other than unqualified. In order to obtain a clear picture of the improvements the respondents regard useful or necessary, these opinions are, as far as possible, researched in depth. 

This chapter is concluded with the summary in paragraph 7.7.

In total 14 respondents were interviewed by telephone. All of these respondents answered the entire set of questions; however some of them were not able to recognise a case of issuing of an auditors report other than unqualified. Consequently they were not able to answer the set of questions, 7 till 12, regarding the case of the issuing of an auditors report other than unqualified.

7.2: Characteristics of the respondents

This paragraph will outline the background of the respondents; this will provide useful information, which will help the process of valuing the latter answers of the respondents.

The questions investigating the background of the respondents are:

1. In which capacity do you use financial statements with an attached auditors report?

2. How many financial statements do you use, on an annual base, in the process of taken your economic decisions?

3. To what degree do you use auditors reports in the process of evaluating the financial statements?

Concerning reasons of coherence between the questions and overlap in the answers, the answers to these three questions will be presented and evaluated as one.

The research was conducted among a specific group of users of financial statements, the financial analysts. The larger part of the respondents were employed in financial institutes, the other analysts were employed in investments companies. 

In order to obtain analyses of the potential investments objects, the analysts employed in investment companies used a wide variety and large quantity of financial statements and the attached auditors report. The number of used financial statements on an annual base varied from 200 till 300. The characteristics of the companies especially followed by these analysts were the middle sized to the large companies, interesting concerning the investment company for possible investments in these companies or possible takeovers.

Most of the financial analysts employed in financial institutes provided their analyses concerning the use of portfolio managers who used these analyses in their decision making process. These financial analysts did focus on specific markets and deepened themselves in the developments of these markets. In order to execute this they used quite a smaller quantity of financial statements, this varies on an annual base from 20 till 60. These financial statements were of large companies, mostly listed on a stock exchange market.

The remaining financial analysts employed in financial institutes provide their analyses concerning the clients of the financial institutes. The respondents in this group did also focus on specific markets using, on an annual bases, from 30 till 50 financial statements. These financial statements were of large companies, mostly listed on a stock exchange market.

Table 7.1 provides an overview of the reactions of the respondents mentioned previously. It is essential to stress that the reproduction of the reactions of the respondents, in table 7.1 and the other tables presented in this chapter, is highly subjective.

	Table 7.1 Characteristics of the respondents

	Employed in
	Frequency
	Providing

services on 

behalf of
	Amount of financial statements used
	Using financial statements of

(size company)

	
	
	
	
	

	Financial institutes
	7
	Portfolio managers
	30-50
	Large size (listed)

	Financial institutes
	4
	Clients
	20-60
	Large size (listed)

	Investment companies
	3
	Internal purposes
	200-300
	Middle – large size

	Total
	14
	
	
	


The degree of importance of the auditors report in relation to the entire financial statements varies among the respondents. The respondents employed in investment companies regard, in relation to their total analyses of the financial statement, the auditors report as highly important. Of the group of analysts employed in financial institutes, the respondents which analyses are used by the portfolio managers add an importance of medium to low to the auditors report, the analysts who analyses are mend directly concerning the clients of their financial institute regard the importance of the auditors report as low to not important at all.

Table 7.1 provides an overview of the assessment of the financial analysts of the importance of auditors reports in relation to their total analyse.

	Table 7.2 The importance of the auditors report in relation to the total analyse

	
	
	Frequency
	
	Percentage

	
	
	
	
	

	Highly 
	
	5
	
	36%

	Reasonable
	
	-
	
	--%

	Mediocre
	
	-
	
	--%

	Slightly
	
	4
	
	28%

	Not
	
	5
	
	36%

	Total
	
	14
	
	100%


Conclusively can be stated that the importance of the auditors report in relation to the financial statements, as a whole, increases when a financial analyst uses more financial statements on an annual base. Using more financial statements obviously limits the quantity of the information a financial analyst is able to acquire in the process of assessing the financial statement. Less information about the company stresses the importance of the issued auditors report accompanying the financial statement.

Based on the correlation between the importance of the auditors report and the size and the characteristics of the company, another conclusion can be drawn. Regarding large, listed, companies the amount of information besides the auditors report is much higher than is the case with companies. The amount of information available consequently directly influences the experienced importance of the auditors report.

7.3: Part 1: general view on the auditors report

This paragraph reflects the opinion of the respondents on the auditors report in general. The respondents were asked a set of questions, the questions 4 till 6, regarding the auditors report in general.

The first question in this part of the interview is:

4. What is, in general, the goal of the auditors report?

The auditors report served for all the respondents at least one common goal, it indicates that the content of the financial statement is true and fair. Most of the respondents were aware that the auditors report does not provide full guarantee. 

The respondents employed in investments companies believe that the auditors report also stated that the internal control system of the company is in control. This was also important concerning one analyst who directly served clients. 

Several other analysts stressed the point of the auditors report as being an indication concerning the continuity of the company. Two analysts opine the auditors report as a report of accountability of the past. One analyst reckoned the auditors report to advance the trustworthiness of the financial statement whereon the auditors report is issued. Another analyst believed the auditors report issues a value judgement on the financial statement. Several analysts believed that the auditors report can be qualified as a certification of the financial statement or the quality stamp on the financial statement.

Comparing the reactions of the respondents on the previous question with the presented theory of the auditors reports presented in the chapters two, three and four reveals some differences as well as a significant amount of similarities. 

The description of the goal of the auditors report by the respondents can be qualified as a reproduction of the purpose of the unqualified auditors report as described in chapter four. It is likely that the respondents indeed described the goal of the unqualified auditors report, as this type of auditors report is by far most issued. Most respondents acknowledged that the auditors report does not provide full guarantee, which is coherent with the content of chapters two, three and four. 
Some respondents believed the auditors report states that the internal control system of the company involved is in control. According to the content in the chapters two and four the auditors report does provide an opinion on the smaller part of the internal control system, only the part that is necessary to underpin the auditors opinion. Consequently the assumption of the respondents on the auditors report stating that the entire internal control system is in control is not coherent with the theory.

