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ABSTRACT

There has been a dearth of research on ‘auditaiseamironmental matters’ since
Collison (1996) and Collison and Gray (1997) cortgaletheir study on the views of
UK auditors about whether auditing is changingsloould be changing, in relation to
environmental concerns. It is now more than terrsyesince the publication of that
study. Growing international concern for environtammatters has since led to the
issue of International Auditing Practice Statem@APS) -1010:The consideration of
environmental matters in the audit of financial oepin 1998 and, in New Zealand,
Audit Guidance Statement (AGS) -10Ihe consideration of environmental matters in
the audit of a financial statemeimt 2001. Yet, to date, there has been no exaroimati
the impact of IAPS-1010 or AGS-1010 on either aofrraudit practice, or the issues
raised by Collison (1996) and Collison and Grayd()9

This doctoral thesis has attempted to address meo@amental impact gap in the
auditing research literature. In particular, it hiasestigated the consideration of
environmental matters in the audit of financialawp in the light of AGS-1010, with a
view to understanding better the following issu@s:how auditors generally perceive
the consideration of environmental matters in thditaof financial reports; (2) the
common approaches and practices auditors undewdlem auditing environmental
matters; (3) the challenges (if any) that audittarse in the audit of environmental
matters (4) the impact (if any) of AGS 1010 on eatraudit practice and, finally, (5)
how current practices in the audit of environmentadtters may be improved and
further developed to meet better the espoused @ih&S-1010.

Qualitative interviews with twenty-seven seniorafiicial audit practitioners and others
in New Zealand provided the basis for the findingfie interviews were taped,
transcribed and managed with the use of computemgmlitative analysis software
(NViVo7).

Key findings from the research interviews werea®ws: (1) the introduction of AGS-
1010 had little impact on current audit practiceNaw Zealand; (2) environmental
matters were treated no differently from any othedit issues, and auditors tended to

apply common, familiar audit approaches in dealwith environmental matters; (3)

Xi



auditors found the effective auditing of environt@mmatters challenging owing to

their inability to identify such matters, and thkeick of relevant expert knowledge.

The most significant finding from this study is thim general, common audit practices
were riddled with issues of concern. These issuastpio a broader and more
significant problem. It would seem that current iaymtactices fail to consider many
potential audit issues (including environmental tera) adequately in the audit of
financial reports. For auditors to be more effextim their audit practice and in
protecting the public interest, not only does autgthodology need a major review, but
auditors themselves need to change their attitedels mindsets in their approach to

auditing.
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CHAPTER 1: INTRODUCTION TO THE RESEARCH

The role of the auditor continues to expand in scapd complexity as stakeholder
demands for improved corporate accountability grévkey issue auditors have faced
in recent years is how to audit the ‘environmentatters’ that impact financial
reporting appropriately, but little is known of hdivey are coping with the challenges
this presents. The research presented in thisstleeaimines auditors’ considerations of
‘environmental matters’. Environmental matters argiatives to avoid, remedy or
mitigate any adverse effects of activities on tmwienment, or to deal with the
conservation of renewable and non-renewable ressuiic the audit of a financial
report. This task is important because, as memberhe accountancy profession,
auditors are expected to act in the public inte(6SANZ, 2003a,Code of Ethics,
paragraphs 14 and 15) and this includes assuriagotijectivity and integrity of
financial reports. However, when reading the puigds financial reports of some
companies whose activities negatively impact theirenment, one wouldhot be
alerted to the existence of environmental mattesvery case, because oftentimes they
are not fully accounted for, nor fully disclosed, in thmdncial report (Bebbington,
Gray, Thomson, & Walters, 1994). Nevertheless, dbesideration of environmental
matters in the audit of companies’ financial repast expected. To assist them in this
task, in 1998, International Auditing Practice 8mént (IAPS) 1010The consideration
of environmental matters in the audit of a finahegport was issued, followed by, in
New Zealand, Audit Guidance Statement (AGS) 10IWe -consideration of
environmental matters in the audit of a financraport issued in 2001. How well
auditors are carrying out this task in relatioiAt6S-1010 is largely unknown, however.
Hence, this research aims to fill a substantialMdedge gap in this area. Section 1.2
further discusses the research topic, and thegseetion provides the background to the

research.

1.1  Background to the Study
It is not uncommon for company activities to imp#oe environment adversely and,

within the last decade, greater public knowledgadiferse environmental impacts has

made the general public more aware of environmentdters (Holmes, 1999; Surma,

1992). Examples of environmental disasters are d@®ws: the environmental

catastrophe at Chernobyl, Union Carbide (at Bhoplad) toxic waste dumps discovered
1



at Love Canal, New York, which took twelve year<kean up (Milne & Patten, 2002);
and the Alaskan oil spill, whereby Exxon Valdezswper tanker fully loaded with
Alaskan crude oil, struck a reef in Prince Willi&ound discharging more than eleven
million gallons of its cargo. It required two bdh dollars to clean up the spill and
restore the Alaskan coastal environment (Econorb#20). Hence, it is not surprising
that society’s concerns over pollution, resourceleteon, and other environmental

iIssues have become widespread (Rezaee, Szendig&gl, 1995).

On the other hand, researchers recognise the iamm&tof environmental matters in the
economic functioning of entities whose activitieifeet the environment (Collison,
1996; Collison & Gray, 1997; Collison, Gray, & Imel1996; Medley, 1997).
Environmental matters also impact different aspeftaccounting (Collison & Gray,
1997; Collison et al., 1996; Gray & Bebbington, @0Gray, Bebbington et al., 1998;
Todd & Stafford-Bush, 1995), manifesting themselvas contingent liabilities,
provisions, reserves, valuation of fixed assets @depwteciation policy (Collison et al.,
1996). More specifically, the financial implicat®f environmental issues are usually
in the form of liabilities for cleaning up contamated land and liabilities for being in
breach of environmental legislation and regulati@say & Bebbington, 2001). For
example, some companies with contaminated landewéhtually have the problem of
cleaning up the contamination, and at some stagge dbviously have to pay for and
consequently account for this (Munter & Sacasa86)19The problem is pervasive and

a significant issue for financial reporting.

Environmental matters can also very quickly leadsénious ‘going-concern’ issues.
Observers assume that a company will survive beyhedshort term as a going-
concern. However, a company may face closure ibiisiness activities affect the
environment significantly and it is sanctioned bw/Ifor the detrimental environmental
effect (Fiedler & Lehman, 1995). Therefore, “...emvimental matters are important
accountability issues” (Fiedler & Lehman, 1995,186) with significant implications
for financial reporting and auditing (Blokdijk & @enhuizen, 1992; Browning, 1994;
Cornell & Apostolou, 1991). Hence, companies (patérly for the more
polluting/regulated industries) are urged to beearamcountable for those environmental
matters (Hackston & Milne, 1996) having consideggtnofit and loss and balance sheet

implications (Gray & Bebbington, 2001).



Therefore, the accountancy profession is impacte@ryironmental concerns (Gray,
1990). To some extent, accountancy professionakbatross countries are responding
by addressing and raising their concerns amongstbaes of the profession and others
(Bebbington & Gray, 1990; Collison & Slomp, 200@n illustration of this is the
following paragraph by the Institute of Charteredcéuntants in England and Wales
(ICAEW):

The importance of environmental matters is increglsi recognised.

They often have implications for business and carfo® ignored by

auditors and accountants (ICAEW, 2000, p.1). Whengironmental

factors will impact on a company’s policy and aitkes and will impose

costs on the company, or affect its asset valudsabilities, actual or

contingent, the financial consequences need to dmoumted for or

reported in accordance with existing accountinguiegments (ICAEW,

1992, p.3).
However, Gray, Collison, & Bebbington (1998) expexs concern that one would
hardly be aware of the existence of environmentattens by looking at most UK
companies’ financial statements or annual repdrke situation is similar for New
Zealand companies (Gilkison, 1992). By way of aaregle, Gilkison (1994) reported a
chemical company that closed in 1987, leaving lithange amounts of toxic waste on
the land it occupied. Shortly after its closuree ttompany reported profits but, in
calculating the profits, made no provision for ttenediation of the toxic land. In
retrospect, the financial statements were almosanmegless because the largest
liability, a provision for the clean up, was omiteHence, from the reports, investors
could not have inferred that the operations ofdfemical company were unsustainable;
or that liabilities were accruing. The chemical gamy’s results would have been truer
and fairer if environmental liabilities had beesdosed (Gilkison, 1994). Buhr (1998)
also reported the inadequate disclosure of enviemtah liabilities in the case of acid
rain, and Falconbridge, an international nickelimgrand smelting company in Canada.
Gilkison (1993) reminded directors and charterecbantants that they have a duty to
produce reports showing a true and fair view ofoagany’s operations, to enable

investors to make judgements about prospects aiulity.

More recently, Kirman (2003) reminded chartered oactants and, particularly

auditors, of the need to assure the quality ofrmédion disclosed in annual reports.

This reminder was in relation to a New Zealand canyp which unlawfully discharged

contaminants into the atmosphere from the compargéns and emulsions plant.
3



When prosecuted in the Environmental Court, the paomg pleaded guilty and was
fined NZ $55,000. However, in past years’ annupbrts, the company had promoted
itself as being socially and environmentally respble. Hence, the court ordered the
company to publish the facts that led to its comwi and details of the penalty, in its
2003 annual report. The court also ordered thair@mwental matters become a
mandatory item on all Board of Directors’ meetirfgs a period of 24 months and
required the publication of a notice to all its dayees in New Zealand advising them
of the conviction. This was the company’s third wation. However, a review of the
company’s 2003 annual report revealed that it cdairto have drawn the authorities’
attention to the pollution although, in realitys meighbours had repeatedly complained
to the authorities of substance and odour pollutikbimman (2003) warned that care
must be exercised when making statements in theahmeport, to ensure that they

provide an accurate reflection of what really ocedr

In recent years, auditors have experienced whaeB@R77) referred to as “significant
turbulence” in their operating sphere, leading twunting criticism and public scrutiny
of the audit profession. Despite the highly pukkd news coverage of corporate
environmental disasters, to date auditors heotdeen implicated. Some authors report
that a significant majority of auditors are genlgralnaware of the importance and
implications of the environmental agenda for th@iactice and for the organisations
appointing them, particularly on such matters astingent environmental liabilities
(Bebbington et al., 1994). Indeed companies haea w to deal with environmental
contingencies in their financial statements (Sur@®92). Moreover, Fleming (1993)
commented that many accountants and auditors seansgare or unaffected by an
entity’s exposure to environmental matters thathingptentially cost them directly as
legal liability exposure. Seven years on, Gray @)Qy. 255) observed that too few
auditors seemed cognisant that “all organisationd ke subject to increasing
environmental exposure — if only through legislatjthus are slow in picking up] on
the very real implications that environmental isswan have for the attestation of

financial statements”.

Environmental matters are unquestionably becomiigmifgcant to an increasing
number of entities and, in some circumstances, e a material impact on the
financial reporting of those entities. These issaes of “growing interest to users of

financial reports and they must be adequately mr@iseqg, measured and disclosed by
4



management” (AGS-1010, paragraph 1). However, fiteendiscussions in the previous
paragraphs, it seems that the accounting treateuathtdisclosures of environmental
matters for companies are less than satisfactdrgrefore, in an effort to safeguard the
public interest, auditors must understand more jhsinthe environmental risks inherent
in their client's operations. They must also untierd the basic framework of
environmental regulations and proceedings in ordessess the appropriateness of the
client’s current accounting and disclosure stansld&lirma, 1992). The financial audit
must consider any environmental issues that atfextfinancial statements, focussing
on the financial reporting aspects of environmentaitingencies (Gray & Bebbington,
2000). Environmental matters become an audit conedren there is a risk of their
being materially misstated, omitted or inadequatitglosed; in which case the auditor
needs to give consideration to environmental maitethe audit of the financial report
(AGS-1010, paragraph 2). To assist auditors in ldgweg good practice in the
application of audit standards in cases when enmental matters are significant to a
financial report (AGS-1010, paragraph 6), the Neealand Institute of Chartered
Accountants (from now on referred to as NZICA) eduAudit Guidance Statement
(AGS) 1010:The consideration of environmental matters in #uelit of a financial
report (2001). AGS-1010 is materially consistent withelmational Auditing Practice
Statement (IAPS) 1010rhe consideration of environmental matters in thditof a
financial statement(1998) issued by the International Auditing andsésnce
Standards Board (IAASB) and Auditing Guidance Steiet (AGS) 1036:The
consideration of environmental matters in the awdit financial report(1998) issued

by the Australian Auditing Standards Board.

Literature and research on auditors and environahenatters are limited. So far, only
Collison (Collison, 1996; Collison & Gray, 1997; lison et al., 1996) has substantially
investigated this area. These studies providedeeeel of auditors’ growing concerns
about the potential risk exposure they faced camsetipl to the impact of business
activities on the environment, and noted that gvell of concern was such that the more
one was aware of the potential impact of envirortaleissues, the more anxious one
became. Collison also reported that a majority wditafirms did not have a detailed
understanding of what environmental issues migharmtr their clients and their
financial statements. It is now more than ten yesinge Collison’s (1996) research
study. Other than Chiang (2006) as the only work@w Zealand, not much more is
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known about this research area. In particular, Vidttg is known about auditors’ current
practices regarding the consideration of envirortalematters in the audit of financial
reports. Internationally, and in New Zealand, thbas been no examination of how
audit practitioners deal with environmental mattd@itse gap in the research literature on
financial auditors and environmental matters is rtiaivation for this study. The next

section outlines the research topic.

1.2  The Research Topic
This research addresses the gaps in our curremtl&dge since the completion of the

study by Collison (1996) which investigated therent practice then, for considering
environmental matters in the audit of financialagp. This study examines the same
issue in the New Zealand context, in the light loé tintroduction of AGS-1010.
Additionally, it identifies legitimacy theory as aappropriate lens, based on the
literature and the research questions. Howevenetl®ge competing concepts of
legitimacy. One concept involves the role of audft producing legitimacy in
organisations and society, and a second concegrisred the audit profession itself in
producing and seeking legitimacy in society. Theosd concept emerges as the one
that provides the more relevant explanation for fthdings from this research. More

specifically, the research addresses the followungstions:

1. How do auditors generally perceive the considenatioenvironmental matters in
the audit of financial reports?

2. What common approach and practice do auditors talderwhen auditing
environmental matters?

3. Do auditors face any challenges in the audit ofirenmental matters? If so,
what might they be?

4. Does AGS-1010 impact current practice and if ssyho

5. How may current practice be improved and furtherettgoed to better meet the
espoused aims of AGS-10107?

The next section focuses on the justification s study.

1.3  Justification for the Research
The limited evidence from Chiang's (2006, p. 22)vey of auditors indicated that

auditors are generally “unwilling to tackle audgirof environmental matters in
financial reports”. This research is therefore tynm providing a more transparent
picture of the current role and practice of auditon the broad issue of environmental

accountability by companies. Interview evidencerfrhis study should therefore be of
6



significance to the accountancy profession in éiberations on how effective practice
standards for the audit of environmental matterg maigate any further criticisms of

the audit profession for potentially negligent pies.

A number of authors have called for this type cdlgative research into audit practice.
Hopwood (1996), Jeppesen (1998) and Humphrey anidev@1990) observed that
much of audit and its associated technologies meedai ‘black box’. Cooper and
Robson (2006, p. 240) emphasised the value of kmphow professional audit works,
and how “competence and skill [are] constructed esmroduced across countries”.
However, Power (2003) and Beattie, Brandt and Feri2001) observed that overall,
the study of auditing in action is lacking. Addially, Humphrey (2008) agreed with
Power’s (2003) assertion that auditing in practisaltings and its role in producing
legitimacy were under-documented and under-resedrchis led Humphrey (2008) to
strongly encourage research which seeks “to bradgaowledge gap and enhance the
understanding of the practical realities of auddagtice” (p. 172); and to investigate
“what is being done in the name of audit practioe &ow such practices relate to,
influence and are influenced by, broader sociagjanisational and regulatory contexts”
(p. 185). This study helps to answer some of thacems raised by various
commentators and exemplifies the type of researcimphrey (2008) encouraged in

order to close the identified knowledge gap.

Gray, Collison, French, McPhail, & Stevenson (20@bserved that the ideas and
experiences of international auditors are globalature. Since a large number of New
Zealand auditors are affiliated with global firmkey will face fundamentally similar
audit issues as the international auditors. Moreawe auditing standards which New
Zealand auditors are expected to comply are camish all material respects with
international auditing standards (ICANZ, 1998a, A@0: Objective of and general
principles governing an audip. 11). In addition, the audit methodologies analctice
standards which the ‘Big 4s’ and other audit fimpply are universally adopted by their
global firm partners. Therefore, research findifrgen this study would be relevant to
the international audit profession.

Very little is known about how auditors undertake tonsideration of environmental
matters in the audit of environmental matters ie ttontext of AGS-1010. Few

empirical studies have been carried out internatlgn(and none to date in New
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Zealand) on this topic. Hence, this research sheulthnce the understanding of an
audit phenomenon that is not widely known. The reépg of this research will also add
a geographical variation to existing literature,king a timely contribution to the
international literature on audit practice at bttleoretical and professional practice
levels. The research also determines how curreattipe might be improved and
further developed to better meet the espoused ain®GS-1010. On a policy and
service provision level, this should assist audittr benchmark current practice and
potentially reduce the widespread criticism of, ditigation against, auditors, thereby

improving public and stakeholder/investor confidentauditors’ work.

A study by Ball, Owen and Gray (2000) found thatpowate environmental reports are
usually verified by non-auditors, and are not irefegent audits in the same way that
financial audits are. Thus, they provide littlewassice to stakeholders. Ball et al. (2000,
p. 4) were also concerned about “the extent to kvkirification statements promote
organizational transparency and the empowermengxtérnal parties”. Their study

suggests that verification statements that appksgside environmental reports are
virtually worthless. It is therefore of interestdetermine the role that financial auditors
have, when verifying management’s representatiorerofironmental matters, since
financial auditing is the only independent assueaihat stakeholders may rely on. The
need to define the financial auditor’s role prowdefurther motivation for the current

study.

In summary, this thesis will contribute to the ethterature on auditors, auditing and
environmental matters, audit theory, and the poleyd practice of auditors.
Particularly, the findings of this research will dadss the audit knowledge gap
identified by Power (2003) and Humphrey (2008),areing the realities of audit
practice, and how such practice relates to, inftespand is influenced by, broader
social, organisational and regulatory contexts. tMmsticularly, the research findings
will provide a more transparent picture of the eatrrole and practices of auditors on
the broad issue of environmental accountabilitycbynpanies. The research aims to
make a timely contribution to the knowledge gapmarea seemingly neglected by
researchers and commentators since the completianstudy by Collison (1996). It
should be of interest to the international auddf@ssion and community, because such

an understanding has tremendous potential in eggistiditors and the audit profession



to benchmark best practices on both the policy sardice-provision levels. The next

section discusses the scope and key assumptiahe ofirrent research.

1.4  Scope and Key Assumptions
This study focussed on financial auditors and aowthodology — i.e. current audit

practices in the consideration of environmentaltenatfor a company whose activities
have a negative impact the environment. Audit meéohagy concerns more than just
the verification of environmental matters in finalaeports; it covers thdetectionof
omitted undisclosed, misstated or distorted reports afitiled existing environmental
matters. It is important to note that this studgt dot aim to examine how (or what)
environmental matters are disclosed in financigborts. The relevant literature
reviewed for this study therefore concerned finahcauditors, auditing and
environmental matters. The broader literature anrihture and content of corporate
reporting of environmental matters (refer to settlol (page 3); and section 2.1 (page

14 and 15) fell outside the scope of this studyaad therefore not a focus.

While it has been noted that information on companyironmental matters may be
reported in (1) annual financial reports; (2) autaent containing an audited financial
report or (3) stand-alone environmental reportsayG8& Bebbington, 2001), this study
considered only environmental information reported (or omitted from) annual
financial reports and the document containing thelitad financial report. These
documents directly affect accountants and auditotiseir traditional and statutory roles
as financial report preparers and auditors undeiNiw Zealand Companies Act 1993.
On the other hand, stand-alone environmental repfalt outside the accountants’
‘traditional’ ambit because such information praers is usually voluntary. Besides,
this is an area where most of the assurances aertaken by other specialists, non-
members of the auditing profession (Simnett, Vaedén, & Chua, 2007).

Furthermore, this study didbt examine the physical environments in which comgsni
operate. Instead, it examined thmnifestationsof the environment that affected the
financial measurement of economic events at a mhtével. For example, the

researcher did not examine the destruction of &dtabather the focus was on the fines

a company might receive for destroying that habitat

Although this research was conducted in New Zealtdr@ research findings are likely

to be of international interest. As in other coigsy companies in New Zealand face
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environmental concerns that have significant ingtlens for financial reporting.
Accounting and auditing practices in New Zealandalb@ those common in the
Western world. The audit guideline on the consitie@naof environmental matters in the
audit of a financial report issued by New Zealanstitute of Chartered Accountants
(NZICA), the International Auditing and Assuranceu@lards Board (IAASB) and the
Australian Auditing Standards Board (AUASB) are uvality consistent in all material
regards. Therefore, although this research wasumed in New Zealand and in the
context of the promulgated audit guideline AGS-10h@ research evidence should be
relevant and applicable internationally, especiaigce so few studies have been
conducted in this field. The next section presesmtbs overview of the research

methodology and methods used for the study.

1.5  Overview of the Methodology and Methods
The methodology and methods for this study areudsed in detail in Chapter 4.

However, this section gives an overview of the aese methodology and methods. The
research reported in this thesis sought to knowenadyout current practices in the
consideration of environmental matters and in tnditeof environmental matters, about
any challenges faced by auditors in their currerdctice, and about how current
practices might be improved and further developebetter meet the espoused aims of
AGS-1010 Hence, it is appropriate to adopt an interpretipproach for this research
(Cavana, Delahaye, & Sekaran, 2001; Silverman, R0Db particular, naturalistic
inquiry was chosen for this qualitative interpretikesearch, and the method used for

uncovering and understanding the little known pimesoa was qualitative interviews.

The researcher interviewed twenty-seven financiadl @ublic sector auditors (as
chartered accountant members of NZICA) and condugtest of the semi-structured
interviews in Auckland. The different aspects ohdocting the interviews (before the
interviews; negotiating access; during the intesgeand taping and transcribing the
interviews) are discussed in section 4.5. A numifeauthors (Cavana et al., 2001;
Lincoln & Guba, 1985; Silverman, 2005) providedighs into how interview evidence
can be analysed. However, this study focussed predmtly on the work of Miles and
Huberman (1994). The researcher performed the datdysis with NVivo7, a
computerised qualitative data-analysis softwar&kpge. A discussion of its use forms

section 4.7. The process of theorising, particyltre ‘top-down’ approach where some
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established theoretical concepts are consideredis@issed in section 4.8. The next

section lists the key terms used and their defingi

1.6  Definition of Key Terms
The following is a list of the key terms used instkthesis. Many of these terms also

appear in the auditing standards and audit guidstatements.

An audit is a professional engagement designed to enablad@pendent auditor to
provide a high, but not absolute, level of assugatacusers through the issuance of a
positive expression of an opinion that enhancestedibility of a written assertion, or

set of assertions, about a matter of accountalfifitiest audit”).

Auditor is a term generally used when referring to botlarfzial auditors and public
sector auditors.

Audit risk is the risk that an auditor fails to reach proganclusions about the company

and its financial information.

Business riskis the risk that the audited entity will fail tataeve its objectives because

of external or internal pressure and forces.

Environmental issuesre the contamination of soil and groundwater cthreamination

of surface water or air pollution; the use of hdpais substances; the generating or
processing of hazardous waste; or business aetivitiat may have an adverse impact
on customers, employees, or people that live imttighbourhood of the entity’s sites
(ICANZ, 2001a, AGS-1010, paragraph 21).

Environmental mattes are initiatives to avoid, remedy or mitigate amlyerse effects

of activities on the environment, or to deal withnservation of renewable and non-
renewable resources (such initiatives may be redultyy environmental laws and

regulations or by contract or they may be undertakeluntarily); consequences of
violating environmental laws and regulations; capusaces of environmental damage
done to others or to natural resources; and coesegs of vicarious liability imposed

by law (for example, liability for damages caussgdpoevious owners) (ICANZ, 2001,

AGS-1010, paragraph 10b).
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Environmental risk means the risk of material misstatement of tharfamal report due

to environmental matters.

Financial auditor is the person with final responsibility for an &uof companies (in
addition to other entities). A financial auditoraschartered accountant and member of

the New Zealand Institute of Chartered Accountants.

Material: A statement, omission, fact or item (in an auditaofinancial report) is
material if it is of such a nature or amount thstdisclosure, or the method of treating it,
given full consideration of the circumstances apyyat the time the financial report is
completed, has the potential to influence likelgrssof the financial report in making

decisions or assertions.

Public sector auditoris the person appointed by the Auditor-General. Ruelitor-
General is an Officer of Parliament and the audfaall ‘public entities’, including the
Crown, government departments; Crown entities;llac¢horities; statutory boards and
other public bodies. A public sector auditor isoadschartered accountant and member

of the New Zealand Institute of Chartered Accoutgtan
The accountancy professiomcludes both accounting and auditing professionals

The next section provides an outline of the thesiscture.

1.7  Outline of the Thesis
The remainder of this thesis is structured as ¥edtoChapter 2 reviews the literature on

financial auditors, auditing and environmental mat and identifies the gaps in
knowledge that assisted in establishing the rebeguestions for investigation. Chapter
3 discusses legitimacy theory at the organisatitaval and the audit function level and
the rationale for its choice and appropriatenesshis study. Chapter 4 explains the
research methodology and methods used in collecimdy analysing the research
evidence. Chapter 5 analyses and interprets fisdifoy the first three research
guestions and Chapter 6 discusses findings forlabetwo research questions. The
thesis concludes with Chapter 7, which discussesctintributions of the research
evidence to the literature, theory, practice anticppthe limitations of the research

study; and recommendations for future research.
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CHAPTER 2: FINANCIAL AUDITORS, AUDITING AND
ENVIRONMENTAL MATTERS

Chapter 1 discussed the background to the curessarch study and outlined the
justification for carrying it out in New Zealandh@& objectives of the current chapter are
to summarise the relevant literature, and to idernkie knowledge gaps that form the
basis for the key research questions underpinriggstudy. Essentially, this chapter
presents a review of three main themes from teealitire: (1) corporate environmental
accountability (2) components of general audit fica¢c and (3) financial auditors’

expanding role in the audit of environmental matte&x summary of the knowledge

gaps and the consequent research questions isifgese section 2.4. The next section

reviews the literature on corporate environmentabantability.

2.1  Corporate Environmental Accountability
Accountability is “the requirement for one party ascount to another party for its

performance over a given period” (ICANZ, 1993, 8taént of concept, paragraph 3.3).
Accordingly, company managers are accountableadcesiolders and other stakeholders
for proper stewardship of corporate funds. Shener lgent (1983) suggested ways of
discharging this accountability obligation: firgty providing financial information on
corporate fund stewardship in the form of a finahoéport; and second by “submitting

the financial report to an examination, or audit behalf of the owners” (p. 1).

In recent years, increasing public awareness ofesousiness activities that negatively
impact on the environment (Holmes, 1999) has led ttramatic expansion in public
interest and concern for environmental deterioma{iGICA, 1993). As a consequence,
there is a proliferation of laws and regulationdaclitrequire greater responsibility for
the remediation of environmental damage (Chadickude, & Surma, 1993).
Commentators have also stressed the importance nefroamental issues as
accountability factors (Billing, Buisman, Willis, &/ilson, 1994; Lucy & Hayes, 2004;
Turner, Grownow, & Prescott, 1993). Hence thersigwificant pressure for corporate
disclosures of social, environmental and economsgues (Schacter, 2005). This
pressure on companies appears to be expandingctbardability obligation (Fiedler &
Lehman, 1995) and some authors have advocated efharting of environmental

matters in corporate annual reports and finantcakments (Blokdijk & Drieenhuizen,

13



1992; Browning, 1994; Cornell & Apostolou, 1991;ddan & Rankin, 1997; Russell,
1992; Salome & Galluccio, 2001).

