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Preface
In the public debate on the causes, the accountability, and the solutions concerning the global financial crisis, the role of the auditor has been widely discussed and criticized: ‘Where were the auditors?’
The global financial crisis was not prompted by an audit failure, however the auditor was at the center of the financial meltdown, and failed to fulfill its social responsibility to provide a clear and adequate clarification on the financial statements of financial corporations, especially on the uncertainties concerning the valuation of financial assets.
The value of the audit report, and the demand for audit services depend on public confidence in the independence and integrity of auditors. 
This master’s research was aimed at understanding the effectiveness of auditors’ communications, that is, the ‘value relevance’ of the audit report. This research assessed the effectiveness of the audit report in communicating on the audit process, the auditor’s responsibilities, and the nature of assurances provided.

This master’s thesis is the result of a research project, which has been performed as a part of the Master’s degree program ‘Economics and Business’, master specialization ‘Accounting, Auditing and Control’ of the Erasmus School of Economics.
The main personal goal in writing this thesis was to learn to accomplish such a long-term process, with all difficulties: to hit upon an idea, and translate it into a research proposal, the development of a theoretical framework, conducting an empirical research, analyzing the research results, and formulating an answer to the main research question.
Through this preface, I would like to thank all people who contributed in completing this research, especially Mr. De Knecht for coaching during this process and commenting upon the research progression, the questionnaire respondents for participating in this research, and my family for their unceasing support.
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1. Introduction

This chapter introduces the research topic: ‘the value relevance of the auditors’ communications’. This chapter describes the background of accounting and auditing and defines the objectives and the problem definition of the research. In addition, this chapter contains a recapitulation of the research methodology and an overview of the outline of the research. 
1.1 Background

This paragraph describes the background of accounting and auditing and introduces research topic ‘the value relevance of auditors’ communications’.  
Financial accounting 
Financial accounting is a process involving the collection and processing of financial information to assist in the making of various decisions by many parties external to the organization (Deegan and Unerman, 2006, 32).  

The process of financial accounting leads to the generation of financial reports: financial statements. The principal classes of users of financial statements (financial statement users) are investors, bank lenders, trade creditors, employees, financial analysts, governments and the public.

The International Accounting Standards Board (IASB), an independent accounting standard-setter, published a ‘Framework for the preparation and presentation of financial statements’ (the Framework). The main objective of the Framework is to create a sound foundation for future accounting standards that are principles-based, internally consistent, and internationally converged.
According to the IASB-framework, the objective of financial statements is to provide information about the financial position, performance and changes in financial position of an entity that is useful to a wide range of users in making economic decisions. Elements of the financial statements are assets, liabilities and equity; the balance sheet, income, and expenses; the income statement. The cash flow statement reflects both income statement elements and changes in balance sheet elements. 
‘Global Capital Markets and the Global Economy: A Vision from the CEOs of the International Audit Networks’ (2006), a paper written by the leaders of the six largest global audit networks, discusses the way global financial reporting and public company auditing procedures must adapt to better serve capital markets around the world. The Chief Executive Officers (CEOs) state that in this world of ‘mass customization’, standard financial statements have less and less meaning and relevance. “The future of auditing in such an environment lies in the need to verify that the process by which company-specific information is collected, sorted, and reported is reliable and the information presented is relevant for decision-making.” The CEOs mention the importance of non-financial information that will be part of the new reporting system as well.

Auditing and the audit report
In a decision-making process, decision makers rely upon information, financial statements, as prepared and presented by the management of an entity. The possibility that the information upon decided on is inaccurate is called the ‘information risk’. 

Elder et al. (2010, 9) state that the most common way for users to obtain reliable information (reducing the information risk) is to have an independent audit performed. To enhance the degree of confidence of the intended users in the financial statements, a financial statement audit will be conducted. Decision makers use the audited information on the assumption that it is reasonably complete, accurate, and unbiased. 

Based on an audit, an audit report will be issued. The audit report represents the auditor’s communications of findings to financial statement users. The audit report contains information about the audit, including its scope, and an opinion regarding the fair presentation of the financial statements.
Value relevance audit report
Financial statement users rely on the auditor’s report to provide assurance on the company’s financial statements. One important question hence is whether auditor communications communicate the appropriate information. Is the audit report effective in communicating important information about, for example the audit process, the auditor’s duties and ‘going concern’ or do investors need more (better) information to facilitate their investment decisions?
Concerning the information content and the effectiveness of the auditors’ communications, several studies already have explored. Various shortcomings of the audit report have presumed and, to address the perceived shortcomings through all years, several solutions have proposed. For example AICPA 1978, Porter 1993, Hermanson et al. 1991, Gay and Schelluch 1993, Manson and Zaman 2001, Porter et al. 2009 etc. 

Considering the audit report, the CEOs (2006) postulate that in a new world of customization, users of information will be accustomed to making fine distinctions, and to deciding what level of ‘granularity’ they are willing to pay for. Today’s world however, is more ‘black and white’: “For example, the current audit opinion is like an ‘on and off’ switch: either a company’s financial statements do or do not comply with prevailing accounting conventions”. 

According to the CEOs (2006), users of financial information want to receive more nuanced opinions from auditors about the degree of a company’s compliance with financial reporting standards. Investors may even apply for an auditors’ opinion concerning the overall health and future prospects (going concern disclosure) of the companies they audit. Regulators and the liability system in any country should accommodate these types of requests.
1.2 Objectives

During the last decennium major financial (accounting) scandals, for example Enron, WorldCom, Kmart, and Royal Ahold have been detected. Green and Reinstein (2003, 25) state that improved communications between the auditor and stakeholders would not have prevented scandals as signaled before. Additional information however might have allowed capital suppliers and other financial statement users to decide more informed, consequently limiting their losses. 

It is not clear-cut that when deciding on investments, financial statement users consider the audit report. Misunderstanding of information being communicated by means of the audit report however, can lead to unintended investments, misallocation of resources and / or loss of confidence in the audit function. 

The purpose of this research is to investigate the value relevance of the auditors’ communications. ‘Value relevance’ implies the ability of auditors’ communications, i.e., the audit report, in communicating effectively about the audit process, the responsibilities of the auditor, the nature of assurances provided by the auditor and other items, which could be important in a decision-making process.  

‘Value relevance’ will be established by assessing users’ understanding of messages as contained in the audit report and identifying users’ needs and requirements regarding topics which should be attended to (more extensively) in the audit report. 

1.3 Problem definition 

The main question hence is:

What is the value relevance of the auditors’ communications, i.e., does the audit report enhance the financial statement users’ understanding of the auditor’s duties, the audit process, assurances provided and other important topics, or is additional and / or other information required in facilitating a decision-making process? 

In order to realize an answer to the main research question, the following sub questions need to be answered:

· What is the purpose of performing audit, and assurance services, and concerning the audit, which theoretical explanations underlie the demand?

· What is the purpose of issuing an audit report, and which types of auditor communications are distinguished?

· Which subjects are included in a standard audit report?

· Which shortcomings of the standard audit report have been expressed? 
· Which studies on the information content of auditor communications have been conducted formerly and what conclusions can be drawn from these studies?
· Which research method is most suitable to investigate the value relevance of auditors’ communications?

· What are the results of tests of users’ understanding regarding messages in the audit report and when comparing the output of different classes of financial statement users, which differences exist?

· Concerning the purpose of facilitating a decision-making process, which topics should be attended to or in the audit report should be attended more extensively?

1.4 Methodology

P.G. Swanborn (2009) sketches the distinction between ‘descriptive’ (what is) problems, ‘explanatory’ (in which way does it come about) problems and ‘design’ (what can we do about it) problems.

The problem in this research could best defined as an explanatory problem. The purpose of the research is to establish and to demonstrate the causal character of the association between the form and the content of the auditors’ communications and users’ understanding of certain topics, like the audit process, auditors’ duties, assurances, going concern, and other topics that could be important in a decision-making process.

In order to establish the value relevance of the auditors’ communications, both a literature review and an empirical research will be conducted. 

The main purpose of a literature review is to provide an overview of significant literature as published on the topic of auditors’ communications. To acquire an understanding of the research topic, in which way this topic has been researched, and which key issues have been found, theoretical literature as well as empirical research literature will be identified and evaluated. 

In this study, the research question is focusing on financial statement users: the population. Various groups of stakeholders (see chapter 1.1 ‘Background’) could be distinguished. In order to realize a well-founded portrait of users’ opinions, each class of financial statement users, or the majority of users’ classes, has to be involved.
Considering the breadth and the diversity of the target population, it will not be possible to select unbiased or random subsets of individual financial statement users. This research has not the intention to be accurately representative of its population; applying a qualitative research strategy will be satisfactory. 

Different classes of financial statement users will be involved in this research. In this research, the ‘financial statement users’ are institutional investors, bank lenders, and financial analysts. These user groups have different approaches in processing information and making economic decisions and consequently will use and analyze the audit report in a different manner. 
According to P.G. Swanborn (2009, 114), surveys are conducted when the research questions deal with opinions, attitudes, motives, norms, values, aspirations or plans for the future. Swanborn distinguishes five main types of surveys, namely: face-to-face surveys, telephone surveys, surveys with a computer voice, postal mail surveys, and web and e-mail surveys. 

In examining respondents’ opinions and interpretations regarding messages in the audit report, a mail survey or e-mail survey is the most applicable research method. 

1.5 Structure

The outline of the research is as follows:

Chapter two contains an overview of existing theoretical explanations of accounting and auditing, for example: the agency theory, Limperg’s theory of inspired confidence, the information theory, and the insurance theory. These theories comprise basic principles that are important in understanding the community’s needs for reliability of financial information, the social significance of auditing and the responsibilities of the auditor.

Chapter three introduces auditing and assurance services and discusses the usefulness of performing audit services. This chapter includes an introduction to the audit report, an overview of types of audit reports, and a description of the evolvement of audit reports. In addition, chapter three provides a description of the form and the content of the standard audit report and highlights frequently heard criticisms concerning the standard audit report.
Chapter four provides a description of prior studies on developments in the standard audit report and its effectiveness in communicating important messages. Early investigations of the value relevance of the audit report date back to the 60s and 70s, for example Roth (1969) and the Cohen Commission (1978). Subsequent studies can be classified to periods 1988-1993 (adoption of the long form audit report), 1993-2004 (long form report under question), and 2004 up to now. 

Chapter five continues with a description of the empirical part of this research. In this chapter, the research methodology and the design of the research will be described. In chapter six, research findings and analyses of the results will presented.

Chapter seven concludes with the answer to the main question of this research and contains an outline of the limitations of the research. In addition, this chapter contains a description of recommendations concerning further research.  

2. Theoretical framework for auditing
This chapter provides an overview of the existing, explaining theories on accounting and auditing. Auditing theory helps explain why society needs auditing: the role and purpose of audit services in communication between a company and its environment.  
2.1 Theories of auditing
This paragraph presents some of the theories on the demand concerning auditing. The agency theory is the most prominent of the existing theories. Less significant audit theories are the ‘policeman theory’ and the ‘lending credibility theory’. 
The policeman theory claims that an auditor is responsible for searching, discovering, and preventing fraud. The focus of the audit however, has moved towards the verification of the truth and the fairness of the financial statements and the provision of reasonable assurance. The policeman theory is not able to explain fully the role and the purpose of auditing. 

According to the lending credibility theory, the primary function of the audit is to add credibility to the financial statements. Audited financial statements increase the financial statement users’ confidence in the financial figures and the faith in management’s stewardship. The lending credibility does not explain other functions of performing audit services; this theory is limited in explanatory power. 
2.1.1 Limperg’s Theory of Inspired Confidence
In ‘The PCAOB and the social responsibility of the auditor’ (2004), D.R. Carmichael; chief auditor at the Public Company Accounting Oversight Board (PCAOB), comments the social responsibility of the independent auditor and the possible mechanisms for ensuring that audits meet society’s needs. Carmichael focuses on the role of the PCAOB and its performances in restoring the confidence of investors in the independent auditors of public companies.   

In describing the PCAOB’s focus, restoring the public confidence, Carmichael (2004, 128) recalls the work of Professor Theodore Limperg (1879-1961) of the University of Amsterdam. Limperg observed that when the confidence that society has in the effectiveness of the audit and the opinion of the audit is lost, the social usefulness of the audit has destroyed. 

According to Carmichael (2004, 129), the principles of Limperg’s theory are especially relevant in this phase of the development of the audit function. “We have a particular need in our current environment to try to understand and to appreciate the social significance of auditing and the implications concerning in which way an audit should be performed.”
‘The social responsibility of the auditor, a basic theory on the auditor's function’, by Professor Theodore Limperg (1879-1961) of the University of Amsterdam (Limperg Institute, 1932 [1985]), is a booklet in which Professor Theodore Limperg’s essays, exposing his general Theory of Inspired Confidence, are translated in English. 

The Theory of Inspired Confidence connects the community's needs for reliability of financial information to the ability of audit techniques to meet these needs, and it stresses the development of the needs of the community and the techniques of auditing in the course of time (Limperg Institute, 1985, 3).

In developing his Theory of Inspired Confidence, Limperg (Limperg Institute, 1985, 16) describes the auditor’s function / responsibility as follows: “The auditor-confidential agent derives his general function in society from the need for expert and independent examination and the need for an expert and independent opinion based on that examination. The function is rooted in the confidence that society places in the effectiveness of the audit and in the opinion of the accountant. This confidence is consequently a condition for the existence of that function; if the confidence is betrayed, the function, too, is destroyed, since it becomes useless.”
One important citation concerning the Theory of Inspired Confidence (Limperg Institute, 1985, 18) is the next. “The normative core of the Theory of Inspired Confidence is this: the accountant is obliged to carry out his work in such way that he does not betray the expectations which he evokes in the sensible layman; and, conversely, the accountant may not arouse greater expectations than can be justified by the work done.”
According to the citation could be concluded that The Theory of Inspired Confidence does not prescribe definite rules about the behavior of the auditor in each particular case; the principle-based approach, signaled by Carmichael (2004, 129). 

“.. The theory expects from the accountant that in each special case he ascertains what expectations he arouses; that he realizes the tenor of the confidence that he inspires with the fulfillment of each specific function” (Limperg Institute, 1985, 19).
According to the Theory of Inspired Confidence (Limperg Institute, 1985, 3), changes in the needs of the community and changes in the auditing techniques result in changes in the auditor's function. Assessing this statement, Carmichael (2004, 129) states that the touchstone for the auditor is always to perform the work and obtain the evidence necessary to provide the assurance that society needs and reasonably expects.   
2.1.2 The information theory
As described in the ‘agency theory’, financial reporting is central to monitoring purposes. An alternative or complement to the monitoring principle is the information principle, focusing on the provision of information to enable users to take economic decisions. 

Investors require audited financial information on behalf of their investment decision-making and assessing of expected returns and risks. Investors value the audit as a means of improving the quality of financial information.
An audit is also valued as a means of improving the financial data used in internal decision- making. Data that are more accurate will improve the internal decision-making. 

2.1.3 The insurance theory
The insurance theory is a more recent explanation for the demand for the role of the audit, that is, the ability to shift responsibility for reported data to auditors lowers the expected loss from litigation to managers, creditors, and other professionals involved in the securities market (Cosserat, 2009, 44). When using audit services, managers and other professionals can demonstrate that they exercised reasonable care.

2.1.4 The agency theory
In ‘Theory of the firm: managerial behavior, agency costs and ownership structure’ (1976, 306), M.C. Jensen and W.H. Meckling refer to the firm being a ‘black box’, operated so as to meet relevant marginal conditions with respect to inputs and outputs, thereby maximizing profits, i.e., present value. The authors signaled that no theory exists, explaining the way in which the conflicting objectives of individual participants will brought into equilibrium to succeed in value maximization.
Jensen and Meckling (1976, 308) define an agency relationship as a contract under which one or more persons (the principal(s)) engage another person (the agent) to perform some service on their behalf which involves delegating some decision-making authority to the agent. The authors notice that if both parties are utility maximizers (opportunistic behavior); a good reason exists to believe that the agent will not always act in the best interests of the principal. 

According to Jensen and Meckling (1976, 308) divergence exists between the agent’s decisions and those decisions which would maximize the welfare of the principal. Within this principal-agent relationship, owners have an interest in maximizing the value of their shares, whereas managers are more interested in ‘private consumption of firm resources’ and firm growth.
Costs that arise because of the delegation decision-making authority from the principal to the agent, which is due to the ‘separation of ownership and control’ in modern corporations, are referred to as ‘agency costs’. Jensen and Meckling (1976, 308) define as the sum of the agency costs:

· Monitoring costs: 
Expenditures by the principal to limit the agent’s aberrant activities;
· Bonding costs: 
Expenditures by the agent to guarantee that he did not performed certain actions that would harm the principal; and

· The residual losses. 

Agency costs (the agency loss) in addition, has exemplified as the extent to which returns to the owners are below what they would be if the principals, the owners, exercised direct control of the corporation (Donaldson and Davis, 1991, 50).
K.M. Eisenhardt (Agency theory: an assessment and review, 1989, 59) notes: “Overall, the domain of agency theory is relationships that mirror the basic agency structure of a principal and an agent who are engaged in cooperative behavior, but have differing goals and differing attitudes towards risk.” Eisenhardt (1989, 59) discloses an overview of agency theory as presented in figure 1.  
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Figure 1: Agency Theory Overview (Eisenhardt, 1989, 59)
The ‘model of man’ underlying the Agency Theory is that of a rational actor who seeks to maximize his or her utility with the least possible expenditure. Both agents and principals seek to receive as much possible utility with the least possible expenditure. Thus, given the choice between two alternatives, the rational agent or principal will choose the option that increases his or her individual utility (Davis et al., 1997). 
According to Eisenhardt (1989, 60), the agent is more risk averse than the principal. Agents, who are unable to diversify their employment, should be risk averse and principals, who are capable of diversifying their investments, should be risk neutral.  

Eisenhardt (1989, 61) cites two main aspects of the agency theory, that is, ‘moral hazard’ – the agent usually has more information about his or her actions and intentions than the principal does (information asymmetry) and ‘adverse selection’ – the principal cannot completely verify the agent’s skills and abilities, either at the time of hiring or while the agent is working. 
Subsequent to unobservable behavior (moral hazard or adverse selection), the principal could choose to contract on outcome (Eisenhardt, 1989, 61). According to Eisenhardt (1989, 61) an outcome-based contract motivates behavior by co alignment of the agent’s and principal’s preferences, but at the price of transferring risk to the agent. Opposite, the principal could choose to contract on behavior, i.e., investing in information systems (reporting systems, boards of directors etc.), which reveal the agent’s behavior to the principal.

Davis et al. (1997, 23) put forward the executive compensation schemes, being an example of mechanisms to ensure agent-principal interest alignment and to minimize agency costs. Those financial incentive schemes provide rewards and punishments aiming aligning principal-agent interests. Following Davis et al., incentive schemes are particularly desirable when the agent has an informational advantage and monitoring is impossible. 
Deegan and Unerman (2006, 215) notice that within the agency theory literature, the firm itself is considered to be a ‘nexus of contracts’. These contracts are used with the intention of ensuring that all parties, acting in their own self-interest, are at the same time motivated towards maximizing the value of the organization. 

According to Donaldson and Davis (1991, 50), a major structural mechanism to restrict managerial opportunism is the board of directors, which provides a monitoring of managerial actions on behalf of the shareholders. The authors assert that an unbiased review will occur more fully, where the chairperson of the board is independent of executive management. 

Davis et al. (1997, 23) further mention that the application of agency control does not imply that all managers’ decisions will result in increased wealth for principals; it implies only that managers will strive to attain outcomes favorable for the principals. According to Davis et al., there are many reasons other than poor motivation for agents’ failing to deliver high performance, e.g. low ability, lack of knowledge and poor information. 

Agency theory and the role of audit

A principal-agent relationship arises when principals engage another person as their agent to perform some service on their behalf. Delegation of responsibility is helpful in promoting an efficient and productive economy, however delegation also means that the principal needs to place trust in an agent to act in the principal’s best interests. 

Because of information asymmetries between principals and agents and differing motives, principals may lack trust in their agents and may consequently need to put in place mechanisms to reinforce this trust. 