Other analysts communicated the indication concerning the continuity, which is consistent with the theories provided in chapter two and four. The opinions on the accountability of the past, the advancing of the trustworthiness of the financial statement, the value judgement and the certification or quality stamp on the financial statements can all be qualified as coherent with the theories in the chapters two, three and four, but all opinions need to be related to the earlier signalled fact that the auditors report does not provide full guarantee. 

The next question of this part of the interview is:

5. Does, in general, the auditors report meet its goal?

All respondents reckoned the present auditors report does achieve its goal, which they formulated as answer to the previous question. 

The last question of this part of the interview is:

6. Does, in general, the auditors report provide the information you want?

The opinions of the respondents regarding this matter were diverse and versatile. Almost a quarter of the respondents did not need more or other information in the auditors report. The content of the present report does fulfil their need concerning the information provided by the auditor. These respondents were all employed by financial institutes.

The most common communicated improvement does not entirely suit the subject of this research. A number of respondents suggested that the auditor should extort a higher level of disclosure of details in the financial statements. In order to obtain an unqualified auditors report a higher level of detail should, in their opinion, be mandatory.

Some respondents suggested that the auditor should publicise, in the auditors report or in another way, a list of contentious issues which are discussed with the management of the company. Because the auditors report will then contain exclusive information, this would improve the informative content of the auditors report. 

To express the differences between companies, another suggestion was to subdivide the standard unqualified auditors report into various kinds of unqualified auditors reports. The meaning and the value of these different kinds of unqualified auditors reports should be familiar with the general public.

An overview of the reactions of the respondents on the questions of this part of the interview is, concerning illustrative purposes, presented in table 7.3. Concerning this reason the table does not provide an integral overview of the reactions, but reflects the most important issues.

	Table 7.3 General view on the auditors report

	Frequency
	Goal auditors report
	Achieve goal
	Information provided as wanted

	
	
	
	

	3
	True and fair
	Yes
	Yes

	3
	True and fair, company in control
	Yes
	Yes

	4
	True and fair
	Yes
	No, more disclosure of details

	2
	True and fair, indication continuity
	Yes
	No, list of contentious issues

	2
	True and fair, accountability
	Yes
	No, issue various kinds of unqualified auditors reports

	14
	
	
	


7.4: Part 2: specific case of an auditors report other than unqualified

The respondents were asked to take in mind a specific case in which they encountered the issuing of an auditors report other than unqualified. The respondents were asked to answer a set of questions regarding this case, the questions number 7 till 12. 

The first question of this part of the interview is:

7. Did you recently use a financial statement with an attached auditors report that was other than unqualified?

More than half the number of respondents were able to remember a case in which an auditors report other than unqualified was issued. Concerning some respondents this case was a specific one which they encountered in their profession, concerning others the case was more vague. The other respondents were unable to remember a case in which an auditors report other than unqualified was issued, which indicates the scale of issuing unqualified reports compared to issuing reports other than unqualified. 

Obviously the set of questions in this part of the interview was solely answered by the respondents which were able to take in mind a specific case of an issuing of an auditors report other than unqualified.
The next question of this part of the interview is:

8. Please do shortly describe the case and mention the type of auditors report issued in this case.

The respondents which were able to remember a case in which an auditors report other than unqualified was issued were overall unable to remember the type of auditors report which was issued in that specific case. 

The next question of this part of the interview is:

9. Did you expect this type of auditors report to be issued on this financial statement?

Most of the respondents did expect that the type of auditors report was to be issued, mostly because of prior received information, for instance in press releases. Two respondents however were, in the specific case, surprised by the issuing of an auditors report other than unqualified.

The next question of this part of the interview is:

10. Did the issued type of auditors report change your view on the trueness and fairness of the financial statement?

A majority of the respondents did not change their view on the trueness and the fairness of the financial statements when they took notice of the issuing of an auditors report other than unqualified. Two respondents however did change their view on the trueness and fairness of the financial statements.

The next question of this part of the interview is:

11. To what degree did this auditors report influence the process of taking your economic decisions?

The opinion of the respondents regarding the degree of influence, of the issuing of the auditors report other than unqualified on their economic decisions, varies in extremes, from highly important to not important at all. 

Not being surprised by the issuing of this type of auditors report and the variance in degree of influence can be explained by the fact that only two respondents did not expect this type of auditors report to be issued. They were surprised and they were also the only respondents which expressed that they changed their economic decision regarding the specific company because of the auditors report. The other respondents, which received prior information about the circumstances which caused the issuing of an auditors report other than unqualified, already adapted this information in their economic decisions regarding the specific company. Most respondents expressed that, regardless the source of information about the circumstances of the specific company, the issuing of an auditors report other than unqualified was highly important and informative for them; they often communicated the expression ‘red flag’ when an auditors report other than unqualified was issued. 

The last question of this part of the interview is:

12. Did, in this specific case, the auditors report meet its goal?

All respondents which answered the question reckoned the auditors report to achieve its goals in that specific case. 

Some added that the auditors report did confirm the existence of circumstances of problems which threaten the continuity of the company; the auditors report did confirm prior information. 

Table 7.4 illustrates the reactions of the respondents to the questions in this part of the interview.