Authors have commented that environmental issuese puajor challenges to the
accountancy profession (Adamson & Shailer, 1998inBiet al., 1994; Dixon, Mousa,
& Woodhead, 2004; Hines & Jackson, 1994; Roger&42Waughan & Mulliken,
2007). Although there were difficulties in enviroamal accounting (Chadick et al.,
1993; Hooks, 1996; Medley, 1997), Bebbington andayGf1992) regarded the
accountancy profession’s commitments to the ‘publierest’ as a major reason for
‘greening accountancy’. Consequently, Billing et. a1994) remarked that
environmental risk assessment and management wewe part of corporate
governance. Thus, auditors should be not only avedrentities with significant
environmental matters, but prepared to determiee tmpact on financial statements
(Billing et al., 1994; ICAEW, 2000). For examplé,a company’s business impacts
negatively upon the environment (for example bylating pollution laws), it is
potentially liable for a fine and eventually, maycur the costs of cleaning up and
abating future pollution (Simunic, 1994). Therefothe financial report for this
company must present the environmental costs,litiabi and contingencies of the
company’s activities fairly (Teasley, 1995). If thieancial report is then subject to an
audit, the auditor has a responsibility to enshe¢ environmental matters are properly
accounted for and reported (Chadick et al., 199&yG2000a; Gray & Bebbington,
2000; Gray, Collison et al., 1998; Huizing & Dekk&992).

Given the central importance of financial repontsl growing environmental concerns
to various stakeholders, environmental reportingfimancial statements should be
expected of companies whose activities affect tn@renment adversely. However,
some authors have observed that a majority of campastudied were not reporting
environmental information and, where environmerntdébrmation was reported, the
reporting was mixed, inconsistent (Adams, Hill, &Werts, 1995; Deegan & Rankin,
1996) and of insufficient quality and quantity te@eb users’ needs (Adams et al., 1995;
Deegan & Rankin, 1996; Harte & Owen, 1992). Sonteeostudies also found that
most corporate environmental reporting was deseapself-congratulatory, alluded to
good intentions rather than actual environmentag@mmes, and rarely reported a
company’s adverse effects on the environment (Adeinad., 1995; Deegan & Rankin,
1996; Harte & Owen, 1992). Additionally, some comiga had not even acknowledged
14



the financial implications of environmental mattergheir annual reports and financial

statements (Gray, Bebbington et al., 1998).

After studying the annual reports of Finnish comparpublished between 1985 and
1996, Niskanen and Neiminen (2001) concluded that:

Environmental reporting of the sample firms canbet considered as
objective since the proportional share of negatwents reported was
negligible compared to the respective percentagefsitive events (p.
29).
Indeed their findings echo those of previous studie other countries (Ingram &
Frazier, 1980; Rockness, 1985; Wiseman, 1982). Huiggests that the poorest
performers, in fact, issue the largest numberssitive environmental disclosures. The
implication is that firms try to mislead their aadces through unreliable environmental

reporting.

Therefore, as suggested by Sherer and Kent (1983)lischarge a company’s
accountability obligation, the credibility of finamal and environmental information in
company reports should be audited. Auditing is stesyatic process of objectively
obtaining and evaluating evidence regarding assertabout economic actions and
events in order to ascertain the degree of correlpume between those assertions and
established criteria; followed by the communicatioh results to interested users
(ICANZ, 1998a, AS-100: Objective of and generahpiples governing an audit.).

For example, an audit of an entity’s compliancehvahvironmental laws
and regulations is designed to provide reasonaldsueance to the
auditor that the entity has complied, in all matééraspects, with the
environmental laws and regulations appropriate he entity” (ICANZ,
1998a, AS-100: Objective of and general princigleserning an audit,
paragraph 15).
Hence, corporate environmental accountability isndpedischarged by audited
environmental reporting. For the current researtie focus is on reporting

environmental matters in financial reports.

A number of authors claimed that company managernéhtences environmental
accountability for its own benefit. This phenomernisrknown as ‘managerialism’ or
‘managerial capture’ (O'Dwyer, 2003; Owen, Swifipvieerman, & Humprey, 2000;
Owen, Gray, & Bebbington, 1997; Power, 1991). Maltti995) found that an
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environmental audit is largely an internal managa&roeiented activity, and the
environmental consultants who conducted environadesutdits normally reported to
management. Ball, Owen, and Gray (2000, p. 17) cemted that even leading edge
environmental reporting is “manifestly managerraits orientation, stating clearly that
the report is prepared mainly as a managerial aithough it is made publicly
available”. They further commented that when actants are commissioned to verify
(independent) environmental reporting, they obsEne significant degree of
“intertwining between the reporter and the verifiand “the degree of control over the
verification process exercised by corporate managenin short, managerial capture”
(Ball et al., 2000, p. 18). Gray (2000b) arguedt tlza managerially-captured
environmental reporting or attestation processrsffgtle or nothing to environmental
accountability. AGS-1010 states that auditors sthoehquire and discuss with
management “the entity’'s policies and procedures compliance with relevant
environmental laws and regulations [and those] stbfor identifying, evaluating and
accounting for litigation, claims and assessmelftS€ANZ, 2001a, AGS-1010The
consideration of environmental matters in the awdlia financial report paragraph 39).
The question that requires an answer is whetheh susuggestion would lead to

managerial capture.

The survey findings reported in Chiang (2006) iatkcthat although the surveyed
auditors acknowledged a role in environmental msittey questioned the integration
of financial and environmental stewardship attéstatwithin the statutory audit.
Moreover, the auditors seemed unwilling to audiwiemmental matters in financial
reports because they perceived their current awad@d as sufficiently demanding.
Auditors, like other professionals, do have demagdbles. The question is whether
client management influences their unwillingness aiadit environmental matters.
Moreover, the extent of their reliance on managdraed whether managerial capture
of the environmental audit exists are less knowmaqy (2006) further indicated that
although auditors are perceived as being concerabdut the seriousness of
environmental problems, their concern does not séenaffect their professional

practice. These research issues will be coveréusrstudy.

Rodgers and Housel (2004) conducted a researchimgre on how auditors process

environmental risk information and financial infation in their decision-making.

From the experiment, they concluded that, durindjtajudgement and decision choice
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phases, auditors tended to downplay their peraeptd environmental risk information
as opposed to traditional financial information.eTéwthors also concluded that when
auditors faced conflicting information, they tendedely more on financial rather than
environmental risk information. However, the authdid not determine the factors that
contributed to auditors’ downplaying environmermniak information in their decision-

making. Again, managerial capture may be implicatetthis case.

As part of the audit, an auditor reviews informatimn the director’s report and the
annual report to ensure that they are consisteit wfiormation in the financial report,
because “the credibility of the audited financia@port may be undermined by
inconsistencies which may exist between the audfiedncial report and other
information” (ICANZ, 1998e, AS 5180ther information in a document containing an
audited financial reportparagraph 11). Since qualitative environmentpbréng may
be found in the Directors’ report, the annual ré@ord independent reports, AS-518
requires an auditor to verify environmental infotioa across the various sources.
Whether auditors undertake this audit task diliyerg not known. The next section

reviews relevant literature on the components okga audit practice.

2.2 Components of General Audit Practice
Various components make up generally accepted aurdittice, but in the extant

literature, authors have tended to focus on: (&)ktsiness risk approach to auditing;
(2) professional judgement on materiality; (3) &pplication of auditing and accounting
standards; and (4) reliance on the work of an déxgeach of these four main

components is discussed in the following sections.

2.2.1 The Business Risk Approach to Auditing
According to the New Zealand accountancy professibie purpose of auditing

financial reports is to determine:

...... if the financial report complies with generallycapted accounting
practice and if it does not, the respects in whicfails to comply; if it

gives a true and fair view of the matters to whielates; and in addition
whether proper accounting records have been keghiasas it appears
from the auditor’'s examination of those recordsANZ, 1998f, AS-702:
The audit report on an attest audit, paragraph 3Y.(a

However, every audit exposes the auditor to a lefaludit risk. ‘Audit risk’ is the risk

that an auditor fails to reach proper conclusiobsua the company and its financial
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information (ICANZ, 1998d, AS-40Risk assessments and internal contrbllence for
every audit, the auditor would aim to reduce hiser exposure to audit risk (Gray &
Manson, 2005) because an inappropriate audit apimay implicate the auditor in
court for negligence. When planning an audit, audiuse the audit risk model, which
is likely to reduce auditors’ exposure to audikriks application causes the auditor to
focus audit efforts on transactions or balances revhmaterial misstatements or
omissions are most likely to occur (Gay, 2002). §Hor a company whose activities
impact materially on the environment, and whosarftial report is audited, the auditor
will apply the audit risk model, which should leadconsideration of the environmental
risk of material misstatements inherent in a cong{zafinancial report (Lemon, Tatum,
& Turley, 2002). The auditor will also make decissoon the type and amount of audit
evidence to be gathered in the area of environrherdaters (Gay, 2002).

Application of the audit risk model requires thedéor to have good understanding of
the business subject requiring audit. However,nioglel does not require reference to
the wider business objectives of the company. Heneay in the audit profession
considered this approach as somewhat narrow (Lesh@h, 2002). Consequently, in
the 1990s the Big audit firms developed audit métthagies based on the business risk
assessment approach (BRA) (Lemon et al., 2002).afonity of auditors in the audit
profession now use the BRA (Gay, 2002). Businessid defined as “the risk that the
audited entity will fail to achieve its objectiveB&cause of external or internal pressure
and forces (Lemon et al., 2002, p.1). Gay (200&) atferred to business risk as the risk
associated with the company'’s profitability andvseal.

The assessment of business risk is broader thaasgessment of audit risk because
audit risk focuses mainly on financial statemensstatements whilst business risk
focuses more widely on company objectives that haase no implications for financial
reporting. It is designed to give a top-down, bassirisk orientation to audit work
(Bell, Marrs, Solomon, & Thomas, 1997). However,yGA002, p. 68) considered the
BRA as essentially an extension on the traditional audit risk modéhcimg greater
emphasis on understanding the client’s businesshranidsks it faces”.

The BRA requires auditors to spend more time obtgim broader knowledge of the
company’s business in order to determine whetmanftial report assertions are valid.

The auditor begins by discussing, with managentbetcompany’s exposure to those
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risk factors that prevent it from achieving its imess objectives. The auditor then
assesses the specific business risks the compeey fa determine if they might result
in errors, fraud, or other irregularities and, mbitely, in a materially misstated financial
report (Gay, 2002). It is said that “an analysi®os$iness risk informs the assessment of
audit risk” (Gray & Manson, 2005, p. 175) becaussitess risk affects audit risk (Gay,
2002). It also affects the nature, timing and ext@nthe auditor's work through the
required level of detection risk (being the riskatttan auditor’'s procedures will not
detect a misstatement in accounting transactionacoount balance). Based on the
knowledge acquired through BRA, auditors then perfaletailed substantive tests
related to accounts for which substantial residisil remains after accounting for the
effectiveness of business process controls andnpeaihce measures (Bell et al., 1997).
However, the final objective in giving an audit mjoin on an annual financial report
does not change, despite the initial focus of tRABeing wider than the focus of a
traditional audit (Lemon et al., 2002).

The actual impact of BRA on practice is somewhatbfamatic. Although auditors
“tended to exhibit a competent understanding ofrass risk [they are uncertain] as to
how it actually informed the audit” (Flint, Frasé& Hatherly, 2008, p. 146). Lemon et
al. (2002) further explained that the BRA requipsstners and managers to be more
involved in the planning process than previousince “business risk approaches
emphasise judgement and the broad skills [needed$dess the position of a business
in its environment, matters of strategy, operatma finance [which has] consequent
effects on the costs of audit [particularly at gii@nning stage] or the content of other
procedures” (Lemon et al.,, 2002, p. 21, 22). Somhas (Gray & Manson, 2005;
Power, 2000) have indicated that a consequence ak nmvolvement by audit
managers and partners is a reduction in detaikth¢eof account balances (in order to
counterbalance the increased cost at the prelimipanning stage of the audit).
However, a study of an actual BRA assignment byti€and Turley (2007) found that
substantive tests did not seem to decrease asiadicNevertheless, Daniel Goelzer, a
member of the US Public Company Accounting Ovetsigard, was reported by Weil
(2004) as saying that when auditors adopt the BiR&y focuslesson the details of
individual transactions. The BRA appears to relyenon qualitative evidence such as

the effectiveness of internal controls and on aredlevidence such as financial ratios.
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A bigger part of the audit was spent on the ‘pret@$ obtaining knowledge of the
business rather than on the details of individuahgactions (Gray & Manson, 2005).
Crawford and Stein (2002, p. 127) cautioned thaewing risk at entity level in this
way does not perform the same function as risksassent at operational level”. Gray
and Manson (2005) suggested that BRA may lead tiersauditing, which would be
problematic and might consequentially increase kikection risk and audit risk.
Contrary to this, Curtis and Turley (2007) repor®ddence of ‘over-auditing’ in a
study of an actual BRA assignment. Nevertheless; @802, p. 68) cautioned that
“care needs to be taken that it [the BRA] doesexaicerbate expectation gap issues”.
Humphrey (1991, p. 7) defined ‘the expectation gggnerally as “aepresentation of
the feeling that auditors are performing in a maratevariance with the beliefs and
desires of those for whose benefit the audit isediout”.

Knechel (2007, p. 15) further noted that BRA regsirauditors to interview non-
accounting personnel in order to look for evidebegond the accounting function. This
is a new challenge for auditors since “such coratess would not be part of the
normal lexicon of their prior experiences”. Rogé&604, p. 55) explained that auditors
generally rely on company employees to discloserknenvironmental liabilities; but
depending on the questions asked, “....employees moayprovide the auditor with a
comprehensive list of environmental obligations dre those pending legal action”.
This may potentially lead auditors to miss verityithe completeness of company

disclosures.

As reported by Weil (2004, p. A3), Goelzer expldirieat the BRA should work well if

an auditor is good at identifying the areas wheisstatements are most likely to occur;
however he pointed out that “the problem is, theret a lot of evidence that auditors
are very good at assessing risk”. Bell and Solorf2002) and Bell, Peecher and
Solomon (2005) also made similar observations. Kee¢2007, p. 17) added that
“translating knowledge about business risks intol@wce that can support conclusions
about the financial statements is probably the naificult challenge that auditors

faced”. Gay (2002) advised that increased emph@sistrategic management in the

BRA means auditors need greater training in thosthadologies and techniques.

Hatherly (1998) observed that the BRA requires tawslito significantly rely on

management for information about company businesisthis may lead to auditors’
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bias in seeing the business through the same egesamagement. Bazerman,
Loewenstein and Moore (2002, p. 100) cautioned thase relationships between
auditors and their clients may lead to unconscioiased judgements. They put this
theory to the test and found that “auditors’ judgets were strongly biased toward the
interests of their clients; and their tendency ® ibfluenced by clients’ biases”.

However, they saw such biases as inevitable becausbtors have strong business
reasons to remain in clients’ good graces andhare highly motivated to approve their
clients’ accounts” (Bazerman et al., 2002, p. 99).

Morrison (2004) highlighted a significant concern management’s control of
information flowing to an auditor, when the auditisr reliant on management for
information. He also noted that this element wawsimary cause of the Enron audit
failure. As a result of auditors having to work sty with management, stakeholders
may also perceive auditor independetwéeor appear to behreatened (Lemon et al.,
2002) because management may be in a positiorflteemte specific audit objectives
(Gay, 2002). Further, Flint et al. (2008, p. 1433ated that the “BRA represented both

an external legitimation and an internal justifiocatof audit within the large firms”.

In summary, although the BRA is commonly applied impst auditors, and its
application would potentially also impact the audit environmental matters, the
literature discussed above has identified issuasnal: auditors’ ability to ask the right
guestions when interviewing client staff and toeassrisk and translate that assessment
into evidence; the significant reliance on managenier company information; and
management’s control of information to the audit@s major challenges in applying
BRA. While the BRA is commonly applied in audit ptang, (1) how or whether
auditors apply the BRA when considering environrabmhatters and (2) how its
application would potentially impact the audit oiveonmental matters remain unclear,
because it has not received much attention in tigk #terature. The current research
intends to focus on those issues. The next seaaws the literature on ‘professional

judgement on materiality’.

2.2.2 Professional Judgement on Materiality
The second component of general audit practice rifepsional judgement on

materiality. According to Bell et al. (1997) and tHerly (1999), the very essence of
auditing lies in ‘auditors’ professional judgeméBell et al., 1997; Hatherly, 1999).
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Gray, Owen and Maunders (1991) added further thafegsional judgement is made
throughout the audit:

It begins when the [audit] firm decides to accept appointment as
auditors; and continues through the analytical eawvj the assessment of
audit risk, the determination of levels of matdtyal the areas of the
company’s activities on which to concentrate, tiee ©f samples, the
form of evidence to be sought, the decision to@tomenot the directors’
choice of accounting treatment and disclosure aotinmates in the
conclusions of whether or not the financial statetaelo show a true and
fair view and whether or not to sign off a cleardiueport (p. 139).

Iskandar (1996) observed that while many profesgdipidgements are made during the
audit, the decision on audit materiality is the méshdamental. The concept of

materiality for the purposes of an audit is expdias follows:

Materiality is concerned with assessing whetherssion, misstatement

or non-disclosure of an item of relevant and releamformation could

affect the perceptions of financial report usersatdfiality applies to

non-financial and narrative information as well d@s the financial

contents of general-purpose financial reports. Tiegeriality judgement

is primarily a quantitative one, however, the natuof the item or

transaction [qualitative factors] also must be cmlesed (ICANZ, 1998c,

AS-304: Audit materiality, paragraph 8).
How the materiality concept is applied is an impnottaspect of audit practice. The
auditor’'s greatest concern for each audit is thesidity that a material misstatement,
omission or non-disclosure ot detected by the audit procedures carried out ¢tete
risk) and the auditor may be exposed to audit fiskparticular, for a company whose
activities impact the environment, the auditorsnoern is whether the existence of
material environmental matters that impact finah@porting arenot being detected by
audit procedures. This may consequently lead tat ais#t, which is the risk that the
auditor expresses an inappropriate audit opiniogndd, when planning an audit, the
auditor must consider what could cause the findunefort to be materially misstated in
order to reduce the exposure to audit risk to ae@tably low level. In developing the
audit plan, the auditor establishes a materiaiyel acceptable for detecting material
misstatements that may occur in the financial rep@ANZ, 1998d, AS-402: Risk
assessments and internal control)). This, in termgbles the auditor to decide which
items to examine and what appropriate procedurgsettorm. However, McKee and

Elifsen (2000, p. 54) have cautioned that choosimgwrong materiality level affects
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decisions about the nature, extent and timing effilkldwork, and “these decisions, in

turn, affect the effectiveness or efficiency of thalit”.

At the completion of an audit, the amount of mitstaent detected is compared with
the pre-determined ‘tolerable misstatement’ amodeatined as “the amount by which
the account or class of transactions can be mess@td not be considered material”
(Messier Jr., Martinov-Bennie, & Eilifsen, 2005, 205). Financial statement users’
decision-making would not be considered distortédne the amount of misstatement
detected is lower than the maximum tolerable am{umteriality’ level). In that case,
auditors would not need the client to make anytaadfustments. This process enables
the auditor to determine if the misstatements amerial enough to require adjustments
to the client’'s books (Messier Jr. et al., 2005pwdver McKee and Elifsen (2000)
raised a concern that the audit standard on mbtgdaes not give guidance drowto
implement materiality concepts when applying therapriate audit judgement to
evaluating the significance of detected misstatemevertheless, Fogarty, Graham, &
Schubert (2006) have suggested that the commorhbemks of quantitative measures

are net income, revenues and net assets.

Carmichael (2006) has stated that qualitative clarationsdo influence the evaluation
of audit findings, however according to McKee ardseEn (2000), auditorprefer to
quantify their materiality judgements. Rogers (200dserved that financial executives,
accountants and auditors routinely apply the 5% Hh&b6 ‘rule of thumb’ (that is any
value under 5% is considered immaterial, and anlyevaver 10% is considered
material). There are authors (Weinstein, 2007; zuB#iot, Kinney Jr, & Leisenring,
1983) who believed that materialityessentiallya quantitative consideration of what is
important to the presentation of a company’s fim@nstatements, principally net
income or earnings per share. They considered attenwith no quantifiable effect on
current or future financial statements, includihg hotes and statement of accounting

policies, to be outside the scope of the audit@sponsibilities.

There are a number of criticisms against auditgneference for a quantitative
materiality level. The US Securities Exchange Cossion (SEC) (1999, p. 1) warned
that blindly following a numerical rule of thumb materiality decisions is clearlyot

acceptable because “misstatements are not immatenply because they fall beneath

a numerical threshold”. The SEC asserted that cagpnpsanagement and auditors need
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to also understand the client’s situation and tblesrthat are represented by qualitative
considerations in reporting and disclosure decsig@hewning & Higgs, 2002).
Additionally, Burrowes (2006) reported that the Wsiblic Company Accounting
Oversight Board (PCAOB) has criticised the auditipgpfession for beingtoo
quantitative, especially in the judgement field.eTRCAOB asserted that evaluating
materiality requires the exercise of judgement,edasn an assessment of what
constitutes reasonable assurance under the ciraooces, andnot the mechanical
application of a pre-determined formula. Kranact®907), the editor-in-chief of the

CPA Journal warned that:

Quantitative measures provide a deceptive sensmmfort, especially
for those accustomed to dealing with numbers... tiaditgtive aspects of
a misstatement cannot be disregarded or excusethéoely quantitative
reasons. The issues behind the numbers often ¢elnore than the
numbers alone. If CPAs ignore these clues, if thely aside their
professional judgement, they do so at their owrl fer80).

When establishing an acceptable ‘materiality levekS-304: Audit materiality
(paragraphs 14 and 15) states that auditors shtakd into accountgualitative
considerations such as “any legislation or regoitabir specific provisions contained in
the audit mandate, compliance with authoritiesislagjve concern and issues of public
interest”. Also, when assessing a company’s exgouenvironmental risk, AGS 1010:
The consideration of environmental matters in thdigof a financial repor{paragraph
4) states that auditors should refer to AS-2D8nsiderations of laws and regulations in
an audit which indicates the need for considering envirental laws and regulations

pertaining to a company:

Even though certain non-compliance with laws angutations may not
have a direct financial effect on the financial oefp they may still
influence the decisions or assessments of userthanefore be material.
The particular characteristics of non-compliance ttwilaws and
regulations mean the auditor should, more so th@another “errors”,
consider the effect of non-compliance on the dewssbr assessments of
users in terms of both its nature and amount” (IGAN998b, AS 208:
Considerations of laws and regulations in an aud#tagraph 17).

This assessment...provides a basis for the auditde¢ale whether there
is a need to pay attention to environmental matierthe course of the
audit of the financial report (ICANZ, 2001b, AGSt@Qparagraph 4) .

Considering together the requirements in AS-304SAMB10 and AS-208, it can be said

that, when an auditor assesses a company’s expsanzironmental risk, (i.e. the risk
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of material misstatement in the financial repore do environmental matters), the
auditor needs to determine the report uspesceptionof significant environmental
laws and regulations that may influence their denisnaking, even though they may
not have any direct financial effect. Fogarty, Gmah and Schubert (2006) further
claried that auditors should consider the needssefs as group, not just the needs of
specific individuals. Hence, Chewning and HiggsO@20have suggested that financial
statements should disclose information that affstskeholder decisions, based on their
perceived needs (Gist & Shastri, 2003). The imphceis that “if investors believe that
more environmental disclosure is necessary to nmiakgmed investment decisions,
then such information is by definition material’dgers, 2004, p. 55). Although AGS-
1010 and AS-208 are not explicit on the separaelasure of environmental matters in
the financial report, Gray, Collison and Bebbingi@d998) have recommended their
separate disclosure, because they think envirorahestues are qualitatively and
potentially quantitatively different from all othé&sues with financial impacts. This is
also the recommendation of CICA (1993). In paracuGray et al. (1998) would like to
see separate disclosures for (1) fines and pesalte non-compliance with

environmental regulations and (2) abandonment/detegioning costs.

In addition to the observations and comments madeabious authors, there is also
empirical evidence supporting the materiality ofiemnmental information to users of

annual reports. Deegan and Gordon (1996) obsenadasing community appeal for
environmental information; Tilt (1994) found thabwvronmental groups relied on

annual reports to assess the environmental perfaenaf reporting entities. Deegan
and Rankin (1997) reasoned that managers of regoréntities must convey

environmental information material to report usdéscause a number of them provide
voluntary environmental disclosures. Their survaydg also provided evidence that
“some groups within society do perceive environrakmésues as material to their
decision-making processes, and they seek informattoenvironmental matters in the
annual report” (Deegan & Rankin, 1997, p. 567).rémg (1978) and Anderson and
Frankie (1980) found that the market reacted teasdéesclosure.

Thus, the literature indicates that information emvironmental matters is material to

financial report users in their decision-making afA8-208 and AGS-1010 deem

environmental matters to be an audit issue of publierest and material matters of

corporate accountability. Nevertheless, little mwn about auditors’ perception of the
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environmental matters that exist for some compamied whether they impact upon the
audit significantly, while not necessarily havingdaect financial effect. The factors
considered by auditors when assessing the matgriaflia company’s exposure to
environmental risk are also little known. Theseuéss are examined in the current
research. The next section presents a review ofitdrature on auditors’ compliance
with generally accepted audit standards in theditapractice, and the application of
accounting standards in assessing the truth angets of information reported in the

financial report.

2.2.3 The Application of Auditing and Accounting St andards
The third component of general audit practicehe ‘application of audit and accounting

standards’. AS-702The audit report on an attest auditates that an audit must be
conducted (1) in accordance with New Zealand awglistandards and (2) to assess
whether the amounts and disclosures in a finan@pbrt comply with generally
accepted accounting practice. The first part of #action reviews the literature on the
application of audit standards (AS) and audit gona#a statements (AGS) at audit
practice level and the second part examines thiécapipn of accounting standards in

the audit of financial reports.

The Application of Audit Standards and Audit Guidae Statements
The New Zealand Institute of Chartered AccountdNEZICA)* issues audit standards

and audit guidance statements on the performancaudits. Audit standards are
mandatory for auditors and they “contain basic @ples and essential procedures for
the conduct of an audit” (ICANZ, 1998a, AS 1@hjective of and general principles

governing an audjtparagraph 39 ). On the other hand, audit guidatatements:

... do not contain standards but have been issugtdonide guidance on
procedural matters or accepted practice in the perfance of an audit
or when an underlying principle in an Auditing Sdand requires
clarification, explanation or elaboration (ICANZ,998a, AS 100:
Objective of and general principles governing anligyparagraph 6(c)).

By their nature, audit standards and audit guidestagements are general, and some
authors have noted that they “are issued as adbsulf-regulation” (Willekens, Steele,
& Miltz, 1996, p. 249). van Peursem, Locke and H&uoim (2005, p. 110) have

! Name changed from Institute of Chartered AccoustanNew Zealand (ICANZ) in 2005
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suggested that the accountancy profession “mawtiotelly or otherwise, create a
manner of ‘self’ through their standards: a seHttls constitutive in its own light”.
According to the authors, the accountancy professstommunicatesabout itself
through the audit standards to every auditor andh® general public: “it is a
profession’s view of itself, uncensored” (van Peunset al., 2005, p. 110). Since the
accountancy profession has a stated obligationeteesthe public interest (ICANZ,
2003a), van Peursem et al. (2005) expected tohsge@bligation played out throughout
the ‘Going Concern’ audit standard they examinedidad they found that the audit
standard did not convey a forceful mandate and midtl seem to impose any
requirements on the auditor, indicating that thepaded’ standards “give the
appearance of improving professional benchmarksvinyie of greater volume, a
volume not necessarily commensurate with a greqtelity or a more forceful
mandate” (van Peursem et al., 2005, p. 128). Hueypht al. (1993a) commented that
the significance of audit standards is not in te&ailed matters of practice, but in the
potential power of the image it created, using themeassert auditors’ public interest

commitments.

Sikka, Puxty, Willmott and Cooper (1998) and Staamgl Moonitz (1978) expressed
their concerns about the ‘looseness’ of audit stedwl Chandler (1997) stated that audit
standards do impact auditing practice, and theraxpat conducted by Frazer and Lin
(2004) confirmed the statement. However, much ef ¢htical literature argued that
audit standards have been ineffective, and that éne mere articulations of existing
auditing practice, driven by professional self-res# (Humphrey & Moizer, 1990;
Humphrey et al., 1993a). Pong and Whittington (1984167) criticised the fact that
audit standards and guidelines “did not attemptetdhink or extend the scope and
technique of the audit. Rather, they attempt tosobdate the status quo, and in
particular to limit the obligations and responsiles of the auditor”. Woolf (1994)
highlighted the difficulty in interpreting audit astdards in practice and, most

particularly, in relation to evidence.