As described in an earlier part of this paragraph, applying ‘executive compensation schemes’ and monitoring through information systems are examples of mechanisms using in aligning agents’ and principals’ interests. Another monitoring mechanism is the audit. An audit provides an independent check on the work of agents and of the information provided by an agent, which helps to maintain confidence and trust (Audit quality, 2005, 7).  
On behalf of the principal, the auditor assesses whether the financial statements, prepared by the agent, present a true and fair view of the company and are prepared in accordance with general accepted accounting principles. The financial statement audit makes management accountable to shareholders for its stewardship of the company. 
“Auditors are engaged as agents under contract but they are expected to be independent of the agents who manage the operations of the business. The primary purpose of audited accounts in this context is one of accountability and audits help to reinforce trust and promote stability” (Audit quality, 2005, 9). 
2.1.5 The assurance theory
An assurance service is a service in which a public accountant expresses a conclusion about the reliability of a written assertion that is the responsibility of another party (Cosserat, 2009, 20). Elder et al. (2010, 8) define an assurance service as an independent professional service that improves the quality of information for decision makers. 
Individuals responsible for making business decisions seek assurance services to help improve the reliability and relevance of the information used as the basis for their decisions. 
Following Elder et al. (2010, 9), one category of assurance services provided by auditors is ‘attestation services’. Performing attestation services, the auditor issues a report about the reliability of an assertion used by another party. Five categories of attestation services are distinguished:

Audit of historical financial statements

An audit of historical financial statements is a form of attestation service in which the auditor issues a written report expressing an opinion about whether the financial statements are fairly stated in accordance with the applicable accounting standards. Financial statement users value the auditor’s assurance because of the auditor’s independence from the client and knowledge of financial statement reporting matters.
Audit of internal control over financial reporting

An audit of internal control over financial reporting is a form of attestation service in which the auditor evaluates management’s assertion that internal controls have been developed and implemented following well-established criteria. The auditor’s evaluation increases user confidence about future financial reporting, because effective internal controls reduce the likelihood of future misstatements in the financial statements.  
Review of historical financial statements

Performing an audit of historical financial statements, the auditor provides a high level of assurance. For reviews of financial statements, the auditor provides only a moderate level of assurance. Because less evidence will needed, reviews of financial statements can be performed at a lower fee than an audit. 
Attestation services on information technology

Performing attestation services on information technology, the auditor evaluates management’s assertions about the reliability and security of electronic information. 
Other attestation services that may apply to a broad range of subject matter
Numerous of other attestation services can be performed. In each case, management must provide an assertion before the auditor can provide the attestation. 
Eilifsen et al. (2010, 630) provide examples of specific subject matter information, including reporting on sustainability, internal control, greenhouse gas, and pro forma financial information included in prospectuses. 
Corporate social responsibility (CSR) reports (sustainability reports) for example, include information on the environment, social and economic performance of the reporting entity. The auditor is engaged to add credibility to sustainability reports. As basis for the sustainability assurance engagement, the auditor uses sustainability reporting guidelines, for example guidelines of the Global Reporting Initiative (GRI). An external assurance of sustainability reports can contribute to their quality, credibility, and reliability.  
2.2 Other theories
In this paragraph, the Positive Accounting Theory (PAT) and the legitimacy theory will be commented. PAT and legitimacy theory do not necessarily explain the demand concerning auditing. These accounting theories however, underlie the practice of financial accounting and consequently are valuable in understanding the demand for and provision of financial accounting information and the interests and behavior of different parties. In addition, this paragraph presents a description of the stewardship theory.   
2.2.1 Positive Accounting Theory (PAT)

In ‘Towards a Positive Theory of the Determination of Accounting Standards’ (1978), Watts and Zimmerman seek to develop a positive theory of the determination of accounting standards. “Such a theory will help us to understand better the source of the pressures driving the accounting standard-setting process, the effects of various accounting standards on different groups of individuals and the allocation of resources, and why various groups are willing to expend resources trying to affect the standard-setting process” (Watts and Zimmerman, 1978, 112).  

According to Watts and Zimmerman (1990), Positive Accounting Theory (PAT) is concerned with explaining accounting practice. It has designed to explain and predict which firms will and which firms will not use a particular method. 

PAT focuses on the relationship between the various individuals involved in providing resources to an organization and in which way accounting can assist in the functioning of these relationships (Deegan and Unerman, 2006, 207). PAT is based on the central assumption that all individuals’ action is driven by self-interest and that individuals will always act in an opportunistic manner to the extent that the actions will increase their wealth. 
According to Deegan and Unerman (2006), Watts and Zimmerman greatly relied upon the ‘agency theory’ when developing the Positive Accounting theory. Agency theory provided a necessary explanation of why the selection of particular accounting methods might matter, and hence was an important facet in the development of Positive Accounting Theory.

An agency relationship comes into existence when a principle engages an agent to perform some service on his behalf. When decision-making authority is delegated, this can lead to some loss of efficiency and consequent costs; agency costs. Based on the central assumption of PAT, managers behave opportunistic and intent to perform self-serving activities that could be opposite to the economic welfare of the principal.

Because of the opportunistic behavior of individuals, organizations will try to put in place mechanisms that have to align the interests of the agents and the principals. Contracts for example are used with the intention of ensuring that all parties, acting in their own self-interest, are at the same time motivated towards maximizing the value of the organization (Deegan and Unerman, 2006, 215). These mechanisms however, will not always be effective to avoid earnings management by managers. The agency problem will cause that managers are able to give a misrepresentation of the earnings figure, either in positive or in negative manner, without the opportunity of stockholders and others to see through (agency risk). 

To compensate themselves for the ‘agency risk’, the expectation that the agent’s self-interest will diverge from the principals’ interest, investors will require a higher rate of return, i.e., they will pay less for the shares than their intrinsic value. 

Financial reports (public disclosures) which give an account of the agent’s performance have adopted as being a monitoring mechanism. To reduce further the agency risk, principals could apply for an independent audit of these reports. The value of an audit will be recognized if the costs involved are less than the agency costs; the increase in the cost of the company’s share capital if no audit was conducted (Cosserat, 2009, 43). 

2.2.2 Legitimacy theory

According to Deegan and Unerman (2006, 271), legitimacy theory asserts that organizations continually seek to ensure that they are perceived as operating within the bounds and norms of their respective societies, that is, they attempt to ensure that their activities are perceived by outside parties as being ‘legitimate’. 

Legitimacy theory relies upon the conception of a ‘social contract’ between the organization and the society in which it operates. “The concept is used to represent the multitude of implicit and explicit expectations that society has about in which way the organization should conduct its operations” (Deegan and Unerman, 2006, 271).

Deegan and Unerman (2006, 272) assert that legitimacy from society’s perspective and the right to operate go hand in hand. Society allows the organization to continue operations to the extent that it generally meets their expectations. Legitimacy theory predicts that management will adopt particular strategies to assure the society that the organization is complying with the society’s values and norms, for example the disclosure of information in annual reports. 

Legitimacy theory is one example of many theoretical perspectives, adopted in explaining and predicting accounting practice. Even though this research is about audit services and the audit report, it is worth considering the legitimacy theory. The essence is about information disclosure, accountability, value relevance and the information needs of users. Legitimacy theory could also be signaled as an explanation of the need for an independent opinion on the truth and on the fairness of the company’s’ reporting.  

2.2.3 Stewardship theory
According to Donaldson and Davis (1991, 51), stewardship theory holds that there is no inherent, general problem of executive motivation. “The executive manager, under this theory, far from being an opportunistic shirker, essentially wants to do a good job, to be a good steward of the corporate assets.” 
According to stewardship theory, performance variations arise, not from inner motivational problems among executives, but from whether the structural situation in which the executive is located facilitates effective action by the executive (Donaldson and Davis, 1991, 51). 

Donaldson and Davis (1991, 52) pretend that stewardship theory focuses not on motivation of the CEO but rather facilitative, empowering structures. Contrary to the agency theory, stewardship theory holds that fusion of the roles of CEO (executive management) and chair of the board of directors will enhance effectiveness and produce superior returns to shareholders than separation of the roles of CEO and chair.
“Agency theory provides a useful way of explaining relationships where the parties’ interests are at odds and can be brought more into alignment through proper monitoring and a well-planned compensation system” (Davis et al., 1997, 24). According to the authors however, to explain other types of human behavior, additional theory is needed.
Following Davis et al. (1997, 21), in stewardship theory, the model of man is based on a steward whose behavior is ordered such that pro-organizational, collectivistic behaviors have higher utility than individualistic, self-serving behaviors. The stewardship theory defines situations in which managers are not motivated by individual goals. They are rather stewards whose motives with the objectives of their principals are aligned. 

“Stewardship theorists assume a strong relationship between the success of the organization and the principal’s satisfaction. A steward protects and maximizes shareholders’ wealth through firm performance, because, by so doing, the steward’s utility functions are maximized” (Davis et al., 1997, 25). 

Stewards are motivated by intrinsic rewards, such as reciprocity and mission alignment, rather than solely extrinsic rewards. The steward, as opposed to the agent, places greater value on collective rather than individual goals; the steward understands the company’s success as his own achievement. 

According to Davis et al. (1997, 37), the primary difference between agency theory and stewardship theory lies in the assumptions about human nature. According to the agency theory, people are individualistic, utility maximizers. According to stewardship theory, people are collective self-actualizers who achieve utility through organizational achievement. Davis et al. summarize the main differences between the two theories as presented in figure 2. 
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Figure 2: Comparison of Agency Theory and Stewardship Theory (Davis et al., 1997, 37)
In answer to the question: ‘Given the advantage of stewardship to principals, why isn’t there always a stewardship relationship?’ Davis et al. (1997, 26) explain that within the governance contract between owners and executives, owners must decide how much risk they are willing to assume. Risk-adverse owners consequently will perceive that executives are self-serving and will prefer agency governance prescriptions. 
Stewardship theory and the role of the audit

The agency model assumes a principal-agent relationship in which differing motives and information asymmetry lead to concern about the reliability of information. Within the agency theory, the role of the audit is to reinforce trust and confidence in financial reporting.

Unlike the agency theory, the stewardship theory holds that no inherent, general problem of executive motivation exists. The model of man is based on a steward whose behavior is pro-organizational and collectivistic. 

Following the basic thoughts of stewardship theory, there is no need of implementing monitoring mechanisms. There is no need of engaging audit services in order to secure the reliability of information. However, within stewardship theory an audit could be of value as a means of assisting the executive’s stewardship.  
According to stewardship theory, the executive manager places greater value on collective rather than individual goals. The executive is motivated to be a good steward of corporate assets and an audit could help to express good stewardship. Displaying audited financial statements, the steward expresses truth and fairness of financial and non-financial performances.  

2.3 Summary
This chapter provided a theoretical framework for auditing, describing theories on auditing. The ‘agency theory’ is the most prominent of the existing theories on auditing and explains the purpose of audit services in communication between a company and its environment.

Perceiving the principal-agent relationship in which the principal and the agent have partly differing goals and risk preferences, the financial statement audit is functioning as a monitoring mechanism. The audit makes management accountable to shareholders for its stewardship of the company. 
Limperg’s Theory of Inspired Confidence (1932); a basic theory on the auditor’s function, stresses the social responsibility of the auditor. According to Limperg, the auditor derives his general function in society from the need for expert and independent examination and independent opinion based on that examination. 

Other theories (principles) on the role of the audit focus on, for example, the provision of audited information to enable users to take economic decisions. Here, the audit is valued as a means of improving the quality of financial information. 

Based on a theoretical framework, describing the role and the purpose of the audit function, the next chapter more extensively addresses the contents of audit services and auditors’ communications, the audit report. In addition, this chapter will focus on the form and the content of the audit report and comments the shortcomings of the audit report.
3. The contents of auditing and the audit report
This chapter introduces auditing and assurance services and discusses types of audit reports and the development of the standard audit report. This chapter includes a description of the form and the content of the audit report and presents the main criticisms concerning the standard audit report. 

3.1 Auditing and assurance services

This paragraph introduces the nature and content of performing auditing and assurance services and describes the types of audit services. In addition, this chapter briefly discusses the audit process and attends to the European Commission Green Paper on Audit Policy. 

3.1.1 Introduction to auditing and assurance services

Concerning economic decisions, decision makers like investors, creditors, financial institutions, and analysts rely on financial accounting information. Financial information is useful if it helps users in their decision-making. 
Financial accounting information provides information on behalf of the user’s economic decision-making. Financial reporting furthermore helps investors predict future cash flows. Investors use disclosed and undisclosed information to produce estimates of future cash flows. At last, financial reporting provides information on the company’s economic resources, obligations and the effect of economic transactions on the existence of resources and obligations. 

Publication of financial accounting information does not solve the ‘agency problem’, which is due to the information asymmetry and due to the conflicts of interest. Because the management is responsible for the financial reporting and in addition has a position to exercise discretion, a risk exists that the information is inaccurate, the ‘information risk’.
Information asymmetry causes a need for an independent intermediary, the auditor, to verify and provide assurance of financial accounting reports, prepared by management. The role of the audit is to reinforce trust and confidence in financial reporting. Auditing can be qualified as a social control mechanism in securing the stewardship and the accountability of the agent. 
The demand for auditing in addition can be attributed to users’ needs of reliable information and the consequences of users’ erroneous decision when dealing with inaccurate information. The audit function adds to the credibility of the financial statements and, consequently, users create decisions that are more accurate. 

Accounting and reporting practices become more and more complex. To evaluate the quality of financial statements, a thorough understanding of accounting and reporting practices and business processes governance practices is required. Most financial statement users are not enough knowledgeable to fully understand financial reports, neither to detect errors. The auditor is hired to provide users an assessment of the quality of the information.

Financial statement users do not have direct access to the accounting records from which financial statements are prepared. Due to this remoteness, users are restricted from ‘auditing’ the financial statements themselves and consequently have to rely on the auditors’ services that assist them in assessing the quality of financial information.
Elder et al. (2010, 9) state that the most common way for users to obtain reliable information is to have an independent audit performed. Decision makers use the audited information on the assumption that it is reasonably complete, accurate, and unbiased.

The audit or review of historical financial statements is one example of an assurance service; a service in which a public accountant expresses a conclusion about the reliability of a written assertion that is the responsibility of another party (Cosserat, 2009, 20). 

Individuals responsible for making economic decisions seek assurance services to help improve the reliability and relevance of the information used as the basis for their decisions. Some other categories of assurance services are the attestation on internal control over financial reporting and assurance services on information technology. 

3.1.2 Audit services
Elder et al. (2010, 4) report the next definition of auditing: “Auditing is the accumulation and evaluation of evidence about information to determine and report on the degree of correspondence between the information and established criteria. Auditing should be done by a competent, independent person.”
Major types of audits conducted by external auditors include the audit of financial statements, the operational audit, and the compliance audit. A financial statement audit examines financial statements, records, and related operations to ascertain adherence to generally accepted accounting principles. In determining whether the financial statement information is true and fair (in accordance with GAAP), the auditor gathers and evaluates evidence on which he finally bases his opinion.  
An operational audit examines an organization’s activities and procedures in order to assess performances and develop recommendations for improved use of business resources. A compliance audit is conducted to determine whether an organization is following established procedures or rules, for example laws and regulations and internal procedures.  

When reporting on the audit, in this research this is the ‘financial statement audit’. Issuing an opinion on the financial statements is the primary focus of a financial statement audit. Auditors obtain reasonable assurance about whether the financial statements are free of material misstatement. 

Assurance is a measure of the level of certainty that the auditor has obtained at the completion of the audit. According to Elder et al. (2010, 144), reasonable assurance is presumably less than certainty or absolute assurance and more than a low level of assurance. The auditor is not an insurer or guarantor of the correctness of the financial statements.  

A financial statement audit is conducted to enhance the degree of confidence of intended users in the financial statements. Without an external audit, the accounting information used for decision-making lacks credibility. 
3.1.3 The audit process
In planning a combination of audit objectives and the evidence that need to be accumulated to meet these objectives, the auditor will follow an audit process. Elder et al. (2010, 161) define the audit process as a well-defined methodology for organizing an audit to ensure the evidence gathered is sufficient a competent and that all audit objectives are met. 

The audit process has four specific phases. In ‘planning and designing an audit approach’ (phase I), the client’s business strategies and processes are studied. The auditor assesses the risk of misstatements in financial statements, and evaluates internal controls and their effectiveness (Elder et al., 2010, 162).
In phase II of the audit process, tests of controls and substantive tests of transactions are conducted. In phase III, analytical procedures and tests of details are performed. The auditor assesses whether account balances or other data appear reasonable and performs procedures to test for monetary misstatements in account balances. In phase IV at last, evidence is combined and an overall conclusion concerning the financial statements is formulated (Elder et al., 2010, 163).
Audit services have been changing rapidly since the early 1990s. Audit practices have been evolving in response to growing public expectations of accountability and to the complexities in economic and technological advances implemented in business organizations. The main goal of a financial statement audit however, is still to reduce the information risk; the risk that the financial statement information may be inaccurate, incomplete or biased. 

To address the complexity of the information needs of users, auditors nowadays are expected to provide value-added services, such as reporting on irregularities, identifying business risks and advising management on internal control weakness as well as consideration of other governance issues (Cosserat, 2009, 10). 
3.2 Introduction to the audit report
Throughout the world differences exist concerning the form and content of standard audit reports, for example those related to jurisdiction-specific reporting requirements, such as language and the level of detail in describing the responsibilities of management and the auditor. The primary objective of audit reports however, is relatively uniform: “to express clearly the auditor‘s opinion on the financial statements and to describe the basis for that opinion” (IOSCO, 2009, 7). 
Cosserat and Rodda (2009, 60) formulate the general purpose of an audit report as: “… to give assurance and / or highlight problems with regard to the truth and fairness of the financial statements and compliance with the applicable reporting framework, law and other relevant regulation.”

According to Elder et al. (2010, 56), materiality is an essential consideration in determining the appropriate type of report for a given set of circumstances. Deciding on actual materiality in a given situation however, is a difficult judgment. “A misstatement in the financial statements can be considered material if knowledge of the misstatement would affect a decision of a reasonable user of the statements”. 

Elder et al. (2010) distinguish four types of audit reports: 

Standard unqualified
When the financial statements presented are free of material misstatements and are represented fairly in accordance with the Generally Accepted Accounting Principles (GAAP), the auditor will issue a standard unqualified audit report.

Unqualified with an explanatory paragraph with modified wording
An unqualified audit report with an explanatory paragraph or with modified wording will be issued when all criteria for an unqualified report have satisfactorily met, but the auditor believes it is important or is required to provide additional information.

Examples of situations in which an explanatory paragraph will be added:

· lack of consistent application of generally accepted accounting principles;

· substantial doubt about going concern;

· emphasis of a matter;

· reports involving other auditors.

Qualified

A qualified report will be issued when the auditor encountered situations that do not comply with generally accepted accounting principles, a qualification of the opinion, or when the scope of the audit has been restricted, a qualification of both the scope and the opinion.

A qualified report is issued when the auditor concludes that the financial statements overall are fairly presented. 

Adverse or disclaimer

An adverse opinion will be issued when the auditor determines that the financial statements are materially misstated and, as a whole, do not provide a true and fair view of the financial position and results of operations in conformity with GAAP.
A disclaimer of opinion will be issued when the auditor could not affect an opinion on the financial statements. The disclaimer of opinion report will be supplied when lack of independence exists between the auditor and the auditee or when a severe limitation of scope exists. In addition, the auditor can issue a disclaimer of opinion concerning a going concern problem.

3.3 Development standard audit report 
Once the audit of an issuer’s set of financial statements is completed, the auditor issues a report, which contains information about the audit, including its scope, and an opinion regarding the fair presentation of the financial statements (IOSCO, 2009, 3). The standard audit report is the primary means by which auditors communicate to users of financial statements regarding their audits. 

The standard format currently used in 24 Member States of the European Union is ISA 700, ‘Forming an Opinion and Reporting on Financial Statements’, or a national standard based on ISA 700. In the Netherlands, as per December 31, 2006, ISA 700 has implemented in national standard 700 (Handleiding Regelgeving Accountancy). 

In developing its standard audit report (2004), the International Auditing and Assurance Standards Board (IAASB) intended to increase the understandability of the auditor’s role and of the auditor’s report. The understandability of the auditor’s report should be improved by using simple language and being concise, while still aiming to be informative (IOSCO, 2009, 4).

With the implementation of ISA 700, effective in behalf of reports dated on or after December 31, 2006, the IAASB intends to provide “new wording concerning the auditor’s report that better explains the respective responsibilities of management and the auditor. This updates the description of the audit process and the clarification of the scope of the auditor’s responsibilities with respect to internal controls” (IAASB, 2004). 
The UK‘s first auditing standard on auditor reporting was issued in 1980 and required the auditor to express an opinion concerning the ‘true and fair’ view of the audited financial statements. 

After its formation in 1991, the Auditing Practices Board (APB) as part of the Financial Reporting Council (FRC), UK’s independent regulator, presented proposals concerning an expanded audit report. The focus was to reduce the “expectations gap”; users of audit reports were not acquainted with the scope and nature of an audit. One major point of difference between the proposed Statement on Auditing Standards (SAS 600) and the auditing standard as issued in 1980 was that audit reports prepared in accordance with the SAS should contain descriptions of the respective responsibilities of directors and auditors (APB, 2007, 11).

SAS 600 was retrieved with the issuance of ISA (UK and Ireland) 700, applicable to the financial statement audits for periods starting on or after December 2004. The replacement of SAS 600 with ISA 700 did not have a significant impact on the wording of audit reports (APB, 2007, 12).

In 2009, because of the Companies Act of 2006 (renewal of the Companies Act 1985), the UK standard audit report was revised. The Companies Act 2006 reflects audit-reporting developments as proposed by national and international standard setters (for example ISA 700). The form and content of the Companies Act 2006 however is far more prescriptive than previous legislation. Sections 495 to 498 of the Companies Act 2006 prescribe the auditors’ reporting duties (Cosserat, 2009, 534). 

According to section 495 of the Companies Act 2006, the audit report needs to be included:

· the introduction identifying the annual accounts that are subject of the audit and the financial reporting framework that has been applied in their preparation;

· a description of the audit standards that, during the audit, have been practiced.
Auditors were required to provide a three-part opinion in which the auditor must state whether the annual accounts give a true and fair view of the state of affairs of the company; are properly prepared in accordance with the relevant financial reporting framework; and are prepared in accordance with the requirements of the Companies Act of 2006 (Cosserat, 2009, 534).