	Table 7.4 Case of the issuing of an auditors report other than unqualified

	Able to remember case
	Frequency
	Which type auditors report
	Expected
	Changed view
	Degree of influence
	Achieve its goal

	
	
	
	
	
	
	

	Yes
	3
	Qualified
	Yes
	No
	Mediocre
	Yes

	Yes
	2
	Unknown
	Yes
	No
	Slightly
	Yes

	Yes
	2
	Unknown
	Yes
	No
	Not
	Yes

	Yes
	2
	Unknown
	No
	Yes
	Highly
	Yes

	No
	5
	--
	--
	--
	--
	--

	Total
	14
	
	
	
	
	


7.5: Part 3: view on auditors reports other than unqualified

The last part of the interview especially aims at the opinions of the respondents regarding auditors reports other than unqualified in general, the subject of this research. As signalled in chapter six, this part will present the reactions of the respondents on questions regarding the main question of this research, consequently this part will provide answers to the main question in this research. 
In this paragraph the reactions of the respondents in the last part of the interview, questions 13 till 16, will be presented. The last two questions, questions 17 and 18, of the interview will be, concerning reasons of extend and content, elaborated in the next paragraph.

The first three questions of this part of the interview are almost similar to the last three questions of the second part of the interview. The first question of this part of the interview is:

13. Once you encounter an attached auditors report other than unqualified, to what degree is that unexpected?

The degree of unexpectedness varies among the respondents, but were all situated in the range of mediocre unexpected to not unexpected. The larger part of the respondents assessed the degree of unexpectedness as not unexpected, which might be caused by the availability of information about the situation of the company prior to the issuing of the auditors report. One respondent suggested that in order to try to minimize the market reaction the company would benefit of clarifying the situation before the issuing of the auditors report.

The next question of this part of the interview is:

14. Does, in general, your view on the trueness and fairness of a financial statement change once you encounter an attached auditors report other than unqualified?

As a result of the issuing of the auditors report other than unqualified, almost the entire population of respondents does, in general, not change their view on the trueness and on the fairness of the financial statements. As respondents added to their answers, this is because of the availability of prior information about the situation of the company. 

The next question of this part of the interview is:

15. To what degree does encountering an attached auditors report other than unqualified influence the process of taking your economic decisions?

The reason of prior received information, as signalled earlier, leads to a degree of adaptation of the economic decisions of the respondent regarding the company in case between mediocre and no adaptation at all. 

The outcome of this question might, in relation to the previous signalled availability of prior information, be a little surprisingly as still a part of the respondents do change their economic decisions based on the issuing of the auditors report other than unqualified. As reason for this, some respondents communicated that the issuing of the auditors report other than unqualified in some cases was a confirmation for them of the situation of the company and in other cases a signal of a worse situation of the company.

The last three questions of this part of the interview regard the opinion of the respondents on whether the presented auditors reports other than unqualified does meet its purpose and what improvements can be realised to improve the information content of the auditors report. 

The respondents first have been asked:

16. Does the auditors report other than unqualified meet, in general, its goal?

The reaction of the respondents on this question differs  from the reactions of the respondents to the same questions with regard to the auditors report in general, as commented in paragraph 7.3. More than half the population of respondents opine without remarks that the auditors report other than unqualified, in general, does achieve its goal, of this population almost a quarter added remarks to their opinion. A few respondents opine that the auditors report other than unqualified, in general, does not achieve its goal. 

The remarks and criticism of the last two groups of respondents varies from a more specific indication of the problem to a demand for more information, for instance publication of the reason of the discontinuity or a specification of the items in the balance sheet or in the profit and loss account which causes the issuing of the auditors report other than unqualified.

Table 7.5 provides an overview of the before presented reactions of the respondents.

	Table 7.5  General view on the auditors report other than unqualified

	Degree of

unexpectedness
	Frequency
	Changed view
	Degree of influence
	Achieve its goal

	
	
	
	
	

	Mediocre
	2
	Sometimes
	Mediocre
	    No, provide more information  

	Slightly
	5
	No
	Slightly
	    Yes, but specify the problem

	Not
	1
	No
	Mediocre
	    Yes

	Not
	4
	No
	Slightly
	    Yes

	Not
	2
	No
	Not
	    Yes

	Total
	14
	
	
	


As signalled before, the reactions of the respondents on the last two questions of the interview will be elaborated in the next paragraph.

7.6: View on improvements of auditors reports other than unqualified

In this paragraph the last two questions, questions 17 and 18, of the interview will be further elaborated. These two questions caused diverse reactions among the respondents, which reactions will be presented in this paragraph. Most reactions were more or less communicated more than once; some reactions partly overlap each other. Consequently, the answers to these questions will be presented as one. 
The reactions of the respondents on the last two questions of the interview in addition are evaluated in the light of the theoretical chapters of this research, the chapters two, three and four.

7.6.1 The improvements

The respondents were asked:

17. Does the auditors report other than unqualified provide, in general, the information you want?

18. In what way could the information content of auditors reports other than unqualified be advanced?

One respondent believed that the present auditors report does not need improvements. She argues that the auditor is doing a firm job before issuing an auditors report and that the company will prevent at all cost the issuing of an auditors report other than unqualified. This implicates, as she argues, that just the type of issued auditors report will provide sufficient information regarding the company and the question whether the company is in control.

Some respondents wanted to broaden the range of types of auditors reports. This broadening is related to both the unqualified auditors reports as well as to the auditors reports other than unqualified. The increase of types, genuinely subtypes, of unqualified auditors reports is, as argued by the respondents, mend to provide the users of the financial statements information on important issues concerning both the auditor and the company and issues not important enough to lead to an auditors report other than unqualified. The respondents point out that almost every issued auditors report is an unqualified one; the respondents argue that substantial differences exist between the companies, differences which are important concerning the users of the financial statements. 

Other respondents opined that the range of auditors reports other than unqualified should be enlarged. The auditors report should state clearly what the reason is of issuing an auditors report other than unqualified; more types of auditors reports will provide that information. This might as well lead to more understanding of the reasons concerning issuing that particular type of auditors report which might adapt the present ‘red flag’ feelings concerning users when encountering the issuing of an auditors report other than unqualified.