Power (1999, p. 24) made critical comments aboatatdit guidance statement on
fraud. He claimed that, when first issued, the tagdidance statement simply codified
“what had always been common knowledge”. For &l purposes and despite the
rhetorical text, it was intended to be “businessuasal’ for the auditors. He further

commented that the texts of the guidance seemu® ‘@xternal visibility” and the
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impression of “a solution to the problem” (Powe®99, p. 24). However, even though
the audit guidance statement did look “practicabuggh to look like guidance to

outsiders”, they would not be able to “replicatejunige it” without the assistance of
auditors, because the interpretation of the rules iastructions in the guidance are
discretionary and subject to interpretations andg®al judgements (Power, 1999, p.
25). Power (1999, p. 25) then concluded that “ia Wy, disturbances to the system, in
the form of new demands, or old demands with a restoric, can be managed by
transforming the unfamiliar and intractable inte tamiliar and possible”.

Young (2003) raised the concern that audit standattihg might involve deliberate
ambiguities in the language of the standards, s && acceptable to people holding
opposing views. This gives rise to suggestions dufublethink’ and ‘doublespeak’
(Robb, 2003a, 2003b). Doublethink means “the pawdrold two contradictory beliefs
in one’s mind simultaneously and accept both ofmthend doublespeak involves the
ability to speak or write of two or more contradigt ideas without the speaker or writer
being aware of the contradiction” (Robb, 2003a,18). Robb (2003b) argued that
doublethink and doublespeak allow audit standatterseto present contradictory ideas
of what are actual underlying events. Robb (20@@2lve an example of doublethink and
doublespeak in the discussions of an earlier atditdard on auditor’s responsibility to
detect fraud. He explained that doublethink medmast twhile auditors have the
knowledge to detect material fraud and should gh@naudit accordingly, it is not their
responsibility to find fraud (Robb, 2003b). The gibte role of doublethink and
doublespeak in New Zealand audit standard and ljgdsetting is unknown, and will
be explored for AGS-1010Ohe consideration of environmental matters in thditof a
financial report the focus of the current study.

The stated purpose of AGS-1010 is to guide auditarsexercising professional

judgement for determining the nature, timing andeeik of audit procedures with

respect to: (i) a knowledge of the audit environt{@&$-302); (ii) risk assessments and
internal control (AS-402); (iii) a consideration @ws and regulations (AS-208) and
(iv) other substantive procedures, e.g. using takwf an expert (AS-606)” (paragraph
3c). In the light of the many comments made abaditastandards and audit guidance
statements in the literature, the current reseaitttanalyse critically the effectiveness

of AGS-1010 in guiding auditors in their consideatof environmental matters in the
audit of financial reports.
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Since accountancy professional bodies in varioustes prepare audit standards and
guidelines regularly, it is of interest to disculss literature on audit standard-setting to
understand better its background, and some relase@s and concerns. The structure
for audit standard-setting and its enforcement edifsignificantly from that of
accounting standard-setting. Across countries,reatendependent bodies regulate the
accounting standard setters (Brown, 2001), but temgdistandard-setting is self-
regulated by the accountancy professional bodiesskelves (Baker, 1993; Chandler,
1997; Willmott, Cooper, & Puxty, 1993). When austidndards were first promulgated,
the objective was to improve the quality of audiysdisseminating information about
audit best practices (McEnroe & Nikolai, 1983). @uitly, the standards and guidelines
are intended to provide a framework for audit deais. They are also meant to ensure
that auditors are fully aware of modern audit teghes (Gay & Simnett, 2003).
Furthermore, auditing standards and guidelines hlp to narrow down areas of
differences and variety in audit practice, by settout what is believed to be best
practice acceptable to auditors (Ferrier, 1985)aAssult, uniformity of audit practice
within each country is imposed by standards as wasellencouraged by guidelines
(Ferrier, 1985).

A survey on audit regulation conducted by the tosti of Chartered Accountants in
Ireland (ICAI) indicated that its members express&dng opinions in favour of the
Institute opting out of agency regulation. The mdnwver for this view was that a
regulator outside the Institute ensured that theas an even playing field for all
practitioners; i.e. that everyone was subject t® siame level of regulation. Some
participants felt that the Institute placed too muEmphasis on regulation “to the
detriment of support and advisory services” (WalDQO, p. 18). This issue was also
raised by Swift & Humphrey (2000a), who questiorvédether a professional body
could act both as regulator serving the publicrege and “trade association” serving

the interests and needs of its members.

A comparison made of the various audit standartihggboards (the Auditing Standards
Board (ASB) in the United States; the Auditing aAdsurance Standards Board
(AUuASB) in Australia; the Auditing Practices Bog@PB) in the United Kingdom and
the Professional Practice Board (PPB) in New ZaBlardicated that they all seemed to
have similar characteristics and common practiédsthe boards fully controlled the

audit standards and guidelines setting processkM{pparties within the boards, or the
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boards themselves, initiated the standard-settinggss. It appeared that the working
parties inall the boards were agents that influenced the atatidard-setting process
significantly through the recommendations they idauo the boards for consideration.
Again, the boards decided on the acceptance ofctmments received and the
modifications made thereafter. By casting votesthal boards also decided on the final

exposure draft, its exposure for comments, an@pipeoval of the final audit standard.

Comments and representations received from pulbligtiny of the exposure drafts
were considered and incorporated into the finaltatdndard, but how these comments
and representations were recorded is not knowndddlyon (2004) raised some issues
regarding responses to comments made to exposaits.die observed that many UK
auditors did not bother to respond or comment eir tigreement or disagreement with
an exposure draft. He speculated, “...nobody expbetsAPB to take much notice of
anything” (p. 58). Since equal weighting was nekegito all views, Myddelton deduced
that exposure for comment by no means made starsédidg a democratic approval
process. He further observed that the scrutingxposure drafts merely gave people a
chance to express disapproval that standardsgéibiards might then choose to ignore.
Myddelton questioned whether “the Boards have tdeaby the majority view if one is
apparent” (Myddelton, 2004, p. 58). Myddelton’s qations and observations have
yet to be confirmed, since little is known abouw ttecision-making process by which

exposure draft comments are considered.

Pong & Whittington (1994) provided further explanas for the poor rate of
submission of comment letters in response to tH®igsecrutiny of an exposure draft.
They suggested that this might be due to a lackufficient incentive on the part of
members of the public to act for the public goadher than to the inadequacies in the
consultation process. Another reason for the HezErsubmissions might be the lack of
perceived net benefits; respondents perceive et submission could not have any
effect on the outcome of the process. Rahman (18B84¢rved that when submissions
are made to a standard setter, respondents arkyusevare of the arguments of other
respondents. At that stage, the standard-settinghamésm receives the views of
outsiders, but it does not provide for open debapparently, audit standard setters do
consider the participation of different parties time process important, because it
provides them with information that may help thesnghuge the potential reaction of
interest groups to their standards. Georgiou (2@0@pested that standard setters find
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the explanations that various parties give for rthiedividual actions useful in their
attempts to build consensus and resolve conflict®rgst these parties. Whether
NZICA considered any comments made on AGS-1010rbefavas promulgated is not

known and thus will be investigated in this study.

As discussed in the earlier paragraphs in thisi@ecaudit standards and guidelines
have been the subject of various criticisms. Siryildhe audit standard-setting process
and the audit standard setters themselves havebalso criticised in the literature.
Sikkaet al (2001) viewed standard setters as prejudicedelsaatiting in the interest of
the few groups embedded in their membership ofpitedéession, for example large
professional accounting firms and large multi-naglocompanies. Under such a view of
standard-setting bodies, standard-setting is nasidered pluralistic. The process is
seen as being designed to promote the self-intefessfew powerful interest groups to
the detriment of other interest groups (Sikka, J9€2rtain issues are felt to be kept off
the standard setters’ agenda, and real power iscisgd in standard-setting when
potential issues are kept out of consideratiomerathan when a party enters the public
consultation process (Sikka, 2001). However, intiamt, Manson & Zaman (1999) felt
that auditing firms did have a positive attitudevéods their greater responsibility for

the audit function.

Some commentators have seen the promulgating ofirapydtandards as a means of
self-regulating professional body members in otdeserve the public interest (Baker,
1993, 2004; Carmichael, 1995; McEnroe & Marten®98 Sikka, Willmott, & Lowe,
1989; Walsh, 2000; Wilimott, 1986; Willmott et al993; Woolf, 1994; Zeff, 1998).
However, the accountancy professional bodies haen [seen by some as unable to
serve the public interest and protect public canfik, because auditing standard setters
are thought to act in the interest of the publicoamting profession rather than the
wider public (McEnroe & Martens, 1998; Pong & Wimgton, 1994; Sikka et al.,
1989). Auditing standard-setting has appeared toesto be a “self-serving exercise by
those whose conduct is being regulated” (Zeff, 199%36). Baker (1993) suggested
that the real motivation behind auditing standastiisg was to forestall government
activities that would threaten self-regulation objpic accounting. Sikka (2002) had the
opinion that audit standard setting bodies sewhto owe a duty of care to any

stakeholder, even though standard-setting is nteas#rve the public interest.
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Since the standard-setting group is totally withive audit profession, its inherent
secrecy and the credibility of the process have hEen questioned (McEnroe, 2000,
2002; Sikka et al., 1989). This issue is an extensf the problem of independence
and secrecy, and can give scope for overtly sédfr@sted behaviour or the impression
that such behaviour occurs even when it does neforB an audit standard is issued,
lobbying of the standard setter often occurs, whdarested parties are given the
opportunity to influence the outcome of the procéGeorgiou, 2002; Manson &
Zaman, 1999; Myddelton, 2004; Pong & Whittingto®94; Weetman, 2001). “Thus
secrecy encourages conspiracy theories about dnelast-setting process”, according
to (Pong & Whittington, 1994, p. 159).

If the purpose of standard-setting is to servephlelic interest then, perhaps, a wider
community of stakeholders should be invited to cantn However, “....important
lobbying may have already been done non-publicliprieethe issuance of the ED
[exposure draft]” (McEnroe & Martens, 1998, p. &Jence, comments received
following the exposure of ‘final’ exposure draftsigimt not carry much importance
(Manson & Zaman, 1999; McEnroe & Martens, 19987)p.Rahman (1991) suggested
that at the initial exposure stage, there may behmegotiation between the parties
who are specifically interested in the issue undeestigation, and some of the options
may be modified several times, or dropped completedfore the outcome is disclosed
to the general public. This stage is not open tsidears, and some of the options may
never be disclosed to outsiders for consideratitowever, according to J.B. Sullivan,
the chairman of the Auditing Standards Board, “...tequest for comments is not a
popularity contest but rather a way to learn ofiessthat may not have been considered
in drafting the proposal” (Craig, 1994, p. 46). New Zealand, exposure drafts are
publicly exposed to members of the Institute ankeptinterested parties, but no
information is available about the submission @téhe process of deciding how each

comment received is considered and incorporatdideiinal audit standard.

Although many authors have examined the shapingcobunting standards (Baylin,
MacDonald, & Richardson, 1996; Craig & Diga, 1986garty, 1994, 1998; Hronsky &
Houghton, 2001; Street & Shaughnessy, 1998; XiaBaf, 1997), “...little is known
about the shaping of auditing pronouncements am@dbial relations promoted by such
policies’ (Sikka, 1992, p. 350). Across the countries digmpirical research has been

done to examine the actual decision-making prosesshin these accountancy
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professional bodies and standard-setting boardfrnhation on individual boards and

audit standard-setting in general, is also limit€dere are many issues regarding the
decision-making processes in audit standard-settiag require answers, such as the
selection of Board members, the selection of anviddal Board member, or the

existence of outsiders involved in the standartdrgetprocess. Such issues are
significant because, presently, members of thedsoaompletely control the standard-
setting process from beginning to end. The sanestopns may be asked regarding the
selection of working groups or task forces set yghe boards. Although projects are
prioritised and worked on by a [research] workimgup set up by the boards, some
questions still remain regarding the establishéré for selecting an issue for future

standard-setting; who raises and prioritises thees for consideration; who writes the
exposure drafts and how they are written up. Algestjoned, is who decides on the
contents of these exposure drafts? There are mastigns than answers on audit

standards and guidelines setting.

Regarding the establishment of AGS-1010, questrensain over whether the public
and users were given the opportunity to deternieefinal form of the audit guidance
standard; and over the process by which commertvied for the exposure draft
AGS-1010 were incorporated into the final auditdguice statement. The setting of
AGS-1010 is affected significantly by each of thesmaining questions both of which
are examined in this study. The next section dsesighe application of accounting

standards in auditing.

The Application of Accounting Standards
AGS-1010, paragraph 17 affirms, “...there are fewharitative accounting standards

that explicitly address the recognition, measuremaed disclosure of the consequences
for financial reporting arising from environmentahtters”. Hence, NZICA and other
overseas accountancy bodies have generally scsmlfdy, to confine their attention on
environmental matters to existing, generally aceepaccounting practice (ICAEW,
1996; ICANZ, 2001; IFAC, 1995). Various authors @asited contingent liabilities as
the most widely experienced type of financial stegat impact (Gray, Collison et al.,
1998; ICAEW, 1996; ICANZ, 2001a; IFAC, 1995), andnsidered ‘provisions and
contingent liabilities’ as the appropriate accongtireatment for environmental matters
(Hines & Jackson, 1994; McGuinness & Sharpe, 2004clley, 1997; Specht, 1992).
Some authors have also provided guidance for disoés of environmental risks and
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their impact on key financial items (Bell, 1992; Iz, Doolittle, & Broke, 1993
August; Munter & Sacasas, 1996; Specht, 1992).

In New Zealand, AGS-1010 suggested some examplesneironmental matters
affecting the financial report:

(@) the introduction of environmental laws and regudas may involve
an impairment of assets and consequently a needite down their
carrying value;

(b) failure to comply with legal requirements conceghienvironmental
matters, such as emissions or waste disposal, @ngds to
legislation with retrospective effect, may requisecrual of
remediation, compensation or legal costs;

(c) some entities, for example in the extraction indest(oil and gas
exploration or mining), chemical manufacturers, ibgsinesses,
local authorities or waste management companies nrayur
environmental obligations as a direct by-product tbeir core
operations;

(d) constructive obligations that stem from a voluntamitiative, for
example an entity may have identified contaminabbrand and,
although under no legal obligation, it may have ided to remedy
the contamination, because of its concern for itgtterm
reputation and its relationship with the community;

(e) an entity may need to disclose in the notes thetende of a
contingent liability when the expense relating tovieonmental
matters cannot be reasonably estimated; and

() in extreme situations, non-compliance with certammvironmental
laws and regulations may affect the continuancearofentity as a
going concern and consequently may affect thealisecés in and the
basis of preparation of the financial report (ICANZ00Ola, AGS-
1010: The consideration of environmental mattersh@ audit of a
financial report, paragraph 15).

AGS-1010 also suggested that auditors apply the Nf&mmland equivalent to
International Accounting Standard (NZ IAS) JTrovisions, contingent liabilities and
contingent asset® the recognition and disclosure of contingemsisés ensuing from
environmental matters. NZ IAS 37, paragraph 10 mlesg ‘provisions’ as those
obligations arising from past events existingependentlyf an entity’s future actions:
a liability of uncertain timing and/or amount. Thfare, if something is disclosed as a
provision this should alert the reader to the uageties inherent in its ultimate
payment. Examples of such obligations are penatiteslean-up costs for unlawful
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environmental damage. NZ IAS 37 further explainemhtingent liabilities’ apossible
obligations at balance sheet date. Their existahbalance sheet date will be confirmed
only by the occurrence or non-occurrence of onenore uncertain future events that
are not wholly within the control of the companyende, so long as an obligation has a
possibilityof occurring, even though a monetary estintaienotbe attached to it, (that
is, to be a contingent liability, there may bpassibleobligation only, andho monetary
estimate is required), it is considered a ‘contimdebility’ and shouldbe disclosed in

the notes to the accounts.

Apart from the need for legislation to compel compa to remediate contaminated
land, questions remain as to how a company shoatuat for the ‘obligation’
associated with cleaning up such a site. DeegarSantkin (2006) took the view that
such a liability should be recognised not only wiikare is a legal requirement to
remediate a site, but also when usual prudent bssipractices would suggest that such
remediation is necessary. Deegan and Samkin (20@8gfore considered financial
reports that failed to disclose material liabiktieelating to expected clean-ups to be
misleading. Since AGS-1010 made strong suggesfmmenvironmental matters to be
treated as, ‘provisions or contingent liabilitieguditors should audit environmental
matters as such. However, Gill, Cosserat, Leund, @aram (2001) cautioned that
environmental matters (considered as contingehbiliti@s) were unlikely to be recorded
in the accounting records until the occurrencehefuncertain future event. Therefore,
there was a high risk that they wouldt be disclosed completely and properly. Hence,
during audit testing and, particularly in searchioagunrecorded liabilities, the auditor
should remain alert to the possibility of contingelmbilities in general and
environmental matters in particular, because cgsticies that are often the highest risk
to auditors are associated with litigation. In pice; issues of interest include: (1) how
auditors account for environmental matters forricial reporting purposes, (2) what the
audit approaches are in verifying the accountiegttnent in accordance with generally
accepted accounting practice and (3) what the egdls are. These will be explored in

the research interviews conducted.

2.2.4 Relying on the Work of an Expert
The fourth component of general audit practicenisaaiditor’s reliance on the work of

an expert’. AS-606.Using the work of an experecognised that auditors are not
expected to have expertise in other fields. Whatitiag financial statements, auditors
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may need special knowledge on certain mattersaiteapotentially material to the fair
presentation of financial statements. They may gutlgs to require the work of an
expert. For example, if an auditor, unfamiliar wehvironmental issues is auditing a
client with possible environmental violations, he she would need to consult an
environmental expert or consultant and utilisertverk (Colbert & Scarbrough, 1993,

p. 28). Durbin and Summo (1994) observed that arglivere increasingly relying on
the work of experts and there are many examplesngikiroughout AGS-1010 where
experts’ work may be relied on. Generally, an ardmight rely on the work of

environmental consultants in assessing environrhah@n up obligations or seek
technical advice from experts, such as lawyers,ineegs or other environmental
experts, on whether a particular event or conditeoa breach of environmental laws
and regulations. However, when an auditor decidesety on the findings of an

environmental audit as audit evidence, the audhias to decide whether the
environmental audit meets the evaluation critenaAiS-606: Using the work of an

expert Important criteria to be considered are:

(@) the impact of the results of the environmeaiadit on the financial

report; (b) the competency and skill of the envinemtal audit team and

the objectivity of the environmental auditors, espy when chosen

from the entity’s staff; (c) the scope of the emvimental audit, including

management’s reactions to the recommendations risilt from the

environmental audit and how this is evidenced;tf®) due professional

care exercised by the team in the performance efdhvironmental

audit; and (e) the proper direction, supervisiondareview of the audit.

(ICANZ, 2001a, AGS 1010: The consideration of emwirental matters

in the audit of a financial report, paragraph 51).
Power (1997) noted that, although an auditor is exqtected to have the detailed
knowledge and experience of experts, the auditobiged to form an opinion on the
need for specialist knowledge and on the expert’'s caemee and objectivity. He
further stated that the audit standard assumed getence is normally indicated by
technical qualifications, membership of a recogtizarofessional body or even
experience and general reputation in the marketw@?, 1997, p. 78). From that
assumption, Power deduced that professional qeetiifins provided evidence of the
reliability of the expert: that “in principle theuditor audits the [expert] and not their
work” (p. 78). In other words, “...[expert] techniggibecome generally accepted if the
practitioners are credible; and if the [expertd aredible, their expertise can be relied

upon and the numbers they produce become audit@®dstier, 1997, p. 80).
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In 2001, Chiang surveyed New Zealand auditors t®rdene their perceptions of
various issues regarding the environment. The rigslifrom that nationwide survey
were reported in Chiang and Lightbody (2004) anda@dp (2006). Chiang and
Lightbody (2004) reported findings on the naturel axtent of financial auditors’
involvement in environmental audits. Their findinigsicated that, generally, financial
auditors did not offer environmental audit servidecause they did not have the
appropriate expertise in environmental matters.ddeto meet any demands for such
services, auditors would need “to contract-in teevises of ‘outside experts” (Chiang
& Lightbody, 2004, p. 232).

AS-606: Using the work of an expedcknowledges, “...an auditor is not expected to
have the expertise of a person trained for, orifigelto, engage in the practice of
another profession or occupation” (paragraph 7)atTime auditors in Chiang and
Lightbody (2004) admitted their lack of expertiseanvironmental matters, suggested
they may need to ‘contract-in’ non-accounting ‘cdgsexperts’ to assist with the audit
of environmental matters for companies with sigaifit environmental issues.
However, Chiang’s (2006) study of New Zealand aurditlid not examine their use of
‘outside experts’, or their entering into joint amgements with other professionals, to
assist them in their audit of environmental matternancial reports. Since the current
study aims to identify current practices in the iatask, auditors will be asked about
their engagement of non-accounting ‘outside exp&tg next section continues with a

review of the literature on financial auditors ayironmental matters.

2.3 Financial Auditors and Environmental Matters
A financial auditor appointed under the New Zeala@dmpanies Act 1993 is

responsible for a financial audit, which culminatesan audit report. As members of
NZICA, financial auditors are required to complythviThe Code of Ethics, which
asserts that its primary objective is to meet thiglip interest requirement:

[The professionfecognises that its members have an important aiokk
position in society and will act in the public ingst. It defines ‘public
interest’ as the collective well-being of the comitw of people and
institution the profession serves. The accountgmmfession’s public
consists of client, governments, employers, emefyevestors, the
business and financial community, and others whpar the objectivity
and integrity of members for sound financial acdoun and reporting
(ICANZ, 2003a, Code of Ethics, paragraphs 14 and 15
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Further, the American Accounting Association ddseuliaccountants’ mission as:

To provide information which is potentially usefat making economic

decisions and which if provided will enhance sowalfare (Association,

1973, paragraph 10).
The responsibility for environmental matters had Bome authors to perceive a
widening in the scope of financial auditing and itarts duty of care in order to
explicitly incorporate environmental matters (Beyyl&€993; Dixon et al., 2004; Sylph,

2005). In New Zealand, the stated purpose of AGEY16 as follows:

Its [AGS-1010] purpose is to assist auditors, and the developnoént
good practice, by providing guidance on the appglma of the Auditing
Standards in cases when environmental matters mafisant to the
financial report of the entity. The extent to whiahy of the audit
procedures described in this Statement may be a@pite in a
particular case requires the exercise of the auttgudgement in the
light of the requirements of the Auditing Standaadd the circumstances
of the entity (ICANZ, 2001a, AGS-1010, paragraph)10

AGS-1010 is explicit on the need for auditors tagider environmental matters in
financial audits. It further indicated that “enummental matters can be complex and
may therefore require additional consideration bgi@rs” (AGS-1010, paragraph 3).
However, Fleming (1993) observed that many accousitand auditors in [country of
Fleming’s study] seemed oblivious of their respbilisy for environmental matters (for
example environmental cleanup): an oversight tbatdcexpose them to legal liability.
Although more than ten years have passed sinceirgésrobservation, it is not known
whether contemporary auditors around the world hbeeome more attentive to

environmental matters for their audit engagements.

Sylph (2005), the International Federation of Aauamts (IFAC) Executive Director,
expected auditors to ensure greater corporate@nuigntal accountability. He asserted
that accountants [and auditors] “have a role in ingakorporations and governments
sensitive to the environmental results of theiicast” (Sylph, 2005, p. 1). Similarly,
Lickiss (1991) the ex-president of ICAEW, also ateskthat accountants and auditors
must measure up to the environmental challengdef tare to fulfil their duty to
promote public interest. Gray (1990, p. 65) obsértleat growing concerns for the
environment had resulted in specific changes tanless practices, and “that these
changes will affect the accounting profession”. 8gmnofessional accountancy bodies

have responded by addressing environmental qusessiod by bringing the issues into
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the open (Bebbington & Gray, 1990; Collison & Slgn2000). For example, AICPA
convened a two-day environmental issues roundtiabew Orleans (Fleming, 1993)
and, in 1998, IFAC released International Auditidtactice Statement (IAPS) 1010:
The consideration of environmental matters in thditof financial statement&hich
provides “practical guidance on the applicationirgérnational standards on auditing
when environmental matters are significant to tharfcial statements of such entities”
(Anonymous, 1998, p. 5). ICAEW (2000) recognised ittnportance and implications
of environmental matters for businesses, and caedicauditors and accountants not to

ignore them.

In New Zealand, the NZICA Professional Practice ildasued AGS-1010 in 2001, and
in it stated that:

When environmental matters are significant to atitgnthere may be a
risk of material misstatement (including inadequdisclosure) in the
financial report arising from such matters. In tkesircumstances, the
auditor needs to give consideration to environmemtatters in the audit
of the financial report [and] when forming an opni on the financial
report, the auditor should consider whether thee&f of such
environmental matters are adequately treated orcldsed (ICANZ,
2001a, AGS 1010: The consideration of environmentatters in the
audit of a financial report, paragraphs 2 and 55).

AGS-1010, paragraph 3 also warned, “...environmematters can be complex and
may therefore require additional consideration bdirs”. Nevertheless, no further
comments were made by NZICA regarding its applicatHence the issuance of AGS-
1010 raised questions about the motivation foplitsnulgation and how the impetus for
the new AGS-1010 developed.

A search of extant literature in New Zealand resdalery little discussion on
environmental matters (Cox, 2001; Kirman, 2003; Mo@ess & Sharpe, 2001; Todd
& Stafford-Bush, 1995); New Zealand auditors wengpaently silent on their
responsibility for considering environmental mattén financial audits. Their silence
raised further questions on New Zealand auditoestgptions of their responsibility for
auditing environmental matters, current audit pcast and the impact AGS-1010 might

have on current audit practice. This study willdfes@n these questions.

Collison’s (1996) interview study questioned whethin view of environmental

concerns, auditing is changing or should changesadtght auditors’ views on specific
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audit procedures, practical issues and experieand, on the scope of regulatory
guidance and their perceptions of clients’ viewsarmironmental matters. On the basis
of Collison’s (1996) findings, a large scale surwdya wide range of auditors was
carried out and the findings reported in Collisard aGray (1997). The combined
findings from Collison (1996) and Collison and Gi@p97) established that, although
auditors acknowledge a growing importance of emwitental awareness, that
awareness needs to be raised. Even though authioksit useful to have some (non-
prescriptive) audit guidance on environmental @ssuihey do not think it necessary to
have ‘green’ financial reporting standards becamseformal regulations would further
add to their already oppressive burden and coudtease their exposure to potential
liability (Collison & Gray, 1997). Additionally, t auditors felt that environmental risk
issues were covered by existing accounting guidsliiThe research evidence also
indicated that larger audit firms ran training c®g and had ‘industry specific’
guidance on environmental risk. Although the audittecognised a need to rely on
other environmental specialists, they were conckrtiat specialist advice was not
usually sought when, arguably, it should be becdaosenany audit firms, thérst stage

of awareness of possible environmental risk is m@tbs®verall, Collison and Gray
(1997) concluded that auditors risked under-emgiragienvironmental issues and their
financial consequences, and that risk was invers@gortional to firm size (Collison &
Gray, 1997).

Both Collison (1996) and Collison and Gray (199@yd informed the current research
study significantly. It is now more than ten yeansce their studies were reported and
more than fourteen years since their researchvietgs were conducted. In the
meanwhile, growing international concern for enmimental issues and increasing
expectations of environmental reporting in finahaigports has led to the issue of
IAPS-1010: The consideration of environmental matters in thelia of financial
statementdn March 1998, which was followed in New Zealang AGS-1010:The
consideration of environmental matters in the audfitfinancial statementsn 2001.
AGS-1010 is consistent in all material respecthuitPS-1010 (AGS-1010, Appendix
1). Nevertheless, no other studies have examiredstiues which Collison (1996) and
Collison and Gray (1997) identified in their stugli@herefore, it is of great interest to
determine if audit practice has developed furthegrdime or if AGS-1010 has been
influential. Collison and Gray indicated that thégok forward to reports from other
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jurisdictions of practitioners’ responses to thésmies” (Collison & Gray, 1997, p.
148). Their comments provided added motivation tfer current study. Overall, the
current research is intended to advance and ugdalteson (1996) and Collison and
Gray (1997). The literature review has revealedumlbver of knowledge gaps. These

gaps formed a basis for the current study, and @ineyliscussed in the next section.

2.4  Knowledge Gaps forming the Basis for the Curren  t
Research
A review of the literature led to the identificaticof knowledge gaps in financial

auditing and environmental matters. It has alsadeadditional research questions. The
extant literature does not report auditors’ peroggt of the importance of
environmental matters as an issue of public conckris also not known whether
auditors are attentive to environmental mattersthamir audit engagements. Chiang
(2006) indicated that auditors are unwilling to &whvironmental matters because of
their demanding roles, but questions remain aship they are unwilling, and what are
New Zealand auditors’ perceptions of their respahsi for auditing environmental
matters. In fact, little is known about practicéated to the audit of environmental

matters. In summary, the knowledge gaps identifidtie literature are:
(1) How do auditors apply the BRA in the audit of eomimental matters?