On behalf of audit reports in the Netherlands (national standard 700), new wording is introduced. The new form audit report will be effective as from December 15, 2010. 
Because of the ‘Clarity project’, a project to improve the clarity of ISAs, completed in February 2009, clarified ISAs have released among which ISA 700 (Redrafted), ‘Forming an Opinion, and Reporting on Financial Statements’. 
National standards in the Netherlands are based on International Standards on Auditing. In consequence of the revision of ISA 700, also national standard 700 (HRA) had to be rewritten. As from December 15, 2010, the audit report is called ‘controleverklaring’. This new title should better reflect the nature of the work performed by the auditor, i.e., the ‘controleverklaring’ as a resultant of the audit of financial statements. 
The new form audit report contains the heading: ‘independent auditor’s report’ (controleverklaring van de onafhankelijke accountant). The addition of the word ‘independent’ affirms that the auditor has met all of the ethical requirements regarding independence and, consequently, distinguishes the independent auditor’s report from reports issued by others. 
3.4 Form and contents standard audit report  

This paragraph continues on the standard audit report by describing its form and contents, reflecting on both the United Kingdom’s and the United States’ latest issuances of ISA 700.
ISA 700 is designed to establish a new form of the audit report, which seeks to approve the explanations on auditors’ responsibilities and the task and scope of the audit. With the implementation of ISA 700, effective for reports dated on or after 31 December 2006, the IAASB intended to increase the understandability of the auditor’s role and of the auditor’s report. 
ISA 700 requires from the audit report to give explicit information concerning the auditor’s responsibility and to express an opinion on the financial statements based on the conducted audit. Included in the auditor’s responsibility section is an explanation of the audit procedures and scope to ensure the user understands the extent and scope of an audit. 

ISA 700, ‘Forming an Opinion and Reporting on Financial Statements’, effective for audits of financial statements for periods beginning on or after December 15, 2009, is the latest revision of ISA 700 as issued by the IAASB. 
Following ISA 700, ‘Forming an Opinion and Reporting on Financial Statements’ (IFAC, 2009, 658) (Appendix 1, illustration 2: ISA 700 ‘Forming an opinion and reporting on financial statements’), the form and content of an audit report (audit report for audits conducted in accordance with ISA) is as follows: 
Title 

The audit report has a title that clearly indicates that it is the report of an independent auditor. 

Addressee

The audit report has addressed as required by the circumstances of the engagement. 
Introductory paragraph

The introductory paragraph in the audit report:

a) identifies the entity whose financial statements have been audited;

b) states that the financial statements have been audited;

c) identifies the title of each statement that comprises the financial statements, for example a balance sheet, an income statement, a statement of changes in equity and a cash flow statement;

d) refers to the summary of significant accounting policies and other explanatory information; and

e) comprising the financial statements specifies the date or period covered by each financial statement comprising the financial statements.
Management’s responsibility for the financial statements

This section of the audit report describes the responsibilities of those in the organization that are responsible for the preparation of financial statements. The audit report uses the term, for example ‘management’ or ‘those charged with governance’, that is appropriate in the context of a particular legal framework. 

The audit report describes management’s responsibility for the preparation of the financial statements: ‘the preparation and fair presentation of financial statements’. The description includes an explanation that management is responsible for the preparation of the financial statements in accordance with the applicable reporting framework, and for such internal control as it is necessary to enable the preparation of financial statements that are free from material misstatement. 
Auditor’s responsibility

The audit report states that the responsibility of the auditor is to express an opinion on the financial statements based on the audit and refers to the conduction of the audit in accordance with International Standards on Auditing (ISA). 

The audit report explains that the auditor is required to comply with ethical requirements and that the auditor plans and performs the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement. 

The audit report describes an audit by stating that an audit involves performing procedures to obtain audit evidences about the amounts and disclosures in the financial statements. The procedures selected depend on the auditor’s judgment, including the assessment of risks of material misstatements of the financial statements. In order to design audit procedures that are appropriate in the circumstances, but not concerning the purpose of expressing an opinion on the effectiveness of the entity’s internal control, the auditor considers internal control. 
The audit report describes that an audit includes evaluating the appropriateness of the accounting policies used and the reasonableness of accounting estimates made by management. 
The last phrase of this section of the audit report states whether the auditor believes that the audit evidence as obtained by the auditor is sufficient and appropriate to provide a basis for the auditor’s opinion.

Auditor’s opinion

Expressing an unmodified opinion on the financial statements, the auditor’s opinion is that the financial statements are prepared, in all material aspects, in accordance with [the applicable reporting framework]. If the reference to the applicable reporting framework is no to International Financial Reporting Standards (IFRS), the auditor’s opinion identifies the jurisdiction of origin of the framework. 
Other reporting responsibilities

If the auditor addresses other reporting responsibilities in the audit report on the financial statements, these other reporting responsibilities need to be addressed in a separate section in the audit report.
Signature of the auditor

The auditor’s signature is either in the name of the audit firm, the personal name of the auditor or both, as appropriate for the particular jurisdiction. 
Date of the audit report

The audit report is dated no earlier than the date on which the auditor has obtained sufficient appropriate audit evidence on which to base the auditor’s opinion on the financial statements.

Auditor’s address

The audit report names the location in the jurisdiction where the auditor practices. 

The latest version of ISA 700 as published by the APB: ISA (UK and Ireland) 700 (revised), is effective for UK companies for accounting periods ending on or after 5 April 2009. See appendix 1, illustration 3: ISA (UK and Ireland) 700 (revised).   

The content of ISA 700 (UK and Ireland) is, generally, alike ISA 700 ‘Forming an opinion and reporting on financial statements’. The main difference between the UK and US ISA 700 is that UK companies are subject to specific UK company law, which is the ‘Companies Act 2006’. The financial statements have to be prepared in accordance with the requirements of the Companies Act of 2006. 
In the opinion paragraph of an unqualified audit report, the auditor expresses that the financial statements have been prepared in accordance with the requirements of the Companies Act 2006. The opinion paragraph further contains an opinion on matters as prescribed by the Companies Act 2006, for example the directors’ remuneration report and the information given in the directors’ report (see further appendix 1, illustration 3).  

Another difference between the UK and US ISA 700 is that ISA (UK and Ireland) 700 (revised) enables auditors to provide shorter audit reports. Section ‘scope of the audit’, formerly described as ‘basis of opinion’, allows cross-referring to a ‘Statement of the Scope of an Audit’ that is maintained on APB’s web site or is included elsewhere within the annual report. Where auditors decide to include a description of the scope within the audit report, APB believes the description should be as short as possible and uses the prescribed words (APB, 2009, 2).   
3.5 Shortcomings standard audit report 

Concerning the form and contents of the audit report, as also the information content and effectiveness of auditors’ communications, several studies are already explored (see chapter ‘review of empirical research literature’). One important question is whether the audit report is effective in communicating important information about for example the audit process, auditors’ duties and ‘going concern’ and does satisfy users’ information needs. 

3.5.1 Early criticisms short form audit report

This section describes some of the early criticisms regarding the effectiveness of auditor communications. 

Roth and Nest (1968)
In 1968 J.L. Roth, chairman of the Committee on Auditing Procedure; a committee formed by the AICPA (1939) to evaluate and discuss on auditing-related matters, discussed a proposed revision of the short form audit report. In their paper ‘Breaking the tablets: a new look at the old opinion’ (1968), J.L. Roth and R.A. Nest explain why a revision is necessary and mention some areas in which revisions should be made. 

“The present short-form report might be described as concise, precise and, most of all, firmly established. It does not appear to have caused any significant problems, and it has been comfortable to live with” (Roth and Nest, 1968, 63). The authors however, proclaim that the audit report, despite of its qualities, is not understandable. The audit report will be understood differently by those who read it and by those who write it. 
Roth and Nest (1968, 63) postulate that there are widespread misconceptions regarding the nature of financial statements and the auditor’s role with respect to the financial statements. The authors quote AICPA Administrative Vice President John L. Carey: “The simplest and most effective move to make with respect to this problem is to change the standard short form of auditor’s opinion so that it says just what it means; in terms that no intelligent person could plausibly claim he couldn’t understand” (Roth and Nest, 1968, 64). 

Roth and Nest (1968, 64) describe the conclusion of the committee (CAP) as with respect to the objectives of the audit report’s revision, that is:

· To make the report more understandable to those who use it;

· Have it acceptable both to clients and tot those agencies which require it, but

· Not to increases the legal responsibilities.

According to Roth and Nest (1968, 65) a report which is reproduced thousands of times year after year must be short and manageable. To eliminate the need for users to proofread it to detect possible subtle modifications, it needs to be standardized. The authors urge the necessity of eliminating phrases like ‘generally accepted accounting principles’ and ‘present fairly’, as these phrases evoke many different interpretations. 

Roth and Nest (1968, 66) recommend to extend the audit report with a specific reference to the auditor’s independence. The authors also suggest incorporating in the audit report some explanation regarding the nature of the financial statements and the representation of management, which has the basic responsibility for fairness of presentation.    
AICPA (1987)
Already in 1978, an early indication of concerns about the effectiveness of the audit report as a communication device was expressed in a report of the Commission on Auditors’ responsibilities’ (CAR); the ‘Cohen Commission’ (AICPA, 1978), a commission set up by the American Institute of Certified Chartered Accountants (AICPA). 
The Cohen Commission’s report highlights shortcomings in the short form audit report as a means of communication between auditors and users. Because of its inability to convey adequately to its users the auditor’s function, the nature of the auditor’s work and auditors’ responsibilities, the audit report (short form) was criticized.
Treadway (1987)
In 1987, the National Commission on Fraudulent Financial Reporting (NCFFR) published a report including findings, conclusions, and recommendations on the financial reporting system in the United States. 

According to the Commission (Treadway, 1987, 12), the independent public auditor’s role is crucial in detecting and deterring fraudulent financial reporting. The commission recommends changes in auditing standards, in processes that enhance audit quality and in auditors’ communications about his role.  

Concerning auditors’ communications, the Commission (Treadway, 1987, 13) states that independent auditors need to communicate better to those who rely on their work. The commission recommends that the audit report should convey a clearer sense of the auditor’s role: “The standard audit report should explain that an audit is designed to provide reasonable, but not absolute, assurance that the financial statements are free of material misstatements arising as a result of fraud or error.”

3.5.2 Principal shortcomings standard audit report
The most common criticisms of the standard can be classified into three categories, each of which is described in this section. 
‘Pass / fail’ approach 

The auditor’s conclusion is simple and straightforward. This simplicity however, does not allow for any “in-between”. The binary nature of the opinion does not support in doing analyses with regard to the performances of different companies; investors receive little information from auditors enabling them to distinguish between companies (IOSCO, 2009, 9).

Boilerplate and technical language 

Main subjects of the standard audit report are reported using standard wording, like ‘reasonable assurance’, ‘material misstatement’, and ‘fair presentation’. The result of practicing professional (technical) language is that financial statement users may not understand the meaning of the words. 

In ‘Auditor reporting’, a paper of the Institute of Chartered Accountants in England and Whales (ICAEW) a working group considers whether the wording of the audit report satisfies shareholders’ expectations. The working group states that audit reports are too boilerplate and standardized. 
Members of the working group have expressed a wish for disclosure of more comprehensive information by auditors on material areas of judgment, difficult matters, and the outcome of discussions that auditors may have had with those charged with governance.
Audit expectation gap 

“The audit expectation gap refers to differences between the public’s perceptions of the role and responsibilities of the auditor and the auditor’s perception of these roles and responsibilities” Schelluch and Gay (2006, 654). According to Schelluch and Gay, the audit expectation gap debate has centered on a number of issues including:

· The role and responsibilities of auditors;

· The quality of the audit function;

· The structure and regulation of the profession;

· The nature and meaning of audit report messages; and

· The ability of the auditor to communicate different levels of assurance.

Porter (1993, 50) defined the audit expectation gap as the gap between society’s expectations of auditors and auditors’ performance as perceived by society. Porter postulates the structure of the audit expectation gap as portrayed in the figure below. 
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Figure 3: Structure of the Audit Expectation-Performance Gap (Porter, 1993, 50)

According to Porter (1993, 50), the audit expectation gap has two major components: 

1) a gap between what society expects auditors to achieve and what they can reasonably be expected to accomplish: 'reasonableness gap'
2) a gap between what society can reasonably expect auditors to accomplish and what they are perceived to achieve: 'performance gap', subdivided into:

a. a gap between the duties which can reasonably be expected of auditors and auditors’ existing duties as defined by the law and professional promulgations: 'deficient standards'
b. a gap between the expected standard of performance of auditors’ existing duties and auditors’ perceived performance, as expected and perceived by society 'deficient performance'
In ‘The audit expectation gap – plus ca change, plus c’est la meme chose?’ (1992, 137), C. Humphrey, P. Moizer, and S. Turley signaled two basic views as being the causes of the expectation gap:
1) Non-auditors poorly understand the nature of auditing, the roles, and responsibilities of the auditor and the probabilistic foundation of audit practice.
2) The expectation gap is an indicator of the evolutionary development of audit responsibilities; a direct consequence of time lags between the accounting profession identifying and responding to changing public expectations.
Narrowing the audit expectation gap, i.e., the ‘performance gap’ B. Porter, C. Ó hÓgartaigh and R. Baskerville (2009) regard to the importance of the monitoring of auditors’ performance. Porter et al. (2009, 179) recommend to implement stringent monitoring of auditors’ performance. Appropriate sanctions have to be imposed on errant auditors.
Porter et al. (2009, 179) state that to raise the confidence of financial statement users about the standard of auditors’ performance, they need to be aware that auditors’ compliance with several standards (ethical, quality control and technical) is being monitored stringently. “It is therefore important that reports on the monitoring process and its outcomes – including the sanctions imposed on those found not to complying fully with the standards – be placed in the public domain.”
Contemplating on the ‘reasonableness gap’, Porter et al. (2009, 180) proclaim that society in general needs to be educated about the audit function and what auditors can and cannot reasonably be expected to achieve.
Porter et al. (2009, 181) suggest that auditors could, for example, stimulate discussion about the auditor’s role and responsibilities within a section of society that extends beyond members of bodies such as the institute of directors, shareholders’ and business associations, and the accounting profession. An alternative is to seek opportunities to educate influential journalists about the audit function and work of auditors. From that, journalists may report adverse events affecting auditors in a more informed and less sensational manner.
3.6 Summary
This chapter has provided an introduction concerning audit services and has attended to the output of the audit process, the audit report. This chapter included a description of the form and contents of the audit report and described the main criticisms of the standard audit report. 

Four types of audit reports are distinguished of which the ‘standard unqualified audit report’; issued by an auditor when the financial statements presented are free of material misstatements, is the main issue of this research. 
One important question is whether the audit report is effective in communicating important information about for example the audit process, auditors’ duties and ‘going concern’ and does satisfy users’ information needs. Already in 1978, an early indication of concerns about the effectiveness of the audit report as a communication device was expressed in a report of the Commission on Auditors’ responsibilities’ (CAR).

The audit report was criticized because of its inability adequately communicate to its users the auditor’s function, the nature of the auditor’s work and auditors’ responsibilities. Nowadays, concerns about the audit expectation-performance gap are still alive.   
Regarding the form and the contents of the audit report, the value relevance of auditors’ communications, various studies have already been explored. In the next chapter, several studies concerning the value relevance of the audit report will be commented in more detail. 

4. Prior research on development audit report (1968 – 2009) 

This chapter provides an overview of the existing empirical research literature concerning the value relevance of auditor communications. 
4.1 Value relevance standard audit report
Following the Cohen Commission’s (1978) recommendations for improved communications between auditors and financial statement users, the Auditing Standards Board (ASB) of the AICPA issued an ‘exposure draft’ for a Statement on Auditing Standards (SAS) that would modify the standard short form audit report. 
Proposed changes to the standard audit report particularly involved the education of financial statement users about the audit process and the responsibilities of management and the auditor for the financial statements. The exposure draft attracted a high volume of response from financial statement users as well as auditors and their clients and encountered significant opposition, whereupon the ASB (1981) decided not to proceed with an expanded audit report.  
Dillard and Jensen (1983)
J.F. Dillard and D.L. Jensen (1983) examined responses of preparers, auditors, and users of financial statements that precipitated the exposure draft. In ‘the auditor’s report: an analysis of opinion’ (1983), Dillard and Jensen report on their research results. 
Dillard and Jensen (1983, 789) examined 388 written responses, received by the ASB in an answer to the issuance of the proposal. The principal groups of respondents were public accounting firms (256 respondents), industrial firms (101 respondents), and financial institutions (31 respondents). 
Research results show that only 26.5 percent of public accounting firms expressed an unfavorable general reaction to the proposal, whereas a majority of both industrial firms and financial institutions expressed a negative reaction. The main reason for such a reaction is that the proposed change should weaken the opinion, i.e., reduce the auditor’s implied responsibility for the financial statements (Dillard and Jensen, 1983, 790). 
Dillard and Jensen (1983, 791) also investigated respondents’ reactions to the specific proposals in the exposure draft, for example the proposal to delete the word ‘fairly’, the addition of the sentence ‘reasonable but not absolute assurance of material misstatement’ and the addition of words to indicate that the financial statements are the representations of management. 
Considering the addition of the word ‘fairly’, Dillard and Jensen (1983, 792) found the highest disagreement percentages for each group across all proposals, that is, public accountants 27.3, Industrial firms 46.5 and financial institutions 48.4.  

Stimulated by, among others, findings of the National Commission on Fraudulent Financial Reporting (NCFFR, 1987), the ASB issued a new exposure draft, modifying the standard short form audit report. In 1988, encouraged by positive responses to the exposure draft, the ASB issued SAS No. 58, ‘Reports on audited financial statements’. See also appendix 1, illustration 1: Comparison of the old short form and new form (SAS No. 58) of the audit report.  

SAS No. 58 introduced an expanded audit report, which included:

· a paragraph explaining that the financial statements are the responsibility of management and that the auditor’s responsibility is to express an opinion on those financial statements; and

· a brief  explanation about the content of the audit process, and the limitations concerning this process.
In response to the issuance of SAS No. 58, a number of studies were designed to investigate the extent to which the long form audit report met its objectives. The revision of the audit report, expanding with additional paragraphs, led to concerns about the audit report becoming long, complex, and less understandable.
In 1993, the International Auditing Practices Committee (IAPC), forerunner of the IAASB (established in 2002), issued ISA 700, ‘The auditor’s report on financial statements’. The only differences between SAS No. 58 and ISA 700 are as follows:

· ISA 700 does not contain ‘independent’ in the title of the audit report; and

· ISA 700 states the audit is conducted in accordance with ‘International Standards on

Auditing’. SAS No. 58 refers to Generally Accepted Auditing Principles.
Kelly and Mohrweis (1989)

A.S. Kelly and L.C. Mohrweis (1989) examined the impact of the new SAS No. 58 audit report on users’ perceptions regarding the message conveyed by this audit report. In ‘Bankers’ and investors’ perceptions of the auditor’s role in financial statement reporting: the impact of SAS No. 58’, the authors report on their results. 
To enhance the external validity of the research, Kelly and Mohrweis focused on participants from two distinct groups of financial statements users, bankers (50 participants) and investors (50 participants). The bankers have been chosen from three Midwestern banks, with the restriction that each has significant lending experience. The investors have been selected from a graduate business program at a major Midwestern university. Only those individuals that had actually invested in securities were chosen. 

The participants were asked eight questions to address two major issues, dealing with the understandability of the audit report (Kelly and Mohrweis, 1989, 89):

· What is the difference in communicating between the SAS No. 58 report and the old form audit report?

· Has the wording of the audit report been improved enough, or are additional revisions necessary? 

In phase I of the research, each participant responded to the eight questions after having read an audit report. To the participants questionnaires were assigned randomly. These questionnaires contained either the SAS No. 58 report or the old two-paragraph audit report. Responses of the participants are measured on a seven-point Likert scale with endpoints ‘strongly agree’ and ‘strongly disagree’ (Kelly and Mohrweis, 1989, 91).
In order to test users’ perceptions regarding the auditor’s responsibility (phase II), participants were given a second questionnaire. The questionnaire required each participant to indicate the nature of the change in the level of responsibility that the auditor assumes between the old report and the SAS No 58 report. The questionnaire included an audit report opposite to the report the subjects received in phase I (Kelly and Mohrweis, 1989, 91).  

The authors found that bankers and investors reading the new report tended to agree that management was responsible for the presentation and disclosure in the financial statements. Based on their research findings, the authors further conclude that the new report enhanced users’ understanding of the purposes of the audit. 
Kelly and Mohrweis (1989, 95) state that attention may be focused on improving the message being communicated about the auditor’s responsibility. The authors found participants to be uncertain as to the nature of the auditor’s responsibility. 
Hermanson et al. (1991)
In ‘Does the new audit report improve communication with investors?’ (1991), R.H. Hermanson, P.H. Duncan and J.V. Carcello report on a questionnaire they performed in order to investigate investors’ understanding of the nature of the audit process, the responsibilities of the auditor and the nature of assurances provided by the auditor.

Hermanson et al. conducted their research in reaction to the issuance (1988) of Statement on Auditing Standards (SAS) No. 58, ‘Reports on audited financial statements’. Hermanson et al. (1991) developed a questionnaire in order to determine whether the ‘new’ audit report improves communication with financial statement users. Hermanson et al. (1991, 32) composed a sample of individual investors. They obtained a random sample of 1.000 of members of the American Association of Individual Investors (AAII). 
Participants were randomly assigned to two groups of 500 individuals. The first group received the questionnaire with a copy of the old report, while the second group received a copy of the new audit report. The questionnaire included multiple-choice questions to measure the investors’ understanding of the client-auditor relationship and the responsibilities of both parties.  
Hermanson et al. (1991, 35) found that users of the ‘new’ audit report (SAS No. 58) have a better understanding of the responsibilities of both the auditor and management. Users of the new audit report also were more aware of the level financial statement accuracy implied by an unqualified opinion. Hermanson et al. concluded that the level of understanding of the audit process remains deficient among users of the new audit report.
Gay and Schelluch (1993)
In Australia, July 1993, the Auditing Standards Board of the Australian Accounting Research Foundation (AARF) released a revised Statement of Auditing Practice, AUP 3, ‘The audit report on a general purpose financial report’. The revised long form report attempts to improve communication between auditors and financial report users and to enhance the users’ understanding of the auditor’s role in the financial reporting process.