More that one third of the respondents had the opinion that the auditor should provide, within the auditors report or simultaneously with the auditors report, additional information to the users. The shape and the content of this additional information varies among the respondents. 

Some argue that the additional information should provide the users of the financial statement with an insight in the topics of discussion between the auditor and the board of directors. An other respondent opined an extract of the final deliberation of the audit team as informative to accompany the issued auditors report. Other respondents reckoned a list of issues which are multi interpretable and the considerations and the conclusions of the audit team on these issues as informative. 

One respondent expressed his reservations on the independency of the auditor as being paid by the company on whose financial statement the auditor is supposed to issue an auditors report. The auditor is paid by the company, which causes an appearance of not being independent. To realise a more informative auditors report, as being more reliable, the auditors profession need to realise solutions concerning the problem of not being independent in appearance. 

As signalled earlier, in paragraph 7.3 a significant part of the respondents wanted companies to disclose a higher lever of details in their financial statements. The respondents opined the interest of themselves and the interests of the company as contradictive; the lesser information the company has to disclose, the more free the management of the company is able to perform their tasks, on the other hand, the more information the users receive, the better they are able to fit their economic decisions. 
Some respondent argued that, in order to obtain an unqualified auditors report, the auditors profession should speed up this process by declaring a certain level of details as mandatory. Not complying with that level of details could lead to the issuing of an auditors report which is unqualified, stating the not complying of the company to the demanded level of details. The auditor should fulfil this role as being an agent concerning the users of the financial statements. One respondent argued that to ensure an easier comparison of financial statements the auditors profession should constrain the companies to create financial statement according to a certain structure.

7.6.2 The improvements evaluated in the light of the theory

The first improvement communicated by some respondents is to broaden the range of types of auditors reports. Specified to the subject of the research they argued that a broadening of the types of auditors reports other than unqualified would inform the users on issues in the company which are not severe enough to lead to an auditors report other than unqualified. As described in chapter four, a broadening  of auditors reports which are not unqualified already exists; this indicates a lack of knowledge among these respondents regarding the different types of auditors reports and their characteristics. 

In addition this lack of knowledge appeared in the reactions on the question what type of auditors report was issued in the questioning of the second part of the interview. The respondents which were able to remember a specific case were, for the larger part, unable to recollect which type of auditors report was issued. However, it remains possible that the respondents are not satisfied with the range of auditors reports currently in use that they want to broaden the range beyond the existing range.

This wider broadening is argued by some respondents who also want the auditors report other than unqualified to state clearly what exact the problem is. Consequently they want to broaden the range of types of auditors reports, which might simultaneously adapt the reaction of the respondents when encountering an auditors report other than unqualified, which currently is described by the respondents as a ‘red flag’. 

The broadening of the types of auditors reports is coherent with the theories as described in chapters two, three and four. These theories do not limit the number and the content of the types of auditors reports.

A large part of the respondents argued to accompany the auditors report with additional information. This additional information concerning some respondents should consist of an insight in the topics of discussion between the auditor and the board of directors, concerning other respondents of an extract of the final deliberation of the audit team as informative and concerning some other respondents of a list of issues which are multi interpretable and the considerations and the conclusions of the audit team on these issues. 

Providing additional information, in any of these forms, is not necessary contradictive to the theories described previously in this research. The agency theory, as described in chapter three, provides a solid base concerning the provision by the auditor of all kinds of information needed by the users, the principals. 

Presently the company provides the information, the auditor issues an auditors report on that information; the auditor does not provide any additional information. In a process of change towards the provision of information by auditors, the duties and the responsibilities of all parties involved need to be discussed thoroughly and need to be clarified to all parties involved. 

Heitling (2010) states, as he quotes R. Abma: ‘The auditor is an ally. Investors interest in transparency and in an auditor who not only issue an opinion, but also states in which way the opinion is formed. Did the companies moved to the edge of accounting and will the auditor have to correct the management of the company, or contrary? The opinion of R. Abma is that the auditor should provide more information, information regarding the circumstances of the company involved.

One respondent communicates his reserves towards the auditor, being paid by the company, as being not independent. This is consistent with the theories described in the chapters two and three. This subject has been researched thoroughly over the years. Consequently this subject will not be further elaborated in this research. 

The last issue of improvement signalled by a significant part of the respondents consist of requiring, by the auditor, a certain degree of disclosure of details by the company as mandatory in order to issue a ‘clean’ unqualified auditors report. Not complying with that level of disclosure of details could result in issuing an unqualified auditors report with an additional paragraph, in which the not complying is explained, or another type of auditors report. One respondent also requires the auditor to force the companies to uniform their financial statement for comparison purposes.

These improvements, as communicated by the respondents, are coherent with the theories underlying the auditors profession. As already signalled by one of the respondents, according to the agency theory, the auditor fulfils a role as hired by the principal, to which the group of users of the financial statements belong. According to the theory of the inspired confidence, the auditor functions as a person of trust to the general public. Based on this theory, the auditor is able to provide the users of financial statements with the information they want.

As signalled before the requests concerning improvement by the respondents are consistent with the theories underlying the auditors profession, consequently meeting with the requests is a possibility concerning the auditors profession. To realise this situation thorough discussions between all parties involved are necessary.

The theory of the inspired confidence is closely related to the audit expectation gap. The gap between what the general public expect the auditor to assure and what the auditor actually assures. Trying to keep this audit expectation gap as small as possible will be of major importance once the auditor will meet more of the improvements suggested by the respondents.

7.7: Summary

This chapter provides the result of the conducted research and the analyses on these results.