(2) How do auditors assess a company’s exposure tooemvental risk?

(3) How do auditors treat the consequences of enviratahenatters in financial
reporting?

(4) How do auditors approach environmental reportingide the financial report?
(5) Do auditors rely on management when auditing envirental matters?

(6) Do auditors rely on non-accounting ‘outside exgerts

(7) Do auditors face practical challenges in their entpractice?

(8) What was the motivation for issuing AGS-10107?

(9) How effective is AGS-1010 in guiding the audit ov&onmental matters?
(10) How may current practice be improved and furtherettgped?

These knowledge gaps formed the basis of the dustedy. Categorising the above ten

issues resulted in the following five key reseajakstions:
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1. How do auditors perceive the consideration of emrmental matters in the audit of
financial reports?

2. What is the current audit practice in the audieo¥ironmental matters? (Questions
1 to 6).

3. Do auditors face any challenges in their curremicpce? If so, what are they?
(Question 7).

4. Does AGS-1010 impact current audit practice? Itlsen how? (Questions 8 and 9).

5. How may current practices be improved and furtlesmetbped to meet the espoused
aims of AGS-1010? (Question 10).

Since the studies by Collison (1996) and Collisod &ray (1997), no further studies
have examined the impact of audit standards and guidance statements on the audit
of environmental matters. Hence, the current rebeaill advance and update the work
of Collison (1996) and Collison and Gray (1997)dayrying out interviews with New
Zealand auditors. Chapter 4 explains the reseaasthadology and the methods used to

collect and analyse the interview evidence.

2.5 Chapter Summary
The objective of this chapter was to demonstragelittkages between extant literature

about the consideration of environmental mattethénaudit of financial reports and the
knowledge gaps that informed the development ofrkegarch questions for this study.
This chapter presented a review of the literatune @) corporate environmental
accountability (2) components of general audit ficacand (3) financial auditors’
expanding role in the audit of environmental matt&pecific issues derived from the
literature review were then categorised to constitue research agenda for the current

study.

In the next chapter, theoretical concepts undeglifegitimacy theory’ in the context of
organisations, and justifications for its choiced aappropriateness in informing the
current research study are discussed. Chapterd Elaapter 6 present and discuss the

findings for the above five main research questions
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CHAPTER 3: THEORETICAL PERSPECTIVE

The aim of this chapter is to discuss the conceptierlying legitimacy theory and the
rationale for choosing legitimacy theory to infotims study. This chapter also explains
the concept of the audit expectation gap and levaace to the notion of legitimacy in
the audit profession. In particular, it focusestloa expectation gap Il, which was first
introduced by Specht and Waldon (1992), and askethven it exists between auditors
and standard setters in relation to New Zealan@$SA010. The next section discusses
the concepts of legitimacy theory in the contexthaf extant audit literature. Key points
relevant to the research topic are then used tid Ihie rationale for using legitimacy

theory to inform the interpretation of findings finchis study.

3.1 Legitimacy Theory
Legitimacy theory is based on the notion of a ‘abcontract’ between an organisation

and the society in which it operates (Deegan, 20Gibhrie & Parker, 1989; Llewelyn,
2003). The ‘social contract’ is used to describeiedy’s expectations of an
organisation’s conduct of its activities and opiers; and organisations are expected to
comply with the terms (expectations) embodied witthe social contract (Deegan,
2006). To fulfil the terms of a social contract,@ganisation agrees to perform various
socially desired actions “in return for approvalitsf objectives, other rewards, and its
ultimate survival” (Guthrie & Parker, 1989, p. 34#) so doing, society ‘confers’ upon

the organisation a “state of legitimacy” (Deegad)2b, p. 292).
Shocker and Sethi (1973) further explained the iwapbns of the social contract:

Any social [organisation] — and business is no @tiom — operates in
society via a social contract, expressed or implwtereby its survival
and growth are based on: (1) the delivery of soowadly desirable ends
to society in general, and (2) the distribution efonomic, social, or
political benefits to groups from which it derivies power. In a dynamic
society, neither the sources of institutional power the needs for the
services are permanent. Therefore, an [organisdtiomst constantly
meet the twin tests of legitimacy and relevancedémyonstrating that
society requires its services and that the groupsefiting from its
rewards have society’s approval (p. 67).

Legitimacy was defined by Dowling and Pfeffer (597%. 122) as “congruence
between the social values associated with or irddhe [organizational] activities and
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the norms of acceptable behaviour in the largeiabegstems”. Suchman (1995, p. 574)
clarified the concept as follows: “ legitimacy igyaneralised perception or assumption
that the actions of an entity are desirable, propemppropriate within some socially
constructed system of norms, values, beliefs, afohilons”. Alternatively, Lindblom
(1993, p. 1) explained that legitimacy exists:

When an entity’s value system is congruent withvillee system of the

larger social system of which the entity is a psvhen a disparity, actual

or potential, exists between the two value systdmse is a threat to the

entity’s legitimacy.
Thus, a legitimate organisation is one whose nolsdciety is justified; and its norms
appear in conformity with social norms, values amgectations. Legitimacy is said to
“attract resources and the continued support otatsstituents” (Ashforth & Gibbs,
1990, p. 177). Therefore, a legitimated organisatsoable to continue its pursuits and
activities and provide for their long-term surviy&lavage, Cataldo, & Rowlands, 2000).
However, an organisation’s contract to continuecfiaming in society could effectively
be revoked if societal expectations of the legitignaf an organisation’s operations are
not met (Deegan, 2002a). Thus, an organisation dvalways want to be adjudged
legitimate; it would also want to ensure that theial contract is not revoked and that it

is able to continue functioning in society. (Lindixl, 1993)

A review of the extant literature revealed two lfastrains of audit literature using
legitimacy theory as the interpretive lens: thetfistrand covers the role of audit in
producing legitimacy in organisations and sociéturiphrey & Owen, 2000; Pentland,
2000; Power, 1997; 2003), and the second strandrsdiie audit profession itself as a
legitimacy-producing and legitimacy-seeking ingtdn. Each strain is explained in the

following paragraphs.

The first strand of the audit literature consideagdounting and auditing positioned as
legitimation tools that business entities use tonage perceptions of their
constituencies and to legitimise their behaviouuriphrey & Owen, 2000; Pentland,
2000; Power, 1997; Power, 2003). Power (2003) @x@th that audits produce
assurance or increased confidence in the subjetemaf the audit and “financial
statements are regarded as more reliable thanvtbeld be without an audit” (Power,
2003, p. 380).
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Some authors have explained the process of enventahaccountability and issues
related to it in terms of legitimacy theory. Pow@&B97), for example, indicated that
accounting is an important means by which orgaioisatrespond to environmental
pressures in order to enhance their legitimacylorayulaiman, and Sheahan (2001)
provided evidence that environmental managemenéemsygsand related environmental
audit functions are impositions to be complied vathas to maintain the credentials of
ISO 14001 certification. Further, O'Dwyer (2001)pessed concerns that financial
auditors were called upon to audit environmentg@orts, even though they lacked
experience and expertise in qualitative aspectooial audits, because of the need of
management to be seen to be audited. Arena andn@zg007) concluded that
organisations adopt internal audit departmentsderoto increase their legitimacy and
their survival prospects. Hence it appears thaitiagdpractices legitimise corporate
disclosures, property rights and social relatiopstuf power (Mitchell & Sikka, 1993).

The second strain of audit literature locates tbeoantancy professional body as an
organisation functioning “within a society’s framesk of legitimate authority”
(Pasewark, Shockley, & Wilkerson, 1995, p. 77). igher (1997) explained that a
legitimation crises occurs when the accountancyegsion is perceived to have broken
the (unwritten) code of conduct in protecting théblpc interest. At such times, the
accountancy profession must respond to public coscer risk losing its own
legitimacy in the form of its authority to act ftine public interest (Pasewark et al.,
1995). Thus, to respond to public concerns andistfy the accountancy profession’s
co-existence with society in the midst of ‘probleémdegitimacy’, authors suggested
that the accountancy profession adopt whatevetidegfion strategies are required in
order to comply with the expectations of societyl @afeguard its own self-interest
(Pasewark et al., 1995; Savage et al., 2000).

Ashforth and Gibbs (1990, p. 177) cautioned thagitimacy is always problematic”
because social values and expectations are oftaradactory, evolving, and difficult to
operationalise (Shocker & Sethi, 1973). Furthermbrelegitimacy is time and place
dependent” (Deegan, 2006, p. 162). Thus an orgaémmsas not able to remain
indefinitely in a state of legitimacy because “whaght be considered legitimate at one
point of time might not be considered legitimateaafuture point in time because of
changing community attitudes” (Deegan, 2006, p.)1@3a larger collective social
interest perceives a threat because of the actibas organisation, the legitimacy of
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the organisation is likely to be challenged. Orgational legitimacy is therefore always
threatened, giving rise to a ‘legitimacy ggpowling & Pfeffer, 1975). A legitimacy
gap is “the difference between the relevant pubkpectations relating to how an
organisationshould act, and how it is perceived that the organisatas acted”
(Deegan, 2002b, p. 304).

Sethi (1978) explained the factors that contriltatthe legitimacy gap. First, even if the
organisation operates in its usual manner, a gap ariae due to changes in societal
expectations. Second, a gap may arise as the #spliblic disclosure of previously
unknown information. Nevertheless, “...if society’spectation about performance
changes, then an organisation will need to showwihat it is doing is also changing”
(Deegan, 2006, p. 164). It follows that, on percgjva threat to legitimacy, an
organisation will initiate one or more legitimatistrategies to close the gap and ensure
its legitimacy continues (Dowling & Pfeffer, 1975).egitimation is a social process”
(Boyd, 2000, p. 344) whereby “an organisation fiedito a peer or subordinate system
its right to exist” (Maurer, 1971, p. 361, citedowling and Pfeffer, 1975).

Suchman (1995) suggested three general purposégitmation: (1) for ‘gaining’
legitimacy as a consequence of embarking somethig, (2) for ‘maintaining’
legitimacy in order to safeguard legitimacy enhagcaccomplishments and (3) for
‘repairing’ legitimacy as a consequence of an wdeen and immediate crisis. Some
authors have indicated the availability of differéegitimation strategies to meet the
different purposes of legitimation (O'Donovan, 208Rchman, 1995). The next section

discusses each of the different legitimation stiate

3.1.1 Legitimation Strategies
An organisation may employ either ‘substantive’ ‘symbolic’ means to seek

legitimation. Substantive activities involve reainda material changes to the
organization’s goals, structures, processes ortutisnalized practices (Ashforth &
Gibbs, 1990; Suchman, 1995). The change is themontated to the relevant public
by education and information (Lindblom, 1993). Syinbactivities do not involve any
real changes in its actual behaviour (Lindblom, 399et still attempt to portray
organisation activities as compatible with societ@ms and values (Ashforth & Gibbs,
1990; Pfeffer, 1981). This is by manipulating trerqeption of, or deflecting attention

from, the issue of concern to other related isgshesugh an appeal to, for example,
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emotive symbols; and/or changing external expemtatof its performance (Lindblom,
1993). Substantive management produces actual elangr within the organisation,
whilst ‘symbolic’ management refers to an attemptappear consistent with one’s
external expectations in order to be able to cometibusiness as usual. Examples of

substantive and symbolic strategies are listeddiswissed below.

Role Performance (Substantive Strategy 1)
This requires an organisation to actuahangeits performance, methods of operation,

and/or its output in order to satisfy the perfore@expectations of members of society
on whom it depends for critical resources (Dowli&gPfeffer, 1975) because of a

legitimacy gap as a result of actual performanckira by the organisation (Gray,

Kouhy, & Lavers, 1995). “Typical examples of rolerfprmance include providing a

good return on shareholder's equity, reliable aedsonably-priced products for

customers, and a fair wage and job security forlepges” (Ashforth & Gibbs, 1990, p.

178).

Okike's (2004) study also illustrated ‘role perf@nte’ as a legitimation strategy.
When the Nigerian government was dissatisfied whign performance of auditors in
Nigeria, the legitimacy of the auditing professemd its members were challenged and
questioned. This led the auditing profession t@ stp on their ‘role performance’ in
order to restore public confidence in their memizerd to re-establish the legitimacy of
their continued existence. The profession madetantial changes to their roles and
practices and as a result, they had to disciplimek rmake examples of members who
contravened the Code of Ethics. The profession steted issuing audit standards and

guidelines for its members and paid closer atterttiothe activities of one-partner firms.

Coercive Isomorphism (Substantive Strategy 2)
This is a strategy that forces an organisationpoulation to change its organisational

characteristics in order to “to conform to the \esunorms, and expectations of
constituents” (Ashforth & Gibbs, 1990, p. 178). @»ee isomorphism indicates that
the organisation is willing to fulfil the constitoes’ role expectations (Ashforth &
Gibbs, 1990)For examplein direct response to a government mandatmufacturers
adopted new pollution control technologies to comfdo environmental regulations;

(DiMaggio & Powell, 1983). The difference betweealé performance’ and ‘coercive
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isomorphism’ is that the first involves actual charto an organisationigerformance

whilst the second involves actual change to iteoigptionatharacteristics

Examples of coercive isomorphism can also be foumdthe literature. Baylin,
MacDonald, and Richardson (1996) observed that véoeral values changed and the
community of constituents became increasingly digeithe standard-setting process
sought legitimation from a wider community whichghi not be entirely conversant
with technical matters though, in the past, legatilon had been sought from technical
professionals only. Carpenter and Feroz (1992) loded that the New York State’s
decision to adopt generally accepted accountingcgies was an attempt to regain
legitimacy for the State’s financial managementcpcas. However, no compelling
evidence was found to indicate, “...that producing ARPAfinancial information has

significantly altered the state’s financial managetpractices” (p. 613).

Altering Socially Institutionalised Practices (Sutamtive Strategy 3)
This is an attempt to alter the societal definitadriegitimacy through communication,

so that the amended definition reflects the orgdiug’s activities. For example:

Intensive lobbying against government legislatiomd ainitiatives

designed to limit the discretion of tobacco intésesadvertising and
sponsoring special events, litigating against andgatiating with

regulators, and awarding huge research grants teopb influential

organizations in the medical and scientific comriasi to build a

knowledge base for refuting claims that smokingaegérs health...such
responses and any changes they facilitate...can taffec subsequent
social construction of reality and evolving valugstem (“If cigarettes
are advertised and widely available, they can'tihat bad”) (Ashforth &

Gibbs, 1990, p. 180).

Espousing Socially Acceptable Goals (Symbolic Stpt 1)
This involves the organisation giving an impresdioat it advocates socially accepted

goals while pursuing less acceptable ones. For pbearan organisation may “disclose
ethical policies, but fail to implement procedutesnonitor compliance” (Savage et al.,
2000, p. 49).

The study by Forgarty et al. (1991) is an exampléhe symbolic strategy espousing
socially acceptable goals. In that study, the agtlabserved that, when a reporting
problem arises, public accountants typically respwith a search for a solution that
claims to have the potential to remove concernsaitidisms. The solution, however,

is rarely implemented.
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Denial and Concealment (Symbolic Strategy 2)
This occurs when organisations simply deny, preaeness to, or suppress information

about activities that might undermine legitimacyslforth & Gibbs, 1990). For
example, Ashforth and Gibbs (1990) described, “...m&nagers ... who had filed for
Chapter 11 bankruptcy avoided situations in whiakytwould have had to reveal that
fact and actively misrepresented their firm’s statu

Offering Accounts (Symbolic Strategy 3)
This occurs when organisations offer excuses asitfigations designed to remove the

organisation from a situation that might adversaffect its image or legitimacy
(Ashforth & Gibbs, 1990). Wells (1988) cited in Ashth and Gibbs (1990) gave the
example of Beech-Nut, a juice manufacturing conyigapractice of selling adulterated
juice. When information on the company’s practicecdme public, its employees
rationalised the company’s practice in saying, “.embody is doing it; the juice is

perfectly safe and the tests are inconclusive”.

Offering Apologies (Symbolic Strategy 4)
This involves offering apologies that lead to delgyor minimising loss of legitimacy.

However, in expressing remorse for a negative ewvaahagement of the organisation,
“...may potentially expose itself to charges of ingmtence or corruption and to
financial damages”. Thus, although it is an avadddhctic, “...organisations tend not to
apologize except for the most flagrant or triviaeets” (Ashforth & Gibbs, 1990, p.
181).

Ceremonial Conformity (Symbolic Strategy 5)
This strategy requires an organisation to adopttjpes that are seemingly “consistent

with social expectations while leaving the essénti@chinery of the organisation
intact” (Ashforth & Gibbs, 1990, p. 181). This etraent is strictly “for its symbolic
quality... to provide the appearance of action withine substance [with the intention
of fostering] the belief among constituents that dtinganization’s activities and ends are
congruent with the expectations, values, and naiheenstituents” (p. 182). It suggests
that the rituals and ceremonies necessary to ashégitimacy are loosely coupled to
the operations of the organisation or form of goweent (Richardson & Dowling,
1986).
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The following audit studies are examples of the lsgic ceremonial conformity
legitimation strategies adopted by the accountgmofession. Nue (1991) indicated that
the promulgation of audit standards was a sigmfidagitimation strategy. Curtis and
Turley (2007) asserted that at the level of theitagdprofession, audit standards were
perceived as reflecting ideas that inform audithodblogies. They also explained that
audit standards served as a body of knowledge miaditp justify claims of professional
expertise and audit practices. As such, the proateth standards were regarded by
some authors merely as symbols, the product otualrihaving a role in creating
illusions that guide cognition and legitimize acdeemwe through the business
community (Mills & Bettner, 1992; Pentland, 199Byington and Sutton (1991, p. 318)
added that the mere issuance of published standardd “provide the perception of
significant change to external parties”, even thoagdit practice did not change (Baker,
1993). This led Chandler (1997) to believe thatphectice of auditors as a profession
might not be the same as that deduced by othersredmb and relied upon the audit
standards; and also led Byington and Sutton (19B19) to suggest that individual
auditors might claim to carry out audits in accoma with audit standards whilst
actually performing a below-par service”. Henceesih constituted examples of
‘ceremonial conformity’, enactments that give thgpearance of action without the
substance (Ashforth & Gibbs, 1990). Milne and Rai{2002, p. 375) added that the
decoupling of words and actions from the operatiarwle is an effort to achieve
organisation legitimacy, but these initiatives t@nothing more than an “elaborate and
convincing facade designed or adopted to concedbtick stage’ activities from prying

eyes”.

Humphrey et al. (1992, p. 148) asserted that astditdards and guidance statements
amounted td little more than codifications of established pi@es of the largest audit
firms [pointing] to a concern with legitimacy anklet maintenance of an appearance,
rather than the active pursuit of high professicstahdards and the protection of the
public interest”. Such audit standards and guidataeements are thought by some to
represent practice in auditors’ interest insteagdrotiding a rigid standard of acceptable
performance (Booth & Cocks, 1989). In view of thitymphrey et al. (1992) argued
that the promulgation of audit standards and guidatatements gives “an appearance
of standardisation and a rationalistic basis toitaexpertise” although they note that
details about standard promulgations are insuffic® gauge the nature of audit
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expertise and audit performance (Humphrey et 8021 p. 148). Thus, organisational
influence on audit standards and guidance statenmempuestionable, and made further
so by the standard or statements’ use of subjedivens such as “reasonable,
materiality, adequacy, relevance, reliability, siéincy and judgement” (Humphrey et
al., 1992, p. 48). Additionally, audit guidancetstaents are not deemed mandatory by
the accountancy professional bodies. The currentlystwill determine if the
promulgation of AGS-1010 has the characteristics aofsymbolic strategy for
maintaining the legitimacy of the accountancy psefen during such times when there

is greater public acknowledgement of growing envwimental awareness and concerns.

Lee (1994, p. 32) asserted that the written contérdudit standards and guidance
statements “is sufficiently vague and ambiguouprevent detailed scrutiny”. Power
(1993, p. 195) further added that the words useshigih guidance, though acceptable to
regulators, prevents external definitions of keyaapts, thus maintaining a “zone of
discretion” for auditors. Such a strategy is peshape of doing ‘nothing’ (Briloff,
1990; Fogarty et al., 1991; Humphrey et al., 1992)s strategy used in promulgating
an audit standard or guidance statement gives ppeasance of “addressing issues
seriously, but without altering the status quo” €L.€.994, p. 40). It also leads to
maintaining “a zone of discretion for professiopalgment” (Power, 1993, p. 283). The
current study will analyse AGS-1010 critically irrder to determine whether the

comments made by the different authors are truA@®-1010.

Avoiding, Trivialising or Skirting around the Issu¢Symbolic Strategy 6)
This occurs when an organisation does not givellaefplanation, trivialise or fail to

address the issue directly, hence the full inforomats not clearly communicated or

may simply be implied (Savage et al., 2000).

In summary, it can be said that the accountancyepston is always under some
legitimacy threat and, up until recent times, hascessfully overcome its challenges,
mostly by using symbolic legitimation strategiesbStantive strategies are carried out
only when its role performance is very obviouslficdent, e.g. for investigating the
Nigerian auditing profession. Fogarty et al. (19p&jnted out that symbolic strategies
underlay a strategy of ‘doing nothing’, and theninpary objective is to give the
appearance of addressing the issue in order tadg@omfort [that] it is being attended

to, even though the status quo is maintained. ‘Giteome [of symbolic strategies] is to
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control the debate over the body of knowledge @banting and auditing” (Fogarty et
al., 1991, p. 433). However, Lee (1994) pointedtbat a strategy of ‘doing nothing’ is
risky, since consumers of audit services may ewaiytsee through the rhetoric. The
next section discusses published studies that nateprovided strong support for

legitimacy theory.

3.2  Studies that have not provided Strong Supportf  or
Legitimacy Theory
Whilst there are a large number of studies thapsripghe tenets of legitimacy theory —
including those discussed above — it should be @eladged that there are also a
number of studies that haveot provided strong support for legitimacy theory. For
example, the research conducted by O’Dwyer (200@)nd that social and
environmental disclosure policiesnly sometimesappeared to be motivated by
legitimacy-related factors. Also, when CampbellQ@Previewed the social disclosures
of the UK organisation Marks and Spencer, he fotirad legitimacy theorydid not
provide any explanation for its social disclosunagtces. Instead he found that
individual traits, such as the identity of the ch@an, seemed to provide better
explanations of the corporate disclosure polic&milarly, Guthrie and Parker (1989)
found that apart from in regard to environmentathiisures, their research failed to find

strong support for legitimacy theory.

Whilst the number of studies supporting legitim#ogory seems to outweigh those that
do not, it needs to be acknowledged that empisaglport for legitimacy theory isot
universal. Deegan (2002b) explained the rationatetlie findings of the studies by
O’Dwyer (2002); Campbell (2000) and Guthrie andkiea1989). Legitimacy theory is
based omperceptions(1) of how the public (or a particular group tdleholders) views
the organisation; (2) of whether what the orgaimsathas done is perceived as
acceptable to the public (or a particular groupstakeholders). That is, only when an
organisation faces a legitimacy crisis, and puldencerns are raised, would the
organisation adopt whatever legitimating strategies necessary for complying with
the expectations of society and safeguarding its self-interest (Pasewark et al., 1995;

Savage et al., 2000). Otherwise, the organisatonies on business as usual.

Deegan (2002b) further explained that organisalistrategies driven by a desire to

legitimate are not the same as organisationalegfied driven by the organisation’s
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requirement to comply with certain rules, or a neeéleep up with bigger players in a
similar organisational or professional environménirther, Deegan, Rankin and Tobin
(2002) reasoned that where there is no perceptioang “social threat” and an
organisation is simply reacting or responding tcstnxg operating conditions, then the
notion of legitimacy does not come into play. Thany studies providing results
consistent with legitimacy theory demonstrate alsat unless specific concerns are
raised, no legitimacy strategies appear to be requiO’'Dwyer, 2002; Campbell, 2000
and Guthrie and Parker (1989). In the light of éfv®ve discussions and reflections on
legitimacy theory, the following section will disesithe appropriateness of legitimacy

theory as a potential lens for the current research

3.3 Legitimacy Theory as a Potential Lens for the C  urrent
Study

There is a social contract between auditors anid thients, and that contract specifies
that the auditors will provide socigalue in the form of auditefinancial statements in

exchange for a virtual monopoly of audit practiaed self-regulation (Baker, 1977). In
other words, auditors must meet clients’ requireimen exchange for the audit fees

they pay. This relationship supports the legitipnatthe auditing profession.

In recent times, scrutiny by the media and publicaonumber of high profile
international corporate failures has resulted gmisicant, mounting criticisms overseas
of the auditing profession (Chandler, 1999). Meerp commentators observed that
highly publicised news coverage on environmentadastiers at Exxon Valdez,
Chernobyl, Love Canal, and Union Carbide at Bhdyale changed public and political
general awareness, attitudes and concerns towardsommental issues (Gilkison &
KPMG, 1999; Gray & Bebbington, 2000; Rubensteir@2;9%Vatson & Mackay, 2003).
Hence, there appears to be tremendous turbulertbésiaspect of the area in which the

auditing profession operates (Baker, 1977).

For its status and position, the audit professedies on the perception that its members
are performing an important task and that they eteethis task with proficiency and
with the backing of a legitimate professional bodifie maintenance of organisational
legitimacy is therefore critical to upholding theudét profession. However, the

prevailing environmental crises and overseas dadires have resulted in the audit
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profession generally facing a crisis of investonfadence in financial reporting and
auditing (Weirich & Rouse, 2003), and:

[The auditing profession ag] professional body could lose its legitimacy
if the public expected a change in performance e not forthcoming.
In the present dynamic social environment, contirwga of previous
practices may not be sufficient to maintain legiay, even if the
performance related to that practice is maintainedeven improved.
Legitimacy is a moving target. If society recogsise need for either
different or additional information, then accountsipand auditorsjare
expected to provide the needed information” (Reymo& Mathews,
1999, p. 89).

Empirical studies presented in the preceding sestiaised many questions about audit
standards and audit guidance statements: whetbgrdmulgation of audit standards is
a significant legitimation strategy (Nue, 1991);ethrer they are perceived as reflecting
ideas that inform audit methodologies and a bodknofwledge to justify the claims of
professional expertise and audit practices (Cw@&tiSurley, 2007); whether they are
regarded as symbols creating illusions which geignition and legitimize acceptance
through the business community (Mills & Bettner929Pentland, 1993); whether their
mere issuance “provides the perception of sigmficzhange to external parties” even
though audit practice did not change (Baker, 19@8)ther the practice of auditors is
the same as that deduced by those who read andupely the audit standards or
guidance statements (Chandler, 1997); whether “they merely codifications of
established practices rather than the active pupthigh professional standards and the
protection of the public interest” (Humphrey et, 1992, p. 148); whether the written
content of audit standards and guidance statem#ésatssufficiently vague and
ambiguous to prevent detailed scrutiny” (Lee, 199432). These questions may be

asked similarly in this research, as they are l@kgvant to the current research topic.
The current study sought interview evidence orféllewing research questions:

1. How do auditors generally perceive the considenatioenvironmental matters in
the audit of financial reports?

2. What common approaches and practices do auditatertake when auditing
environmental matters?

3. Do auditors face any challenges in the audit ofirenmental matters? If so,
what are they?

4. Does AGS-1010 impact current practice and, if sayh
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5. How may current practice may be improved and furtieveloped to meet better
the espoused aims of AGS-10107?

Individual practicing auditors will be asked theoab questions, specifically in the light
of AGS-1010 issued by NZICA Professional Stand&dard. At the practice level, the
over-arching issue is whether New Zealand auditmes actively and effectively
covering environmental matters in their currentiapdactices, or whether they are
merely giving lip-service to it because they pereeihe New Zealand public expects
environmental matters to be considered. Shoulaviree evidence indicate that current
practices are not satisfactory, the next queseaihg on from that is whether AGS-
1010 represents some form of legitimation strate@iven these issues are to be
examined in this study, it is anticipated that tiegacy theory might offer an appropriate
lens for interpreting the research evidence.

The next section discusses the concept of the t'apectation gap’, which is an

important dimension when examining legitimacy issirethe audit profession.