G. Gay and P. Schelluch (1993) studied the effect of the ‘new’ long form audit report on users’ perceptions of the auditor’s role in financial reporting in Australia. In ‘The effect of the long form audit report on users’ perceptions of the auditor’s role’ (1993), they give an account of their results. 

Gay and Schelluch (1993, 3) notice that the modifications as proposed by the revised AUP 3 are similar to those embodied in the United States Statement on Auditing Standards (SAS) No. 58 ‘Reports on audited financial statements’ (1988). 

According to Gay and Schelluch (1993, 3), the objective of the auditing standards boards in both countries is to narrow the differences between users’ and auditors’ views of the auditor’s part in the financial reporting process. “The new long form audit report attempts to achieve this by making explicit reference to the auditor’s role and responsibilities, the audit process and the level of assurance provided by the audit.” 

To establish the impact of the revised audit report on users’ perceptions regarding the role of the auditor, the nature of the audit and the financial reporting process, Gay and Schelluch (1993) conducted a research among sophisticated users, shareholders and ‘reasonably intelligent’ non-investors. 180 financial statement users took part in the research, including 60 senior bank-lending officers, selected from three national banks, 60 investors, and 60 non-investors with business backgrounds. Both investors and non-investors were selected from MBA students at Monash University. Subjects were asked to read an example of an audit report and respond to a series of questions based on their understanding of the reports.   
Gay and Schelluch (1993, 9) concluded that the revised audit report has changed users’ perceptions of the auditor’s responsibilities and that the revised audit report improves users’ perceptions of the purpose and procedures of the audit as well as the responsibilities of the directors for the financial report. 

Gay and Schelluch (1993, 8) found that users did not fully understand the auditor’s responsibility for material misstatements. Furthermore, research results indicate that user perceptions of the financial report accuracy were not altered by the revised audit report. The authors postulate that amendments to the wording of the revised AUP 3 audit report may be required and that modifications may be necessary to state clearly that an unqualified audit report does not mean that the related financial report is 100% accurate.
Manson and Zaman (2001)
S. Manson and M. Zaman (2001) conducted a research, following the introduction (1993) of SAS 600, ‘Auditor’s report on financial statements’. In their paper ‘Auditor communications in an evolving environment: going beyond SAS 600 auditor’s report on financial statements’, Manson and Zaman report on their research results. 

Manson and Zaman (2001) investigated the extent to which the expanded audit report, SAS 600, has been successful in aligning the views of auditors, preparers, and users about issues dealt with in the expanded audit report. In addition, the authors examined the extent to which the three groups considered that it would be useful for additional matters, including corporate governance, to be reported upon by the auditor.

The Auditing Practices Board (APB) issued SAS 600, prescribing a new, expanded form for the audit report. The rationale for the change, an attempt to reduce the expectation gap, is based on the assumption that the audit report can be used to inform users about the duties en responsibilities of auditors (Manson and Zaman, 2001, 114).

Manson and Zaman (2001, 120) explored a questionnaire survey, which was sent to a number of individuals from the three groups: auditors (400), selected from the 1999 ICAEW directory, preparers (400), selected from the Stock Exchange Year Book, and users, investment analysts and corporate bankers (200), which have not been randomly selected. Respondents were asked to react to a certain statements concerning changes in the wording of the expanded audit report. 

All three groups of participants believed that the inclusion of an audit report enhanced the credibility of financial statements, that SAS 600 is a readable document and that it clearly communicates the purpose of the audit. All three groups considered that the wording used in SAS 600 does give some indication of the role of judgment in the formation of the audit opinion.
Using the expanded audit report (SAS 600), auditors have been recommended to add a short description of their duties. Through the questionnaire however, Manson and Zaman (2001, 124) found that the wording used in the audit report is not considered by the respondents to clearly indicate the auditors’ responsibility for the detection of fraud. 

Manson and Zaman (2001, 125) learned that financial statement users are in favor of an explicit statement in the audit report of the auditors’ assessment of the ‘going concern’ status of the client. Responses to questions concerning internal control indicate that the user group is interested in the issue of internal control and in particular, the extent to which the auditors have examined and relied upon the internal controls. 

On the issue of corporate governance at last, Manson en Zaman (2001, 133) found that financial statement users as well as auditors and directors agree that auditors should always report on corporate governance issues. All three groups believe that the directors’ statement in respect of corporate governance is useful.  

Based on their research results, Manson and Zaman (2001, 133) conclude that SAS 600 has been successful in clarifying the purpose of the audit and the respective responsibilities of auditors and directors. The authors however, postulate that the audit report is of limited value to users and that it needs to be extended to include information about the results of an audit. 
Mock et al. (2009)
In ‘The unqualified auditor’s report: a research of user perceptions, effects on user decisions and decision processes, and directions for further research’ (2009), T.J. Mock, J.L. Turner, G.L. Gray and P.J. Coram report their results of an investigation of user perceptions regarding the unqualified audit report and the impact of audit reports on judgments of financial statement users. 

Mock et al. (2009, 1) conducted a series of focus groups, including preparers of financial statements (CFO’s), bank lenders, financial analysts, non-professional investors and auditors. 53 individuals participated in the focus groups. 

Different categories of stakeholders met separately. Preliminary areas of discussion were the audit report and participants’ perception of its intent, audit procedures and financial statement content and other issues that might be inferred from the audit report. 

One main issue Mock et al. (2009, 3) learned through the research was the misunderstanding of financial statement users regarding the level of assurance intended to be conveyed by the auditor report. “Across focus groups, the level of assurance generally was thought to be closely related to the concept of materiality.”  

Reflecting on ‘internal controls’ Mock et al. (2009, 5) found that focus group participants generally did not assume an unqualified audit opinion indicates anything about the quality of internal controls. Some focus groups however, recommended that the quality of the internal controls be explicitly included in the auditor’s report. 

Mock et al. (2009, 6) call attention to the overall usefulness of the unqualified audit report. Research results express that not all focus groups consider the audit report when perceiving a company’s performance. Besides, when examining focus group results in detail, Mock et al. became conscious of a serious disconnect between what auditors may believe they are communicating in an unqualified auditor’s report and what users infer from that report.    

Porter et al. (2009)
B. Porter, C. Ó hÓgartaigh, and R. Baskerville (2009) investigated the audit expectation gap in the United Kingdom (UK) and New Zealand (NZ). They also conducted an experiment to ascertain financial statement users’ understanding of the messages conveyed in the audit report.
The experiment involved 252 MBA students (used as surrogates for reasonably knowledgeable financial statement users), selected from universities in NZ and in the UK, and randomly allocated to one of four groups. Each group was provided with a set of financial statements and one of four variants of the standard unqualified audit report. The participants were asked to indicate their opinion on 10 different statements related to the messages conveyed by the auditors’ report. 
Porter et al. (2009, 187) found that the content of the auditor’s report makes no difference to financial statements users’ understanding of the responsibilities of directors and the auditor for the financial statements or the nature of the audit process. From this, the authors conclude that the audit report may not be a useful tool for narrowing the audit expectation gap and that other means may be more effective.   
As part of the experiment (Porter et al. 2009, 187), respondents were asked to identify the most important items in an audit report. Among the most important items are included:

· The auditor’s ‘true and fair’ opinion;

· A statement of the directors’ and auditor’s responsibilities with respect to the financial statements;

· Identification of the audit firm which conducted the audit; and

· The audit qualifications, types, and reasons. 

Gold et al. (2009)
A. Gold, U. Gronewold, and C. Pott (2009) conducted an experiment in order to investigate financial statement users’ perceptions regarding auditor and management responsibilities and the reliability of audited financial statements. The ultimate purpose of this research was to establish a possible reduction of the expectation gap under the revised ISA 700 audit report. 
The experiment (Gold et al., 2009, 11) involved experienced auditors; selected from both big4 and non-big4 firms, financial analysts; selected from database Bloomberg and students; selected from the Erasmus University, Ruhr University Bochum and University of Münster. The experiment was performed twice: one experiment was conducted with Dutch participants and the other one with German participants. The full sample comprised 205 German and 58 Dutch auditors, 62 German and 20 Dutch analysts and 109 German and 46 Dutch students. 
The experiment was conducted as a web-based survey (Gold et al., 2009, 12). Participants were asked to read a short company description, a summary of the firm’s financial statements, and an audit report. One group of participants received a ‘complete audit report’ (ISA 700, revised), while the other group received an ‘opinion-only’ version of the audit report. Participants were then asked to respond to a series of questions concerning:

1) Responsibilities of the auditor and company’s management, that is, producing the financial statements, detecting, and preventing fraud, and responsibilities concerning the soundness of the firm’s internal control structure.
2) With respect to misstatements, fraud, and errors, the reliability of the financial statements.
Gold et al. (2009, 26) found that financial statement users ascribe greater responsibility for the financial statements to auditors as compared to auditors. Despite of the new wording in the ISA 700 (revised) audit report and its detailed explanations of the auditor’s responsibilities and the task and scope of the audit, the authors did not find a reduction in the expectation gap. When the complete audit report is provided, as for the reliability ascription, the authors found the expectation gap to be even increased.
4.2 Present-day’s recommendations on the audit report
In March 2009, the Auditing Practices Board (APB) published ISA (UK and Ireland) 700 (Revised), ‘The auditor’s report on financial statements’ in order to facilitate a more concise audit report. 

The new ISA (UK and Ireland) 700 (Revised) facilitates shorter auditor’s reports, for example by allowing cross reference to a ‘Statement of the Scope of an Audit’ maintained on APB’s web-site or a ‘Statement of the Scope of an Audit’ that is included elsewhere in the annual report (APB, 2009, 2). 

The second phase concerning the APB is to perform a research to investigate in which way the informative value of the audit report can improve. For example, to highlight matters that could be relevant to a proper understanding of the auditor’s work, including additional comment in the audit report (APB, 2009, 3). 

Mock et al. (2009, 11) recommend to define clearly the message the profession wishes to communicate by issuance of an unqualified audit report and the level of assurance intended to communicate in regard to the audit and the associated financial statements. 

Concerning ‘expanded disclosure’, the disclosure of matters found to be important to financial statement users, Mock et al. (2009, 12) mention two topics to be worthy of consideration: ‘materiality’, seeing that the level of assurance is confused with the concept of materiality and ‘independence’. Further research, for example, should examine the impact of disclosing additional information on issues that may potentially affect user perceptions of auditor independence and the corresponding level of assurance provided by the audit. 

Mock et al. (2009, 17) call attention to the importance of reporting on certain business risks, including the potential effect on the financial statements of significant risks and exposures and uncertainties that are disclosed in the financial statements. “Such information could be of interest to financial statement users and should be examined as to the usefulness to financial statement users and the impact of such disclosures on user’s perceptions of the level of assurance provided by an unqualified auditor’s report.”

Based on their research findings, Porter et al. (2009, 182) set out some recommendations on steps the audit profession might take to narrow the audit expectation gap and to render the audit report more valuable to financial statement users. 
Porter et al. (2009, viii) suggest that the audit profession gives increased focus to the auditor’s opinion by moving the opinion paragraph to the beginning of the report. The audit profession should ensure the wording of the audit report is clear and simple so that it may readily be understood. Porter et al. (2009, viii) further recommend including within the auditors’ responsibilities reporting:

· More company specific information; for example information currently provided to

the auditee’s directors (management letter);

· An appropriate regulatory authority untoward matters that are uncovered during an

audit (when it is in the public interest to do so).
Following the Auditing Practices Board (APB) in ISA (UK and Ireland) 700 (revised), Porter et al. (2009, viii) suggest to transfer some explanatory paragraphs (standardized wording) with a cross-reference to a location where the information is accessible to anyone who wishes read it.
As from their research findings, Gold et al. (2009, 28) conclude that detailed explanations of auditor and management responsibilities and of the task and scope of the audit in the ISA 700 (revised) audit report, are not effective in reducing the audit expectation gap. The authors suggest that the explanations need to be formulated stronger, more understandable, and less ambiguous, that is, leaving less room for individual interpretation. 

W. Smieliauskas, R. Craig, and J. Amernic (2008) propose that the auditor’s report be revised to replace the words ‘true and fair view’ with ‘acceptable risk of material misstatement’. According to the authors (2008, 225), audit reports constitute an inadequate response to a thirty-year-old criticism that the audit report ‘may be unclear and ambiguous to the average reader’ (Cohen Commission, 1978). 
Smieliauskas et al. (2008, 226) state that the audit report should communicate the results of an audit process to best reflect the auditor’s state of knowledge at the time the audit report is dated. They argue that the current wording of the standard audit report is deficient and that its expression, ‘true and fair view’, is operationally defective. 
The concept of risk: ‘acceptable risk of material misstatement’ as proposed in this article (2008, 241), incorporates audit risks as well as accounting risks. Accounting risks are associated with making predictions in estimates used in applying GAAP. They are unrelated to the risks associated with gathering appropriate audit evidence. 
The proposed modified standard audit report (Smieliauskas et al., 2008, 241) contains the following phrase: “Because of inherent limitations of estimates required in GAAP there may be material differences between the amounts recorded and what is realized ultimately. Such material differences arise from the need to use estimates and predictions of the future in financial reporting. These estimates and predictions are subject to the risk that they will become inadequate because of unexpected changes in conditions. We have identified acceptable levels of these risks for each of the accounts. The resulting estimates, related note disclosures, and account titles and account totals are within the bounds of these acceptable risk levels.”
The authors (2008, 241) pretend that their wording makes it clear that ‘acceptable risk of material misstatement’ includes failure to predict accounting estimates and to incorporate intentional and unintentional misstatements.  

4.3 European Commission Green Paper on Audit Policy

“Robust audit is key to re-establishing trust and market confidence; it contributes to investor protection and reduces the cost of capital for companies” (European Commission, 2010, 3).

In October 2010, the European Commission issued a consultation – Green Paper Audit Policy: Lessons from the Crisis. The Green Paper aims to draw the lessons from the crisis with respect to the external audit of companies. The Commission questions whether, to mitigate any future financial risk, the role of the audit could be enhanced.
Concerning the causes of the financial crisis, the Commission (2010, 3) states that while the role played by banks, hedge funds, rating agencies, supervisors, or central banks has been questioned in dept, limited attention has been given so far to how the audit function could be enhanced in order to contribute to increased financial stability. 

The Commission recognizes that the audit is a key contributor to financial stability, and that auditors have an important ‘societal role’ in offering an opinion on whether the financial statements give a true and fair view. However, the Green Paper expresses a number of concerns, which begins with the relevance of the audit in today’s business environment, and the expectation gap between users’ expectations and the nature of an audit. 

In addition, the Commission focuses on the governance and independence of audit firms and the structure of the audit profession, in particular the concentration of audit firms and the possibility of this, creating risks (European Commission, 2010, 4). 

The Commission (2010, 6) notes that the statutory audit has evolved from substantive verification of income, expenditure, assets, and liabilities to a risk based approach. The Commission questions whether this creates an expectation gap and whether a ‘back to basics’ approach would be desirable. 

According to the Commission (2010, 8), the auditor’s responsibilities to communicate may be revisited in order to improve the overall communication process. The Green Paper considers the extent to which information of public interest that is available to auditors should be communicated to the public, for example, the company’s exposure to future risks, and the risks to intellectual property. 

The Commission states that it would like to reinforce the independence of auditors, and address the conflicts of interests. The Commission is consulting on, amongst others, the possibility of prohibiting non-audit services by audit firms. “Since audit firms provide an independent opinion on the financial health of companies, ideally they should not have any business interest in the company being audited” (European Commission, 2010, 12). In addition, the Commission is considering a scenario where the audit role is one of statutory inspection wherein the appointment, remuneration, and duration of the engagement would be the responsibility of a third party, perhaps a regulator. 

Several comments on the Green Paper were found through the library service of the Communication & Information Resource Centre Administrator (CIRCA), an extranet tool where contributions of public consultations can be shared. Some interesting contributions to the consultation on Audit Policy, specifically those contributions concerning the auditor’s communications, are presented below and will further on be compared with the results of this research. 

The Federation of European Accountants
The Federation of European Accountants (FEE) agrees with the European Commission’s observation that stakeholders, especially investors, may be insufficiently aware of the limitations of an audit. This include materiality, sampling techniques and testing, the responsibility of management and those charged with governance, the role of the auditor in the detection of fraud, and risk-based auditing, which may result in an expectation gap.

According to the FEE, a balance needs to be found between providing more information on the audit methodology and creating information overload which would hinder the objective to enhance users’ understanding. The FEE mentions that users could always refer to the ISA’s, whereby it needs to be acknowledged that a fair level of understanding of accounting, financial reporting and auditing is required.

The FEE notes that the auditor reports to the audit committee (or the supervisory board) on key matters arising from the audit, including material weaknesses in internal control, auditor’s independence, the entity’s accounting practices and policies, accounting estimates and financial statement disclosures, and significant matters in the auditor’s professional judgment. According to the FEE, such matters could also be reported publicly by the auditor in the audit report. 

In addition, the FEE ventilates that the provision of some level of assurance on corporate governance statements by the auditor can increase the degree of confidence of users in corporate governance information. 

The American Accounting Association
The Auditing Standards Committee of the Auditing Section of the American Accounting Association (AAA), notes that the complexity and estimation uncertainty inherent in financial statements have changed dramatically over the past few decades. However, the format of financial statements, the nature of assurance provided for accounting estimates, and content in the auditor’s report have changed very little. Without revisions to the audit report, and the financial reporting models, the expectation gap will keep increasing. 

According to the AAA, more non-financial indicators, such as customer and employee satisfaction, should be audited and included in the financial reports. Auditors can use nonfinancial measures to assess the reasonableness of financial performance and, thereby, help detect financial statement fraud.

The NBA
The NBA: the Dutch Professional Accountancy Association (Nederlandse Beroepsorganisatie van Accountants), suggests a mandatory requirement for the audit opinion to address specific aspects, in the form of a required emphasis of matter paragraph, regarding: 
· risk management;

· funding and client’s status as a going concern;

· management estimates; and

· key accounting principles

Ernst & Young
In discussions and interactions with investors, Ernst & Young Global Limited, the central entity of the global Ernst & Young organization, found that some of them are looking for enhanced disclosure of financial statement risks, judgments and estimates, more than additional information about the audit methodology. 
Ernst & Young suggests that management or audit committee reporting of this information (perhaps with auditor attestation) could perhaps be more beneficial in bridging the expectation gap. According to Ernst & Young, consideration should be given to requiring a report to shareholders from the Audit Committee describing the key financial statement risks and critical judgments and estimates discussed with management and the auditors.

PricewaterhouseCoopers
PricewaterhouseCoopers (PWC) believes that greater transparency around the presentation of financial statements and the audit process, including transparency about the dialogue between auditors and the audit committee, should help to bridge the expectation gap and clarify the role of audit. 

PWC refers to the situation in the France, where the audit report includes a specific reference to the key assumptions underlying most significant accounting judgments. According to PWC, in Sweden it is common for auditors to speak at the shareholders’ meeting about important aspects of the audit process such as major risks, in which way these have been addressed in the audit, and the auditor’s interaction with management, the audit committee, and the board.

PWC supports an improvement in the information disclosed by companies about the risks facing their business and in which way these risks are managed. This information should not be limited to the risks affecting the valuation of assets and liabilities, but should provide an insight into the key risk management activities of the board. According to PWC, the key message is that users are looking for information about the way in which companies manage risks, rather than assurances that internal controls and governance arrangements meet an external benchmark.
The International Federation of Accountants
The IFAC notes some additional areas where stakeholder awareness could be enhanced:

· A greater understanding of the role of the auditor and the implications of the auditor’s work; 

· Enhanced disclosure about critical areas of risk which may occur in discussions between the auditor and the audit committee; 

· The criteria used by audit committees and boards for selecting an auditor; 

· A greater understanding of the various communications by the auditor beyond the auditor’s report (e.g., more comprehensive and detailed communication to those charged with governance). 

In response to the European Commission Green Paper on Audit Policy, the IAASB agrees that taking steps to narrow the expectation gap and further enhance stakeholders’ understanding of the role of the auditor is of continuing importance. The IAASB intends to explore further the practice in France whereby the audit report includes a so-called ‘justification of assessments’, and considers the additional information conventionally provided in public sector audit reports.
KPMG International

According to KPMG, the provision of additional information by the company to external stakeholders has the potential to contribute to improving the overall communication process and, where covered by assurance, raise the value added by an audit. KPMG recommends the following reporting areas to be further considered:

· Explaining the entity’s business model and the key value drivers and how they relate to the historical financial results;

· Setting out the main business risks that might impact the relevant business model and how management seek to manage them;

· Achieving a more balanced approach to the reporting of financial and non-financial KPIs;

· Confirming that there have been no major weaknesses in internal control during the period or explanation of what these were and what remedial action was taken to mitigate their effects; and

· Audit committees reporting on the process by which they have satisfied themselves in areas of subjectivity, including risks, areas of judgment and significant estimates made in the financial statements.