In order to be able to know the background of the latter answers, firstly the background of the respondents was investigated. Conclusively can be stated that the importance of the auditors report in relation to the financial statements increases when a financial analyst uses more financial statements. Another conclusion can be drawn based on the correlation between the importance of the auditors report and the size and the characteristics of the company. Regarding large, listed, companies the amount of information besides the auditors report is much higher than in the case of a smaller company. The amount of information available directly influences the importance of the auditors report.

The first part of the interview posed questions regarding the opinion of the respondents on the auditors report in general. The auditors report served concerning all the respondents at least one common goal, it indicates that the content of the financial statement is true and fair. Respondents also signalled that the audit does not provide full guarantee, other believe that the auditors report also states that the internal control system of the company is in control. Several other analysts stressed the point of the auditors report as being an indication concerning the continuity of the company. All respondents reckoned the present auditors report does achieve its goal. Most of the before signalled characteristics of auditors reports, as signalled by the respondents, are consistent with the theories provided earlier in this research. 

In the second part of the interview, the respondents were asked to take in mind a specific case in which they encountered the issuing of an auditors report other than unqualified. All respondents which answered the question reckoned the auditors report to achieve its goals in that specific case. Some added that the auditors report did confirm the existence of circumstances of problems which threaten the continuity of the company; the auditors report did confirm prior information. 

The last part of the interview especially aims at auditors reports other than unqualified, the subject of this research. The respondents assessed the information content of auditors reports other than unqualified from mediocre to not informative at all. More than half the population of respondents opine without remarks that the auditors report other than unqualified, in general, does achieve its goal, almost a quarter added remarks to their opinion that the auditors report other than unqualified, in general, does achieve its goal.

The respondents were questioned what changes and recommendation they deem necessary to advance the information content of auditors reports other than unqualified. All changes and recommendations suggested by the respondents serve one purpose, to enlarge the amount of valuable information concerning the users of financial statements.

The changes and recommendations to the auditors reports other than unqualified could roughly be divided in three groups. The first group of changes and recommendations aims at the financial statements itself, the second group aims at the content of the auditors report and the last group aims at the broadening of the range of types of auditors reports.

The next chapter contains the summary, the conclusion and the recommendations.

Chapter 8: Summary, conclusions and recommendations

8.1: Introduction

This chapter aims at providing an answer to the main question of this research; furthermore this chapter will present the limitations of this research and stress directions concerning further research.

The main question of this research is: 

“Do auditors reports other than unqualified have information content for the users of financial statements and what improvements opine the users of financial statements necessary to enlarge this information content?”

The auditors report is the way the auditor communicates his opinion on a statements to the users of that statement. In most of the cases that statement is a financial statement issued and publicized by a company. The answer to the main questions of this research will provide insight in whether the users of the financial statements opine that concerning them the auditors report other than unqualified has information content. In addition the answers to this research question provides insight in the improvements the respondents deem necessary in order to enlarge the information content of the auditors report.

In the process of retrieving answers to the main question it was necessary to elaborate the position of the auditors profession as well as the position of the auditor, including the laws and regulations both have to comply to. As being the foundation of the auditors profession, several theories regarding the position of the auditor and the function of the audit have been elucidated. In addition, the characteristics of an audit and of the auditors reports have been presented. Furthermore existing research on this particularly field of research have been presented. 

Finally an empirical research was conducted to retrieve the answers to the main question.

8.2: Summary

This paragraph will provide a summary of this research. This summary will be subdivided in a reproduction of the backgrounds of this research from a theoretical point of view and an empirical point of view. This summary will provide both answers to the main question, as well as a summary of the outcome of the empirical part of this research. 

8.2.1 Summary from a theoretical point of view 

Chapter one presents an introduction to the information content of auditors reports other than unqualified, as opined by the users of financial statements. The auditors report is the product of the auditor. Because of the extend and the content of the characteristics of the auditor and the auditors profession it was essential to provide a thorough reconnaissance of the auditor and the auditors profession in order to place the latter parts of this research in the right framework. 

Consequently chapter two of this research provides this reconnaissance of the auditors profession and of the auditor. In this chapter both the auditors profession and the auditor are presented into its historical backgrounds, showing the evolution of the profession and of the auditor. This evolution shows that the auditor act more and more as a person of trust concerning the general public. Several laws and regulations enforce the auditor to act professionally as that person of trust for the general public. The most defining laws and regulations complying with the auditors profession as well as with the auditor have been presented, providing an overview of the legal package an auditor has to comply to. These laws and regulations have a direct impact on the product of the auditor: the auditors report.

To understand the concept of the audit and the issuing of the opinion of the auditor upon a statement in the form of the auditors report it is necessary to take notice of the theories underlying the audit and the auditor. 

In chapter three, an overview is provided of the most defining theories on this field of science. The agency theory is the first theory which has been elaborated; the principal and the agent, who agreed to work on behalf of the principal, have different interests. Because the agent has an information advantage towards the principal, the effort of the agent is difficult to measure. The principal is in need of a way of monitoring the actions of the agent. One of the ways of monitoring is the hiring an independent auditor.

Closely related to the agency theory is the information theory. The information presented by the management of the company might be unfair or untrue due to the interest of the management of the company. Providers of capital base their demanded return on invested capital on the presented information and on discount the risk of untrue or unfair information in the demanded return. Once the information presented by the management has been audited by an independent auditor the excess discount will be reduced.

The content of the insurance theory is in line with the content of the information theory. The independent auditor issues his opinion on the trueness and on the fairness of the financial statement. When afterwards this auditors report is proven to be wrong, the independent auditor can be sued concerning the losses which the users have suffered.

The theory of the inspired confidence by Limperg emphasizes two important piers; the independent auditor should meet with the rational expectations of the general public and the independent auditor should not provide more assurance than he based on his work can prove. The general public seems to expect more of the independent auditor than the auditor can assure. This leads to a gap which is called the audit expectation gap. The expectation gap has been studied by Porter (1993) who differentiated two major components: the reasonableness gap and the performance gap. Decker and Van Kollenburg (2002) also studied the expectation gap, resulting in their theory about the differences in what the user/client need, what is agreed upon to be provided by the auditor and what the auditor actually provides. These differences results in various situations, in most situations an expectation gap arises.