3.4  The Audit Expectation Gap
The debate on the audit expectation gap has beemdrfor more than one hundred

years (Humphrey et al., 1992). The term ‘audit exgigon gap’ is used to describe the
difference between the public’'s expectation of tudi and the auditors’ actual
performance (Gray & Manson, 2005). However, itsirdgbn varies somewhat
according to different authors. Humphrey (19917 )defined the audit expectation gap
as “a representation of the feeling that auditors aropming in a manner at variance
with the beliefs and desires of those for whosesbethe audit is carried out”. He also
indicated that the audit expectation gap could lremrmarrowly defined as a role-
perception gap: that is, a comparison of userseetgtions of auditor capability with a
predetermined notion of what it is reasonable foeek auditors to provide. This might
be caused by an ignorance gap that could be nadrbweducating users. Monroe and
Woodliff (1994) defined the audit expectation gaprennarrowly as the difference in
beliefs between auditors and the public about titeesl and responsibilities assumed by
auditors, and the message conveyed by audit reptetsings, Kneer and Reckers
(1993) however, defined the audit expectation gapha difference between what the
public expects from the auditing profession and twhea profession actually provides.

Similarly, Porter (1993) defined the audit expdaotaigap as the gap between society’s
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expectations of auditors and auditors’ actual perémce as perceived by society. It is
important to note that for all these studies, the parties involved are the auditors and
the stakeholders or public: also that the mainegsaussed upon is the expectations of

financial statement users towards auditoastual performance (refer to Figure 1

below).
Society’s : : Auditors’
expectations of Audit I%;(;)ectatlon actual
auditors P performance

Figure 1: The Audit Expectation Gap (The expectatia gap between society and
practicing auditors)

Over the last two decades, various empirical armkemental studies have confirmed
the existence of the audit expectation gap betweelitors and financial statement users
(Best, Buckby, & Tan, 2001; Dixon & Woodhead, 200&dzly & Ahmed, 2004;
Humphrey, Moizer, & Turley, 1993b; Monroe & Wood)ifl994; Porter, 1993), and
between the public sector auditors and audit repeets (Chowdhurry & Innes, 1998).
Some of the major issues associated with the agliectation gap include: auditor
independence; the definition and role of an audiyditor responsibility and
accountability; skill and competency of auditoradacope and quality of audit work
(Humphrey, 1991). These studies suggest that aadiferformances are not in
accordance with the wishes of those who requedteth t(Humphrey et al., 1992;
Humphrey et al., 1993b).

Simunic (1994) suggested that audit guidance onctimsideration of environmental
matters in the audit of a financial report is apm@sse to the expectation gap between
auditors and financial statement users. Other camat@s have identified technical
competencies, precise responsibilities of auditding limits of audit function, the
adequacy of audit standards and the quality oftadelivery as issues central to the
debate on the audit expectation gap (Humphrey .et1802; Swift & Humphrey,
2000b). These issues are further complicated be4$1if1989) argument that audit work
is based, not on a body of auditing knowledge obiy, also on claims, or at least the
appearance, of auditing knowledge embodied in awt#indards and guidance

statements.
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Porter (1990a; 1990b; 1990c) extended knowledg¢hefaudit expectation gap by
determining its components and considering meanmstow it. According to Porter,
there are two components to the audit expectatam gamely: (1) the ‘feasibility gap’
which is the gap between what the public expeatt@ns to achieve and what they can
reasonably be expected to achieve; and (2) thdoimeance gap’ which is the gap
between what the public can reasonably expect @sdid accomplish and their actual
performance. Porter further identified contributdcs the performance gap as (1)
‘deficient standards’, considered as the gap beatwdet can reasonably be expected of
auditors and auditors’ duties as defined by autihdards and guidelines; and (2)
‘deficient performance’, considered as the gap betwauditors’ duties as defined by
audit standards and guidelines, and auditors’ aperdormance. In order to narrow the
feasibility gap, Porter recommended that the apddfession modify the public’s
expectation about what auditors can reasonablyeaehvia public education and
communication. Porter suggested that to narrow peeormance gap (deficient
standards)’ the audit profession should re-defis@uties where public expectations are
reasonable. To narrow the performance gap (deficgerformance), the audit
profession should take steps to rectify sub-stahdaerformance via compulsory
continuing education for auditors, and monitor amflorce audit standard compliance,
using stronger disciplinary action when sub-staddardit performance is found (refer
to Table 1 on the next page).
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Table 1: Components of the Audit Expectation Gap ath means of reducing it

THE AUDIT EXPECTATION GAP

Components of the Feasibility Gap Performance Gap

audit expectation

gap

Issues exemplifying Deficient Deficient
the audit Performance Standards

expectation gap

Strategies to narrow Modify public Rectify sub-standard Redefine auditors’
the audit expectations of what performance via duties
expectation gap auditors can . Compulsor
reasonably achieve pulsory
. continuing
via :
education

« Public education « More stringent

» Communication monitoring and
enforcement of
audit standards

» Stronger
disciplinary actions

Porter (1990a; 1990b; 1990c)

Specht and Waldon (1992) examined auditors’ pelmeptof the effectiveness of ‘the
expectation gap standards’ with respect to theitedt and overall objectives. The
standards were meant to reduce the gap betweelt papkctations and the perceptions
of auditors in regards to: (1) addressing publimassns on detection of errors,
irregularities and illegal acts, (2) assisting amidi in planning effective audits, (3)
improving external auditor communications and (4mpioving internal
communications. Their study was based on the pgorcethat “those [auditors] who
must implement the standards will always influetite outcome” (p. 88). They further
explained, “...individuals often behave in ways teasure that their expectations will
be fulfilled” (p. 88). The study found “a signifiochgap in existence between what the
expectation gap standards wenéendedto accomplish and auditors’ perceptions of
what the standardwill accomplish” (Specht & Waldon, 1992, p. 90). HerSpecht
and Waldon (1992, p. 90) suggested the existenca @reviously unrecognised
‘expectation gap’: “one between those responsibtefédrmulating auditing directives
[such as the expectation gap standards] and tlesgmmsible for implementing such
directives, the auditing community”. They termedstphenomenon “the expectation
gap II” (refer to Figure 3 below); and the gap betw the expectations of financial
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statements users and auditors as ‘the expectasipri’ drefer to Figure 2 below). The
distinguishing difference is that ‘the expectatgap I' focuses on the expectations of
financial statement useend the auditors, whilst ‘the expectation gagdtuses on the

expectations oftandard setterand the auditors.

Financial statements
users’ expectations of
auditors

The Expectation Auditors’ actual
Gap | performance

Figure 2: The Expectation Gap | (The expectation gabetween the financial
statements users’ and the practicing auditors)

Standard setters’ The Expectation Auditors’ actual
expectations of auditors Gap Il performance

Figure 3: The Expectation Gap Il (The expectation gp between the standard
setters and the practicing auditors)

Eleven years after Specht and Waldon (1992) ietlidhe study on ‘the expectation gap
I, Specht and Sandlin (2003) confirmed its countilg existence between standard
setters and practicing auditors. Both Specht & Wl{1992) and Specht and Sandin
(2003) asserted that the implementation of audihddrds and guidance statements
depended on the auditors’ perceptions of the efficd the promulgations: achievement
and motivation were linked to perceptions. Thistedhe belief that there was a higher
probability of implementation if the auditor perced that the audit standard or
guidance might be successfully implemented. Likewauditors’ perceptions of a low
probability of success could result in decreasedtivation and effort toward
implementation of the audit standard or guidange¢gt & Waldron, 1992). However,
studies by Specht and Sandin (2003) and SpechiV@idiron (1992) did not investigate
the components of the expectation gap Il or strasetp narrow the gap. The current
study intends to determine if the expectation ghppdtween standard setters and
auditors exists for AGS-1010. If it does exist, tmnponents of the gap and strategies

for narrowing the gap will also be considered.
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3.5 Chapter Summary
This chapter discussed the concepts underlying ititegcy theory’ and its

appropriateness as the interpretive lens to infibrencurrent research. It then discussed
various symbolic and substantive strategies fomiggi maintaining or repairing
organisational legitimacy. The literature identfithe promulgating of audit standards
and guidance statements as a significant symbuktegy, and raised the question of
whether the promulgation of AGS-1010 was a legitiora strategy for maintaining
legitimacy of the accountancy profession. The neRapter covers the research

methodology and methods for this study.
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CHAPTER 4. RESEARCH METHODOLOGY AND
METHODS

This chapter explains the research methodology mathods used in collecting and
analysing the research evidence. This study isitgqtigé and interpretive. Qualitative
interviews were used to collect evidence from pcatg auditors. The interviews were
then transcribed and analysed using NVivo7, a tpisle data-analysis software
package. This chapter demonstrates that approgratedures were followed, and is
organised around (4.1) the research problem (A)ydsearch methodology; (4.3) the
research context; (4.4) the research participa(s) the collection of research
evidence; (4.6) the analysis of research evidefdc@) managing the research evidence
analysis with NVivo 7 and (4.8) the process of tisadion. Finally, a summary is
presented at the end of the chapter. The followsections discuss each of the above

eight areas.

4.1  The Research Problem
As noted, little is known about current practiceshe audit of environmental matters

when auditors verify financial reports. Hence, finedamental aim of this research is to
develop a better understanding of the day-to-daslities of financial auditors,
providing insight on the research topic and theestjons arising from it. In particular,
the purpose of the current study is to exploreandrpractices and relate them to both
the requirement of AGS-1010 (and other relevantitengd standards), and to the
expectations that arise from prior literature. Tingolves collecting the views of audit

practitioners in New Zealand on the following quess:

6. How do auditors generally perceive the considenatioenvironmental matters in
the audit of financial reports?

7. What common approaches and practices do auditateriake when auditing
environmental matters?

8. Do auditors face any challenges in the audit ofirenmental matters? If so,
what are they?

9. Does AGS-1010 impact current practice and, if sayh

10.How may current practice may be improved and furtieveloped to meet better
the espoused aims of AGS-10107?

The rationale for the choice, and the developménhe research methodology, are

discussed next.

61



4.2  The Research Methodology
As stated in section 4.1, this is a qualitativeilptetive research study. However, before

discussing the background and key features ofdbearch methodology, an explanation
for deciding on a qualitative approach for the entrstudy follows. Gendron (2006)
observed that large sample of quantitative stuoiregaudit issues were “too far removed
from the practitioners”, and the tendency was tatiaresearch to stay ‘on the outside’,
analysing audit practice from a distance (Humph&901). Accounting practitioners
themselves have “complained about quantitative @wtbog [and auditing] research
(predicated on publicly available information) bgitoo far removed from the realities
of practice” (Humphrey, 2001, p. 51). Thereforen@G®n (2000; 2006) and Sullivan
(1993) were led to believe that accounting pramigrs and stakeholders would be more
interested in research studies of real-life aspefctiay to day accounting [and auditing]
practices which can eventually impact the formolatof organisational and regulatory
policies. Such research could also exert a keyenite on would-be practitioners in
university classrooms, through the “developmerteathing material and cases that aim
to reflect real-life aspects of accounting [anditaing] practice” (Gendron, 2006, p. 51).
Hence, Covaleski, Dirsmith, Heian, and Samuel (1998 Gendron and Suddaby
(2004) advised researchers to investigate reaftees the perspective of interviewees.
Since auditors’ thoughts and viewpoints need tonbestigated, “it follows that such
research should usually be predicated on quaktadata” (e.g. interviews) (Gendron,
2006, p. 49) Therefore, in agreement with the views of the wuasiauthors, the
researcher developed the current study to reseaaiHife aspects of audit practice.
This research is therefore qualitative becauselied on “non-quantitative (or non-
statistical) modes of data collection and analy$i¥asad & Prasad, 2002, p. 6). The

issue of methods will be taken up later in thisptha

This research seeks to understand the relativeknawn experiences of practising
auditors in auditing environmental matters as pérfinancial report verification. It
therefore follows that an interpretive research rapgh, which aims at deep
understanding of the nature of human phenomengpipriate, and is used to uncover
and understand what lies behind that for whickelig yet known (Cavana et al., 2001,
Silverman, 2005; Strauss & Corbin, 1990). In qad#ie interpretive inquiry, initial

curiosities for research often come from real-watdervations, the researcher’s direct
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experience, implied theories, interest in practind growing scholarly interests (Chua,
1986).

“There are two major strains of interpretive wotke naturalistic and the critical”
(Putnam, 1983, p. 31-32)Naturalistic research focuses on the constitution of
organisational reality. The researcher seeks tenstahd the “symbol systems, rules,
and norms that account for everyday routines amgarozational practices” (Putnam,
1983, p. 47) and then interprets the whole in ightlof its parts. Throughout the
process, the researcher accepts the organisatealitly as it is, without passing any

judgements or questioning its potential. dntical research, however, “...evaluation
governs the processes of describing, explaining anderstanding. Researchers
function as critics of the status quo and as vai@s for what the social reality could
become” (Putnam, 1983, p. 48). The ultimate godhés“development of a dialectial
self-criticism to monitor social reality” (p. 48Jomkins and Groves encouraged the use
of naturalistic inquiry for accounting and auditiregearch (Goddard & Powell, 1994).

In particular, naturalistic inquiry is chosen farg qualitative interpretive research.

Chua (1986) identified some assumptions made ititgtiee interpretive research: (1)
that theory is used to provide explanations of humegentions. Its adequacy is assessed
via logical consistency, subjective interpretatiaand agreement with the actors’
common-sense interpretations; (2) that realityaly created and objectified through
human interactions and human action which are fitteal and its meaning is grounded
in the social and historical context; (3) that actiing theory seeks to explain action
and to understand how social order is produced repdoduced. Silverman (1985)
further added that a qualitative interpretive resleaapproach assumes that the
respondent’s perspective on the phenomenon oessttehould unfold as the respondent
views it, not as the researcher views it. Sincaéisearch questions for the current study
justify a qualitative interpretive approach as magbpropriate, the dominant
assumptions made by Chua (1986) are accepted araitrent research study is based
on those assumptions. The nature of naturalistjaing and justification for its use are
discussed in the next sections.

4.2.1 Naturalistic Inquiry
Lincoln and Guba (1985) discussed at length the afseaturalistic inquiry in the

context of case studies. However, this approach bmradopted in other forms of
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qualitative research. They described naturalistiguiry as a qualitative discovery-
orientated approach, which is holistic and soughtubderstand the totality of a
phenomenon within its context. It “stresses the seguent relationship between
information; meaning and action” (Lincoln & Guba8b, p. 15). Components of a
phenomenon should be studied as part of this pspdesvever, they should not be

examined in isolation, but rather as a part of aleh

Naturalistic inquiry requires a researcher to hauect, personal contact with the
participants and to be solely responsible for gatigeand interpreting the data. The
researcher does not intervene or manipulate argcaspthe phenomenon to be studied,
but studies the information as it is gathered. ttide research evidence analysis is used
whereby, through the evidence collection processjralerstanding of the phenomenon
and the inter-relationship between its dimensiansrge. In this approach, there are no
hypotheses developed a priori. This contrasts Wb deductive analytic approach that
characterises experimental designs whereby vasabid specific research hypotheses
are specified in advance, with data collection gddoward testing the hypotheses and
developing an understanding of the interrelatigpshamong key variables” (Smith,
1981, p. 586).

There are systematic rules for conducting the rekezarried out in a number of stages:
“entrée and access to the site, data collectiderpretation and analysis, writing, and
finally leaving the site” (Searcy & Mentzer, 2008)aturalistic inquiry leads to theory

development through its inductive process. Fromeohisg the phenomenon, and by
reviewing the extant literature, the researcheruced a theory for the observed
phenomenon (Tomkins & Groves, 1983a). Tomkins amdv€s (1983a) argued for

accounting and auditing research to consider engagith the naturalistic forms of

inquiry because of the benefits that might accroenfit (for an extended debate on the
use of naturalistic/qualitative methods in accoumtresearch, see Abdel-Khalik &

Ajinkya (1983), Morgan (1983), Tomkins & Groves 8B&) and Willmott (1983a).

Tomkins and Grove (1983b) explained that accountingauditing research which

considers naturalistic forms of inquiry focused on:

How practitioners perceive their worlds, what issw®ncern them, why
these issues concern them and how they perceiven thiecting
accounting [or auditing and] the influence accougti[or auditing] has
[on them]. In this way it is far more likely thatademic research can be
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linked up with practitioners and their views of tlverld; in this way it is
more likely that reliable theories about accountifgy auditing] in
action and theories about the effects of alterrataccounting [or
auditing] procedures can be developed (p. 364).

Tomkins and Groves (1983b) then reasoned that :

‘Naturalistic approaches’ (a) will help to focussearch on what is of
interest to the practitioner, (b) will persuaflde practitionerfo be more
interested in our research because we will therfdeeissing on life as
[the practitioner] sees it, (c) will therefore perhaps persuaftbe
practitioner]to sponsor it, (d) are perfectly respectable amgbrous even
if they are not the dominant accounting researchagegm...(e) might
help discover accounting research problems of whioh have not
previously been conscious” (p. 410).

Tomkins and Groves (1983a; 1983b) further explathed the emphasis of naturalistic
approaches is that a state of reality is not inddeet of the observer, and that there are
multiple views of reality. Therefore “if behaviour relation to accounting [or auditing]
information and its interpretation is the produdt specific situation and group
interactions, the ...naturalistic methodology is raceended” (Grimwood & Tomkins,
1986, p. 259). Morgan (1983) explained that wheesearcher adopts the naturalistic
approach seriously, accounting theory may be broughch closer to accounting
practice; and a theory of practice may be develofredn the perspective of

practitioners.

Very little is known about current practice in aity environmental matters when
auditors verify financial reports, an observatibattled to this research. In particular,
how New Zealand auditors deal with environmentattens in the light of AGS-1010 is
not widely known. This concern was voiced by mangitpractitioners at a seminar
conducted by NZICA in 2003 for discussing newlyrprdgated auditing standards and
guidance statements (Fisher, personal communicatiane 20, 2003). Therefore,
auditors should be genuinely interested in thearebetopic. Based on the discussions
in Grimwood and Tomkins (1986), Morgan (1983), Sahdt (2001) and Tomkins and
Groves (1983a) in support of naturalistic inquiniesaccounting and auditing research,
the researcher decided that a qualitative integ@edtudy with naturalistic orientation
was most appropriate for this research study. Surchpproach allows the probing of
different views on current audit practices ratheent suggesting them outright to the
auditors (as in surveys). However, the current aiete was not carried out in an

objective environment. In order to facilitate digl® and detailed explanations, the
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researcher needed to interact with the researgecsapthen interpret and make sense
of the dialogues in order to arrive at ‘thick’ daptions of the phenomenon under study
(Schwandt, 2001).

Lincoln and Guba (1985) discussed fourteen axionas have implications for the
conduct of naturalistic inquiry research. Howeas pointed out earlier in this chapter,
their discussions were made in the context of cdsdies. Therefore, some of the
axioms would not apply to the current researchciwl@ngaged qualitative interviews.
Nevertheless, the axioms that are relevant to tireet research actually provided
further justifications for the choice of naturalstinquiry. Moreover, by working
through the implications of relevant axioms for therent research, the researcher was
able to think more deeply about their operatioadils in the research plan, structure
and strategy. Lincoln and Guba (1985) explainedeh@as used as follows:

The plan is the overall scheme or program of theeagch. The
structure ...is the outline, the scheme the paradigthe operation of the
variables. Strategy ...includes the methods to bel usegather and
analyse the data. In other words, strategy implesv the research
objectives will be reached and how the problemsoentered in the
research will be tackled (p. 221).

The implications of each of the relevant axiomg] &ow they guided natural inquiry

for this research study, are explained in the Wilhgy sections.

4.2.2 Axioms for Naturalistic Inquiry
Lincoln and Guba (1985) listed fourteen axiomsrfaturalistic inquiry research. They

are: (1) natural setting; (2) the human instruméBif;tacit knowledge; (4) qualitative
methods; (5) purposive sampling; (6) inductive datalysis; (7) grounded theory; (8)
emergent design; (9) negotiated outcomes; (10) cdse report; (11) idiographic
interpretations; (12) tentative application; (18cuis-determined boundaries and (14)
special criteria for worthiness. As previously icated, the implications of some of the
axioms do not fit this research because the fodusnzoln and Guba is case study
research. However, reflecting on each of the famtexioms was beneficial as it
provided confirmation that the current study isded a naturalistic inquiry, even
though not all fourteen axioms fit perfectly. Eaxfithe fourteen axioms that do fit this

research is discussed in the following sections.
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Natural Setting (Axiom 1)
Lincoln and Guba (1985) stated that naturalistguiny should be studied in the natural

setting because:

Naturalistic ontology suggests that realities arboles that cannot be
understood in isolation from their contexts, nondaey be fragmented
for separate study of the parts (the whole is mben the sum of the
parts) (p. 39); [and that] no phenomenon can be arstbod out of
relationship to the time and context that spawnkdrboured, and
supported it (p. 189).

Axiom 1 has implications for case study researdh the explanation given by Lincoln
and Guba (1985) indicates that axiom one dusgrovide a perfect fit for the current
research, which engaged qualitative interviews #isatquestions about auditors’ actual
practices. However, the current researchasa laboratory experiment or a simulation.
Instead, it is grounded in the ‘natural setting’ retll day-to-day experiences. Thus,
naturalistic inquiry can be said to be relevanttfog current research and its choice is
driven by research questions which are opinionisgek

The Human as Instrument (Axiom 2)
Lincoln and Guba (1985) noted characteristics thatquely qualify the human as the

instrument of choice for naturalist inquiry” (p.)3%olstein and Gubrium (1998) also
noted that ‘the researcher’ fits the charactessticlicated by Lincoln and Guba (1985),
and added that the researcher is also capabledeping and evaluating the meaning of
the differential interaction” between the instruhamd respondents (p. 96). For this
study, the researcher is the primary data-gathdanieggument conducting and taping
interviews with the respondents. The researcheuiesd; and sought to gather and
understand the different perspectives offered thindnterviews and document reviews.
The researcher wamt interested in testing any specific hypothesis,rathter sought to
form as thorough as possible, an understandingh@fdimensions of the ‘audit of
environmental matters when auditors verify finahmgorts’, and to portray the totality
of those dimensions as accurately as possible téhntention of building a body of
knowledge in this area and thereby offering somgght to other individuals and

organisations interested in undertaking a simiérture.

Tacit Knowledge (Axiom 3)
Lincoln & Guba (1985) explained that there are sonmegs that must be experienced to

be understood; but it is impossible to describeexplain everything one ‘knows’ in
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language form. The researcher had previously wodsedn auditor in one of the Big
Six audit firms (now the Big Four firms). That priexperience has added to her
intuitive ‘felt knowledge’ and it was used to unsi@and the multiple realities about
audit procedures and practices. The researchelskhowledge’ not only guided the
flow of the interviews, it also facilitated the pess of understanding current practices

in the audit of environmental matters.

Qualitative Methods (Axiom 4)
Naturalistic inquiry elects qualitative methods oeiantitative methods (Lincoln &

Guba, 1985). The focus of the current study wasdiat a deep understanding of the
nature of a current audit phenomenon. Hence, aitgina approach was the
appropriate method to use because it is more aldagture the multiple realities of the
respondents in a deeper and more meaningful way tjentitative methods. The
qualitative methods used for the naturalistic imguvere interviews and document
reviews. These methods were used to yield infoonatn the five aforementioned

areas of interest that served as the boundarigedanquiry.

Purposive Sampling (Axiom 5)
“Naturalistic inquiry is...in favour of purposive... mgling” because it exposes more

directly the exchanges between the researcher@ndespondents (Lincoln & Guba,

1985, p 40). Lincoln and Guba (1985) explained psrge sampling as “sampling done
with some purpose in mind” (p. 202). Patton (198d@yed that purposive sampling
seeks information-rich cases which can be studiedepth. The objective of this study
is to detail the many specifics that give contdgt uniqueness. On the other hand,
random sampling, whose goal is to capture all pbssiases for the whole range, would
ignore the characteristics and idiosyncrasies sffoadents, which is exactly what is of
interest in this study. Hence, this study has gmaitely engaged purposive sampling
using snowballing techniques that led to a rangganticipants who formed a rich

source of varied research evidence. This is intiegesvith regard to themes emerging

from evidence collection and analysis.

Inductive Evidence Analysis (Axiom 6)
Inductive data analysis is a process for “makingseeof field data” (Lincoln & Guba,

1985, p. 202). This analysis method was appliethéocurrent research. The current
research was driven by evidence gathered by gtraditinterviews conducted at the

participants’ offices using an inductive approathis meant that the researcher worked
68



“from the interview evidence specific of participarto a more general conclusion”
(Schwandt, 2001, p. 125). The researcher’s interaetith the participants was guided
by their different perspectives and values; angvbeh the respondents and the process
that took centre stage. Section 4.6 contains @etagixplanations of the analysis of

research evidence.

Grounded Theory (Axiom 7)
Lincoln and Guba (1985) suggested the implememtatfggrounded theory in naturalist

inquiry. Where appropriate, the following aspectstiee grounded theory approach:
constant comparative analysis and sensitivity; Hrabretical coding, were used to
support data analysis for the current researchailB3adf actual data analysis are covered

in section 4.6.

Emergent Design (Axiom 8)
Lincoln and Guba (1985) explained that “naturatigtiquiry elects to allow the research

design to emerge, rather than to construct it, iseavhat emerges as a function of the
interaction between inquirer and phenomenon iselsrgnpredictable in advance” (p.
41). The implication of Axiom 8 does not provid@earfect fit for the current research
because its general direction and focus were somuethieoretically driven. However,
the researcher did keep an open mind, eyes, asdrearder to adapt to the challenges
and opportunities of qualitative research inquitpsights, theoretical elements,
guestions and gaps were identified and pursuedduses the research progressed.

Negotiated Outcomes (Axiom 9)
Lincoln and Guba (1985) required that the researgbeback to the respondents with

the tentative results and refine them in the lightthe context “which can be best
verified and confirmed by the people who inhab#ttbontext” (p. 42). The University’s

ethics approval for this research project requaexbpy of any publication arising from

the research to be sent to the participants far temments prior to submission for
publication. Where amendments were needed bas#tgeocomments received, a copy
of the final version was to be sent to participamen their request. This requirement
will be adhered to before any publications arisingm the research are being
disseminated. Participants were informed that arpfigation arising from the research
would be sent to them for verification and amendimevould be made based on their
comments, before submission for publication. Thesrewvalso given the option of

receiving a copy of the final report from the rasba
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Case Study Reporting Mode (Axiom 10)
Case study reporting mode is said to be “suitatiématuralistic paradigm” (Lincoln &

Guba, 1985, p. 214) and is preferred to “the sifienbr technical report” (p. 41).
Lincoln and Guba (1985) explained that case studgonting provides *“thick
descriptions [which] is a means for bringing [tleader’s] own tacit knowledge to bear,
[which is] thought to be so essential for enablirsgpsferability judgements” (p. 214). It
was also said that “the purpose of a case repambigo represent the world, but to
represent the case [or phenomenon]” (Stake, 20084®). This axiom is specifically
for case study research and therefore does notderav perfect fit for the current
research. However, it may be inferred from the amxations given that for the current
research the reporting mode should be such thabitides ‘thick descriptions’ of the
issues and background information on the audinhefrenmental matters when auditors
verify financial reports, with the researcher concating on the multiple realities of
audit practitioners in order to provide pictures‘thfe value positions of investigator,
substantive theory, methodological paradigm, amallgcontextual values” (Lincoln &
Guba, 1985, p. 42). The researcher has adopte@ppi®ach in writing up the current
research.

Idiographic Interpretations (Axiom 11)
Lincoln and Guba (1985) indicated that “naturatistiquiry is inclined to interpret data

(including the drawing of conclusions) ideograpHhicéin terms of the particulars of the
case) [or phenomenon] rather than nomotheticallytims of law-like generalizations)
because different interpretations are likely tonbeaningful for different realities” (p.
42). Thus, findings from the case study have “magrior that context at that time
only” (p. 216), because all of the research evidasmbtained from a single site only.
This is another axiom which is not a perfect fit tbhe current research because the
current research is not a case study which focoseme single site only, rather it is a
gualitative interview study which seeks the viewls amditors from a number of
locations, on the research questions.

Tentative Application (Axiom 12)
Lincoln and Guba (1985) cautioned that it would heteasy to apply findings from a

particular naturalistic study to other contexts.eTiesearcher accepts that, although
some general principles and insights were gaineah fihe richness of the description,

exact replication and repetition in different emviments or contexts might not yield
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similar results or effects, since world dynamias ever-changing and over time become
less known. Therefore, given the specificity of tla¢a obtained from a study of a group
of practising auditors, the findings cannot be galeed beyond the context and

participants of the study. However, since not miscknown about current practices in

the audit of environmental matters when auditonsfwdinancial reports, the findings

from this study will contribute to the limited Iri&ture.

Focus-determined Boundaries (Axiom 13)
Lincoln and Guba (1985) asserted that the focubebtudy guides naturalistic inquiry.