4.4 The ‘De Wit’ committee report (“Credit Lost”)
In the Netherlands, November 2009, the House of Representatives set up the Parliamentary Inquiry Committee on the Financial System (De Wit Committee).

The committee performed a parliamentary inquiry into the emergency measures taken by the Dutch government between September 2008 and January 2009 to deal with the urgent problems of the financial system in the Netherlands. In May 2010 the chairman of the committee, Mr. Jan de Wit, presented the committee's report, called ‘Credit Lost’ to the President of the House of Representatives.
According to the Committee, the immediate cause of the financial crisis was the bursting of the housing market bubble in the US, when it became clear that many bad mortgages had been issued. The committee states that the deeper underlying causes of the crisis had to do with macroeconomic considerations (trade and monetary policy, globalization and deregulation of the financial markets).
Concerning the role of the auditor, the Committee (2010, 24) judges that financial crisis has shown that the audit profession failed to succeed its social responsibility to provide a clear and adequate clarification on the financial statements of financial corporations, especially on the uncertainties concerning the valuation of financial assets. 
The Committee states that a gap exists between the expectations of the ‘public at large’ and the nature of the audit. It is questioned whether the auditor did enough to fulfill his social responsibilities. Material risks have not been clearly communicated to management and regulators.   

The De Wit Committee (2010, 156) concludes that in the Netherlands no incorrect audit opinions have been issued. Financial statements generally were not required to be restated. However, the Committee questions the value relevance of the audit report for assessing the health of financial organizations and the financial system.

The Committee underwrites the initiatives taken by the professional association to use the collective knowledge that is available for the early identification and monitoring of risks, problems, and areas of attention within financial institutions as well as within the financial sector.

The Committee (2010, 158) was interested to learn of the proposals for a new kind of tripartite conference, that is, consultation between ‘De Nederlandsche Bank’ (DNB), the financial company, and the external accountant. These initiatives could contribute restoring trust in auditors as reliable parties in the public sphere and the financial sector.

4.5 Summary
In this chapter, a several studies on the value relevance of the audit report have been described. A schematic representation of these studies and their contents and findings is presented in appendix 3. The next chapter focuses on the design of the empirical part of this research.
5. Outline of the empirical research

The purpose of this research is to investigate the value relevance of the auditors’ communications. ‘Value relevance’ implies the ability of the auditors’ communications, i.e., the audit report, in communicating effectively about the audit process, the responsibilities of the auditor, the nature of assurances provided by the auditor and other items which could be important in a decision-making process.  
Effectiveness will be established by assessing users’ understanding of messages as contained in the audit report and identifying users’ needs and requirements regarding topics which should be attended to (more extensively) in the audit report.

This chapter provides an outline of the empirical research. Research approach, type of research and the research strategy; the research characteristics, are depicted. This chapter also defines units of analyses and describes strategies of sample selection and data collection. At last, this chapter reports on the design of the questionnaire (research instrument) and data analysis.     

5.1 Characteristics of the research 

Research approach
Empirical research derives its data by means of direct observation or experiment. Data is used to answer a question or to test a hypothesis. Two generally accepted approaches exist as to the design of an empirical research: qualitative research and quantitative research. 

According to Verschuren en Doorewaard (2007, 160) determining a research approach is a choice between breadth and depth. Either breadth (quantity): a large-scale approach that enables a generalization of the results or depth (quality): a small-scale approach that enables to achieve depth, elaboration, complexity and a sound foundation with a minimum of uncertainties.

Whereas quantitative research refers to counts and measures of elements, qualitative research refers to the meanings, the concepts, the definitions, the symbols, the characteristics and the descriptions of elements. Qualitative data collection requires researchers to interpret the information collected, most often without the benefit of a statistical support.

Following Babbie (2007, 23), quantification often makes observations more explicit. Quantification also can make it easier to aggregate, compare, and summarize data and opens up the possibility of statistical analyses. Quantitative data offer the advantages that numbers have over words as measures of some quality. 

In this research, a qualitative research strategy will be applied. This study is not intended to be accurately representative of its population. Different groups of financial statement users will be involved; however, the actual selection of sample items will be non-random.
The quantification of data makes observations more explicit. Quantification also can make it easier to aggregate, compare, and summarize data (Babbie, 2007, 23). Considering the advantages of quantitative data collection, the possibility of performing statistical analyses, in this research is decided to arrange the research instrument as such that quantified data will be obtained. 
Type of research
According to Babbie (2007, 87), three of the most common and useful purposes of research are exploration, description and explanation. Exploratory studies are conducted to ‘explore’ a topic. Exploratory research helps determine the best research design, data collection method, and selection of sample items. The exploratory approach typically occurs when a researcher examines a new interest or when the subject of the research itself is relatively new.
In exploring descriptive research, the researcher observes and then describes what has observed. The purpose of descriptive studies is to identify patterns or trends in a situation, but not the causal relationships between different elements. Descriptive studies help in generating hypotheses on which further research can be based. 

Descriptive studies answer questions of what, where, when and in which way, explanatory studies of why. Conducting explanatory research, the researcher goes beyond merely describing characteristics, to analyze and explain why and in which way something is happening. The purpose of explanatory studies is to identify and measure causal relationships among phenomena. 
The nature of this research could best be described as ‘explorative’. The purpose of the research is to learn about financial statement users’ conception and understanding of certain messages in the audit report, i.e., to identify and describe the value relevance of ISA 700 unqualified audit reports. 
Research strategy
Verschuren en Doorewaard (2007, 161) distinguish five main research strategies:

1) the survey (survey research)

Survey research is a research method involving the use of questionnaires to gather information about people and their thoughts and behaviors. Surveys include the use of a questionnaire: an instrument specifically designed to elicit information that will be useful for analysis. 

To gather information on a population at a single point of time, cross-sectional surveys are used. In purpose of collecting data at different points in time, longitudinal surveys are used. Surveys may be used for descriptive, explanatory, and exploratory purposes. 

2) the experiment (experimental research)

The experimental method is a systematic and scientific approach to research in which the researcher manipulates one or more variables, and controls and measures any change in other variables. Experimental research is especially appropriate for hypothesis testing. Seeing that the key to experimental research is discovering causal relationships, experiments are better suited to explanatory than to descriptive purposes. 

3) the case study (case study research)

The case study is a research methodology based on an in-depth, longitudinal investigation of a single individual, group, or event: a case. Case studies can be based on a mix of quantitative and qualitative evidence. The case study method focuses on description and exploration. 

4) the grounded theory approach

Grounded theory is the attempt to derive theories from an analysis of the patterns, themes, and common categories discovered in observational data. Data are collected in the absence of hypotheses. The grounded theory approach is different from hypothesis testing, in which theory is used to generate hypotheses to be tested through observations.  

5) desk research 

Desk research, or secondary analysis, is a form of research in which another reanalyzes the data collected and processed by one researcher. This is especially appropriate in the case of survey data. 

In examining respondents’ opinions and interpretations regarding messages in the audit report, survey research is the most applicable research strategy. A mail survey (e-mail survey) will be performed in which questionnaires will be used to elicit information from sample items. 
5.2 Units of analyses

The units of analyses are the investigated elements. In addition, the units of analysis in a study are usually the units of observation. In this research, the aim is to investigate behavior of individuals: financial statement users. In fact, every citizen can be classified as being a financial statement user. Anyone could own shares and, being a shareholder, taking cognizance of financial reports. As a result, it will be impossible to define accurately the extent of different groups of financial statement users. 

According to the IASB-framework (IASB, 2005), the objective of financial statements is to provide information about the financial position, performance and changes in financial position of an entity that is useful to a wide range of users in making economic decisions. The Framework lists the following ‘principal classes’ of financial statement users:

· present and potential investors and their advisors;

· employees;

· suppliers and other trade creditors;

· customers;

· governments and their agencies;

· public. 

According to the Framework (IASB, 2005), all of these categories of users rely on financial statements to help them in their decision-making. The Framework concludes that because investors are providers of risk capital to the entity, financial statements that meet their needs will also meet most of the general financial information needs of other users. 

The providers of risk capital, investors (shareholders) could be classified as a main class of financial statement users. Investors rely on financial accounting information as their major source of financial information. In economic decision-making, investors need reliable information. Information should not contain material error and bias, and need to represent events and transactions faithfully.
A financial statement audit is conducted to enhance the degree of confidence of intended users in the financial statements. Decision makers use the audited information on the assumption that it is reasonably complete, accurate, and unbiased. Because the audit report represents the auditor’s communications of findings to financial statement users, such a report is considered an essential tool in evaluating companies’ performances and creating investment decisions.
Concerning the purpose of this research, and considering the information before, is decided that ‘investors’ will form a major part of the sample. Various groups of financial statement users will use and analyze the audit report from different points of view; consequently, it is essential to engage different stakeholders. In forming conclusions, investors, as well as bankers and financial analysts, practice different ideas and perspectives.
5.3 Sampling and data collection
In paragraph 5.2, units of analyses have been identified. This paragraph describes in which way different target groups will be approached and exemplifies the sampling method and sample size. 
Target group ‘investors’, the providers of risk capital, is considered to be the principal class of financial statement users. Investors could be institutions, e.g., insurance companies and pension funds, or private investors. Investors will be addressed through ‘professional representatives’, like fund managers (asset management), pension funds and insurance companies.
Financial analysts could be classified as being the professional representatives of both investors and creditors. Financial analysts work for, for example, banks, hedge funds, investment firms, insurance companies, rating agencies and investment banks. 

One example of financial analysts’ job is to assist their clients in making investment decisions. Financial analysts furthermore are engaged in assessing lending risks, determining a company’s value, analyzing the future prospects of a company, and performing analyses on behalf of Initial Public Offerings (IPO’s) and acquisitions and mergers. 

Bankers operate as financial intermediaries. Banks receive deposits and grant credit or invest in securities. Various types of banks could be classified as retail banks, e.g., commercial banks, community banks, private banks and savings banks or investment banks; a financial institution that is acting as an agent in the issuance of securities. Investment banks offer services to both companies issuing securities and investors buying securities.   

Financial analysts and bankers will be addressed through (investment) banks (corporate finance specialists), asset managers, and insurance companies. 

Sampling method
According to Babbie (2007, 180), probability sampling is the key to generalizing from a sample to a larger population, which involves the idea of random selection. When researchers want precise, statistical descriptions of large populations, they turn to probability sampling. 

In this research, determining the actual size of the population (financial statement users) will be practically impossible. Consequently, it is not possible to select random samples; probability samples of different groups of financial statement users. The actual selection of sample elements will be non-random. 

No probability sampling is any sampling method where the probability of the selection cannot be accurately determined. The sampling method in this research that could best be applied is ‘availability sampling’ (convenience sampling). Availability sampling is a method of choosing sample-elements who are available or easy to find.
In gathering company information and addressing potential sample participants, the database of ‘Company.info’ will be used. 

To be able to address research data in a quantitative manner, and to perform statistical analyses, it is decided to obtain quantified data. According to De Vocht (2009, 125), a statistical sample includes a number of observations of minimal 30.    

Forming a sample, as much as possible potential participants should be approached. Most probably, a great part of the participants as gathered in the first instance will not actually participate (non-response).  
5.4 Questionnaire design and data analysis
In examining respondents’ opinions and interpretations regarding messages in the audit report, survey research is the most applicable research strategy. A mail survey (e-mail survey) will be performed in which questionnaires will be used to elicit information from sample items. 
Following Swanborn (2009, 119), response size depends on the object of research in relation to the target group and the efforts of the researcher to acquire as large a response as possible. “With face-to-face and mail surveys, in several countries the response varies between 25% and 50%. No remarkable differences exist between paper-and-pencil and computer versions.”
The questionnaire (Appendix 2) will consist of closed-ended questions: scaled questions. Using the ‘Likert scale’, responses are graded on a continuum. Participants will be asked to react to a number of statements concerning the messages in the audit report. When responding to a Likert questionnaire item, respondents specify their level of agreement to a statement. The level of measurement is ‘ordinal’.
The questionnaire on ISA 700 unqualified audit reports comprises a number of statements as to the contents of the audit report. Practicing the Likert format, a five-point Likert scale, response categories are defined as: ‘strongly disagree’ – ‘disagree’ – ‘neither agree nor disagree’ – ‘agree’ – ‘strongly agree’. 

Using standardized response categories, the relative intensity of different items, Likert items, could be determined. Each of the five response categories will be assigned an index score (coding), ranging from one to five. Ordinal will be converted into interval variables. An interval measure is a variable which attributes are rank-ordered and have equal distances between adjacent attributes.
Based on the completed questionnaires, especially the response to the statements on audit reports, quantitative data will be obtained. Quantitative data will be analyzed using a quantitative statistic program (SPSS 17.0). 

5.5 Summary
This chapter focused on the design of the empirical research. The described characteristics of the research are the research approach, type of the research, and the research strategy. This chapter identified the units of analysis and described how different target groups will be approached. 
The next chapter contains an outline of the sample results concerning financial statement users’ understanding of the messages contained in the audit report.

6. Research results and analyses 
This chapter presents the results of the empirical part of this research. The first paragraph contains an outline of the questionnaire results (appendix 3). The second paragraph provides a qualitative assessment of the research results.   

6.1 The results of the questionnaire

This paragraph provides an outline of the sample results concerning financial statement users’ understanding of the messages contained in the audit report. A schematic overview of the research results per question is presented in appendix 3. 

6.1.1 The research respondents

The research was conducted among different groups of financial statement users, i.e., institutional investors, bank lenders, and financial analysts. 

Various user groups have different approaches in processing information and economic decisions. The role of the financial statements and the accompanying audit report diverge according as the nature of decision-making, for example, investment decisions, lending risk assessments, and valuation. Different perspectives lay the foundation in forming conclusions. 

Despite of the purpose of using financial statement information, all of the intended respondents are professional users who rely on financial statements to help them in their decision-making. Because it represents the auditor’s communications of findings with respect to the financial statement audit, the audit report is considered an essential complementary tool. 

Approximately thirty-five companies have been approached by telephone. Secretaries or telephonists have been requested to pass around the questionnaire among company employees. 

Many times, telephonists offered direct email addresses of target officials. In some cases telephonists promised to distribute the questionnaire, which in the most cases resulted in non-response. Certain attempts to persuade to participate in this research major asset management firms and investment banks were successful; the questionnaire was completed by two or more company employees.

Companies or representatives, which did not respond or refused to participate, were struck off the lists and were reappointed by another potential respondent. Eventually, thirty respondents returned a completed questionnaire. Table 6.1 presents the characteristics of respondents, the branches of industry of which research results were obtained. 
	Table 6.1 Branch of industry

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	
	Asset management
	13
	43.3
	43.3
	43.3

	
	Insurance company
	4
	13.3
	13.3
	56.7

	
	Pension fund
	4
	13.3
	13.3
	70.0

	
	Corporate finance
	2
	6.7
	6.7
	76.7

	
	Investment bank
	7
	23.3
	23.3
	100.0

	
	Total
	30
	100.0
	100.0
	


Table 6.2 displays the percentages of respondents working for a stock listed company. 
	Table 6.2 Stock Exchange quotation

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	
	Yes
	10
	33.3
	33.3
	33.3

	
	No
	20
	66.7
	66.7
	100.0

	
	Total
	30
	100.0
	100.0
	


Table 6.3 displays the percentages of respondents who prefer or do not prefer to work with audit reports provided by ‘Big Four’ audit firms. 

	Table 6.3 Respondents in favor of a big 4 audit report

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	
	Yes
	8
	26.7
	26.7
	26.7

	
	No
	22
	73.3
	73.3
	100.0

	
	Total
	30
	100.0
	100.0
	


The greater part of the respondents does not distinguish between audit reports provided by ‘Big Four’ audit firms and other audit firms. The distribution of results among classes of financial statement users is presented in table 6.4.   
	Table 6.4 Branch of industry vs. Big 4 report preference

	
	
	Big 4 report preference
	Total

	
	
	Yes
	No
	

	Branch of industry
	Asset management
	5
	8
	13

	
	Insurance company
	2
	2
	4

	
	Pension fund
	0
	4
	4

	
	Corporate finance
	0
	2
	2

	
	Investment bank
	1
	6
	7

	Total
	8
	22
	30


Approximately 40% of the respondents in category ‘asset management’ distinguish between audit reports derived from ‘Big Four’ audit firms and other audit firms. Research output may indicate that respondents in favor of a Big Four- audit report believe Big Four- audit reports are more reliable or that large and well-established audit firms are more capable in performing audit procedures, and identifying risks and possible misstatements. 

6.1.2 Audit report - general 

Figure 6.1 audit report - general
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Figure 6.1 reveals the unanimity of respondents concerning the usefulness of the audit report in general. Respondents do agree that the audit report enhances the credibility of the financial statements. Another 60% of the respondents are of the opinion that the purpose of the audit is clearly communicated in the audit report. 

90% of the respondents (37% agree and 53% strongly agree) affirm the statement: ‘The unqualified audit report implies that the audited financial statements present a true an fair view of the company's financial position as at December 31, 20X1 and of its financial performances and cash flows for the year then ended’. 

Figure 6.2 audit report – general
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Research results show that respondents are in disharmony when perceiving the statement on going concern. Figure 6.2 shows that a third of the respondents believe that an unqualified opinion signals the reporting entity is a going concern or that a going concern analysis was performed and the auditor concluded that the entity’s going concern status was not an issue. 

The greater part of the respondents does not agree with the statement on going concern. Respondents are of the opinion that an unqualified audit report does not necessarily vouch for the entity’s ability to continue as a going concern. 

	Table 6.5 branch of industry versus audit report guarantees the company is a ‘going concern’

	
	
	Audit report general: audit report guarantees the entity is a going concern
	Total

	
	
	Strongly agree
	Agree
	Neither agree nor disagree
	Disagree
	Strongly disagree
	

	Branch of industry
	Asset management
	0
	4
	3
	5
	1
	13

	
	Insurance company
	0
	1
	1
	2
	0
	4

	
	Pension fund
	0
	1
	1
	1
	1
	4

	
	Corporate finance
	0
	1
	0
	1
	0
	2

	
	Investment bank
	1
	1
	2
	3
	0
	7

	Total
	1
	8
	7
	12
	2
	30


Table 6.5 reveals respondents responses to the going concern statement by comparison with branches of industry. The greater part of the asset managers do not agree with the statement on going concern.
6.1.3 The nature and scope of the auditor’s work 

Figure 6.3 the nature and scope of the auditor’s work
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Based on figure 6.3 can be deducted that 40% of the respondents agree that the audit report clearly explains the general procedures performed by an auditor. Research results (table 6.6) further show that 65% agree with the assertion that an audit is conducted in accordance with Generally Accepted Auditing Standards (GAAS). 
	

	Table 6.6 branch of industry versus audit is conducted in accordance with GAAS

	
	Scope: the audit conducted in accordance with GAAS
	Total

	
	Strongly agree
	Agree
	Neither agree nor disagree
	Disagree
	Strongly disagree
	

	Branch of industry
	Asset management
	0
	10
	1
	1
	1
	13

	
	Insurance company
	0
	2
	1
	1
	0
	4

	
	Pension fund
	0
	0
	2
	2
	0
	4

	
	Corporate finance
	0
	1
	0
	1
	0
	2

	
	Investment bank
	1
	6
	0
	0
	0
	7

	Total
	1
	19
	4
	5
	1
	30


Respondents appear to be positive on the explanatory power of the audit report concerning the nature and the scope of the auditor’s work. Respondents support the effectiveness of the audit report in communicating on audit procedures and the application of auditing standards. 
6.1.4 The audit opinion

The unqualified audit report concludes on the financial statements to present a true and fair view of the financial position of the reporting entity and of its financial performance. The auditor’s responsibility is to perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement
Almost 87% of the respondents disagree or strongly disagree with the following statement: ‘The audit report implies that the audited financial statements are free of material error’. 

The research results further express that 83% of the respondents agree or strongly agree that the audit report clearly indicates the level of assurance provided concerning the audit opinion on financial statements. Respondents interpreted the audit report as to explain that an audit was designed to provide reasonable, but not absolute assurance, that the financial statements are free of material misstatements. 

	Table 6.7 branch of industry versus basis of audit opinion

	
	
	The audit opinion: basis of the audit opinion is clearly communicated in the audit report
	Total

	
	
	Strongly agree
	Agree
	Neither agree nor disagree
	Disagree
	Strongly disagree
	

	Branch of industry
	Asset management
	1
	6
	4
	1
	1
	13

	
	Insurance company
	0
	1
	2
	1
	0
	4

	
	Pension fund
	1
	1
	1
	1
	0
	4

	
	Corporate finance
	0
	0
	1
	1
	0
	2

	
	Investment bank
	0
	7
	0
	0
	0
	7

	Total
	2
	15
	8
	4
	1
	30


57% of the respondents communicate the opinion that in the audit report the basis of the audit opinion is clearly communicated. 26% of the respondents communicate doubt concerning the explanation of the basis of the audit opinion and neither agreed nor disagreed the assertion, and 17% of the respondents disagreed the audit report to communicate clearly on the basis of the audit opinion.

Figure 6.4 the audit opinion
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It appears that respondents are doubtful concerning the role of judgment in the formation of an audit opinion. Almost half of the respondents disagrees that the audit report clearly indicates the role of judgment in the formation of the audit opinion. 
Table 6.8 presents the comparison of respondents’ responses to the statement on professional judgment, in comparison with branches of industry. 