Modern theories about the assurance services deals with the various engagements the independent auditor can perform, the audit engagement, the review engagement, the compilation engagement and the engagement of specific agreed upon work. Several other theories explain a specific part of the auditors’ performance, but are unable to explain the other functions of the auditor.

Based on these theories auditors perform their audit engagements.

Resulting from the main question the audit and the auditors reports need to be elucidated. 
In order to add certainty to the provided financial information an audit need to be performed. Types of audits are an audit of financial statement, an operational audit and an compliance audit. Because auditors reports communicate the auditors findings, these reports are essential concerning audit and assurance engagements. Four categories of auditors reports can be distinguished. The standard unqualified opinion, the unqualified opinion with an explanatory paragraph or with modified wording, the qualified opinion, the adverse opinion and the disclaimer of opinion.

A standard unqualified report states that the auditor assures that the financial statement is free from material errors. 
An unqualified auditors report with an explanatory paragraph or with modified wording is issued when all criteria concerning an unqualified report are satisfactorily met, but the auditor believes it is important or is required to provide additional information. 
A qualified report is issued when either the scope of the audit has been restricted (a qualifications of both the scope and the opinion) or when the financial statements haven not been prepared in accordance with generally accepted accounting principles (only a qualification of the opinion). A qualified auditors report can only be issued when the auditor concludes that the overall financial statement is fairly stated. 
An adverse opinion can only be issued when the auditor is convinced that the overall financial statements are so materially wrong or misleading that they do not provide a true and fair view of the financial position and are not in conformity with the General Accepted Accounting Principles (GAAP).

The field of science regarding the subject of this research has obviously been studied before. To place this research in the context of prior researches regarding the subject of this research an overview of prior researches regarding the subject of this research is provided in chapter five. Concerning reasons of time and relevance the overview does not cover all the prior researches, but presents a reflection of the prior researches in time. Most prior studies tried to measure the information value of the issued auditors reports other than unqualified by testing the price effects on the moment the information on the auditors report other than unqualified became public. Besides this way of testing, the information value is also tested by inquiring loan officers of investors on their economic decisions regarding the auditors report other than unqualified and in which way the auditors report did effect the decisions. The studies reviewed in this chapter do not provide unambiguously that auditors reports other than unqualified do have information value concerning the users of financial statements.

8.2.2 Summary from an empirical point of view 

To answer the main question of this research an empirical research has been conducted. Chapter six provides an elaboration to detect the research method of this empirical research. Chapter seven reflects the answers of the respondents in this empirical research and evaluates these answers.
The selected group of financial analysts were all using, on an annual base, a significant amount of financial statements and their attached auditors reports. Compared to the importance of the entire financial statement on which the auditors report is issued, the respondents deem the importance of the auditors report into extremes. Almost half the respondents assessed the auditors report as highly important and the other half as not important at all, or slightly important. The importance proves to be correlated to both the amount of used financial statements and to the size of the company involved; the higher the amount of used financial statements, the higher the importance of the auditors report and the larger the company the lower the importance of the auditors report.

Almost the entire population of respondents opined auditors report other than unqualified to achieve its goal. Comparing this results in the overall opinion on the auditors report other than unqualified indicates that this auditors report meet its purpose and simultaneously is slightly informative to not informative at all. Conclusively can be stated that the information content of auditors report other than unqualified is valued by the respondents as slightly informative to not informative at all. 

Based on the results of the third part of the interview it turned out that most respondents addressed slight information content to the auditors reports other than unqualified. A few respondents stated that the auditors reports other than unqualified lack information content for them, the issuing of an auditors report other than unqualified did not change their view on the financial statement and did not influence their economic decisions. 
In addition, some respondents stated that the auditors reports other than unqualified have mediocre information content for them; the issuing of an auditors report other than unqualified sometimes did change their view on the financial statement and had a mediocre influence on their economic decisions. However the larger part of the respondents attached a slight information content to the auditors reports other than unqualified; the issuing of an auditors report other than unqualified did not change their view on the financial statement and had a slight tot mediocre influence on their economic decisions.

A major clarification for the opinion of the respondents regarding the information content of auditors report other than unqualified was signalled by the respondents during the interview; that reason is that the moment of issuing an auditors report other than unqualified is not the first moment the users take notice of the fact that the company involved is suffering problem. Most of the respondents were already aware of problems arising regarding the company involved. This due to announcements in various media, sometimes issued by the company itself. 

This explanation of the degree of information content of auditors report other than unqualified is consistent with prior researches which are reviewed in chapter five; some of these researches already indicate that due to prior released information, about the situation of the company involved, the information content of auditors reports is hard to measure. The opinion of the respondents, who assessed the information content of auditors report other than unqualified as low to zero, can be qualified as consistent with the prior researches as expounded in chapter five. These prior researches do not prove unambiguously that auditors reports other than unqualified do have information value for the users of financial statements. The opinion of the respondents regarding the information content of auditors report other than unqualified are also diversified, but all in the spectre of mediocre important to not important at all.

Almost the entire population of respondents opined that the information content of the auditors report other than unqualified can be advanced. All changes and recommendations suggested by the respondents serve one purpose, to enlarge the amount of valuable information concerning the users of financial statements. All respondents stated during the interview that they want as much valuable information as possible and most respondents believed that the auditor and the auditors report could and should play an important role in this process.

The changes and the recommendations concerning the auditors reports other than unqualified can roughly be divided in three groups. The first group of changes and recommendations aims at the financial statements itself, the second group aims at the content of the auditors report and the last group aims at the broadening of the range of types of auditors reports.