They also stressed the importance of defining thentary for a study: for this research
study, the focus is the ‘research aim’. They alsplaned that the establishment of a
focus should define and guide the scope and coratemt of an inquiry, and delineate
the type of information that is of interest ancek@nce. They further noted that, with a
naturalistic approach, the boundaries of an inqcany - and usually do - change during
the course of study in response to information eustdnding, and questions that emerge

during the data collection process.

The research aim of this study is to determine erurrpractice(s) in auditing

environmental matters when auditors verify finahaiaports. Given the lack of

information on the topic, it was important to stadrk at the conceptual level, focusing
on simply understanding how financial auditors apphed their efforts to audit

environmental matters. Hence, the focus definedthadary of the naturalistic inquiry
for the current research. This involved an explorabf the many dimensions that either
comprised, or helped yield, an understanding ofrésearch topic. The first dimension
addressed by the naturalistic inquiry was the cdrdgéauditors and auditing in society,
and that focus helped in understanding the ‘audittyre’. The second dimension the
naturalistic inquiry studied was current practiceshe audit of environmental matters
when auditors verify financial reports. The thirdnédnsion investigated auditors’

response to aspects of AGS-1010 and their impnessb its effectiveness in guiding

audit practice. The fourth dimension focussed omy ahallenges and issues that
concerned auditors in their current practices; @edfinal dimension studied strategies
on how current practices could be improved andh&rrtleveloped.
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Special Criteria for Trustworthiness (Axiom 14)
Research must be trustworthy. However, Lincoln a@diba (1985) noted,

“...conventional trustworthiness criteria (internaldaexternal validity, reliability and
objectivity) are inconsistent with the axioms oturalistic inquiry” (p. 42). Hence they
made suggestions for “credibility, transferabililependability and confirmability” as
substitute criteria that, together with “correspoigd empirical procedures”, should
“absolutely affirm the trustworthiness of naturatisapproaches” (Lincoln & Guba,
1985, p. 43). Since the issue of trustworthinessf isritical importance to naturalistic
inquiry, the substitute criteria for trustworthises credibility, transferability,

dependability and confirmabilty; are discussedapttl in the following sections.

Credibility
‘Credibility’, as the naturalistic inquiry equivale to the conventional concept of

‘internal validity’, aims at confirming that thenfilings are credible constructions of
reality (Silverman, 2005). However, Silverman (2D85ked: “How are [researchers] to
convince themselves (and their audience) that thedaings are genuinely based on
critical investigation of all their data and do ndepend on a few well-chosen
examples?” (p. 211). Some authors have suggestiwbchand data triangulation and/or
respondent validation as ways of responding taythestion asked by Silverman (2005).
Triangulation refers to “the attempt to get a ‘trfie on a situation” (Silverman, 2005,
p. 212). It adds to credibility by applying mul#psources, methods, investigations or
theory to a study (Lincoln & Guba, 1985; PattonQ20 For this study, triangulation
was achieved by inclusion of data from differenirses (for example auditors in public
practice, private practice and government auditefsich enabled novel insights from
different perspectives. Convergence of observatioosm multiple respondents also

enhanced confidence in the findings.

Theoretical generalisability also enhances cratjbil The pre-conditions for

generalisability, common for all accounting studigsespective of the research
approach “are theoretical knowledge of the subjpagr empirical results and their
interpretations, and empirical results and theierjpretations provided by the study in
question” (Lukka & Kasanen, 1995, p 84).

However, the extent to which research findings @mttlusions can be generalised:
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Is done more in terms of the variety of experieriodse expected rather
than in terms of an average value [and] the extenivhich conclusions
are consistent with both the literature and ...thedif} findings are
based on the expected range of social settingsatiealikely to contribute
to a particular experience, this strengthens thaegealisability of the
conclusions. If conclusions are consistent with litezature, while still
adding something new, this strengthens conclusidesionstrating that
idiosyncratic interpretation has not been generatédaly & Lumley,
2002, p. 299).

Spicer (1992) reiterated Daly and Lumley (200230ahoting that generalisability is
“not to draw inferences to some larger populatiasdal on sample evidence, but rather
to generalise back to theory” (p. 12). Other comtawems also noted that a “tight theory
goes a long way in strengthening the validity & tesearch study” (Searcy & Mentzer,
2003, p. 159). Therefore, generalisability for ga#ive naturalistic research is the
ability to generalise back to theory.

Silverman (2005) explained theories as ideas tledyp o define or explain some

phenomenon. Without a theory, such a phenomenarotée understood:

Theory provides a footing for considering the wpdeparate from, yet
about, that world. In this way, theory provides tbat framework for

critically understanding phenomena and a basis ¢onsidering how
what is unknown might be organised. [For generhllgy,] theories are

self-confirming in the sense that they instructaukok at phenomena in
particular ways (Silverman, 2005, p. 99).

Llewellyn (2003) affirmed that qualitative reseagch should view ‘theory’ as a
representation of observed reality and explanabbrregularities and relationships
between empirical phenomena. She asserted thaiebegenerate expectations of the
world and are drawn upon “to gain theoretical legerfor a point of view of everyday
discussion” (p. 665). She further commented thaobtisation (or conceptual framing)
adds value to qualitative academic research; aatdetmpirical issues under discussion
are better understood by theorisation. LlewellydO@ then explained that theory and
data are inter-dependent. Theory enables the npafidata to be accessible and data
validates theories. The adequacy of theory is jddge the ‘criteria of utility’.
Llewellyn (2003) further identified and discussadeflevels of theorization that are
available to qualitative empirical research: “métap differentiation,
conceptualization, context-bound theorization oftisgs; and context-free ‘grand’
theorizing” (p. 676).
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In order to substantiate the requirement of ‘criitib for the current research,
conscious effort was made at identifying possibheoties that would provide
appropriate explanations for the research findings.doing so, many different
established theories in the literature were realis Tprocess led to identifying
legitimacy theory as the most likely to be relevianthe research questions. However, it
was only after the interviews were completed arel ttemes that came out of the
interview findings identified, that legitimacy thgowas confirmed as the most
appropriate lens for interpreting and drawing megnirom this research. Chapter 3
discussed the underlying concepts for legitimaogotih and its relevance to audit
research. Chapter 6 will discuss the implicatiohghe research findings in relation to

legitimacy theory.

Transferability
‘Transferability’ as the naturalistic equivalent ttee conventional concept of external

validity shifts the responsibility for transfer thfe research findings from the researcher

to the reader. In order to do this:

Thick description [is] necessary to enable someioterested in making
a transfer to reach a conclusion about whether $fan can be
contemplated as a possibility...[Thus the researcl®nesponsible for
providing the widest possible range of information inclusion in the
thick description...that makes transferability judgempossible on the
part of potential appliers (Lincoln & Guba, 1985, 316).

Therefore, to establish transferability for thereat research, as much information as
possible about the research study and findings werleded in the write-up of the
thesis.

Dependability and Confirmability
‘Dependability’ is the naturalistic equivalent dfet conventional concept of reliability

and ‘confirmability’ is the naturalistic equivaleat objectivity. Lincoln & Guba (1985)
suggested that an ‘audit trail’ be maintained adhgfthroughout the course of the
naturalistic research to provide a level of asstedor dependability and confirmability.
An audit trail “consists of documentation of theura of each decision in the research
plan, the data upon which it was based, and theoreag that entered into it” (Owens,
1982, p. 13). It will enable the verification ofetltonsistency and credibility of research

procedures and make it possible to reproduce tity sit another time.
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A researcher’s personal log should provide the audiil. It should

record all the contacts made throughout the studgnfbeginning to end,
explanations and reasoning for every decision megléhe investigation
unfolds and the hunches, guesses, feelings andegiens of the
researchers as they occurred during the course hef investigation
(Owens, 1982, p. 13).

Moreover Ahrens and Dent (1998) added that “diagkarts and records of interactions
and observations ... are of course crucial in eshinlg the credibility of stories” (p.

10). Following the suggestions made by Owens (1888) comments made by Ahrens
and Dent (1998), the researcher kept a naturaliesgearch plan and a personal log,
which detailed strategies for collecting and analyslata, and any other information
considered relevant. The researcher used informé&tion the personal research log to

substantiate the thick descriptions in the writestiphe thesis.

In summary, the above section discussed the melbgg@dopted for this research
study. It is a qualitative, interpretive researtidyg, and adopted a naturalistic inquiry
approach. Justification for adopting naturalistigjuiry and the implications of the
fourteen axioms for naturalistic inquiry were atBscussed. Qualitative interviews were
conducted to gather research evidence for the n&semestions listed in section 4.1.
Discussions on the methods used in evidence ciolfeeind analysis follow on from
here. However, before the methods are discussedgsiearch context and participants

are described in the next two sections.

4.3  The Research Context
The interviews were mostly conducted in Aucklame, largest city in New Zealand and

location of the majority of audit firms. The resdaer is also situated in Auckland and,
thus, efforts were made to secure as many intengessions as possible in the
Auckland region. However, the researcher did traweNellington and Christchurch to

interview individuals whose names were suggestethieyviewees as persons with an
interest, or expertise, in environmental risk assent. The research participants are

discussed in the next section.

4.4  The Research Participants
The following table provides a breakdown of thetipgrants for this research study.

Altogether, twenty-seven participants were intemad in thirty-two individual and six
group-interview sessions during the months of Jordovember 2005. Table 2 present

the categories of participants interviewed in thigecent cities. The interviews were
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held in the participant’s office. The maximum numbéinterviews was reached when

participants started to give similar informatiore (isaturation point).

Table 2: Categories of financial auditors intervieved

Financial auditors Total Auckland Wellington Christchurch
Financial auditors (FA)
the Big 4's 10 8 2
Medium sized firms 8 8
Public sector auditors (PSA) 7 3 2 2
Government Auditors - from the
Office of the Auditor General 2 2
(OAG)
Total — Financial auditors 27 19 6 2

The primary aim of the research was to interviewitaus for their comments on the
research questions. Audit partners and managers selected for the interviews,
because they are the ones in the audit teams lnathxpertise, experience and technical
competence required to assess potential enviroranesks at the audit planning stage,
before audit fieldwork is conducted. Eighteen of @uditors interviewed were from
chartered accounting firms; seven were public seatalitors, two were government
auditors from the Office of the Auditor General dodr were from environmental audit
companies. All the other auditors interviewed wehnartered accountants and members
of NZICA. Essentially, they were financial auditavgh a role in verifying the truth and
fairness of financial reports. The next sectiorcdsses the research instrument and the

methods used for collecting research evidence.

4.5 The Collection of Research Evidence
Semi-structured qualitative interviews were conddcto gather comments from the

auditors on the research questions listed in seci@. Relevant audit standards and
AGS-1010 were also examined for professional stahdeguirements and guidance on
current audit practice. The next section discuseesreview of audit standards and
AGS-1010 and, following that, the conduct of thensstructured qualitative interviews

is discussed.
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4.5.1 Document Review
The current study is intended to explore audit gzacin relation to AGS-1010.

Therefore, an understanding of AGS-1010 itselffisnportance to the research. Hence,
that audit guidance standard was critically revievand analysed to determine its
effectiveness in guiding audit practice. AGS-10&€emed to the application of other
auditing standards when considering environmentgters: Audit Standard (AS) 302:
Knowledge of the audit environme®tS 402:Risk assessments and internal control
and AS 208:Consideration of laws and regulations in an auddach of these
promulgations in turn was reviewed to determine lmkages to AGS-1010, and any
inconsistencies in their requirements when compuaiéd those of AGS-1010. Official
comments submitted to NZICA on AGS-1010 when it Jus$ an exposure draft were
also obtained from NZICA and examined. Reading dfffecial comments led to a
deeper understanding of the issues identified iIrSA®G10 with which auditors were
contending. Secondary documents such as newspepmirds and journal papers were
also read and they provided much of the contexttier current research. Generally,
reading and critically analysing primary and se@mddocuments facilitated the
development of research questions and assisteet@nndining potential theories within
which to frame the research. The next section dsesithe interviews conducted.

4.5.2 The Interviews
Interviews assisted in identifying factors that mainbe observed directly, and issues of

immediate importance to the interviewees (Gillh@eno0).

The interview method also allows the respondent® perspective to

emerge and the researcher to gain insight into ipakar experiences,

find out motives behind decisions, get a view &drmal procedures,

consider apparent contradictions between attituded behaviour, and

allow respondents time to provide their answerserinews are good

ways of eliciting opinions on complex and sensitbgeies (Hannabuss,

1996, p. 26).
Interviews have particular strengths. An intervieva useful way to get large amounts
of data quickly. It facilitates an understandinglod meanings that people attach to their
everyday activities (Appleton, 1995). It also alkbany ambiguous or unclear questions
that may be misinterpreted by participants to lagifebd by the interviewer during the
interview (Silverman, 2005). Interviews are appratg when people are accessible;
when most of the questions are ‘open’ and requirexdended response with prompts
and probes; when the material is sensitive in ataraso that trust is involved; when
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anonymity is not an issue though confidentialityymmee; when depth of meaning is
central and research aims mainly require insights @nderstanding (Appleton, 1995;
Hannabuss, 1996).

However, interviews are not without limitations ameeaknesses. They are often
intensive and time-consuming to carry out, and roayer only a small and possibly
unrepresentative sample of respondents (Silvern2095). Accessibility to the
respondents may be an issue. Respondents needafiplmached, but people are busy
and may be suspicious. They may be widely dispegeedraphically and may need to
be approached through gatekeepers in organisatibossteer the researcher towards
unrepresentative respondents or even block thenaser’'s access altogether (Lincoln
& Guba, 1985). Interviews involve personal intei@ts and co-operation is essential.
However, participants may be unwilling or unablesk@are all that the researcher hopes
to explore, or may be uncomfortable with doing $hey may hide or misrepresent
information, making it difficult to obtain accuraéxperiential information. Participants

may not want to talk ‘on the record’ (Jarratt, 19P&tton, 2002).

Despite the potential limitations of participanterviews, they are particularly suited to
qualitative naturalistic inquiry (Patton, 2002).tdrviews were used for the current
research study because of this method’s particitengths in allowing the researcher
to obtain insights and depth of understanding abhaditors’ and other experts’ opinion
on the audit consideration of environmental matierfsnancial reporting. The duration
of interviews were kept to no more than one hobustthey were not overly time-
consuming. People whose names were obtained bybstlosampling were known by
the participants, thus access was not a problennwbatacts were made. Generally,
people were willing to be interviewed. Every papant had a special interest in the
research topic and hoped to see the audit of emviental matters move forward from
the present position. Thus, participants were mgllito dialogue on the research topic.

They were also candid with their views.

Interviews are often categorised into different etyp the informal conversational
interview, the general interview guide approacle standardised semi-structured and
the open-ended interview (Patton, 2002). In padigua face-to-face, individual,
standardised semi-structured interview was chogethé current research. A review of

the literature had led to particular issues betntified and these were tested in the
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current study with the use of standardised semcgired interview questions. However,
within the structure, open-ended questions weredsé further explain or discuss a
particular point of interest. To some extent, ggiproach did facilitate the organisation
of the findings. However, Patton (2002) cautionkdttthe purpose of open-ended
interviewing is not to put ideas into someone’s anifPractical aspects of research
interviews, namely: (1) steps taken before therwgvs; (2) negotiating access; (3)
conduct during the interviews; and (4) taping amahgcribing the interviews are
discussed next.

4.5.3 Before the Interviews
Before the actual interviews took place, the redear applied for ethical approval,

prepared the participant information- and consehieets, and developed the interview

guide. Each aspect of the preparation before thehbinterview is now elaborated on.

Application for Ethical Approval
Ethical approval was required because this researeblved human participants.

Application was made and ethical approval (AUTE(mence no: 05/84 dated 16 May
2005 for a period of three years until 16 May 200&s granted by the Auckland
University of Technology Ethics Committee (AUTEQ)he ethical approval for the
current research was given based on the key phascthat AUTEC used in its decision
making to ensure a high level of ethical reseaftte key principles are: (1) Social and
cultural sensitivity, including a commitment to th@inciples of the Treaty of
Waitangi/Te Tirti O Waitangiy(2) Informed and voluntary consen) Respect for
rights of privacy and confidentiality and (4) Respdor property and intellectual
property rights.

Participant Information Sheet
Before contacting the auditors and other partidipaan information sheet on the

research project (refer to Appendix 2) was prepatedtated the objective of the
research study; specified the target interviewaadifors) and duration of the interview
(about one hour). It also stated that upon congieparticipants might request results
of the study published in aggregate form via theta@l thesis, academic papers and
conference presentations. It also assured pamitspaonfidentiality, since published
data would not report the names of affiliationsnddrmants and would use generic job
titles only. The document ended by emphasisingekearcher's commitment to follow

AUT University Ethical Committee’s ethics guidelse
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Participant Informed Consent Sheet
A consent sheet (refer to Appendix 3) was alsogmegpp and given to the participants to

sign before the interview commenced. It confirmbdttthe participant had read and
understood the information provided on the researofect; had an opportunity to ask
guestions and have them answered; had understabththinterview would be audio-
taped and transcribed; could withdraw from paratipg or withdraw any information
provided for the study at any time prior to comioletof data collection without being
disadvantaged in any way; and was aware thatlallaat tapes and transcripts, or parts

thereof would be destroyed on their decision tddnaw from the interview.

The Interview Guide
Auditors are busy people and a number of them hdatated that they were able to

allocate no more than one hour for their interviélence, before the interviews took
place, the researcher prepared an interview guéler(to Appendix 4). The aim of this
was to ensure that the available time was used tweltover the research issues.
Covering similar questions for each interview déférthe issues to be explored in
advance to only those that focus on the main rebBegqrestions. This made interviewing

a number of people more systematic and comprehe(Batton, 2002).

The interview guide used for the current researels made up of standardised semi-
structured questions, which every participant weleed. There are many advantages in
using standardised semi-structured questions. \&#th participant asked the same
questions, interviewer effects and subjectivity @varinimised. Since the interview was

systematic, the necessity for interviewer judgentming the interview was reduced.

Data analysis also became easier because eacbrauditswer to the same question
could be quickly located and organised. HowevettoRa(1990) cautioned that the

purpose of standardised open-ended interviewingoisto put ideas into someone’s

mind. A further advantage of using standardisechap®led questions is that decision
makers and information users are able to inspeetetkact instrument used in the

evaluation. In addition interviews were highly fesed and interviewee time more

carefully used (Lofland & Lofland, 1984).

A semi-structured interview guide (refer to Append) was designed, guided by the
research questions, previous research, and tharcesg's own ‘tacit knowledge’
gained through practical audit. However, the inemwguide was designed specifically

80



for this study, as no previous research studig¢kignarea were available. The interview
questions were written in advance in the order mctv they were asked during the
interview. However, the researcher incorporated esdiexibility in exploring further,

any emerging paths that arose from the interviews.

After the above tasks were completed, access wgdiated with potential participants.
A list of confirmed participants for the interviewgas then prepared. Steps taken in

negotiating access are discussed next.

4.5.4 Negotiating Access
Financial auditors and non-financial auditors wtre two groups of people initially

approached for participation. It was more diffictdtgain access to financial auditors
and the following is a discussion on how the red®ar negotiated access to them. The
researcher first made a list of contact addressdstelephone numbers of audit firms
and individual auditors from the Telephone YellowgBs and results of a Google
internet search for "Chartered Accounting firmsAuockland”. The researcher then
gathered from the audit firm’s internet web pageserinformation on the firm’s audit

department and audit staff. A list of possible eotg was then compiled.

In total, fifty-five financial auditors (from now ro known as ‘auditors’) were
approached either by email or by telephone. Eachiraplied email was followed up
with a telephone call. Of those approached, tweetyen were willing to participate in
the interviews. Fifteen auditors did not reply b@ humerous attempts to contact them
and thirteen answered negatively. Of the thirteio vefused participation, six said that
they did not have clients with environmental protdeand therefore were not able to
assist. One auditor said: “I had not read AGS-184@ | do not know its content. Thus,
| do not know how much | can be of help to {otfThe number of refusals to provide
research data may be subject to criticisms of sgm@ativeness. This criticism is
addressed by highlighting it as a limitation oftktudy (refer to section 7.4).

A number of auditors had misunderstood the resetagb. Three auditors thought that
the research study was on ‘environmental auditargd two auditors thought that the
research was on ‘the audit of independent stangkeaémvironmental reporting’. This
indicated that for a number of auditors approachieely were not entirely sure or clear

about their position with the audit of environméntaatters in financial reports. This
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study is therefore timely in bringing into the opam audit phenomenon that seemed

unclear.

Turley (2004) forewarned that “a frequent problenresearch design is achieving the
desired level of access, which can be thwartechbybiarrier of client confidentiality”,
used to deny access even though specific identditaf clients was not needed (p.
455). He also added that, sometimes, there waialisitepticism about the research
agenda, and the threats that agenda might poskeefdirm (Turley, 2004). Turley (2004)
and Gendron (2000) also pointed out other poteabatacles and made suggestions for
a few practical guidelines for overcoming them. ltaf the issues raised and the
suggestions made by Turley (2004) and Gendon (28@0)liscussed next in the context
of the current research study.

First, Turley (2004) and Gendron (2000) observed #udit partners and managers are
busy people and their meetings are scheduled agahiged by their personal assistants
(PAs). This led them to suggest that the PAs shbalépproached first to explain the
research and to request an interview with the audior this study, establishing a line
of communication with each of the PAs often led decuring appointments for
interviews. The PAs were first rung to establisimtact, in order to build the kind of
confidence that would facilitate access. In fappraaching the PAs first for interview
appointments, rather than directly approaching abditors was more successful. It
usually took a day or two before the PA rang batéraur initial conversation. If the

auditor agreed to an interview, the PA made an iappent with the researcher.

Second, Turley (2004) mentioned that if particisanere uncertain about what was
being requested, then access was more difficulisThefore attempting any telephone
contact, information on the research study wag émsailed to potential participants.
This strategy led to many successful outcomes. VEhRA was contacted for assistance
in making appointments with the auditor, the PAespd to have an understanding of
the research study already, and was obliging wighrequest for an interview with the
auditor. Their knowledge of the research studyadatdid that they had access to their
bosses’ emails and other correspondence, and eggldhe PA’s ability to respond

quickly.

The third potential obstacle noted by Turley (20@8h)the busy peak period when

auditors are time-pressured and thus less willinget interviewed. In order to mitigate
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this concern, many of the interviews were plannadtiie months of June and July,
which is not generally the busiest period of theaficial year for auditors. Six
interviews were conducted at six o’clock in the ramg and three interviews were
conducted at seven-thirty in the morning. At suofes of the day, the auditors did not
have to give account on their use of time. Oneiqdar participant did not feel right in
using chargeable time for the interview, so he sstggl a meeting during his lunchtime.
Since he was from another city, he did not haveteamsport, and had to be driven to a
shopping mall to buy his lunch, which he ate in¢hewhile being interviewed.

Fourth, Turley (2004) remarked that providing a dférto participation might lead to
more success in securing an interview. Hence, & mdicated on the information sheet
to potential participants that results of the styylished in aggregate form via the
doctoral thesis, academic papers and conferensemqegions would be made available
to them if they requested for them. Some of théi@pants accepted the offer.

In addition to the recommendations made by Turk304) and Gendron (2000), the
researcher employed additional strategies. In lvith ethical requirements, the
assurance of utmost confidentiality was emphadséde participants. Furthermore, the
information sheet emphasised that the researcherGbkartered Accountant who was
awarded a scholarship by ICANZ (currently called IBX) to pursue the current
research study. This helped in establishing theamefer’s credibility. Similar steps
were also taken by the researcher when negotiaoogss with other non-financial

auditor experts.

Generally, there were no significant access problentountered. However, there were
the inevitable odd occasions when participants eléaat scheduled meetings at the last
minute or asked for someone else to be intervieiusttad. On two occasions, the
intended interviews were cancelled when the rekeararrived at the auditor’s office.
A third frustrating episode involved one auditor ovimad initially agreed to be
interviewed and then decided half way through tttea interview that he was not the
right person to be interviewed. He then decidedub short the meeting. In a forth
incident, four audit partners of the same Big #nfwho were approached separately
conferred with each other. They decided that sthe& clients were ‘clean’ and they
did not think their client's business activitiedemted the environment; they would

decline the invitation to be interviewed. Insteiaty got their Sustainability Manager to
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participate in the interview. He was interviewedt Ibbe information provided was
somewhat irrelevant to the research topic. In yeitlger incident, an auditor of a
different Big 4 firm would not commit to an inteew, but promised that he would get a
staff member to contact the researcher. The pendanm finally made contact was a
junior staff member on secondment from Canada. Has vinexperienced in
environmental matters, so felt that he could ndp hdth the research. However, no
other audit partner or manager of that firm wadinglto participate. It could be said
that reasons for their reluctance to be involvethm qualitative interviews (if probed
further) would provide rich information on the rasgh topic. However the problem is
one of access and is highlighted as a limitatiothaf study, (refer to section 7.4). The

next section discusses the conduct of the intesziew

4.5.5 Conducting the Interviews
As a preamble to the actual interview, appreamtbtime given to the researcher was

communicated to the auditors. The auditors were rdassured that the researcher was
not judging current practices; rather the researalas only seeking useful information
for the study. This often put the participants asee During the interviews, they
appeared to have an open attitude and made vepjuhebmments, using examples
they had come across during their audits to ilaisttheir comments. However, they
were very careful not to mention the names of thamanies that had environmental
problems, and which they had audited. All the aardiinterviewed appeared genuinely
interested in the research even though some of Haehindicated they did not have any
clients with environmental matters in their finaalcreports. In their situation, they
spoke of whatould be done if they had detected any environmentatems for their

clients.

Interview protocols were followed for each intewieDuring the first minutes of the
meeting, appreciation for the participants’ invohent was acknowledged. Some ‘small
talk’ quite unrelated to the research, but of ralee to the profession ensued. This was
followed by thanking the interviewee for participaf in the study and then introducing
the informed consent form (refer to Appendix 3) adJniversity requirement for
ensuring that the researcher’'s conduct was ethited. consent form was also used to
describe the broad objective of the research, aslkpdrmission to tape the interview;
specify the interviewee’s right to refuse answeramy question, and to describe the

steps taken to ensure anonymity. The participargt tivan asked to sign the form. All
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the participants willingly signed the forms withcagking any questions. Perhaps the
comprehensiveness and official ethical proceduagispgnovided them with assurance of

trustworthiness.

The participants were then asked questions fronmntieeview guide (refer to Appendix
4) which was handed to them a week before theviewes. During the interview,
attentiveness was required in order to prompt diother elaboration or clarification of
the issues that emerged. At the same time, notes algo written. Towards the end of
each recorded interview, the participant was alwaslseed whether anything important
was omitted and whom the participant would reconunfem the next interview. The
participants were often very helpful in suggestpepple whom they felt would be
knowledgeable in the research topic area. They aisie willing to disclose additional
information that they considered important to tegearch study. The last two questions
asked at the end led to a good closure to thevieterbecause in asking those questions,

the interviewees appeared to be feeling valuethar opinion and suggestions.

Even after the tape recorder was turned off, tinae a requirement to be alert for any
additional information that the participant mighsadose. Often though, when the tape
recorder was turned off, the participant very glyickhowed the researcher out of the
interview room, feeling very conscious of the tirsgent and rushing back to work.
Finally, before leaving the participant’s officéet researcher always indicated to the
participants that they might be contacted to gfasdme answers and then thanked for
the information provided. Also after each intervjetime was given to modifying
interview questions that were perceived to be ‘lefésctive’, and to writing notes on

ideas that might later be useful in making sensgé®ftiata.

The interviews were conducted during the monthgwfe to November 2005. Guba
(1978) outlined the criteria for when to stop tla¢adcollection process: 1) exhaustion of
resources; 2) emergence of irregularities and 8Jj-extension, or going too far beyond
the boundaries of the research. For the currertireb “interviews were discontinued at
the stage when analysis of further interviews weenso not reveal new information”

(Kurunmaki, 2004, p. 343); “when little or relevatita seemed to emerge from the
later interviews, which tend to imply that the miew results were becoming

theoretically saturated” (Herrbach, 2006, p. 409r this study, the interviews were
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discontinued when the information given becametrgpe The next section discusses

the taping and transcribing of the interviews.