	Table 6.8 branch of industry versus indication of judgment in the formation of audit opinion

	
	
	Audit report clearly indicates the role of judgment 
	Total

	
	
	Agree
	Neither agree nor disagree
	Disagree
	Strongly disagree
	

	Branch of industry
	Asset management
	1
	4
	6
	2
	13

	
	Insurance company
	1
	3
	0
	0
	4

	
	Pension fund
	0
	2
	2
	0
	4

	
	Corporate finance
	0
	1
	1
	0
	2

	
	Investment bank
	2
	2
	3
	0
	7

	Total
	4
	12
	12
	2
	30


6.1.5 The auditor and auditors’ responsibilities

Of all respondents, 57% strongly agree and 43% agree that the auditor’s responsibility is to express an opinion on the financial statements based on the audit. Respondents are not unanimous concerning the auditor’s responsibility in relation to fraud. 43% believe that the audit report clearly indicates the auditor’s responsibility in relation to fraud. 33% neither agree nor disagree, and 24% disagree with this assertion.

	Table 6.9 branch of industry versus auditor’s responsibilities in relation to fraud

	
	
	The audit report clearly communicates the auditor’s responsibilities in relation to fraud
	Total

	
	
	Agree
	Neither agree nor disagree
	Disagree
	Strongly disagree
	

	Branch of industry
	Asset management
	6
	6
	0
	1
	13

	
	Insurance company
	2
	2
	0
	0
	4

	
	Pension fund
	0
	1
	2
	1
	4

	
	Corporate finance
	2
	0
	0
	0
	2

	
	Investment bank
	3
	1
	2
	1
	7

	Total
	13
	10
	4
	3
	30


Based on table 6.9 could be deduced that half of the asset managers believe that the audit report clearly indicates the auditor’s responsibilities in relation to fraud. The other half of the asset managers have no opinion on this statement, or do not understand the auditor’s communications on fraud responsibilities. Only one asset manager definitely believe that the audit report lacks a clear description of the auditor’s responsibilities in relation to fraud.   

Figure 6.5 the auditor and auditors’ responsibilities
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Over 50% of the respondents believe the auditor is objective and unbiased. 30% of the respondents are doubtful concerning the auditor’s objectiveness and the auditor’s unbiased opinion, and almost 20% of the respondents disagree with this statement. 

6.1.6 Clarified ISA’s 

Figure 6.6 clarified ISA’s 
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In the Netherlands, as from December 15, 2010, the audit report is called ‘controleverklaring’. This new title should better reflect the nature of the work performed by the auditor, i.e., the ‘controleverklaring’ as a resultant of the audit of financial statements.

Figure 6.6 shows that almost half of the respondents are of the opinion that the new audit report title better reflects the nature of the work performed by the auditor. Respondents agree that the new form audit report is more effective in discerning from, for example, a review report, or a compilation report, resulting from the review or the compilation of financial statements.    Another great part of the respondents (37%) neither agree nor disagree the new form audit report to communicate effectively on the nature of work performed by the auditor. 

Another great part of the respondents (37%) neither agrees nor disagrees the new form audit report to communicate effectively on the nature of work performed by the auditor. Respondents may be doubtful on the difference between ‘controleverklaring’ and ‘accountantsverklaring’, or they already did understand the meaning and purpose of the audit report resulting of the auditor’s audit of historical financial information.
The greater part of the respondents (65%) does not believe that the new form audit report better clarifies the level of assurance provided by an audit concerning the opinion expressed on the financial statements. 

6.1.7 Changes or additions to the audit report
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Figure 6.7 revision of the audit report – ‘going concern’
As is shown in figure 6.7, 80% of the respondents agree that the audit report should contain an explicit statement of the auditor’s assessment of the ‘going concern’ status of the client. Almost 14% of the respondents neither agree nor disagree the audit report to contain a statement on the going concern status of the client, and 6% disagree with this assertion. 

Table 6.8 revision of the audit report – materiality
The greater part of the respondents (57%) believes the audit report should contain an explanation of the materiality levels as practiced in the course of performing audit procedures. Almost 35% of the respondents neither agree nor disagree this statement, which may signify doubt concerning the utility for financial statement users to be acquainted with the auditors’ considerations about materiality. 

38% of the respondents agree that the auditor should report the extent to which he relied on the internal controls. Another great part of the respondents (35%) neither agrees nor disagrees with the statement on internal control. The respondents do not have an opinion on, or do not understand the role of internal control in the practice of auditing. 

6.2 Analyzing the research results 

This paragraph contains the qualitative analyses of the research results, presented in paragraph 6.1. In this paragraph, the research results will be interpreted. This part of the research is aimed at understanding the respondents’ understanding of the audit report, and their visions concerning the contents of the current form audit report, and possible changes or additions to the audit report. 
6.2.1 Audit report - general

As is presented figure 6.1, respondents do agree that the audit report enhances the credibility of the financial statements.  In addition, the greater part of the respondents is of the opinion that in the audit report the purpose of the audit is clearly communicated; consequently, the respondents are acquainted with the role and the purpose of the audit. The respondents support the relevance of the audit report to represent an unqualified opinion on the financial statements.

The greater part of the respondents does not agree with the statement on going concern. Respondents are of the opinion that an unqualified audit report does not necessarily vouch for the entity’s ability to continue as a going concern. This may imply respondents’ demand for additional information related to the entities’ going concern status.
Research results indicate that the main message of the audit report, that is, ‘the unqualified audit report implies that the audited financial statements present a true an fair view of the company's financial position as at December 31, 20X1 and of its financial performances and cash flows for the year then ended’, is positively understood by almost all respondents. The respondents understand that when the financial statements are covered by an unqualified audit report, the company’s financial situation is fairly stated, and may be relied on by financial statement users.

6.2.2 The nature and scope of the auditor’s work 

As could be deducted from figure 6.3, respondents are positive on the explanatory power of the audit report concerning the nature and the scope of the auditor’s work. Respondents support the effectiveness of the audit report in communicating on audit procedures and the application of auditing standards. 

Because the audit report lacks detail in describing the auditor’s effort to comply with auditing standards, to some extent the research results are remarkable. The audit report explains that certain procedures are performed in order to obtain audit evidence about the financial statements and that the procedures selected depend on the auditor’s judgment. The audit report however, does not attend to the contents of audit procedures and their contribution in forming the audit opinion. 

The remaining part of the respondents who neither agree nor disagree, or who disagree with the statements on the nature and scope of the auditor’s work doubt the understandability of the audit report. Respondents may require more transparency into the audit process and what the auditor has performed to obey his responsibilities. Research results here may indicate the existence of an ‘information gap’ between the information that investors need to realize informed investment decisions and the information that is disclosed.

6.2.3 The audit opinion

The auditor’s responsibility is to perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement. The greatest part of the respondents understands that the audit report does not imply the audited financial statements to be free of material error.  Based on this it could be concluded that the audit report effectively communicated the level of assurance provided by the audit, that is, the auditor does not guarantee the correctness of the financial statements. 

Nevertheless, it is surprising that such a great part of the respondents is skeptical as to the correctness of the financial statements. Respondents take into account the financial statements to contain mistakes or misstatements, despite the audit, which serves the purpose of adding credibility to the financial statements. The value relevance of performing audit procedures could be doubted.

The last phrase of the section ‘Auditor’s responsibility’ in the audit report states whether the auditor believes that the audit evidence as obtained by the auditor is sufficient and appropriate to provide a basis for the auditor’s opinion. Based on table 6.6 could be deducted that the basis of the opinion, that is, sufficient and appropriate audit evidence, is clearly communicated. Because the concept of ‘sufficient and appropriate audit evidence’ is explained no further and could be interpreted in many different ways, it is conceivable that a part of the respondents disagreed the assertion.
The section ‘Auditor’s responsibility’ in the audit report states that the audit procedures selected depend on the auditor’s judgment, including the assessment of risks of material misstatements of the financial statements. ‘Professional judgment’ however, is a high usage but vague concept, which may be incomprehensible for the financial statement user. Research results presented that 40% of the respondents have no opinion to, or do not understand the role of judgment in the audit process.

Professional judgment synthesizes the collection of information and the formation of conclusions. Throughout the course of the audit, extensive judgments are made by the auditor. The audit report fails to reflect those judgments, which is confirmed by the greater part of the respondents in this research. The audit report provides no answers, for example, for the following questions:

· What have been specific risks and points of attention in the audit and why? 

· What audit steps have been taken accordingly? 

· What materiality criteria have been used? 

· What items from the scope of the audit have been specifically excluded, or are subjected to more limited direct work? 

· What has the auditor performed to ensure high quality work if he used other auditors? 

Opposite, the judgmental process involved in performing an audit is complex and may not have to be conveyed in detail. Besides, a requirement for auditors to provide a narrative audit report, including a description of the work performed and judgments used, may raise concerns that audit firms would be required to disclose proprietary information.
6.2.4 The auditor and auditors’ responsibilities

As stated in the audit report, the auditor’s responsibility is to express an opinion on the financial statements. According to the research results, respondents clearly understood this statement of the audit report. This statement on auditors’ responsibility however, does not propose an approach concerning the auditor’s responsibility in relation to fraud.  

The audit report provides little information on the auditor’s responsibility in relation to fraud. The section ‘Auditor’s responsibility’ in the audit report states that the audit procedures selected depend on the auditor’s judgment, including the assessment of the risks of material misstatement of the financial statements, whether due to fraud or error. Fraud is attended to as part of the auditor’s risk assessment procedures. 

International Standard on Auditing (ISA) 240 deals with the auditor’s responsibilities relating to fraud in an audit of financial statements. ISA 240 states that the primary responsibility for the prevention and detection of fraud rests with those charged with governance of the entity and management. 

Concerning the responsibilities of the auditor, ISA 240 postulates: ‘An auditor conducting an audit in accordance with ISAs is responsible for obtaining reasonable assurance that the financial statements taken as a whole are free from material misstatement, whether caused by fraud or error. Owing to the inherent limitations of an audit, there is an unavoidable risk that some material misstatements of the financial statements may not be detected, even though the audit is properly planned and performed in accordance with the ISAs.’

Over 23% of the respondents do not agree that the audit report clearly communicates the auditor’s responsibility in relation to fraud. 33% of the respondents neither agree nor disagree with this statement. Respondents do not ascertain the audit report’s message concerning fraud responsibilities. The greater part of the respondents (44%) who do agree with this statement, may be familiar with the auditor’s communications, and do realize the joint responsibility of management and the auditor relating to the detection of fraud.

Regarding to the auditor’s professional behavior, the audit report appoints that International Standards on Auditing require the auditor to comply with ethical requirements. The International Ethics Standards Board for Accountants (IESBA) as established by the IFAC board develops and issues high quality ethical standards for professional accountants (auditors) for use around the world. 

The Code of Ethics for Professional Accountants (IESBA code) establishes ethical requirements. In acting in the public interest, auditors shall comply with this code. The auditor should comply with the fundamental principles, that is, integrity, objectivity, professional competence, confidentiality, and professional behavior. 

The principle of objectivity imposes an obligation on all professional accountants, amongst others, not to compromise their professional or business judgment because of bias, conflict of interest, or the undue influence of others.
The research results reveal the greater part of the respondents to be positive concerning the auditor’s professional behavior. The audit report appoints that the auditor be required to comply with the ethical requirements. The audit report however, further does not attend to the content and the application of the ethical requirements. The research results may indicate that respondents are already familiar with the concept of the auditor independence, and the auditor’s social responsibility. 

A great part of the respondents trusts the auditor to act in the public interest, which is an important solution. According to the handbook of the code of ethics (IFAC, 2010), independence of mind and in appearance is necessary to enable the professional accountant in public practice to express a conclusion, and be seen to express a conclusion, without bias, conflict of interest, or undue influence of others. 
The objective of the audit; to enhance the credibility of the financial statements, could only be realized if the users of the financial statements believe the auditor is objective and unbiased. Independence is fundamental to the reliability of the audit report. Audit reports would not be credible, and investors and creditors would have little confidence in them, if auditors were not independent in both fact and appearance. 

6.2.5 Changes or additions to the audit report

Disclosure of methodologies and assumptions used by auditors may be useful to financial statement users. Concerning the auditor’s assessment of the ‘going concern’ status of the client, this is agreed upon by the greater part of the respondents. Respondents’ demand for an auditors’ opinion concerning the overall health and future prospects (going concern disclosure) of the company, may be attributed to the last decennium’s accounting scandals (Enron, Worldcom and Royal Ahold), and to economic circumstances; the financial crisis, as of the past three years.
Before issuing an audit report, auditors are required to consider the entity’s ability to continue as a going concern. An auditor should consider whether certain conditions or events discovered during the course of the audit contradict the going-concern assumption. The auditor is required to include an explanatory paragraph in the audit report if ‘substantial doubt’ exists about the ability of an entity to continue as a going concern. 

Almost 14% of the respondents neither agrees nor disagrees the audit report to contain a statement on the going concern status of the client. Respondents may support the view of the issuance of a going-concern opinion to be a self-fulfilling prophecy. Auditors are handling an ethical dilemma: whether to issue a going-concern opinion and risk escalating the financial distress of their client, or not issue a going-concern opinion and risk not informing interested parties of the possible failure of the company.

In the ‘audit opinion’ – section of this chapter, it has already been raised that the audit report effectively communicates the level of assurance provided by the audit. Respondents correctly interpreted the audit report as to explain that an audit was designed to provide reasonable, but not absolute, assurance that the financial statements are free of material misstatements. The auditor does not guarantee the correctness of the financial statements.

Although the respondents seem to understand that auditors do not audit everything to every penny, they may not understand the level of assurance related to the concept of materiality.

Misstatements, including omissions, are considered to be material if they, individually or taken together, could reasonably be expected to influence the economic decisions of users taken based on the financial statements (ISA 320). The auditor applies the concept of materiality both in planning and in performing the audit, and in evaluating the effect of identified misstatements on the audit and of uncorrected misstatements, if any, on the financial statements and in forming the opinion in the auditor’s report.
Throughout the audit, materiality is considered, in particular when
· Identifying and assessing the risks of material misstatement;

· Determining the nature, timing and extent of further audit procedures; and

· Evaluating the effect of uncorrected misstatements, if any, on the financial statements, and in forming the opinion in the auditor’s report (ISA 320).
Disclosure of the materiality levels might provide guidance to users of the extent to which the financial statements could potentially be misstated. It provides the quantitative context in which the auditor has arrived at his opinion that the financial statements present a true and fair view. 

More than half of the respondents agree that the audit report should contain an explanation of the materiality levels as practiced in the audit of financial statements. Respondents here may wish to obtain an understanding of the auditor’s judgmental processes, and the extent of immaterial errors, which could be contained in the financial statements. 
Respondents who neither agree nor disagree (33%), or who disagree (10%) the audit report to contain an explanation of materiality levels, may regard to materiality as sensitive information that auditors do not wish to be known to the users of financial statements and management of their clients.

6.3 Summary

In this chapter, the results of the questionnaire have been presented. In order to obtain an understanding concerning users’ interpretation of the messages conveyed in the audit report, a qualitative assessment of the responses has been conducted.
Last, chapter seven concludes this research with an answer to the main research question, and a comparison of the research results with the results from prior studies.  
7. Conclusions

This chapter contains a recapitulation of the research, and provides an answer to the main research question. The research results are compared with the results of prior research and the recommendations of, and responses to, the European Commission Green Paper on Audit Policy. Finally, this chapter attends to the limitations of the research.
7.1 Recapitulation

The financial audit role, as an independent examination and expression of opinion on the financial statements of an entity, is to report on the truth and fairness of the financial statements on behalf of their users. When reporting that the financial statements present a true and fair view in accordance with the relevant financial reporting framework, auditors provide ‘reasonable assurance’ that the financial statements as a whole are free from material misstatement, whether due to fraud or error. 
Auditors seek to minimize the risk that historical financial information, presented in compliance with an accounting framework, is materially misstated. ‘Independence’ is the cornerstone on which confidence in the audit profession rests.
Against the backdrop of the global financial crisis, a debate came into existence surrounding the concept of restoring confidence in financial and nonfinancial information, and the role of the audit function. The global financial crisis was not prompted by an audit failure; however, the value of the financial statements and the public interest role of the audit are broadly debated. 
Because of the financial and economic crisis, the ‘expectation gap’ between the role and responsibility of an auditor and the public perception of the auditor’s role and responsibility, is being challenged again.
According to the Parliamentary Inquiry Committee on the Financial System (De Wit Committee), the audit profession failed to succeed its social responsibility to provide a clear and adequate clarification on the financial statements of financial corporations, especially on the uncertainties concerning the valuation of financial assets. 

The Committee states that a gap exists between the expectations of the ‘public at large’ and the nature of the audit. It is questioned whether the auditor did enough to fulfill his social responsibilities. Material risks have not been clearly communicated to management and regulators.   

The De Wit Committee concludes that in the Netherlands no incorrect audit opinions have been issued. Financial statements generally were not required to be restated. However, the Committee questions the value relevance of the audit report for assessing the health of financial organizations and the financial system.

The financial crisis prompted questions about whether additional information should be provided to enhance financial statements users’ understanding of an entity and the work performed by the auditor. 

This master’s research was aimed at understanding the effectiveness of auditors’ communications, that is, the ‘value relevance’ of the audit report. This research assessed the effectiveness of the audit report in communicating on the audit process, the auditor’s responsibilities, and the nature of assurances provided.

The main research question was formulated as follows:

What is the value relevance of the auditors’ communications, i.e., does the audit report enhance the financial statement users’ understanding of the auditor’s duties, the audit process, assurances provided and other important topics, or is additional and / or other information required in facilitating a decision-making process? 

Based on the research results could be concluded that the respondents did understand the key messages of the audit report:

· The unqualified audit report implies that the audited financial statements present a true an fair view of the company's financial position as at December 31, 20X1 and of its financial performances and cash flows for the year then ended;

· The auditor’s responsibility is to express an opinion on the financial statements based on the audit;

· The auditor does not guarantee the correctness of the financial statements; and

· The auditor obtained sufficient and appropriate to provide a basis for the audit opinion; 

The results reveal that the greater part of the respondents do agree that the audit report enhances the credibility of the financial statements. In addition, respondents believe that the purpose of the audit is clearly communicated in the audit report. Respondents support the effectiveness of the audit report in communicating on audit procedures and the application of auditing standards.

From this, it could be concluded that the respondents support the value relevance of the audit report. The audit report clearly communicates the role and the purpose of the audit. The respondents are less familiar with the concept of ‘professional judgment’. The greater part of the respondents does not understand the role of judgment in the formation of an audit opinion.

The proposed additions to the audit report, that is, additional disclosure concerning the auditor’s ‘going concern’ assessment, the role of internal control, and the application of materiality levels were positively criticized by the greater part of the respondents. The respondents support the audit report to contain additional client-information, and documentation of the working methods, and judgments made by the auditor.

7.2 Comparison with prior studies

This paragraph attends to the European Commission Green Paper on Audit Policy, especially the Commission’s recommendations concerning the auditor’s communications. This paragraph highlights certain contributions to the consultation on Audit Policy, and compares the questionnaire results of this master’s research with the results from prior studies and the contributions the Green Paper. 

7.2.1 European Commission Green Paper on Audit Policy

In chapter 4 of this thesis, the ‘European Commission Green Paper on Audit Policy’ was attended to. The Green Paper discusses the role of the statutory audit as well as the wider environment within which audits are conducted. The Green Paper aims to draw the lessons from the crisis with respect to the external audit of companies and questions whether the role of the audit could be enhanced to mitigate any future financial risk.

Concerning the auditor’s communications, the Green Paper states that the overall communication process should be improved. The Green Paper considers the extent to which information of public interest that is available to auditors should be communicated to the public, for example, the company’s exposure to future risks, and the risks to intellectual property. The Green Paper lacks a detailed clarification of the topics, which should be attended to in the audit report. 

The Commission states that auditors should provide a high level of assurance to stakeholders on the components of the balance sheet and supports a strong focus on substantive verification of the balance sheet and less reliance on compliance and systems work. Concerning the auditor’s communications, the Commission reports: “Auditors could disclose which components were directly verified and which were verified on the basis of professional judgment, internal models, hypotheses and management explanations” (European Commission, 2010, 7). 
Several contributions to the public consultation on audit policy were found (CIRCA) and have been presented in chapter four. Some interesting comments concerning the auditor’s communications will be summarized below and will further on be compared with the results of this research.
The FEE notes that the auditor reports to the audit committee (or the supervisory board) on key matters arising from the audit, including material weaknesses in internal control, auditor’s independence, the entity’s accounting practices and policies, accounting estimates and financial statement disclosures, and significant matters in the auditor’s professional judgment. According to the FEE, such matters could also be reported publicly by the auditor in the audit report. 

The Auditing Standards Committee of the Auditing Section of the American Accounting Association (AAA), notes that the complexity and estimation uncertainty inherent in financial statements have changed dramatically over the past few decades. However, the format of financial statements, the nature of assurance provided for accounting estimates, and content in the auditor’s report have changed very little. Without revisions to the audit report, and the financial reporting models, the expectation gap will keep increasing. 

According to the AAA, more non-financial indicators, such as customer and employee satisfaction, should be audited and included in the financial reports. Auditors can use nonfinancial measures to assess the reasonableness of financial performance and, thereby, help detect financial statement fraud.

According to Ernst & Young, consideration should be given to requiring a report to shareholders from the Audit Committee describing the key financial statement risks and critical judgments and estimates discussed with management and the auditors.

PricewaterhouseCoopers (PWC) believes that greater transparency around the presentation of financial statements and the audit process, including transparency about the dialogue between auditors and the audit committee, should help to bridge the expectation gap and clarify the role of audit. 

