Advisory Committee on the Auditing Profession

Thoughts About the Webcast of the April 1, 2008 Telephonic Meeting 

Linkage to Audit Partner Judgment
One of the Advisory Committee members noted that a recent study on restatements suggested that a significant root cause of restatements had to do with audit partner judgment.  The Advisory Committee member expressed concern that the audit quality drivers proposed for disclosure did not link back to audit partner judgment.  My contrary view is that there is very solid linkage between partner judgment and the audit quality drivers.  I’ll explain why.

For an audit to detect material errors, there must be an appropriate amount of partner involvement at each stage of the audit, including during the planning and the execution stages of the audit.  The audit partner is not, however, the sole identifier of material issues.  The audit firm model relies heavily on a team approach to test records, identify issues and elevate those issues in a timely manner to the audit partner.  For that to happen, the audit team must be appropriately staffed with the right quantity and caliber of skilled professionals.  The professionals (including the audit partner) must be focused on the task at hand and attention should not be diverted by the demands and deadlines of other clients.

Summarized below are certain of the “Key Ingredients” for a successful audit and how those “Key Ingredients” link to the audit quality drivers:


Key Ingredient

Relevant Audit Quality Drivers 

Experience and Knowledge
1.  Years of experience






2.  The rate of turnover






3.  The amount of training per professional

Time to Do the Job Right

4.  Chargeable hours managed per partner,  

(And in a Timely Manner)
5.  Chargeable hours per partner 







6.  Chargeable hours per professional

Adequate Supervision

7.  The ratio of staff to partners


 

 

When the workloads are excessive, the audit partners are generally in a "catch up" mode – meaning the partner is trying to catch-up to where they need to be – but they may be days or even weeks behind schedule.  This means that the audit partner may not be appropriately involved in the planning or the execution of the audit.  This also means the audit partners don't spend as much time in the field as they should -- and when they do spend time in the field, the time spent occurs later than it should -- often just before sign-off deadlines.  Reduced time in the field means less time in the work papers -- and the heightened prospect that issues may be missed.  These circumstances lead to greater reliance on the rest of the team to identify and elevate issues.    The next line of defense below the audit partner is the senior manager -- but the senior managers are often in "catch up” mode too.   And below the senior manager level, the model is relying heavily on relatively inexperienced personnel to identify and elevate issues. 

 

There is an interesting dynamic at work which puts a premium on the timely identification of issues.  Audits are generally conducted under considerable time pressure to meet earnings release deadlines.  If issues are identified by the auditor early in the audit process, it is much easier for the audit partner to insist that the issue be satisfactorily resolved.  However, if the issue comes up late, largely due to the fact that the audit partner is in “catch up” mode, the audit partner may experience hesitation to insist that an issue be resolved.  Among the many retorts the audit partner may hear are “Why am I only hearing about this now?  Your team has been out here for eight weeks.”  CFOs and Audit Committees are fanatical about not wanting to be surprised at the last minute.  Audit partner fortitude is important to handling these situations.

Another interesting dynamic concerns the identification by the audit team of a prior period error.  Oftentimes, the audit partner may feel guilty about not detecting the error in a timely manner (perhaps partner “catch up” mode was a contributing factor).  CFOs and Audit Committees may consciously or unconsciously add to the audit partner’s guilt by questioning the audit partner’s failure to identify the error in a more timely manner.  These pressures can adversely impact judgment, sometimes leading to the compounding of errors through poor audit partner judgment. 

The bottom line is this:  It is extremely important that the audit team conduct its work, including the partner review, in a timely manner – so that issues, if they are identified, can be resolved without the audit client doing anything to cloud the auditor’s judgment.

 

The Annual Capital Budgeting Exercise
 

At the end of every fiscal year for each of the large accounting firms, the partners decide how much of the Firm's profit should be distributed out to the partners and how much should be reinvested in the business.  Generally, the year end profit distribution sweeps all of the profits out to the partners with very little reinvested in the business.  My sense is that partner distributions have gone up significantly post-Enron without appropriate investment in right-sizing the workloads.  Granted, improvements have been made to staff compensation.  But high workloads and the absence of work-life balance continue to be issues which undermine audit quality.  The transparency resulting from publishing the audit quality metrics may drive the firms to invest more in the business to reduce workloads (by hiring more people).   This would seem to be particularly important given the existing quadropoly situation where many are concerned that Big Four firm profits have increased without a commensurate increase in audit quality.   I continue to believe that consequential change can be achieved by requiring transparency (but without dictating minimum or maximum thresholds for any of the audit quality drivers).

 

Attracting Young People to the Profession
 

I know that the Advisory Committee on the Auditing Profession is very much concerned about attracting more young people to the auditing profession.  While compensation levels have become more attractive, I remain concerned that the workloads continue to be excessive.  Information about the poor work-life balance finds its way back to the college campuses quickly and this discourages many good candidates from choosing public accounting as a profession.  While the Firms all talk about work-life balance, until they do something meaningful about workloads, they will not make a meaningful dent in the work-life balance issue.  

As it currently stands, the Big Four Firms may look pretty similar to prospective candidates.  They do the same work, they pay same, and they all offer similar opportunities for career advancement.  Candidates choose from competing offers based on intangibles – often linked to the amount of wining and dining during the recruiting process.  If prospective candidates for employment had comparative information about workloads (i.e., chargeable hours per professional), training investment (as evidenced by training hours per professional) and supervision (as evidenced by staff to partner leverage ratios), the prospective candidates could make more informed employment decisions.  Perhaps more importantly, it puts the audit firms in the position of competing for talent based on metrics which are also conducive to audit quality.  This will further motivate the large firms to pay close attention to these metrics.  Over time, I would expect these metrics to improve as the firms compete for talent increasingly based on observable metrics and less on wining and dining.

Finding a Better Equilibrium Point

The existing public accounting large firm model is based on heavy workloads, high turnover, low experience levels, low staff continuity and a high leverage ratio of staff to partners.  This model is conducive to lower audit quality, low efficiency and higher practice protection costs (settlements, legal fees, and insurance).  I have often pondered whether there might be a better equilibrium point which generates the same level of profitability – but achieves higher audit quality, higher efficiency and reduced practice protection costs due to reduced workloads, low turnover, improved experience levels, higher staff continuity and better staff to partner ratios.  The result might be a win-win situation for all concerned.