Changes and recommendations aiming at the financial statements
The first group of changes and recommendations aims at the financial statements itself. The respondents who signalled issues gathered in this set of changes and recommendations wanted the companies to disclose a higher level of details in their financial statements. The respondents opined the interest of themselves and the interests of the company as contradictive. The lesser information the company has to disclose, the more freely the management of the company is able to perform their tasks, on the other hand, the more information the users receive, the better there are able to fit their economic decisions. 

This field of changes and recommendations is not directly related to the information content of auditors reports other than unqualified. However, the respondents opine that the auditors profession, through the issuing of the auditors report, could play an important role in the process of increasing the level of disclosing of details. 
In order or obtain an unqualified auditors report, the auditors profession should require, in the opinion of the respondents, a higher level of disclosure of details by the company. Once a company does not meet these requirements in its financial statements, the auditor should issue an auditors report other than unqualified; the type of auditors report should depend on the circumstances of the not complying of the company.

Changes and recommendations aiming at the content of the auditors report
The second group of changes and recommendations aims at the content of the auditors report. A large part of the respondents argued to add to the present auditors report additional information or accompany the auditors report with additional information. 
This additional information should, concerning some respondents, consist of an insight in the topics of discussion between the auditor and the board of directors, concerning other respondents of an extract of the final deliberation of the audit team as informative and concerning other respondents of a list of issues which are multi interpretable and the considerations and conclusions of the audit team on these issues. 

Changes and recommendations aiming at the range of types of auditors reports
The last group of changes and recommendations aims at the range of types of auditors reports. Some respondents want to broaden the range of types of auditors reports, both the unqualified auditors reports as well as the auditors reports other than unqualified. The increase of types, genuinely subtypes, of unqualified auditors reports is, as argued by the respondents, mend to provide users of financial statements information on important issues concerning both the auditor and the company, issues not important enough to lead to an auditors report other than unqualified.

Other respondents opine that the range of auditors reports other than unqualified should be enlarged. The auditors report should state clearly what the reason of issuing an auditors report other than unqualified is. More types of auditors reports will provide that information. This might as well lead to more understanding of the reasons concerning issuing that particular type of auditors report which might adapt the present ‘red flag’ feelings for users when encountering the issuing of an auditors report other than unqualified.

8.3: The answers to the main question

In this paragraph the research question will be answered:

“Do auditors reports other than unqualified have information content for the users of financial statements and what improvements opine the users of financial statements necessary to enlarge this information content?”

Based on the results of the research, with regard to the method of research, it is not possible to present a general conclusion on whether the auditors report other than unqualified do have information content concerning the users of financial statements. It is only possible to draw a conclusion on the direction the results of this research point, which is that the information content of auditors reports other than unqualified for the users if financial statements in general is less than mediocre.
In order to advance the information content of the auditors report other than unqualified, the results of this research provide some changes and recommendations suggested by the users of financial statements.

The changes and recommendations to the auditors reports other than unqualified can roughly be divided in three groups. The first group of changes and recommendations aims at the financial statements itself, the second group aims at the content of the auditors report and the last group aims at the broadening of the range of types of auditors reports.

Although this research does not provide a complete picture or unanswerable conclusions regarding the main question and subject of this research, this research does provide an exploration of opinions of the users of financial statements on the information content of auditors reports other than unqualified, as well as on the improvements necessary to advance that information content. This exploration can be augmented, through further research, to a thorough reflection of the opinion of the users of financial statements on the auditors report and the work of the auditor.

8.4: Limitations to the research

This research suffers from several limitations, which do have a significant influence on the results of the research and the conclusions which can be drawn based on these results. Main limitations consist of the method of research and the population of the research in both size and representativeness.

The first limitation regards the method of research. Concerning reasons signalled in chapter six is chosen for the survey as method of research, executed in the form of an interview. This method of research provides qualitative, subjective results; these results are indicative, not representative. Generalisation of this information might not be of the same level as generalisation based on quantitative research.

Other limitations regard the population of the research. The main question cite on users of financial statements. Concerning reasons presented in chapter six this target population is broken down into a sub group of users of financial statements, the financial analysts, as employed directly or indirectly by the shareholders of companies. Conducting research solely on a sub group will limit the generalization ability of the conclusions on the whole group.

The research was conducted amongst a limited extent of population. This is due to the limited time and capacity and the chosen method of research. Surveying such an extent of population also limits the generalization ability of the conclusions.

To a certain extend aberration of the subject was allowed as many subjects are closely related to the subject of this research, for example the auditor not being independent as being rewarded by the company to audit.

8.5: Recommendations

8.5.1 Recommendations concerning further research

This paragraph will provides recommendations for further research, based on the research conducted in this research and the experience gained performing this research.

In the chapter one, paragraph 1.6, and in chapter eight, paragraph 8.4, several demarcations and limitations have been signalled. The main demarcations and limitations can be stated as follows. This research is conducted among Dutch users of financial statements. Among the group of users of financial statements concerning this research financial analysts as target population have been chosen. The extent of the target population is scarce. The research is conducted in the form of an interview. This research focuses on the information content of auditors report other than unqualified, unqualified auditors reports are not researched. 

The conclusions derived from this research are at best guiding and have a little generalization ability. It is not unimaginable that a research conducted among other nationalities or a research in another form or amongst another target population will lead to different outcomes. 
The recommendation concerning further research is threefold. Suggested is to conduct further research also amongst users of financial statements from other nationalities and in other countries. A second recommendation is that further research executed in a more quantitative form, with a large and randomly chosen population sample. Another recommendation is to conduct further research among a more diverse and representative sample of the users of financial statements.