PWC supports an improvement in the information disclosed by companies about the risks facing their business and in which way these risks are managed. This information should not be limited to the risks affecting the valuation of assets and liabilities, but should provide an insight into the key risk management activities of the board. According to PWC, the key message is that users are looking for information about the way in which companies manage risks, rather than assurances that internal controls and governance arrangements meet an external benchmark.
The IFAC notes some additional areas where stakeholder awareness could be enhanced:

· A greater understanding of the role of the auditor and the implications of the auditor’s work; 

· Enhanced disclosure about critical areas of risk which may occur in discussions between the auditor and the audit committee; 

· The criteria used by audit committees and boards for selecting an auditor; 

· A greater understanding of the various communications by the auditor beyond the auditor’s report (e.g., more comprehensive and detailed communication to those charged with governance). 

According to KPMG, the provision of additional information by the company to external stakeholders has the potential to contribute to improving the overall communication process and, where covered by assurance, raise the value added by an audit. KPMG recommends the following reporting areas to be further considered:

· Explaining the entity’s business model and the key value drivers and how they relate to the historical financial results;

· Setting out the main business risks that might impact the relevant business model and how management seek to manage them;

· Achieving a more balanced approach to the reporting of financial and non-financial KPIs;

· Confirming that there have been no major weaknesses in internal control during the period or explanation of what these were and what remedial action was taken to mitigate their effects; and

· Audit committees reporting on the process by which they have satisfied themselves in areas of subjectivity, including risks, areas of judgment and significant estimates made in the financial statements.
7.2.2 Comparison with the research results

The contributors to the consultation on Audit Policy agree that an expectation gap exists and is caused by the concept of risk-based auditing, judgments and estimates by management and auditors, and the unawareness of the stakeholders concerning the limitations of an audit (materiality, sampling techniques, the role of the auditor in the detection of fraud, and the responsibility of management). 

The contributors do agree that the audit methodology employed should be better explained to the users of the financial statements. In addition, the contributors support enhanced disclosure of key assumptions underlying significant judgments and estimates, risk management activities, accounting principles, and nonfinancial measures. The provision of additional information by the company to external stakeholders has the potential to contribute to improving the overall communication process.

Some contributors are supportive of improving the understanding of audit by providing greater transparency around the dialogue between the audit committees and the auditor.  

The contributors agree with the European Commission that stakeholders may be unaware of the limitations of an audit, which engenders an expectation gap. A better explanation of the audit methodology employed, could assist in bridging the expectation gap and clarify the role of audits. 

Chapter 6 presented the research results of this master’s research. From the research results was derived that the greater part of the respondents are positive on the explanatory power of the audit report concerning the nature and the scope of the auditor’s work. Respondents support the effectiveness of the audit report in communicating on audit procedures and the application of auditing standards.

The remaining part of the respondents who do not support the explanatory power of the audit report, doubt the understandability of the audit report. Respondents may require more transparency into the audit process and what the auditor has performed to obey his responsibilities. In chapter 6 was noted that this part of the research results might indicate the existence of an ‘information gap’ between the information that investors need to realize informed investment decisions and the information that is disclosed.
The indication of an information gap does not necessarily point to the existence of an expectation gap between users’ expectations and the nature of an audit, that is, what an audit does and does not. The respondents in this master’s research may be familiar with the role of audits and the work undertaken in the audit.  In chapter 6 was stated that the greater part of the respondents are of the opinion that the purpose of the audit is clearly communicated in the audit report, consequently the respondents are acquainted with the role and the purpose of the audit.

Through its project on auditor reporting, the IAASB is seeking insights on user perceptions of the audit report prepared in accordance with ISA 700. The aim of this project is to help inform the IAASB on whether the standard audit report needs to be improved and, if so, how. Matters that the IAASB intends to explore include how users view the current scope of the audit, what information they desire and how the audit report may address these needs.
The IAASB and the Auditing Standards Board of the AICPA commenced a joint initiative to commission academic research to identify user perceptions regarding the financial statement audit and the audit report among different classes of financial statement users. Three of the research reports for the research studies: Porter et al. (2009), Mock et al. (2009), and Gold et al. (2009), have been attended to in chapter 4 of this thesis.

Examining the financial statement users’ understanding of the messages conveyed in a standard unqualified audit report, Porter et al. (2009) conclude that the educational material provided in a long form audit report has little, if any, impact on financial statement users’ understanding of the audit function and auditors’ responsibilities.

The research results in this master’s research express that a great part of the respondents are already positive on the explanatory power of the audit report concerning the nature of auditing. Respondents do understand the auditor’s responsibility to express an opinion on the financial statements. Opposite, uncertainty exists concerning the auditor’s responsibility relating to fraud. 

The respondents in this master’s research appear to be positive concerning the prospective additions or changes to the standard audit report, that is, the addition of a ‘going concern’ statement, an explanation of the materiality levels as practiced in the audit, and a clarification of the role of internal controls. 

Mock et al. (2009) investigated user perceptions regarding the unqualified audit report and the impact of audit reports on judgments of financial statement users. Mock et al. (2009) found that a part of the respondents associate the level of assurance with materiality. Some of the respondents perceived differences in the level of assurance provided by different audit firms. 

According to Mock et al. (2009), participants have no idea of what the intended level of assurance or materiality actually is. Opposite, the research results in this research express that the greatest part of the respondents believe the audit report clearly indicates the level of assurance provided concerning the audit opinion on financial statements.

The greatest part of the respondents in this master’s research understand that the audit report does not imply the audited financial statements to be free of material error. Respondents may be familiar with the concept of materiality, and do understand materiality to be a limitation of the audit. Disclosure of the materiality levels might provide guidance to  the users of the extent to which the financial statements could potentially be misstated.
Mock et al. (2009) report that participants generally did not assume an unqualified audit opinion indicates anything about the quality of the internal controls. Participants recommended that the quality of the internal controls be explicitly included in the audit report, which conforms to the research results in this research. A part of the respondents in this master’s research agree that the auditor should report the extent to which he relied on the internal controls. 

The research results in this master’s research conform to the survey results of Manson and Zaman (2001), who found that financial statement users are in favor of an explicit statement in the audit report of the auditors’ assessment of the ‘going concern’ status of the client. Manson and Zaman further concluded that user groups are interested in the issue of internal control and in particular, the extent to which the auditors have examined and relied upon the internal controls.
7.3 Limitations 

The major research limitation of this master’s research was the failure to collect data that would yield a quantitative assessment of the financial statement users’ interpretation of certain messages in the audit report. 

The design of this research is not capable for bringing up reasonable pronouncements concerning a population. No probability sampling is used to draw a population sample. A no probability sample may not represent the population well. Moreover, statistical or parametric tests are only meaningful for data, which is sampled from a population with an underlying normal distribution (De Vocht, 2009, 125). The sample results for all questionnaire statements do not approximate to a normal distribution. 
It is impossible to determine the actual size of different groups of financial statement users and consequently it is not possible to select random samples; probability samples of these groups. Information about the relation between the sample and population is limited, which makes it difficult to extrapolate from the sample to the population.  

7.4 Recommendations

Considering the limitations of this master’s research, in order to effectively investigate the financial statement users’ understanding of the audit report, and the effectiveness of the audit report in communicating on the audit process, the auditor’s responsibilities, and the nature of assurances provided, further research should be performed
Notwithstanding the difficulty of defining and bounding the targeted population, larger samples of different groups of financial statement users should be drawn. Considering the significance of the audit function throughout the world, research should be conducted on both European as well as global level. 
Between 2006 and 2009, the IAASB performed a thorough revision and clarification of the ISA’s (Clarity Project). As a result of its consultation in 2009, the European Commission notes the overall support of European stakeholders to an adoption of the ISA’s at European level. Respondents considered that common standards under the form of the clarified ISA’s would contribute to harmonized and qualitative audits, which in turn support the quality and the credibility of the financial statements (European Commission, 2010, 10).
National standards in the Netherlands are based on International Standards on Auditing. Consequently, revisions in the field of auditors’ communications will be accompanied in the Netherlands. In consequence of the revision of ISA 700, also national standard 700 (HRA) had to be rewritten. As from December 15, 2010, the audit report is called ‘controleverklaring’.
In 2006, the IAASB and the Auditing Standards Board of the AICPA commenced a joint initiative to commission academic research to identify user perceptions regarding the financial statement audit and the auditor's report. Several research studies have completed and could provide a basis for the evolvement of an advanced audit report, or other means of auditor’s communication. 
In October 2010, the European Commission launched a public consultation on audit policy, seeking views from stakeholders and the broader public on a range of issues related to the statutory audit. The consultation closed on the 8th of December, almost 700 responses were received. As the year progresses, it is expected that the Commission will decide on the need for any measures as a follow-up to the Green Paper.

In ‘Summary of responses Green paper, Audit Policy: Lessons from the Crisis’ (2011), the Commission analyses the contributions received under a number of headings, which broadly capture the areas identified in the Green Paper itself:

· The role of the auditor;

· International Standards on Auditing (ISAs);

· Governance and independence of Audit Firms (including appointment, rotation, non-audit services, firm structure)

· Supervision;

· Concentration and market structure;

· Creation of a European market for audit services.

Contributors to the Green Paper believe that what an audit does and does not do should be clearly spelt out, especially with more disclosures on the work conducted on key areas of judgments, the major queries raised, issues of material concern and techniques used for valuation. Some suggested more disclosures on risk, judgments and estimates. Another suggestion was to ask the users what information they would require.

Concerning the auditor’s communications, the Green Paper states that the overall communication process should be improved. Awaiting the European Commission follow-up to the Green Paper, especially the follow-up actions concerning the form and content of the auditors’ communications, the future of the current form audit report is still unclear.
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Appendix 1: illustrations on audit reports

Illustration 1: comparison of old form and new form (SAS No. 58) audit report 

[image: image2.png]The old standard unqualified audit report was
as follows

(Scope paragraph)
We have examined the balance sheet of X
Company as of [at] December 31, 19XX, and
the related statements of income, retained
camnings and changes in financial position for
the year then ended. Our examination was
made in accordance with generally accepted
auditing standards and, accordingly, in-
cluded such tests of the accounting records
and such other auditing procedures as we
considered necessary in the circumstances.

(Opinion paragraph)

In our opinion, the financial statements re-
ferred to above present fairly the financial po-
sition of X Company as of {at) December 31,
19XX, and the results of its operations and
the changes in its financial position for the
year then ended, in conformity with generally
accepted accounting principles applied on a
basis consistent with that of the preceding
year.

The new SAS No. 58 standard unqualified
audit report s as follows

Independent Auditor’s Report

(Introductory paragraph)
We have audited the accompanying bal-
ance sheet of X Company as of December 31,
19XX, and the related statements of income,
retained camings, and cash flows for the year
then ended. These financial statements are
the responsibility of the Company’s man-
‘agement. Our responsibility is to express

an opinion on these financial statements
based on our audit.

(Scope paragraph)

We conducted our audit in accordance with
generally accepted auditing standards. Those
Standards require that we plan and per-
form the audit to obtain reasonable assur-
ance about whether the financial statements
are free of material misstatement. A
includes examining, on a test basis,
dence supporting the amounts and disclo-
sures in the financial statements. An aud
also includes assessing the accounting prin-
ciples used and significant estimates made
by management, as well as evaluating the
overall financial statement presentation.
We believe that our audit provides a rea-
sonable basis for our opinion.

(Opinion paragraph)
In our opinion, the financial statements re-

ferred to above present fairly, in all material
respects, the financial position of X Company
as of [at] December 31, 19XX, and the re-
suls of its operations and its cash flows for
the year then ended in conformity with gener-
ally accepted accounting principies.





Kelly and Mohrweis (1989, 90)

Illustration 2: ISA 700 ‘Forming an opinion and reporting on financial statements’
INDEPENDENT AUDITOR’S REPORT

[Appropriate Addressee]

Report on the Financial Statements
We have audited the accompanying financial statements of ABC Company, which comprise the statement of financial position as at December 31, 20X1, and the statement of comprehensive income, statement of changes in equity and statement of cash flows for the year then ended, and a summary of significant accounting policies and other explanatory information.
Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in accordance with International Financial Reporting Standards, and for such internal control as management determines is necessary to enable the preparation of financial statements that are free from material misstatement, whether due to fraud or error.

Auditor’s Responsibility

Our responsibility is to express an opinion on these financial statements based on our audit. We conducted our audit in accordance with International Standards on Auditing. Those standards require that we comply with ethical requirements and plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the financial statements. The procedures selected depend on the auditor’s judgment, including the assessment of the risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control relevant to the entity’s preparation and fair presentation of the financial statements in order to design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal control. An audit also includes evaluating the appropriateness of accounting policies used and the reasonableness of accounting estimates made by management, as well as evaluating the overall presentation of the financial statements. 
We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion.

Opinion

In our opinion, the financial statements present fairly, in all material respects, (or give a true and fair view of) the financial position of ABC Company as at December 31, 20X1, and (of) its financial performance and its cash flows for the year then ended in accordance with International Financial Reporting Standards.
Report on Other Legal and Regulatory Requirements

[Form and content of this section of the auditor’s report will vary depending on the nature of the auditor’s other reporting responsibilities.]

[Auditor’s signature]

[Date of the auditor’s report]

[Auditor’s address]
Illustration 3: ISA (UK and Ireland) 700 (revised)

INDEPENDENT AUDITOR’S REPORT TO THE MEMBERS OF XYZ PLC

We have audited the financial statements of (name of entity) for the year ended ... which comprise the financial statements, such as the Statements of Financial Position, the Statements of Comprehensive Income, the Statements of Cash Flows, and the Statements of Changes in Equity, and the related notes. The financial reporting framework that has been applied in their preparation is applicable law and International Financial Reporting Standards (IFRSs) as adopted by the European Union.

Respective responsibilities of directors and auditors

As explained more fully in the Directors’ Responsibilities Statement, the directors are responsible for the preparation of the financial statements, and for being satisfied that they give a true and fair view. Our responsibility is to audit the financial statements in accordance with applicable law and International Standards on Auditing (UK and Ireland). Those standards require us to comply with the Auditing Practices Board’s Ethical Standards for Auditors.

Scope of the audit

An audit involves obtaining evidence about the amounts and disclosures in the financial statements sufficient to give reasonable assurance that the financial statements are free from material misstatement, whether caused by fraud or error. This includes an assessment of: whether the accounting policies are appropriate to the groups and the parent company’s circumstances and have been consistently applied and adequately disclosed; the reasonableness of significant accounting estimates made by the directors; and the overall presentation of the financial statements.

Opinion on financial statements

In our opinion the financial statements:
· give a true and fair view of the state of the group’s and the parent company’s affairs as at ... and of the group’s and the parent company’s profit [loss] for the year then ended;

· have been properly prepared in accordance with IFRSs as adopted by the European Union; and

· have been prepared in accordance with the requirements in the Companies Act 2006 and, as regards the group financial statements, Article 4 of the IAS Regulation.

Opinion on other matters prescribed by the Companies Act 2006

In our opinion:
· the part of the Directors’ Remuneration Report to be audited has been properly prepared in accordance with the Companies Act 2006; and

· the information given in the Directors’ Report for the financial year for which the financial statements are prepared is consistent with the financial statements.

Matters on which we are required to report by exception

We have nothing to report in respect of the following:

Under the Companies Act 2006, we are required to report to you if, in our opinion:
· adequate accounting records have not been kept, or returns adequate for our audit have not been received from branches not visited by us; or

· the parent company financial statements and the part of the Directors’ Remuneration Report to be audited are not in agreement with the accounting records and returns; or

· certain disclosures of directors’ remuneration specified by law are not made; or

· we have not received all the information and explanations we require for our audit.

Under the Listing Rules, we are required to review:

· the directors’ statement in relation to going concern; and
· the parts of the Corporate Governance Statement relating to the company’s compliance with the nine provisions of the [2006] [June 2008] Combined Code specified for our review.

[Signature] 










John Smith (Senior statutory auditor) 






for and on behalf of ABC LLP, Statutory Auditor
Address

Date
Illustration 4: controleverklaring bij een jaarrekening (Standaard 700)

Voorbeeldtekst betreft jaarrekening op basis van Titel 9 Boek 2 BW 

CONTROLEVERKLARING VAN DE ONAFHANKELIJKE ACCOUNTANT

Aan: Opdrachtgever

Verklaring betreffende de jaarrekening

Wij hebben de in dit rapport opgenomen jaarrekening 201X (of voor een gebroken boekjaar: voor het jaar eindigend op 30 juni 201X) van ... (naam entiteit(en)) te ... (statutaire vestigingsplaats) gecontroleerd. Deze jaarrekening bestaat uit de balans per 31 december 201X en de winst-en-verliesrekening over 201X met de toelichting, waarin zijn opgenomen een overzicht van de gehanteerde grondslagen voor financiële verslaggeving en andere toelichtingen.
Verantwoordelijkheid van het bestuur

Het bestuur van de entiteit is verantwoordelijk voor het opmaken van de jaarrekening die het vermogen en het resultaat getrouw dient weer te geven, alsmede voor het opstellen van het jaarverslag, beide in overeenstemming met Titel 9 Boek 2 van het in Nederland geldende Burgerlijk Wetboek (BW) . Het bestuur is tevens verantwoordelijk voor een zodanige interne beheersing als het noodzakelijk acht om het opmaken van de jaarrekening mogelijk te maken zonder afwijkingen van materieel belang als gevolg van fraude of fouten.

Verantwoordelijkheid van de accountant

Onze verantwoordelijkheid is het geven van een oordeel over de jaarrekening op basis van onze controle. Wij hebben onze controle verricht in overeenstemming met Nederlands recht, waaronder de Nederlandse controlestandaarden. Dit vereist dat wij voldoen aan de voor ons geldende ethische voorschriften en dat wij onze controle zodanig plannen en uitvoeren dat een redelijke mate van zekerheid wordt verkregen dat de jaarrekening geen afwijkingen van materieel belang bevat.

Een controle omvat het uitvoeren van werkzaamheden ter verkrijging van controle-informatie over de bedragen en de toelichtingen in de jaarrekening. De geselecteerde werkzaamheden zijn afhankelijk van de door de accountant toegepaste oordeelsvorming, met inbegrip van het inschatten van de risico's dat de jaarrekening een afwijking van materieel belang bevat als gevolg van fraude of fouten. 

Bij het maken van deze risico-inschattingen neemt de accountant de interne beheersing in aanmerking die relevant is voor het opmaken van de jaarrekening en voor het getrouwe beeld daarvan, gericht op het opzetten van controlewerkzaamheden die passend zijn in de omstandigheden. Deze risico-inschattingen hebben echter niet tot doel een oordeel tot uitdrukking te brengen over de effectiviteit van de interne beheersing van de entiteit. 
Een controle omvat tevens het evalueren van de geschiktheid van de gebruikte grondslagen voor financiële verslaggeving en van de redelijkheid van de door het bestuur van de entiteit gemaakte schattingen, alsmede een evaluatie van het algehele beeld van de jaarrekening.

Wij zijn van mening dat de door ons verkregen controle-informatie voldoende en geschikt is om een onderbouwing voor ons oordeel te bieden.

Oordeel 9 betreffende de jaarrekening

Naar ons oordeel geeft de jaarrekening een getrouw beeld van de grootte en samenstelling van het vermogen van ... (naam entiteit(en)) per 31 december 201X en van het resultaat over 201X in overeenstemming met Titel 9 Boek 2 BW.

Verklaring betreffende overige bij of krachtens de wet gestelde eisen

Ingevolge artikel 2:393 lid 5 onder e en f BW vermelden wij dat ons geen tekortkomingen zijn gebleken naar aanleiding van het onderzoek of het jaarverslag, voor zover wij dat kunnen beoordelen, overeenkomstig Titel 9 Boek 2 BW is opgesteld, en of de in artikel 2:392 lid 1 onder b tot en met h BW vereiste gegevens zijn toegevoegd. Tevens vermelden wij dat het jaarverslag, voor zover wij dat kunnen beoordelen, verenigbaar is met de jaarrekening zoals vereist in artikel 2:391 lid 4 BW.

Plaats en datum

Naam accountantspraktijk

... (naam accountant)

Appendix 2: questionnaire on ISA 700 unqualified audit reports 

Dear participant, 

By means of this preliminary letter, I would like to request you to take part in this research project, which is being undertaken as part of the Master’s degree program ‘Economics and Business’ of the Erasmus School of Economics. 

This research project is focusing on the ‘value relevance’ of auditors’ communications. The purpose of this research is to investigate the value relevance of audit reports, that is, the ability of audit reports in communicating effectively about the audit process, management’s and auditors’ responsibilities, the nature of assurances provided by an auditor and other topics which could be important in economic decision-making. In addition, value relevance will be established by assessing the changes to audit reports that financial statement users consider would make the reports more useful. 

On the following pages, you are presented an example audit report taken from ISA 700 ‘Forming an opinion and reporting on financial statements’. You are asked to respond to a several questions and statements, based on your understanding of the audit report. 

Please note that this research project is completely confidential. In order to reply to the research problem and research hypotheses, gathered data will be assembled and analyzed. In presenting the results of the research, participants’ responses will be reported only in aggregated form. The results of this research will be published in the master’s thesis.
Please notify me, if you are interested in obtaining a copy of the survey results and the conclusions drawn from research findings.  

If you have any questions about this project, please contact Floor Kaars Sijpesteijn at floorks@hotmail.com.