4.5.6 Taping and Transcribing the Interviews
How to record interview data is largely a matterpefsonal preference. For instance,

Patton (1990) considered a tape recorder as “iadsgble” (p. 25), while Lincoln and
Guba (1985) “do not recommend recording except Uousual reasons” (p. 241)
because they felt that tape recorders were inteusnd might fail technically. However,
twenty years on, most people are very comfortaliie being taped (Silverman, 2005).
Recordings have the advantage of capturing data faothfully and accurately than
hurriedly written notes. Recordings also make #ieafor the researcher to focus on the
interview. It is for these main reasons that theeaecher decided to tape record the
interviews with a digital tape recorder even thotigére was the risk that the presence
of a tape recorder might prevent participants fobstlosing some information. None of
the interviewees objected to the use of a taperdecoBefore each interview, the tape
recorder was tested to ensure that it was in goadking order, and the internal label

with the interviewee’s name and date of the in@mwvas prepared.

The taped interview was then transferred and sawettie computer as a voice file. All
the transcribing was done by a transcriber whoesigan agreement on confidentiality
and non-disclosure. She was also given the cordatdils of the researcher and

encouraged to get in touch should any questioss.ari

The researcher undertook the following steps taumenghat the transcription was as
accurate as possible. First, the researcher ewplathe project to the transcriber.
Second, a copy of the interview guide was provitbegive the transcriber some idea of
what to expect, rather than having to tackle tlandcription task ‘cold’. Third, a
completed transcription was given as an examplartkpthe researcher explained and
emphasised the importance of adhering to instrostmn formatting the transcriptions
as MSWord documents in a standard format for uphmpthb a computerised qualitative
data analysis programme (NVivo 7). Next, the trapsons were set out clearly in
guestion/answer format, in accordance with theacourse of the interview in order to
facilitate data analysis. Last, each completedstraption was checked for accuracy
when it was emailed back to the researcher. Thesd¢rdber was also requested not to

delete her record of the transcription until theesacher confirmed that it has been
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received. Any other notes written manually weradted to the transcription for later

analysis.

Once all the taped interviews were transcribed, tthascriptions were prepared for
analysis. NVivo7, a qualitative data analysis safevprogramme was used to manage
the analysis of the interview transcriptions. Thextnsection covers the method of
analysing the interview transcriptions, followed &ydiscussion on the use of NVivo7

for managing the actual analysis process.

4.6  Analysis of the Interview Evidence
Bogdan and Biklen (1982) defined qualitative analyas “working with research

evidence, organising it, breaking it into manageabiits, synthesising it, searching for
patterns, discovering what is important, what iso&learned and deciding what you
will tell others” (p. 145). Patton (1990) observib@t qualitative researchers tended to
use inductive analysis of research evidence, mgahat the critical themes emerge out
of the evidence. The challenges in qualitative ysiglare: to place the raw evidence
into logical, meaningful categories; to examinemtha a holistic fashion; and to find a
way to communicate this interpretation to otheratt@gh, 1990). For the current study,
analysis of the research evidence was informed fuynaber of research papers (Cavana
et al.,, 2001; Lincoln & Guba, 1985; Rubin & RubiBQ05; Silverman, 2005) but
focussed specifically on the work of Huberman aritk$4(1994) and Lincoln and Guba
(1985). The analysis was directed by the semi-sirad interview questions and
research topic, and subjected to “the three-staggysis method” described by
Huberman and Miles (1994, p. 10): (1) reducing ending the interview evidence; (2)
reporting the interview evidence and (3) drawingatosions. Each of these three stages

is discussed next.

4.6.1 Reducing and Coding the Interview Evidence
Research evidence reduction refers to the prodesslecting, focussing, simplifying,

abstracting and transforming the evidence (Appleti®95) as the researcher elicits
insights from the participants’ perspectives (Limc& Guba, 1985). In the initial stages
of evidence reduction, each paragraph of the imervtranscript was numbered
according to the question number to which it relate the interview guide (refer to
Appendix 4). The actual process of analysing thierurew evidence began when the

text of the interview transcriptions was read aadead in order to become familiar
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with the data. During the preliminary reading o ihterview transcripts, evidence that
did not add meaning or value to the analysis wasowed. Semi-structured interview
guestions were used for evidence collection. Ak tihterview evidence for each
guestion was gathered together and then first ctaledch of the preset categories and
later to emergent categories as they became appadterset categories were pre-
conceived themes and concepts from the researat ttogt formed the focus of the

research.

For the current research, the preset categories ther five research questions. They
provided direction for what to look for in the inéeew evidence. Preset categories were
identified before the interview evidence was collgagearching the interview evidence
for text that matched the preset categories. Emeéigggegories, on the other hand, were
categories that emerged from the interview evidersoed were defined after the
researcher had worked with the interview evidefdeey were themes or issues that
recurred in the interview evidence, and were ntitgrated. These new categories were
added to the preset categories. To make the asalgsre manageable, interview
evidence in each of the three preset categories vecanalysed and broken down into
several sub-categories. During this process thergnte patterns were continuously
questioned and searched for other plausible exjarsaof the interview evidence
(Anderson-Gough, 2004). The text was also read @mckad to ensure that the

interview evidence was correctly coded.

The task of analysing research evidence is reflecgsubjective and iterative. After the
first coding phase, the same evidence was re-cadatond time to ensure consistency
in the coding. As the interview evidence was orgaaiinto categories and sub-
categories, patterns, themes and connections,viatdtin and across categories, began
to emerge. These themes and connections were ritepreted and the interpretations
were used to explain and communicate the researdim@s. Reflecting on the research
findings also enabled connection with the extarddamic literature and possible
theories, which assisted in pointing to an appadprtheoretical perspective for framing
and interpreting this doctoral research. Howevbke &ctual evidence analysis was
managed with the use of NVivo7, a computerised,ligtiae, evidence-analysis
software programme. An outline of its use followe tdiscussion on reporting the
interview evidence and drawing conclusions (reterséction 4.7). The next section
discusses the interpretation and reporting ofikerview evidence.
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4.6.2 Interpreting and Reporting of the Interview E  vidence
Ahrens and Dent (1998) provided advice on reportinggrview evidence. First,

“...informants’ literal, unedited statements” must dearly “...distinguished from the
researcher's own opinion” (p. 10). Second, thecttme of the reporting must be
carefully thought through because “to structureaaoount is effectively to provide an
explanation” (p. 10). Ahrens and Dent (1998), nefgr to Krieger (1984), suggested

two rules of presentation:

The first was to construct the report almost etyirby paraphrasing

from the interview and documentary evidence. Adogrtb this rule, she

would allow herself little interpretive commenttire body of her text, her

only commentary being in connectives moving thedeedrom one

paraphrased passage to the next. The second rudetied her account

should not be partial to any one person or poinviefv, representing “a

particular angle of vision, line of interpretatioar a single theory”.

Rather, it should capture the complexity of the posite whole, setting

out “a pattern in which everything was importanlfrens & Dent, 1998,

p. 10).
Ahrens and Dent (1998) also noted that “it was irtgrd to present data in sufficient
depth to allow the linking from data to theory @ tbaced and also the researcher’s own
opinions to be distinguished from participantsédél unedited speech statements” (p.
24). Their advice was followed when reporting tesearch findings for this study. It
enabled patterns to be discerned for theory bigldin the current research study,
qualitative evidence was presented in the formanfative text supported by excerpts
from the data. The process of pattern making letiécemergence of descriptive themes
which are “suggestive of quite particular theortionplications” (Ahrens & Dent,

1998, p. 31).

The evidence gathered from interviews conductetl iwenty-seven practising auditors
in chartered accounting practice, the public seetod the government office was
analysed as follows. First, all the interview conmtsewere considered and dominant
common themes were identified. The interview evagethat captured best the spirit of
these common themes was then reported in the thé®igever, in order to account for
the variety of comments made by the intervieweseme of which did not accord with
the common themes - an indication was given ofpeeentage of interviewees that
communicated similar views and examples of disaurddews were included to
provide context. Chapter Five and Chapter Six retis interview evidence. The next

paragraph describes how conclusions were develiopedthe analysis.
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Huberman and Miles (1994) advised that what ‘thingsan should be decided on from
the commencement of evidence collection. In thisl\gt preliminary conclusions were

drawn as the interviews were analysed, and comslaswere drawn after evidence
collection was over. ‘Confirmability’ of the evidea was tested as outlined in section

4.2.2 (Axiom 14). The next section discusses tBearcher as sole analyst.

4.6.3 The Researcher as the Sole Analyst of the Int  erview Evidence
The researcher was the sole analyst of the intgrgiedence. A second person was not

engaged to ensure ‘inter-coder agreement’ (Abeyaekesuthrie, 2003): interpreted as
the accuracy of the performance of one coder agpaoed with the accuracy of another
coder. The decision made not to engage a secoret oab based on Abeysekera and
Guthrie (2003) who indicated that a dual assessnventd be considered as a test of
stability, rather than accuracy according to arepted norm. They further contended
that inter-coder agreement, also referred to asseosus coefficients’ have some
weaknesses. A low coefficient can create doubt attmureliability of data and a high
coefficient can seem trustworthy even if it is diat@le owing to a high frequency of
false data (p. 90). Similarly, Krippendorff (2004xplained this phenomenon as

follows:

Two coders in the same event who hold the sameeptuad system,
prejudice, or interest may well agree on what tlsme but still be

objectively wrong. Because content analysts hawplieed a language

and concepts that make them see the world frorartlygie perspective of
their academic discipline, their observations aeddings are based in a
consensus that is not likely shared by many peoplkside of their

scholarly community (p. 213).

The reliability and validity of inter-coder agreemiénave also been criticised. Ahuvia
(2001) argued that inter-coder reliability in noywiadicates that the coding reflects a
popular or widespread interpretation of the tektgen when referring to ‘independent’
replicability, he argued that inter-coder assessmaarely provides evidence that the
coding rules were followed. When coders have rexkitvaining on how they should

code the texts, then they are following coding suénd not their own intuitions.

Moreover, he argued that multiple coders work coajpeely rather than independently,
and that may defeat the purpose of ensuring valitlitippendorff (2004) added that
“even though most investigators publish respectatulizes of inter-coder agreement in
categorising the responses, these are open taisayigestions. Usually the published

inter-coder agreement is based on two people whke tarked together intimately in
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the development of a coding scheme, and who hagaged in much discussion of

definitions and disagreements” (p. 130).

Some observers also argue that, in principle, glesicoder is sufficient (Ahuvia, 2001)
because well-specified decision categories witH-gmtcified decision rules reduce the
need for multiple coders (Milne & Adler, 1999). Alsekera and Guthrie (2003)
asserted that “the results of the sole researcheafgnent should be trusted in semantic
analysis, as this seems to be the only feasible afattaining a measurement of the
veracity of data concerning semantic content” (. Ihe next section discusses the

management of the research evidence using NVivo 7.

4.7  Managing Interview Evidence Analysis with NVivo 7
NVivo 7, a computer-assisted, qualitative dataysialsoftware program (CAQDAS)

was used to manage the evidence analysis prodess. d software program for

qualitative evidence administration and archiviather than a tool for actual analysis.
It facilitates the processes of identifying categ®ror themes in the evidence; marking
them with code words and then retrieving them tother analysis and theory testing
(Crowley, Harre', & Tagg, 2002). Walsh and Lavdl998) summarised CAQDAS as
follows:

Qualitative research (QR) software is not magic.uYraust find the

themes and evolve theories. But software facibtgwur work by letting

you take notes, mark quotations, connect them qinaky or

graphically and add memos that explain your reasgniWhen you are

done, a good QR program will help you to demonsttat your client

why your analysis has captured what is happenimgt dan show where

each theory is grounded in what people said and dal can show how

the theories connect together to make a generdlugcor story that

explains what is going on and suggests a solupod2).
There are many authors who applaud the advantagarnéssing computer processing
power in dealing with the tedium of clerical tagksolved with qualitative research
(Conrad & Reinharz, 1984; Davies, 1993; Drass, 198his use of the computer also
releases the researcher for the analytic process @& Fielding, 1991). However,
CAQDAS “is no substitute for thoughtful coding amdelligent analysis” (Dolan &
Ayland, 2001, p. 386). This remains the task ofrémearcher who is “still very much
involved with the key activities of qualitative dysis such as searching for meaning,

interpretation and identifying serendipitous fingsh (Dembkowski & Hammer-Lloyd,
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1995, p. 59). “The development of theories is stdpendent on individual researchers
and their ability to expand the data through inteng with and thinking about it”
(Dolan & Ayland, 2001, p. 379). All CAQDAS can ds o follow instructions pre-
defined by the researcher (Tesch, 1991). It isamadre of anything other than the text
properties of the data, and cannot interpret, okem@deductions and generalizations
from the data (Brent, 1984; Drass, 1980).

A question commonly asked of researchers is whetieeuse of CAQDAS strengthens
the validity of their conclusions. Huberman and@di(1994) advocated transparency of
data and procedures in qualitative studies by ghretention, in an easily accessible
form, of all study material. A more detailed dissios is covered under the sub-heading:
Special criteria for trustworthiness (Axiom 14)féeto section 4.2.2). According to
Richards and Richards (1991), CAQDAS has the ghititlog the steps taken and to
show very rapidly the context of quotations usedststantiate conclusions which
opens the whole process to checking and verifinatibhus, the soundness of
conclusions can be further strengthened by theotilee computer to assist the analytic
process “removing the uncertainty and tentativengissonclusions” (Richards &
Richards, 1991, p. 38). Since there are many adgastin using a CAQDAS, and
particularly since the researcher is in full cohtwbthe data coding and analysis and
CAQDAS is able to strengthen the validity of resbaconclusions, it was decided to
use CAQDAS for the current research study.

The following steps were taken to manage the daddysis. First, all the transcription
documents (saved as MSWord documents) were impantedthe NVivo7 project
platform, ready for coding. Second, nodes (or ‘gnguntainers) were created for the
preset categories and emergent categories. Each ned labelled and given a
description to ensure consistent coding. Nodegpiferset categories were created before
the interview transcripts were coded. However, softe emergent categories were
created as they emerged from the interview evideace defined. The third step was
the actual coding of the transcription documenes/jpusly imported into NVivo 7. As
each transcript was read, words, phrases or pafagréhat seemed significant were
noticed, and coded to the appropriate nodes straigay. Once coding of the interview
transcripts was completed, coding reports were nfaddinding texts from all the
interview transcriptions that were coded at theeeld nodes. These coding reports

were then examined for patterns, themes and caonsgctboth within and across
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categories. Subsequently, the patterns, themescandections were analysed, and

interpretations of the analysis formed the bagisHe research findings and theorising.

NVivo 7 is compatible with and works well for MS \WWbdocuments. Hence, before
importing the interview transcripts into NVivo 7n aMS-Word template was set up.
This was done by opening a blank document in MS dV&ach question on the
interview guide was then entered into the docunieme. questions were kept as brief as
possible. The required heading style was then egppb each question. This procedure
was applied for each question, followed by a bliamd (to enter the response into later).
Once all the questions had been entered, the dotumas saved as a document
template. Each interview document was created froendocument template (to aid
consistency) for each interviewee, and responsésetguestions were entered into the
relevant sections. This process was repeated fathalinterviews. These interview
documents were then imported into NVivo7. The adrdctivity when using NVivo7 is
coding. Codes were first generated based on theamds questions of interest and
information that became salient as the intervievesewundertaken and the transcripts
read. This is standard practice for generatingcties (Anderson-Gough, 2004). Miles
and Huberman (1994) stated that coding is analgsisause generating and agreeing on
a list of codes required a certain amount of imtgiion. Based on the codes generated,
the researcher did value coding as part of theeewie management and analysis
process. Once the interview evidence had been rednagd coded with NVivo7, the
evidence was interpreted and translated into theareh findings that formed a basis for

theorising. The process of theorising is discussede next section.

4.8 Process of Theorisation
Nielsen (2005) explained that qualitative reseadsclabout “how researchers convert

everyday experiences into theoretical knowledgeut)n researchers’ interpretations
and translations of data into theoretical concefs”117). This helps to “lift the
empirical experiences in serving the important task providing insight and
understanding” (p. 119) of “how individual actioredate to each other and add up to a
coherent whole” (Ahrens & Dent, 1998, p. 10). Alweand Dent (1998) went on to
explain, “...theorization is the product of conscipself-critical analysis in which
unsatisfactory theories have been discarded”. They provided practical guidance to
the process of theorisation (p. 24). The procesthedrising for the current research
started with the search “for a pattern [that repnésd the world observed] and
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synthesizing [interview data] into recurrent theméshrens & Dent, 1998, p. 9).

However, Ahrens and Dent (1998) cautioned thatghigsess of seeing patterns is often
the most difficult and least codified part of [gitetive research] because “seeing
patterns and developing theory is an emergent psoogqualitative research], in which

the researcher iterates between insights and tiaifative evidence]” (p. 9).

There are two main approaches to theorisation. fireeis the ‘top-down’ approach,

where some established theoretical concepts arertetpand applied (Nilsen, 2005),
and second is the ‘bottom-up’ approach where aortef6§ made to generate new
theoretical concepts grounded in the empirical (@laser & Strauss, 1967; Strauss &
Corbin, 1990). For this research, the top-down @g@gh to theorisation was applied. A
review of the extant literature led to the discgvef legitimacy theory as providing

insight and understanding of the empirical expe@snin many auditing research
studies (Dedoulis, 2006; Herrbach, 2006; O'Dwy@)12 Power, 2003; Taylor et al.,
2001); and its consideration as the most likelyotiieto be relevant to the research
questions. Analysis of the interview findings comfed legitimacy theory as the most
appropriate lens for interpreting and drawing megrfrom this research. Legitimacy
theory in the context of organisations, and justifion for its choice and

appropriateness for the current research studyhéas discussed in Chapter 3.

4.9  Chapter Summary
The research methodology and the methods usedtlergeg and analysing research

evidence were presented in this chapter. Firstrghsons why a qualitative interpretive
methodological perspective was chosen were disdusSecond, this chapter also
discussed the adoption of a naturalistic inquirprapch in the context of qualitative
interviews. The implications of each of the fourteexioms for naturalistic inquiry and
the way they guided the current study were alstinmat. Third, the research context,
research participants, research instrument andadatked in evidence collection were
presented, followed by a detailed discussion of theerviews conducted. The
discussion covered practical and organisationaliess The analysis of interview
evidence and the use of NVivo 7 for managing thalyems of the research evidence
were then reported, followed by an explanationha theorisation process. The next

chapter presents the findings from the researemigws.
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CHAPTER 5: PRESENTATION, ANALYSIS AND
INTERPRETATION OF RESEARCH
FINDINGS (PART ONE)

As stated in Chapter 1, the objective of this stigdyo examine the consideration of
environmental matters in the audit of financialap. Specific research questions for

this study are:

1. How do auditors generally perceive the considenatioenvironmental matters in
the audit of financial reports?

2. What common approaches and practices do auditatsriake when auditing
environmental matters?

3. Do auditors face any challenges in the audit ofirenmental matters? If so,
what are they?

4. Does AGS-1010 impact current practice and, if sayvh

5. How current practice be improved and further devetb to meet better the
espoused aims of AGS-10107?

The procedures used to collect interview evidemeetHis research were discussed in
Chapter 4. In particular, Chapter 4 discussed tbecriptive data for the research
participants, the research interview approachptbthod used to analyse the transcribed
interviews and the process followed in reporting tommon themes from the interview

evidence.

Research findings for the above five research guestre presented and discussed in
the current and next chapter. This chapter coverditst three research questions and
Chapter 6 covers the last two. However, researakstepn three, which considers
challenges in the audit of environmental matterdl, mot be discussed in a separate
section. Instead, the relevant challenges are skeclias and when they arise in the
context of the interview evidence for research tjaes one and two. The current
chapter is organised as follows. First, gaps ifiedtin the literature are summarised for
each research question. Second, interview findithgd provide ‘answers’ to the
research questions are presented, supported weébt djuotations from the interviews.
After that, the implications of the interview fimdjs for each of the research questions

are discussed.
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Altogether, twenty-seven audit practitioners weareenviewed: eighteen were financial
auditors, seven were public sector auditors and i@oe government auditors. The
interview quotations presented in the followingts®ts were selected on the basis that
that captured best the spirit of the common themesacted from interviewees’
comments. Interesting and discordant views were ialdluded to provide context. To
preserve the anonymity of the auditors interviewbd,quotes of the interview evidence
were referred to by a numbering system. For exanapleudit partner is ‘AP’, an audit
manager is ‘AM’ and an audit practice reviewerA$R’. Assigned numbers 1, 2 etc.
are code numbers for each of the individual ineamges. Unless indicated that the
interview evidence had been provided by a publataseauditor, most of the interview
evidence had been provided by auditors in chartasetunting practices (henceforth
referred to as ‘financial auditors’). The next sactdiscusses interview evidence for the

first research question.

5.1  Auditors’ Perceptions on the Consideration of
Environmental Matters in the Audit of Financial Rep orts
Chapter 2 reviewed studies on auditgrstceptionsof environmental matter&Chiang,

2006) (refer to section 2.1) amdsponsedo environmental matters (Collison, 1996)
(refer to section 2.3). Although AGS-1010 was iskue2001, no one subsequently has
studied financial auditors’ perception of the taskncorporating environmental matters
in their audits. Therefore, for the current stutlyenty-seven auditors were asked to
comment on these perceptions which covered theowollg three areas: (5.1.1)
perceptions ofawarenessof environmental matters for accounting and anditi
purposes, (5.1.2) perceptions of therent roleof auditors in the audit task and (5.1.3)
perceptions of theignificanceof environmental matters to auditors.

The following paragraphs present interview evidefaceeach of the above three areas.
At the end of this section, the key findings arenmarised and analysed, and their
implications for audit practice are discussed ictisa 5.1.4. The next section presents
interview evidence on the auditors’ perceptionghafiir personal awareness and other

auditors’ awareness of environmental matters fooawsting and auditing purposes.

5.1.1 Awareness of Environmental Matters for Accoun  ting and
Auditing Purposes

The findings of this study indicated that all theddors interviewed are familiar with
how business activities can affect the environme@&hts is not a recent phenomenon;
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and one of the interviewed auditors further indédathat general awareness dated as far
back as the early 1990s. He remembered that iretdaygs, study requirements for
NZICA'’s professional qualifying examinations ancchaical articles in accounting

journals kept accountants and auditors up to date:

It is something accountants and auditors have lzegre of even before
1995 when | was studying for professional membprshe studied the
impact of industry upon the environment and theceft has on financial
records. | remembered studying an example of anclgaoperation that
was taking place at Mapua which is in the northihgf South Island. The
Mapua disaster was considered huge in the 1990s thece was a
proliferation of technical accounting journal artes covering ‘the
impact of industry upon the environment and theceft has on financial
accounting’. However, the topics mostly coveredoaating issues but
virtually nothing on auditing issues [AM 1].

Another interviewee recalled that, initially, theveas difficulty in developing an
accounting standard for environmental mattersinhe t environmental matters evolved
as environmental liabilities and became one ofntlamy audit issues an auditor had to

consider:

In the 1990s, environmental matters were very apigsues trying to
gain some traction. As a result, the Institute [NZA] and the

international accounting bodies were keen to prajatd an accounting
standard for environmental matters. However, it wasy difficult to

have any accounting standard on environmental maiteplace, which

accountants could actually agree and report on. s&goently,

environmental matters evolved as environmental ilites. Once

environmental matters were treated as environmehédilities, they

were no longer considered a special issue. Theprbhegust one of the
many audit issues that the auditors had to considiengside the entities’
many other obligations [AP 12].

Yet another interviewee remarked that the Enroradebwas perhaps a contributing

factor to the diminishing perceived importance mfisonmental matters:

Suddenly, quite unexpectedly, environmental masigpsarently lost their
prominence. The speculation for this phenomenon thais“the Enron

debacle” had perhaps replaced environmental matesgsa significant
issue in financial reporting and became the newdla of the month as
far as accounting and auditing were concerned [AM 1

The next section presents interview findings ongleceived current role of auditors in
the audit task.
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5.1.2 Perceptions of the Current Role of Auditorsi  n the Audit Task
Responses to the survey conducted by Chiang (20di6tussed in section 2.1)

provided only limited information on auditors’ peptions on environmental matters
because the survey respondents were not probddrtber explanations. The study by
Chiang (2006) indicated that auditors seemed umgillo audit environmental matters
in financial reports because they perceived thairent role as sufficiently demanding.
Findings from the interviews for the current stutlyew more light on other factors
contributing to auditors’ unwillingness to exteriek taudit by including environmental

matters.

All the financial auditors interviewed highlightetmilar concerns. First concern is that
their current role in auditing environmental mattevas potentially exposing them to
greater legal liability, because the work undeneki® form an opinion on

environmental matters is permeated by professimaglement in their assessment of a

company’s exposure to environmental risk:

The responsibility for all this [environmental mett] is just growing
and growing; auditors’ exposure to risks is quitgglitening in that it
requires a large breadth of knowledge outside k&l fof accounting.
Before, the focus is: “does it comply with the fntional Financial
Reporting Standards, or does it comply with thealdgenerally accepted
accounting practice’?” Now you are looking at eromimental issues and
asking whether there are going to be any legalnataas a result of doing
something. Whatever it may be, you're looking atahvironmental risk
and you have to make a call on where you beliewe Bk is.
Unfortunately if you get that call wrong, it coulse to your detriment
[AP 2].

The second concern is their (in)ability to deteatimnmental matters:

It is harder to detect an environmental issue thetually searching out
for those unrecorded liabilities [AP 17].

All of the financial auditors interviewed furthexm@ained that their greater concern is
their ability, or rather inability, to detect enmimmental matters in thigrst instance for

companies not operating in a specific industry extar that is exposed to significant
environmental risks. In this situation, they allicated that they relied heavily on
management representations. However, if managemastnot aware of, or had no
intention of disclosing the existence of any enwinental risk, then the auditors would

likely miss it in their audit:

98



Although some companies are not in that particuladustry, their

activities may impact the environment unknowingtycontravene some
laws, and that is problematic. If they’re not awawk anything either,
then it makes it kind of difficult [AP 2].

Finding it [environmental issues] for the first &@ms the hard part. You
are reliant on the organisation having processestimse issues to get
flushed up to the top level...You are in some wagntebn the client to
tell you in your relationship with the client if éip have got any
environmental issues. Everything is dependent at tile client tells you
[AM 3].

Basically, from discussions with the owners andloectors of an entity,
you'd ask, “What is impacting upon the operationtioé¢ business?” If
they’re not aware of anything either, then it makdand of difficult [AM
1].

One financial auditor shared her experience of renmental matters. Her narrative
indicated that management sometimes ignored ermieotal matters when the

financial implication was deemed immaterial:

My personal experience is with contaminated landl ahere was

leaching of some kind of chemicals — the issueg wed up about 4-5
years ago with one of our managers who was oneatsiir, She asked,
“What's in that shed?” They knew she was pregnantha time, and

said, “We can’'t go anywhere near there because atlscontaminated

and it's not good for you as you are pregnant”. Ame asked, “What do
you mean it's contaminated?” They had just beerumdating waste

into a big shed. So then, as far as | understandthe company
management realised that there were some issuesit i not huge

dollars. However, management started investigatihg extent of

potential problems; it was being careful and wdnbtigh environmental
audits. That was how we then started investigatvhgt we needed to do
[AM 3].

When this example was presented to another finbaagitor who was interviewed, he
explained that whether environmental matters aseudised at the Board level is often

dependent on the requirements of corporate goveenamnd regulatory compliances:

Some companies keep better minutes and make lkieiteions than
others. In that scenario that you mentioned abbatgregnant lady down
at the site being told about the contaminants,uldomagine it wouldn’t
make it into every company’s Board minutes. | medmever kicked the
bucket over or knocked the chemicals over woulchawée put their hand
up for it, and their manager could have said tHag\Il deal with it or
whatever. A lot of it probably depends on corporgieernance and how
the business is run, how they comply with not éngncial reporting but
everything else that they’re meant to comply wKM[11].
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Another financial auditor gave an example to illat that unless the environmental

matter is obvious, management could also miss tilegeits existence:

If the auditors would go out to a freight forwardecompany (say), all
they would see are trucks and storage facilitiesn& freight forwarders
transport chemicals. The company may not be takitgyconsideration
that there’'s a hazardous material storage facilihere. What would
happen if the hazardous materials leaked? | shomldgine whoever
audits the company should take into consideratio® ¢énvironmental
impact of chemicals transported. But | know froriruecking firm | used
to audit, | don’t think it made up a major considgon because it wasn't
a key part of their business [AM 1].

A third example given by yet another financial aodinterviewee indicated that the

hardest part is detecting environmental mattetkarfirst instance:

A sign writing company may potentially have an emnental issue
because it's got inks and dyes that leached indogitound. However, |
wouldn’t necessarily consider that majorly unlessds going round the
site and found there was a whole bunch of spoalscamtainers out the
back and they’d be just sitting on the ground. Thdnsay “Look, we
have issues in relation to disposing of this catlggc The District
Council or the Regional Council might lay claimthis and say, “You're
not disposing off your wastes correctly; you needetmediate this site”.
The hardest part of the audit is to detect it ia fhist instance. But once
it is found out then you can work through the issueis quite tough up
to this point [AM 1].