This research questioned financial analysts in which way they opine the information content of auditors reports other than unqualified could be advanced. The financial analysts proposed several changes and recommendations to the present auditors reports other than unqualified and to the work of the auditor. These changes and recommendations are an inconclusive representation of the wishes and the opinion of the users of financial statements regarding this topic. 
A recommendation concerning further research is to thoroughly take stock of all changes and recommendation the users of financial statements deem suitable or necessary to advance the information content of auditors reports, regardless the type, as well as the remaining wishes of the users of financial statements regarding the content of the auditors report. This will provide a clear picture of the wishes and needs regarding the auditors report projected from the side of the users of financial statements.

As already outlined in chapter two, since the 19th century the function, the position and the work of the auditor has changed. It is apparently that this change will continue. This change is situated in and connected to changes in the financial world. The provision of information by the management of the companies to the users of that information is about to change significantly, transparency and timeliness are becoming key issues. The function, position and work of the auditor will have to change alongside.
Once the function, the position and the work of the auditor will change it is necessary to know in which direction to change and to already determine the borders of change. This knowledge can be provided or supported by scientific research. Consequently a recommendation concerning further research is to explore the impulses for changes, the implications of changes and the requisites for changes. 

8.5.2 Recommendations concerning practise

As already signalled in chapter one, paragraph 1.4, and in chapter eight, paragraph 8.5, the subject of this research is applicable in today’s practise and today’s interaction between the auditor and the users of financial statement, consequently the subject of this research proves to be relevant.

The respondents do have an opinion regarding the information content of auditors reports other than unqualified, an opinion which cannot be unanswerable approximated in this research; the respondents provided as well their reasons underlying their suggestions concerning changes and recommendation on the present auditors reports other than unqualified. Their message is clear, the information content of auditors reports other than unqualified can be advanced and the step stones towards this advancement are provided. Conclusively stated, more valuable information need to be provided, by the auditor, to the users of financial statements. The auditors report should provide more information about the circumstances of the company involved and the auditor should stimulate the management of the company to disclose a higher level of details in their financial statements. Messages from the users of the financial statements, being important stakeholders of a company, should be heard and not ignored.

The auditors profession should internally take good knowledge of these, and maybe more, suggestions of the users of financial statements. The suggestion should be assessed on effectiveness, compliance to present laws and regulations and feasibility for adoption in the work of the auditor and the auditors report. 

At all points in time the auditors profession should communicate transparently with the users of the financial statements, as well with the management of the companies, on their deliberations. As signalled earlier, the auditors profession will change, so the auditors profession better feed and regulate that change than afterwards being confronted with an accomplished fact.

It is essential that the auditors profession should be constantly aware of their function and role: being a person of trust on behalf of the general public.
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Appendix A

Auditors reports

An unqualified auditors report may be issued under the following five circumstances; auditors reports other than unqualified are issued once these circumstances are not met:

1. All statements - balance sheet, income statement, statement of retained earnings, and statement of cash flows - are included in the financial statements;
2. The three general standards have been followed in all respects on the engagement;
3. Sufficient evidence has been accumulated and the auditor has conducted the engagement in a manner that enables him or her to conclude that the three standards of field work have been met;
4. The financial statements are presented in accordance with generally accepted accounting principles. This also means that adequate disclosures have been included in the footnotes and other parts of the financial statements;
5. There are no circumstances requiring the addition of an explanatory paragraph or modification of the wording of the report (Arens et al., 2008).
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Appendix C

	
	Organisations of audit firms
	Certified public auditor

	Legislature
	· Act Supervision Audit Organisations

· Decree Supervision Audit Organisations
	· Act on the Certified Auditor

	Professional organization
	· Following requirements Audit Organisations

· Following requirements Audit Offices
	· Decree Code of Conduct

· Following requirements:

· Permanent Education

· Independence

· COS


Appendix D

List of questions serving as guideline for the interview

Introduction

1. In which capacity do you use financial statements with an attached auditors report?

2. How many financial statements do you use, on an annual base, in the process of taken your economic decisions?

3.  To what degree do you use auditors reports in the process of evaluating the financial statements?

     Highly                                           mediocre                                               not

[image: image8.emf] 

 

[image: image9.emf] 

 

[image: image10.emf] 

 

[image: image11.emf] 

 

[image: image12.emf] 

 


1st part: general

4. What is, in general, the goal of the auditors report?

5. Does, in general, the auditors report meet its goal?

6. Does, in general, the auditors report provide the information you want?

2nd part: specific case

7. Did you recently use a financial statement with an attached auditors report that was other than unqualified?

If there are more occasions, please take in mind the most recent or most startling one.

8. Please do shortly describe the case and mention the type of auditors report issued in this case.

9. Did you expect this type of auditors report to be issued on this financial statement?\

10. Did the issued type of auditors report change your view on the trueness and fairness of the financial statement?

11. To what degree did this auditors report influence the process of taking your economic decisions?

     Highly                                           mediocre                                               not
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12. Did, in this specific case, the auditors report meet its goal?

3rd part: auditors reports other than unqualified

13. Once you encounter an attached auditors report other than unqualified, to what degree is that unexpected?

     Highly                                           mediocre                                               not


14. Does, in general, your view on the trueness and fairness of a financial statement change once you encounter an attached auditors report other than unqualified?

15. To what degree does encountering an attached auditors report other than unqualified influence the process of taking your economic decisions?

     Highly                                           mediocre                                               not


16. Does the auditors report other than unqualified meet, in general, its goal?

17. Does the auditors report other than unqualified provide, in general, the information you want?

18. In what way could the information content of auditors reports other than unqualified be advanced?

5


�





1�


�





4


�





3


�





2�


�





7


�





6�


�





L�


�





A�


�





B


�








�http://blackboard.eur.nl/webapps/portal/frameset.jsp?tab=courses&url=/bin/common/course.pl?course_id=_21807_1, accessed January 12, 2009





PAGE  