Yours sincerely,

Floor Kaars Sijpesteijn

Example audit report 1 - IAASB

ISA 700 ‘Forming an opinion and reporting on financial statements’

INDEPENDENT AUDITOR’S REPORT

[Appropriate Addressee]

Report on the Financial Statements
We have audited the accompanying financial statements of ABC Company, which comprise the statement of financial position as at December 31, 20X1, and the statement of comprehensive income, statement of changes in equity and statement of cash flows for the year then ended, and a summary of significant accounting policies and other explanatory information.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in accordance with International Financial Reporting Standards, and for such internal control as management determines is necessary to enable the preparation of financial statements that are free from material misstatement, whether due to fraud or error.

Auditor’s Responsibility

Our responsibility is to express an opinion on these financial statements based on our audit. We conducted our audit in accordance with International Standards on Auditing. Those standards require that we comply with ethical requirements and plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the financial statements. The procedures selected depend on the auditor’s judgment, including the assessment of the risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control relevant to the entity’s preparation and fair presentation of the financial statements in order to design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal control. An audit also includes evaluating the appropriateness of accounting policies used and the reasonableness of accounting estimates made by management, as well as evaluating the overall presentation of the financial statements. 

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion.

Opinion

In our opinion, the financial statements present fairly, in all material respects, (or give a true and fair view of) the financial position of ABC Company as at December 31, 20X1, and (of) its financial performance and its cash flows for the year then ended in accordance with International Financial Reporting Standards.
Report on Other Legal and Regulatory Requirements

[Form and content of this section of the auditor’s report will vary depending on the nature of the auditor’s other reporting responsibilities.]

[Auditor’s signature]

[Date of the auditor’s report]

[Auditor’s address]

 Introduction

1. Among which branch of industry is the company you are employed? 

· Insurance company
· Pension fund
· Corporate finance
· Retail bank
· Investment bank
· Asset management (investment firm)
· Other: 
2. Is the company you work for a stock listed company?

· No

· Yes, listed to:

3. Could you provide a short description of your current function within the company?
	


4. Could you provide a short description of your experience with the (unqualified) audit report?
	


5. When examining audit reports, do you distinguish between audit reports derived from ‘big four’- audit firms and other audit firms, are you agreeing a big four- audit report is more valuable? 

· No

· Yes

Part I – Messages conveyed by the ISA 700 unqualified audit report
In this part of the questionnaire, the unqualified audit report - ISA 700 ‘Forming an opinion and reporting on financial statements’ will be assessed. This ISA is the IAASB’s latest revision of ISA 700 and is effective for audits of financial statements for periods beginning on or after December 15, 2009.  

Audit report – general

In your opinion:

1. Inclusion of an audit report enhances the credibility of financial statements. 

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

2. The purpose of the audit is clearly communicated in the audit report.

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

3. The unqualified audit report implies that the audited financial statements give a true and fair view of the company’s financial position as at December 31, 20X1 and of its financial performances and cash flows for the year then ended.  

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

4. The auditor’s unqualified opinion on the financial statements guarantees that the company is a going concern.  

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

The nature and scope of the auditor’s work 

In your opinion:

5. The audit report clearly explains the general procedures performed by an auditor in relation to an audit engagement.

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

6. An audit is conducted in accordance with Generally Accepted Auditing Standards (GAAS).

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

The audit opinion

In your opinion:

7. The audit report implies that the audited financial statements are free of material error.

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

8. The basis of the audit opinion is clearly communicated in the audit report.

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

9. The audit report clearly indicates the role of judgment in the formation of the audit opinion. 

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

10. The audit report clearly indicates the level of assurance provided by an audit concerning to the opinion expressed on the financial statements.  

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

The auditor and auditors’ responsibilities

In your opinion:

11. The auditor is unbiased and objective.

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

12. The auditor’s responsibility is to express an opinion on the financial statements based on the audit.

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

13. The auditor’s responsibility in relation to fraud is clearly indicated in the audit report.

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

Part II – Revision of the audit report

Clarified ISA’s 
New wording is introduced on behalf of audit reports in the Netherlands (national standard 700). The new form audit report will be effective as from December 15, 2010. Example audit reports of both the old form ‘De accountantsverklaring bij een volledige set van financiële overzichten voor algemene doeleinden’ and the new form ‘Controleverklaring bij een jaarrekening’ are enclosed (page 8).

1. In the Netherlands, as from December 15 2010, the audit report is called ‘controleverklaring’. Do you agree the new wording will better reflect the nature of the work performed by the auditor, i.e., the ‘controleverklaring’ as a resultant of the audit of financial statements? 

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

2. Do you agree the new form audit report better clarifies the level of assurance provided by an audit concerning the opinion expressed on the financial statements? 

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

3. The new form audit report contains the heading: ‘independent auditor’s report’ (controleverklaring van de onafhankelijke accountant). Do you agree addition of the word ‘independent’ affirms the auditor has met all of the ethical requirements regarding independence and, consequently, distinguishes the independent auditor’s report from reports issued by non-auditors?

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

Changes or additions to the audit report 
The last section of this questionnaire contains four statements on whether changes to the audit report or additional communications are desirable to meet investor information needs: 

4. In the future, the audit report should contain an explicit statement of the auditor’s assessment of the ‘going concern’ status of the client. 
( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

5. In the future, the auditor should report the extent to which he relied on the internal controls.  
( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

6. In the future, the audit report should contain an explanation of the materiality levels as practiced in the course of performing audit procedures.  

 ( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree

7. In the future, the auditor should report the extent of his examination of the chair’s statement and the director’s report.

( Strongly disagree ( Disagree ( Neither agree nor disagree ( Agree ( Strongly agree
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National standard 700 (HRA) ‘De accountantsverklaring bij een volledige set van financiële overzichten voor algemene doeleinden’ (until December 15, 2010) 
ACCOUNTANTSVERKLARING 

Aan: Opdrachtgever

Verklaring betreffende de jaarrekening

Wij hebben de (in dit rapport/verslag opgenomen) jaarrekening XXXX van … (naam entiteit) te … (statutaire vestigingsplaats) bestaande uit de balans per … XXXX en de winst-en-verliesrekening over XXXX met de toelichting gecontroleerd.

Verantwoordelijkheid van het bestuur

Het bestuur van de entiteit is verantwoordelijk voor het opmaken van de jaarrekening die  het vermogen en het resultaat getrouw dient weer te geven, alsmede voor het opstellen van het jaarverslag, beide in overeenstemming met Titel 9 Boek 2 BW. Deze verantwoordelijkheid omvat onder meer: het ontwerpen, invoeren en in stand houden van een intern beheersingssysteem relevant voor het opmaken van en getrouw weergeven in de jaarrekening van vermogen en resultaat, zodanig dat deze geen afwijkingen van materieel belang als gevolg van fraude of fouten bevat, het kiezen en toepassen van aanvaardbare grondslagen voor financiële verslaggeving en het maken van schattingen die onder de gegeven omstandigheden redelijk zijn.

Verantwoordelijkheid van de accountant

Onze verantwoordelijkheid is het geven van een oordeel over de jaarrekening op basis van onze controle. Wij hebben onze controle verricht in overeenstemming met Nederlands recht. Dienovereenkomstig zijn wij verplicht te voldoen aan de voor ons geldende gedragsnormen en zijn wij gehouden onze controle zodanig te plannen en uit te voeren dat een redelijke mate van zekerheid wordt verkregen dat de  jaarrekening geen afwijkingen van materieel belang bevat. 

Een controle omvat het uitvoeren van werkzaamheden ter verkrijging van controle-informatie over de bedragen en de toelichtingen in de jaarrekening. De keuze van de uit te voeren werkzaamheden is afhankelijk van de professionele oordeelsvorming van de accountant, waaronder begrepen zijn beoordeling van de risico’s van afwijkingen van materieel belang als gevolg van fraude of fouten. In die beoordeling neemt de accountant in aanmerking het voor het opmaken van en getrouw weergeven in de  jaarrekening van vermogen en resultaat relevante interne beheersingssysteem, teneinde een verantwoorde keuze te kunnen maken van de controlewerkzaamheden die onder de gegeven omstandigheden adequaat zijn maar die niet tot doel hebben een oordeel te geven over de effectiviteit van het interne beheersingssysteem van de entiteit. Tevens omvat een controle onder meer een evaluatie van de aanvaardbaarheid van de toegepaste grondslagen voor financiële verslaggeving en van de redelijkheid van schattingen die het bestuur van de entiteit heeft gemaakt, alsmede een evaluatie van het algehele beeld van de jaarrekening. 

Wij zijn van mening dat de door ons verkregen controle-informatie voldoende en geschikt is als basis voor ons oordeel.

Oordeel

Naar ons oordeel geeft de jaarrekening een getrouw beeld van de grootte en de samenstelling van het vermogen van … (naam entiteit) per … XXXX en van het resultaat over XXXX in overeenstemming met Titel 9 Boek 2 BW.

Verklaring betreffende andere wettelijke voorschriften en/of voorschriften van regelgevende instanties

Op grond van de wettelijke verplichting ingevolge artikel 2:393 lid 5 onder f BW melden wij dat het jaarverslag, voor zover wij dat kunnen beoordelen, verenigbaar is met de jaarrekening zoals  vereist in artikel 2:391 lid 4 BW.  

Plaats en datum

Naam accountantspraktijk

... (naam accountant)
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National standard 700 (HRA) ‘Controleverklaring bij een jaarrekening’ (as of December 15, 2010) 

CONTROLEVERKLARING VAN DE ONAFHANKELIJKE ACCOUNTANT

Aan: Opdrachtgever

Verklaring betreffende de jaarrekening

Wij hebben de in dit rapport opgenomen jaarrekening 201X (of voor een gebroken boekjaar: voor het jaar eindigend op 30 juni 201X) van ... (naam entiteit(en)) te ... (statutaire vestigingsplaats) gecontroleerd. Deze jaarrekening bestaat uit de balans per 31 december 201X en de winst-en-verliesrekening over 201X met de toelichting, waarin zijn opgenomen een overzicht van de gehanteerde grondslagen voor financiële verslaggeving en andere toelichtingen.

Verantwoordelijkheid van het bestuur

Het bestuur van de entiteit is verantwoordelijk voor het opmaken van de jaarrekening die het vermogen en het resultaat getrouw dient weer te geven, alsmede voor het opstellen van het jaarverslag, beide in overeenstemming met Titel 9 Boek 2 van het in Nederland geldende Burgerlijk Wetboek (BW) . Het bestuur is tevens verantwoordelijk voor een zodanige interne beheersing als het noodzakelijk acht om het opmaken van de jaarrekening mogelijk te maken zonder afwijkingen van materieel belang als gevolg van fraude of fouten.

Verantwoordelijkheid van de accountant

Onze verantwoordelijkheid is het geven van een oordeel over de jaarrekening op basis van onze controle. Wij hebben onze controle verricht in overeenstemming met Nederlands recht, waaronder de Nederlandse controlestandaarden. Dit vereist dat wij voldoen aan de voor ons geldende ethische voorschriften en dat wij onze controle zodanig plannen en uitvoeren dat een redelijke mate van zekerheid wordt verkregen dat de jaarrekening geen afwijkingen van materieel belang bevat.

Een controle omvat het uitvoeren van werkzaamheden ter verkrijging van controle-informatie over de bedragen en de toelichtingen in de jaarrekening. De geselecteerde werkzaamheden zijn afhankelijk van de door de accountant toegepaste oordeelsvorming, met inbegrip van het inschatten van de risico's dat de jaarrekening een afwijking van materieel belang bevat als gevolg van fraude of fouten. 

Bij het maken van deze risico-inschattingen neemt de accountant de interne beheersing in aanmerking die relevant is voor het opmaken van de jaarrekening en voor het getrouwe beeld daarvan, gericht op het opzetten van controlewerkzaamheden die passend zijn in de omstandigheden. Deze risico-inschattingen hebben echter niet tot doel een oordeel tot uitdrukking te brengen over de effectiviteit van de interne beheersing van de entiteit. 

Een controle omvat tevens het evalueren van de geschiktheid van de gebruikte grondslagen voor financiële verslaggeving en van de redelijkheid van de door het bestuur van de entiteit gemaakte schattingen, alsmede een evaluatie van het algehele beeld van de jaarrekening.

Wij zijn van mening dat de door ons verkregen controle-informatie voldoende en geschikt is om een onderbouwing voor ons oordeel te bieden.

Oordeel betreffende de jaarrekening

Naar ons oordeel geeft de jaarrekening een getrouw beeld van de grootte en samenstelling van het vermogen van ... (naam entiteit(en)) per 31 december 201X en van het resultaat over 201X in overeenstemming met Titel 9 Boek 2 BW.

Verklaring betreffende overige bij of krachtens de wet gestelde eisen

Ingevolge artikel 2:393 lid 5 onder e en f BW vermelden wij dat ons geen tekortkomingen zijn gebleken naar aanleiding van het onderzoek of het jaarverslag, voor zover wij dat kunnen beoordelen, overeenkomstig Titel 9 Boek 2 BW is opgesteld, en of de in artikel 2:392 lid 1 onder b tot en met h BW vereiste gegevens zijn toegevoegd. Tevens vermelden wij dat het jaarverslag, voor zover wij dat kunnen beoordelen, verenigbaar is met de jaarrekening zoals vereist in artikel 2:391 lid 4 BW.

Plaats en datum

Naam accountantspraktijk

... (naam accountant)

Appendix 3: results of the questionnaire

	1 = Strongly disagree, 2 = Disagree, 3 = Neither agree nor disagree, 4 = Agree, 5 = Strongly agree

	 
	 
	1
	2
	3
	4
	5
	Total

	 
	Audit report - general 
	 
	 
	 
	 
	 
	 

	1
	Inclusion of an audit report enhances the credibility of the  financial statements.
	1
	1
	5
	21
	2
	30

	2
	The purpose of the audit is clearly communicated in the audit report.
	1
	1
	5
	18
	5
	30

	3
	The unqualified audit report implies that the audited financial statements give a true an fair view of the company's financial position as at December 31, 20X1 and of its financial performances and cash flows for the year then ended.
	0
	0
	3
	11
	16
	30

	4
	The auditor's unqualified opinion on the financial statements guarantees that the company is a going concern. 
	2
	12
	7
	8
	1
	30

	 
	The nature and scope of the auditor's work 
	 
	 
	 
	 
	 
	 

	5
	The audit report clearly explains the general procedures performed by an auditor in relation to an audit engagement. 
	1
	9
	7
	12
	1
	30

	6
	An audit is conducted in accordance with Generally Accepted Auditing Standards (GAAS). 
	1
	5
	4
	19
	1
	30

	 
	The audit opinion  
	 
	 
	 
	 
	 
	 

	7
	The audit report implies that the audited financial statements are free of material error. 
	11
	15
	3
	1
	0
	30

	8
	The basis of the audit opinion is clearly communicated in the audit report. 
	1
	4
	8
	15
	2
	30

	9
	The audit opinion indicates the role of judgment in the formation of the audit opinion. 
	2
	12
	12
	4
	0
	30

	10
	The audit report clearly indicates the level of assurance provided by an audit concerning the opinion expressed on the financial statements. 
	0
	2
	3
	15
	10
	30

	 
	The auditor and auditors' responsibilities
	 
	 
	 
	 
	 
	 

	11
	The auditor is unbiased and objective. 
	2
	3
	9
	15
	1
	30


	12
	The auditor's responsibility is to express an opinion on the financial statements based on the audit. 
	0
	0
	0
	13
	17
	30

	13
	The auditor's responsibility in relation to fraud is clearly indicated in the audit report. 
	3
	4
	10
	13
	0
	30

	 
	Clarified ISA’s 
	 
	 
	 
	 
	 
	 

	14
	In the Netherlands, as from December 15 2010, the audit report is called ‘controleverklaring’. Do you agree the new wording will better reflect the nature of the work performed by the auditor, i.e., the ‘controleverklaring’ as a resultant of the audit of financial statements? 
	2
	3
	11
	12
	2
	30

	15
	Do you agree the new form audit report better clarifies the level of assurance provided by an audit concerning the opinion expressed on the financial statements? 
	7
	11
	9
	1
	0
	28

	16
	The new form audit report contains the heading: ‘independent auditor’s report’. Do you agree addition of the word ‘independent’ affirms the auditor has met all of the ethical requirements regarding independence and, consequently, distinguishes the independent auditor’s report from reports issued by non-auditors?
	6
	6
	12
	2
	0
	26

	 
	Changes or additions to the audit report 
	 
	 
	 
	 
	 
	 

	17
	In the future, the audit report should contain an explicit statement of the auditor’s assessment of the ‘going concern’ status of the client. 
	0
	2
	4
	15
	9
	30

	18
	In the future, the auditor should report the extent to which he relied on the internal controls.  
	4
	4
	10
	11
	0
	29

	19
	In the future, the audit report should contain an explanation of the materiality levels as practiced in the course of performing audit procedures
	1
	2
	10
	16
	1
	30

	20
	In the future, the auditor should report the extent of his examination of the chair’s statement and the director’s report.
	0
	6
	12
	10
	0
	28


Appendix 4: representation of empirical research literature
	Year
	Author(s)
	Object of study
	Sample
	Methodology
	Outcome

	1983
	Dillard and Jensen
	The responses of preparers, auditors, and users of financial statements to the exposure draft (ASB) for an SAS that would modify the standard short form audit report.
	388 written responses, received by the ASB. 256 respondents from public accounting firms, 101 respondents from industrial firms and 31 respondents from financial institutions. 
	Examination and analyses of written responses. 
	The authors found little support for the proposed revision of the audit report. Main reason is that the proposed change should weaken the opinion, i.e., reduce the auditor’s responsibility for the financial statements. 

	1989
	Kelly and Mohrweis
	The impact of the new SAS No. 58 audit report on users’ perceptions regarding the message conveyed by this audit report. 
	50 bankers; chosen form three Midwestern banks, and 50 investors; selected from a graduate business program at major Midwestern university.
	Questionnaire survey 
	The authors conclude that the new form audit report enhanced users understanding of the purposes of the audit. The authors found participants to be uncertain as to the nature of the auditor’s responsibilities. 

	1991
	Hermanson et al. 
	The impact of the new SAS No. 58 audit report on users’ understanding of the nature of the audit process, the responsibilities of the auditor and the nature of assurances provided by the auditor.
	1.000 individual investors. Members of the American Association of Individual Investors (AAII)
	Questionnaire survey
	The authors found that users of the ‘new’ audit report have a better understanding of the responsibilities of the auditor and that they were more aware of the level financial statement accuracy implied by an unqualified opinion. The level of under-standing of the audit process remains deficient among users of the new audit report. 

	1993

Year

2001

	Gay and Schelluch

Author(s)

Manson and Zaman
	The effect of the new long form audit report (AUP 3) on users’ perceptions regarding the role of the auditor, the nature of the audit and the financial reporting process.

Object of study

The success of the new SAS 600 audit report in aligning the views of auditors, preparers, and users about issues dealt with in the expanded audit report. 
	60 senior bank officers; selected from three national banks, 60 investors and 60 non-investors with business backgrounds. Both investors and non-investors were selected from MBA students at Monash University.

Sample

400 auditors; selected from the 1999 ICAEW directory, 400 preparers; selected from the Stock Exchange Year Book, and 200 users (investment analysts and corporate bankers) which have not been randomly selected. 
	Questionnaire survey

Methodology

Questionnaire survey
	The authors conclude that the revised audit report improves users’ perceptions of the purpose and procedures of the audit. The authors found that users did not fully understand the auditor’s responsibility for material misstatements. User perceptions of the financial report accuracy were not altered by the revised audit report.

Outcome

The authors conclude that SAS 600 has been successful in clarifying the purpose of the audit and the respective responsibilities of auditors and directors. The authors however, postulate that the audit report is of limited value to users and that it needs to be extended to include information about the results of an audit. 



	2009
	Mock et al.
	User perceptions regarding the unqualified audit report and the impact of audit reports on judgments of financial statement users. 
	53 focus group participants, including CFO’s, bank lenders, financial analysts, non- professional investors, and auditors. 
	Focus group discussions
	The authors conclude that there are differences between the auditor’s intended level of assurance regarding a client’s ability to continue as a going concern and user’s perceptions of that level of assurance. The authors call attention to the overall usefulness of the audit report. Research results express that not all focus groups consider the audit report when perceiving a company’s performance.  

	2009
	Porter et al.
	The audit expectation gap in the United Kingdom and New Zealand and financial statement users’ understanding of the messages conveyed in the audit report.
	252 MBA students; selected from universities in the UK and NZ. 
	Questionnaire survey


	The authors found that the content of the auditor’s report makes no difference to users’ understanding of the responsibilities of directors and the auditor for the financial statements or the nature of the audit process. The authors conclude that the audit report may not be a useful tool for narrowing the audit expectation gap and that other means may be more effective. 



	Year
	Author(s)
	Object of study
	Sample
	Methodology
	Outcome

	2009
	Gold et al.
	Financial statement users’ perceptions regarding auditor and management responsibilities and the reliability of audited financial statements. 
	205 German and 58 Dutch auditors; selected from both big4 and non-big4 firms, 62 German and 20 Dutch analysts; selected from database Bloomberg and 109 German and 46 Dutch students; selected from the Erasmus University, Ruhr University Bochum and

University of Münster. 
	Questionnaire survey


	The authors did not find a reduction in the expectation gap, despite of the new wording in the ISA 700 (revised) audit report and its detailed explanations of the auditor’s responsibilities and the task and scope of the audit. 


5