Again, all the interviewed financial auditors commtexd that newer clients were also a
concern, as auditors were not entirely familiarhwtihem and would not have all the

necessary background information to assist thedetecting environmental matters in
the first instance:

It's more a problem for your newer clients, espégid there has been

an incident in the past and they change auditdrgvduld be hard to get

all the background information [AM 8].
Six of the eighteen (33%) financial auditors intewed merely accepted the difficulties
in their audit role and did not elaborate furthkbut twelve of the eighteen (67%)
financial auditors admitted that they were gengratiable to keep up their awareness

of clients’ exposure to environmental risks:

Often you don’t become aware of it until somethoognes out of the
woodwork. It's often unexpected largely becauseséolong auditors are
concentrating more on the financial figures. Theiemment is just the
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environment and people don’t really think so muchwvht impacts the
financial statements or the performance of a pattc entity [AM 14].

The challenge is the extent of the auditor's awassnof the company’s
potential environmental risk exposure [AP 9].

There are still issues with completeness of knowihgre and what the
environmental contamination is [AP 24].
Additionally, the same 67% of the financial audstanterviewed were also concerned
that they were not entirely familiar with the pfaienvironmental laws and regulations,
thus they were unable to check whether their dievere actually complying with legal
requirements:

We wouldn’t know all the environmental laws andulagjons. | mean
obvious stuff might jump out at us, but it wouldviey difficult to check
that the entity is complying with all the laws aedulations [AM 11].

Environmental laws are different from normal lawsdaregulations. If
you don’t comply with a normal law and regulatiomgu can actually
estimate the effects faster. If you don’t comphjr\environmental laws,
you may not know you’re not complying for some {idie 15].

| don't think auditors are particularly OK with anyf the environmental

legislation. We're aware it's there, we're aware adrtain aspects of it

but we’re not chapter and verse qualified in ituMaill find the majority

aren't [AM 1].
Yet another concern raised by the 67% of the firsdrauditors was that even though
auditors were required to have a general undenstgraf environmental matters, they
had to rely on experts for specialist knowledgesTéd one of the financial auditors to

suggest that auditors are probably unable to farrapnion on environmental matters:

We are reliant on experts for specialist knowledgence | certainly
wouldn’t say a Chartered Accountant is qualified fasm a view on
environmental matters, or the impact of that enwinental matter [AP 2].

Generally, all the financial auditors were unhagput their perceived current role,

which they considered onerous, increasing the safpie audit and consequently

resulting in additional costs:

It sort of creates more workload for us in an amga are not experts in
[AP 19].

The additional audit responsibility is quite onesotor certain clients
because you really have to always keep environrhemters in mind
[AM 8].
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I’m not sure whether it's an area we really wangtt into as auditors. |
don’t really want to increase the scope of my resjdality as an auditor
any further than what it already is and, certaimlgon’t want to go any
further than | have to [AM 11].

Audit of environmental matters appears to be toehmuassle and adds
to the cost of the audit [AM 8].

There appeared to be some contradictions in theseview findings. The interviewed
financial auditors expressed a number of major eorg about their perceived current
role. Thus, one might expect auditors to exerciseatgr care and attention to
environmental matters so as not to expose thens&vendue legal liability. However,
it appeared that environmental matters were treatedifferently from any other audit
issue. Ten of the eighteen (56%) interviewed fimareuditors had not even considered
environmental matters in their daily work and, hegnibhey had not extended the scope

of any of their audits to include the consideratwd®environmental matters:

Although they are significant challenges for auditghey are not unique
in that they are similar to a range of potentiahbilities or asset
impairment type issues that auditors have to dedd AP 17].

| almost see environmental matters as just andbiearof understanding;
although an area that is not the core competendhetuditor [AP 4].

How much detailed consideration is given to envinental matters for
each audit depends on the clients; and for thedamgjority, truthfully
it's not much. There is high risk in audit work environmental matters
[AP 4].

Really, in our day to day work to date, we don'plextly consider
environmental matters [AM 11].

Eight of the eighteen (45%) interviewed financiatidors who were also from the Big 4
firms give some regard to environmental mattethataudit planning stage because of
the questions prompted by the audit questionn&iey have to complete in order to
assess client company’s exposure to various risks:

Audit planning is driven by an ‘Expert Software’ ialh requires us to

give information about a client’'s exposure to eamimental risks (AP 3).
It is interesting to note that onbneof the eighteen financial auditors interviewedlspo

about the obligation to serve the public interest:

Environmental matters have become so much morenofssue for
auditors in New Zealand simply because that's whatpeople expect. It
is critical that we actually don’t misuse that ttuand by that | mean, if
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the public expects us to be dealing with envirortalematters, then we
need to deal with them [AM 10].

Of the ten financial auditors interviewed who irated that they would not normally
consider environmental matters for their auditeis,said they knew of some company
directors who did not wish to disclose their compsnenvironmental liabilities.
However, they were pragmatic in their agreemenh wite stance taken by these
company directors. In doing so, they were exposimar self-interest and conflict of

interest in serving management instead of the putierest:

For companies whose published financial statemargsbeing filed with
the Companies Office, their directors often ressty disclosures of
environmental liabilities so that they are not dshle for other people to
see [AM 1].

They probably wouldn’t want to disclose it if thaye abusing the
environment [AM 20].

To some extent, we need to satisfy our clientsusecthere’s obviously
going to be some issues that the clients don’t wandisclose and expose
themselves [AM 10].

However, in contrast, all the public sector and egament auditors interviewed
presented an entirely different perspective. Theszviewees formed part of the office
of the Auditor General (OAG). The Auditor Genemlain appointed officer of the New
Zealand Parliament. The interviewees assertedtlieatonsideration of environmental
matters in their audits of financial reports wasdeted by the Local Government Act

2002, which required all public and government teggito report on environmental

matters:

The Auditor General has a very strict mandate ahbibet environment
which he’s got to operate under and that is whys gt this wider focus
[which includes environmental matters]. It's all iden by the Local
Government Act 2002. So there’s a whole lot of ré&pg requirements
that public sector auditors have to do, but thadisven by legislation
[AM 22].

The new Local Government Act 2002 places a lotngbhesis on the
environment, and the councils and local authoritiesv need to factor
environmental consideration in their decisions makiFrom the [public
sector] auditors’ perspective, we need to audit gnee an audit opinion
on environmental considerations [AP 21].

Therefore, the Local Government Act 2002 appeapelet the main driving force for

the public sector auditors’ specific focus on eonmental matters for every audit. On
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the other hand, without a specific legislated regment for direct focus on
environmental matters, financial auditors tendetitoao so. The next section presents

interview findings on auditors’ perceptions of gignificance of environmental matters.

5.1.3 Perceptions of the Significance of Environmen  tal Matters
The interview findings on auditors’ perceptionstbé significance of environmental

matters have two aspects: (1) the auditaggeheral perceptions (2) the auditors’
perceptions of environmental matters tlateady exist for some companies. The

interview findings are presented as follows.

Auditors’ General Perceptions
All the financial auditors interviewed perceivedveganmental matters to be significant

for companies in obviously environmentally sensitimdustries. Hence, they would
plan for the consideration of environmental mattensly for those obviously

environmentally risky companies, as the followitigstrative quotes indicated:

Environmental issues are more likely to impact fihancial statements
of some companies in some specific industries. tRose companies
exposed to environmental risks, | think that itliseady a key focus and
is routinely a part of audit planning; somethingathan audit partner,

manager and team are quite conscious of [AP 17].

For example, if it is a freezing works [a New Zewlaerm for a meat
abattoir] or a chemical storage facility or miningpmpany, verifying
environmental matters is an obvious part of theiapthnning process
when you’re assessing the risks [AM 1].

All the financial auditors interviewed further addé¢hat they would not consider
environmental matters for those companies operaiutgide the industries or sectors

which they considered amrmally exposetb environmental risks:

If you've got a client operating outside the ‘emvimentally risky’
industries, it is probably very unlikely that it wld come up as part of
the audit engagement [AM 1].

However, two interviewees admitted that they tenttednore environmental matters

for some companies, for example:

If it's a manufacturer with limited exposure perraisk assessment to
environmental issues we just ignore it - sorry igoiore it, but take less
notice of it [AM 3].
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Seven of the financial auditors interviewed indéchthat environmental matters were

not normally considered in audit planning for baaksl financial institutions:

Environmental matters is something that at the piag stage we've
never really had to consider, primarily because alient base consists
of very standard, finance service type providersI[20].

| believe one would not expect to see environmemaiters in the
planning for an audit of a bank [AP 17].

On the other hand, all the public sector and gawemt auditors indicated that
environmental matters are significant for everyit(réfer to section 5.1.2). Overall, it
seemed that the nature of a firm’s industry wasngportant determinant of whether
auditors seek out environmental matters when angdthe firm’s financial reports. The
next section presents auditors’ perceptions ofitifgact of environmental matters that
do not have a direct financial effect on financegorting or the audit, and that (already)

existed for some companies.

Auditors’ Perceptions of Environmental Matters th@already) existed for some
Companies

Fifteen of the eighteen (84%) financial auditoreimiewed admitted that their focus on
financial figures had distracted them from consmgrdeeply how environmental
matters that (already) existed for some companightnimpact financial reporting or

the performance of the company:

Until something comes out of the woodwork, thenbegrzome aware of it
[environmental matters]; but often it's sort of wpected largely because
for so long auditors are concentrating more on financial figures. The
environment is just the environment and auditorsndbgenerally think
so much on how it impacts on the financial statdmeor the
performance of a particular entity [AM 14].

Of the above fifteen financial auditors, ten (56p&rceived existing environmental
matters for companies operating outside certairustrges exposed to significant
environmental risk as generally insignificant, starsely considered their existence

during audit planning:

Very few New Zealand companies would have signifieavironmental
obligations on [their] balance sheet. No, it is fotiden; it's just that it's
not significant. Hence, right at the front end tla¢ audit planning stage,
auditors generally are not directed to the existen€ environmental risk
because it would very rarely be significant. It mag/ in some specific
industries yes, but in others it wouldn’t be a lkakey risk so we wouldn’t
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be addressing it. It'd be just another one of thosepliance risks [AP
15].

| don’'t doubt that there are probably some min@uiss going on in lots
of companies. Minor breaches are not reported bseathey're not
significant, so they do not concern us [AM 3].

The above ten interviewees further explained that ¢osts and penalties for non-
compliances and environmental law breaches wereergiy very insignificant

compared to the ‘crime’ hence they did not waram further audit investigation:

Auditors are always governed by the ‘materialitgessment’ [AM 10].

I've never heard of any New Zealand director or agar responsible for

any environmental problems actually sent to prissong I've never heard

of any company being fully fined up to the $200,0@Ximum; normally

its $25,000 or $50,000. If you are looking at a pamy with a turnover

of $400 million, and a profit bottom line of saytween $20 million and

$50 million, a $50,000 fine is considered smallrmde, so it slips under

the higher materiality level. The auditors as paftthe enforcers don’t

seem too serious about it [AM 1].
Additionally, the above ten interviewees admittdédhttthey would not make any
particular effort to search out environmental mattthat already existed for some

companies, because they often were not separaselpskd:

Environmental matters are not usually separatelcidised, often buried

with other things, are not visible to the userdiofncial statements and

so auditors do not make the effort to search fenthBesides, as auditors

we hold ourselves responsible for the audit reportone year only [AM

10].
On the other hand the Local Government Act 2002iired all the public sector and
government auditors to search out the existencengfronmental matters for every
audit client:

There is no choice in the matter. The Local GovemmAct 2002
requires us to search out the existence of enviemtah matters for every
audit client [AM 20].

Overall, the interview findings indicated that emvimental matters were often not
investigated because they were considered as ifisggrt audit issues with immaterial

financial implications. The next section summargs analyses the main research
findings from the interview findings on auditorgngeption of the task of considering

environmental matters in the audit of financialasp.
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5.1.4 Summary and Implications of Research Findings for Current
Practice

This section highlights and brings together the nmsearch findings on auditors’
(5.1.1) perceptions of awareness of environmentdtars for accounting and auditing
purposes, (5.1.2) perceptions of their current rimlethe audit task and (5.1.3)
perceptions of the significance of environmentattera. When analysing the interview

findings and then discussing their implicationsttaé findings are taken together.

The interview findings confirmed that environmentahtters were prominent current
issues as far back as the early 1990s. In thoss, dagny articles on environmental
issues published in accounting journals, togethén study materials for accountancy
professional membership, kept accountants andasdiip to date. However, over the
years, environmental matters seemed to have lastidn and appeared to have lost
their importance in the accounting journals. ThEwminence was eventually replaced
by the “Enron debacle”. Regardless, environmentgttens are still occurring at various
levels for a number of companies, even if theyrareoperating in particular industries
or sectors exposed to significant environmentdsridRezaee et al., 1995). Therefore,
auditors should continue to keep up to date, ireofdr them to have the first stage
awareness of possible environmental risk and toalle to consider them at the
preliminary audit planning stage. First stage awese of possible environmental
matters is critical to planning an audit becaudessit is being considered, it would not
be factored into audit planning. Auditors would rthemit environmental matters

entirely in the audit of financial reports, whicbutd potentially expose them to greater
legal liability.

The findings of this study suggested that auditorssidered the actual task of including
consideration of environmental matters in finanaiaports as onerous and often
incurring added costs, because the scope of thi¢ lzadl to be extended. Some of the
auditors interviewed also felt that the consideratof environmental matters might
perhaps be a never-ending audit task. They admitted inability to keep up their

awareness of clients’ exposure to environment&isyigsnd noted the proliferation of
environmental laws and regulations. Thus, it waswamder that auditors were very
concerned that the audit task exposes them togotgntial legal liability because, not
only did the audit work require judgemental deaisido be made, but auditors were

also reliant on experts for specialist knowledgeam audit area that they were not
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entirely familiar with. This led some auditors taegtion their own ability to form an
opinion on environmental matters. The audit taskafsidering environmental matters
in financial reports seemed to extend the boundadrfinancial audits and reflected
unreasonable expectations of auditors’ knowledgenvironmental issues. The reality
was that the auditors really did not want to havednsider environmental matters in
the audit of financial reports. If the auditors tiselves were reluctant and currently
having trouble verifying environmental matters,ythvall surely also struggle to meet
the future challenge of verifying carbon accoumnthich will be required of New
Zealand companies as part of the New Zealand Gmaaitis signing of the Kyoto
Protocol (Cummins, 2007).

In view of the significant issues raised, and theater potential for exposure to legal
liability, one might expect auditors to exerciser\greater diligence and duty of care in
the audit task. Yet, with the introduction of AG81D in 2001, auditors’ focus on
environmental matters appeared to have remainesgatine, and the scope of audits not
usually extended to consider environmental matpegifically. However, regardless of
the quantum, the existence of environmental mattexg affect the decision-making of
financial statement users, especially when therea ipossible or probable future
obligation. In this case, NZ IAS 37 requires th@isnmental liability to be disclosed
in the notes to the accounts. In fact, the audnateyviewed for this study appeared to
be so financially focussed that they did not reaéiflect on how the environmental
matters that existed for some companies might @affe@ncial reporting or the
performance of the company. The costs and penafbesnon-compliance and
environmental law breaches were generally consideg@gnificant compared with the
‘crime’. Hence, they were perceived not to warrany further audit investigation. In
fact, some auditors admitted that they did notipalerly search for environmental
matters that could be ‘buried’ in the provisions antingent liabilities accounts.
Perhaps this might be the reason for Rodgers andéfis (2004) (refer to section 2.1)
observation that auditors tended to downplay emvrental risk information compared
with traditional financial information. For most the time, the interviewed auditors
perceived that even what appeared to be signifiamtironmental risks, were
considered asnsignificant for audit purposes, because the financial imphotys

seemed to fall under the materiality assessmem.cohcept of ‘materiality’, and how it
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is applied to assessing a company’s exposure taoemvental risk, is covered in

section 5.2.2.

Hence, even for companies that generated diredtaemental impacts, it appeared that
auditors usually perceived environmental matterdidoe little impact on a financial
report audit. Nonetheless, Steadman, Green and @em{1995, p. 52) warned that
environmental contingencies and liabilities “caeate considerable uncertainty about
the long term economic viability of clients”. Howaay despite the current litigious
climate, nothing much seemed to have changed s@wléson, Gray and Innes
conducted their study in 1996. Then, it was alregplyarent that auditors risked under-
emphasising environmental issues and their finhmoasequences. In fact, Fleming’s
(1993) observation that some auditors during hisetiseemed oblivious to their
responsibility for environmental matters, also #&®plto some of the auditors

interviewed for this study.

When discussing the audit of environmental matferancial auditors did not appear to
consider their obligation to serve the public iastr In fact, there were auditors who
were aware of, and in agreement with, their clidotsnot disclosing information on
environmental liabilities. These auditors were éfiere exposing their self-interest and
conflict of interest in serving management instefithe public interest. It appeared that
financial auditors were pragmatic in being prone a@greeing with management
decisions not to disclose to the public the com{meyvironmental liabilities. This
stance by some New Zealand company managers (amdtiditors) appeared to be in
line with some authors’ current thinking that “tbely purpose of a business is to make
profits for its owners and environmental conceras only detract from this goal”
(Hunter, 1999, p. 20). These managers seemed fbeyotten that their major role is
to provide information for informed decision-makiagd, with more and transparent
reporting and disclosures, companies would be iaffegreater accountability. On the
other hand, all the public sector auditors intemad indicated that the Local
Government Act 2002 requires them to focus on enwirental matters in their audits,
because their priority is to protect the publicenest. Since commentators are
continually stressing the importance of environmakigsues as accountability factors
(Billing et al., 1994; Lucy & Hayes, 2004; Turner &., 1993), the financial report
should present the environmental costs, liabilitassd contingencies of company
activities fairly (Teasley, 1995), and auditors fbe companies have a role in auditing
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the truth and fairness of the information. Accobility for environmental matters is
also considered part of good corporate governaBdéng et al., 1994; Fiedler &
Lehman, 1995; Vaughan & Mulliken, 2007) and sintee“audit provides an external
and objective check on the way in which the finahstatements have been prepared
and presented” (Cadbury, 1992, p. 36, paragraph auditors should ensure that
management engages in good governance in corgamat®nmental accountability and
reporting. This is also in line with the assertianade by Sylph (2005) and Lickiss
(1991) that auditors are expected to ensure gQreatgporate environmental
accountability by making companies sensitive to éngironment as a result of their

actions in their professional duty to promote thelf interest.

The discussions in section 2.3 note that the adeogy profession’s primary objective
Is to meet the ‘public interest’ and its missiontas provide useful information for
making economic decisions. The implication is th&laim to professionalism seems to
relate largely to the decision-usefulness of infation provided and its contribution to
the public interest through the efficient allocatiof capital and resources. Financial
reports, for example, might convey information e treaders as to which companies
are most worthy of support and investment but, gryoring environmental costs,
companies may be overstating profits. Since firdneports help to define which
company is potentially successful and which is aof information on environmental
matters (considered as issues of public concermften inadequate and incomplete
(Gilkison & KPMG, 1999), auditors should meet thélic interest requirement. Hence,
the accountancy profession’s duty to the collectwell-being of the community
requires important questions to be askedow the public interest requirement can be
better served. The auditors interviewed for thiglgtwere generally reluctant to extend
the scope of the audit to include environmentaltenst and their willingness to support
management’s non-disclosure of environmental sl was acknowledged in the
interview findings. This implied that there coul@ erious difficulties of achieving
change to current perspectives and practices. Heyéamiliarity with environmental
issues is at least a good start. If the accountprafssion were able to use its expertise
and influence to protect and enhance the envirohifwérich is what the OAG in New
Zealand is doing for the public sector via its #gied mandate), it might perhaps
enhance its claim to be serving the public interest
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The public sector auditors, on the other handregaired by the Local Government Act
2002 to consider environmental matters in the aafipublic sector and government
entities’ financial reports. The driving force fpublic sector auditors’ direct focus on
auditing environmental matters is the legislatechdade and environmental matters are
considered foeveryaudit. On the other hand, financial auditors aqgeeted to decide
first whether environmental matters are significkat a company. Only if they are
deemed significant does the auditor then consigemmtin audit planning. Left to their
professional judgement, financial auditors usuatipsidered environmental matters as
significant only for companies in obvious enviromtadly sensitive industries. For
companies operating outside environmentally risidustries or sectors, environmental
matters were generally considered insignificant, éimekefore, were very often given no
consideration in audit planning. This led many &udito ignore environmental matters
when planning audits for banks and financial instins, for example. However a
recent study by Thompson and Cowton (2004) sugdettat banks were in fact
structurally exposed to environmental risks owing their facilitation of
environmentally damaging activity by the allocatiminloan capital. This, they argued,
extends the environmental accountability of banksking them potentiallynore
rather than less, environmentally sensitive thamesather sectors are, up to now,
presumed to be. Further, Harding (1994) explaireat the risk of environmental
liability for banks falls into two categories: imdct and direct risks. Indirect risks are
those arising only through the effect of environtaématters on a customer’s ability to
repay its borrowings. Direct risks are those tlat esult in a bank becoming directly
liable for damage due to the environmental impactsed by its customers’ business
activities, and may involve liability for sums vigstn excess of a bank’s lending to

those customers.

The research findings also indicated that auditeese concerned about their lack of
ability to detect environmental matters generalig apecifically, in the first instance,
for companiesnot operating in an industry or sector exposed to ifogmt

environmental risks, or for newer clients. Theyalwicated that they tended to rely on
management to inform them of any existing environt@lematters, but audit concerns
may be further exacerbated if client companies waraware that their activities are
affecting the environment. AGS-1010 paragraph 2arty indicated that an entity does
not need to operate in one of the obvious indwstde sectors to be exposed to
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significant environmental risks. Potential expostoesignificant environmental risks
may arise foany entity that owns or holds security over sites aomnhated by previous
owners; or that has a business whose operationakgses could cause contamination
of soil and groundwater, contamination of surfa@tew or air pollution; use hazardous
substances; generate or process hazardous wagtegyohave an adverse impact on
customers, employees, or people that live in thghte®urhood of the entity’s sites
(AGS-1010, paragraph 21 b, d). Therefore, if aditau does not consider an entity’s
exposure to potentially significant environmeniaks when planning the audit because
the entity isnot classified as being within an industry or sectoattis exposed to
obvious environmental risks initially, then the @wf environmental matters would not
be included in the audit of that entity (e.g. akyasther financial institution, or other
entity). Hence, the audit procedures would notvaliioe auditor to detect environmental
matters and, if material, to determine whether tlaeg omitted, misstated or not
disclosed in the financial report. An auditor netjleg environmental matters in this
case would be exposing himself or herself to pa#wntsignificant legal liability.
Therefore, financial auditors would be better affollowing the public sector auditors’
approach of considering the existence of envirortalematters forevery audit of

financial reports.

Despite the auditors’ awareness that environmemtatters are exposing them to
potentially significant legal liability because thare not entirely capable of dealing
with these matters in their audits, auditors cargito have the attitude of ‘business as
usual’. It might be understandable that they carmryas usual' given the constraints and

pressures they appear to face.

The preceding section summarised and analysed thi@ imterview findings on
auditors’ perception of the task of consideringismvmental matters in financial report
auditing, and discussed their implications for eatrpractice. The next section presents
interview findings on common audit approaches amadtges in auditing environmental

matters.
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5.2 Common Audit Approaches and Practices in Auditi ng
Environmental Matters
The international literature indicates that whemlitig environmental matters, and

similarly with other audit issues, both financiaddapublic sector auditors tended to
follow a common approach (Gilkison, 1994; GilkiseiKPMG, 1999; Gray & Manson,

2005; Leung, Coram, & Cooper, 2006; van Puersemadt2003). First, they obtained
an understanding of the company’s business, enwvieoi and control structure in order
to plan the audit. Second, based on an unders@ndinthe client's business

environment, the auditor made preliminary judgermmeah materiality levels and

considered the risk of potential misstatements, seibhs and non-disclosures of
significant assertions in the financial report. rihithe auditor prepared the audit
programs and carried out appropriate audit proedto verify the assertions. Finally,
the auditor considered the implication of any digant audit concerns (indicated by
audit evidence) for audit reporting. The New Zedlanterviewees in this study
confirmed these audit steps and processes docudnientee literature. Hence, when the
interviews were conducted to determine common ambres and practices to auditing

environmental matters, the four components of gqudittice were focussed on.

The literature indicated a general tendency fohenst to focus on the following four
components of audit methodology: (1) the businéss approach (BRA) to auditing
(Bell et al., 1997; Gay, 2002; Gray & Manson, 20BBgechel, 2007); (2) professional
judgement on materiality (Bell et al., 1997; IskandL996; Messier Jr. et al., 2005); (3)
the application of auditing (Chandler, 1997; Hungyh& Moizer, 1990; van Peursem et
al., 2005) and accounting standards (Bell, 1992li€€cet al., 1993 August; Munter &
Sacasas, 1996; Specht, 1992); and (4) relying enwttrk of an expert (Colbert &
Scarbrough, 1993; Power, 1997). The following sadiare structured according to
each of these four components. First, the intenfiedings are presented, then the main
points are highlighted and analysed and their icapilbns for audit practice discussed.

The next section covers the business risk appraabditing.

5.2.1 The Business Risk Approach (BRA) to Audit Pla  nning
The literature considers the BRA as a common amptroach to planning. However, a

review of the literature (refer to section 2.2rdises the issues of (1) whether or how

the BRA is applied when considering environmentattars and (2) how its application
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could potentially impact the audit of environmentadtters. Interview findings for these

issues are now presented.

First, all the interviewees (financial, public sscand government auditors) indicated
that they applied the BRA in planning, and enviremtal matters were one of the

factors they considered when assessing a cligakgprofile:

The [BRA] model that we use for planning our adidites us to consider
environmental issues and the impact they have erclient. So we are
forced at the planning stage to either dismissalying it's not an issue
or to say these are the potential issues. You&t fieed to understand
what environmental issues a client might have, yma do that through
the planning process with this business risk madat we use. You'd
pick up environmental matters from reviewing tharBlaninutes, talking
to management, knowing what they do, looking atrenaronomic
factors, press coverage; anything like that whickght trigger your
concern for environmental matters [AM 3].

All the planning is ‘client specific’. When you’essessing business and
the accounting processes within the business rislem you have to
assess all the factors that impact a client’s fps&file. The environment
is one of them that would be assessed as parteopldinning process
[AM 1].
However, one interviewee explained that the initahsideration of environmental

matters in the audit was often triggered by itorépg in the financial reports:

The initial consideration of environmental mattessreally initiated by
the fact that the company has something in the wadsothat would
indicate the existence of significant environmentatters [AM 11].

Various interviewees reflected tow the application of BRA might affect the audit of
environmental matters. The senior audit staff findiated discussions on a company’s

exposure to environmental risks and the existeheedronmental issues:

We are dependent on the more senior members oaubi# team to
understand their client’s business [AP 17].

It is our more senior staff who would talk withetlis and ask about
environmental issues [AM 14].

Depending on the client, audit procedures rangemfra minimum of

asking management to having discussions with mameagearound any
potential environmental issues [AP 4].
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Second, the initial identification of environmentalatters very much depended on

disclosures by client management:

In your relationship with the client, you are innse way reliant on the
client to tell you if they have any environmentsdues. Everything is
dependent on what the client tells you plus yoadireg of the Board
papers and minutes. You also ask questions. We thlk’to just the
people in the finance department, you'd talk teenmal lawyers and
external lawyers, and hope that somewhere along ltha, if there is
something that is material it would be identifigdM 3].

However, accurate and full disclosures by managént@pended on auditors

persistently asking the right person the right ¢oes:

Auditing is often about ensuring that you've askieel right questions,
ensuring that you find the right person and ensgrithat you are
persistent enough to gain access to information hmw they are
managing (AP 17).
The research findings indicated that all auditgmsliad the BRA to the consideration of
environmental matters. However, environmental maitigere considered only if a
company’s accounts indicated their existence. Tteview findings also indicated that
all the interviewees were generally dependent omydas and, even more, on
management’s disclosures. Generally, what was baisgjosed very much depended
on the auditor’s ability to ask the right peopletie company the right questions in

order to locate environmental matters possibly tadifrom the financial report.

The research findings implied that, unless inforarabn environmental matters was
disclosed to the auditors, they could completelgsndetecting any omissions (Rogers,
2004). According to Hatherly (1998) and Bazermaoewenstein and Moore (2002),
the close relationship between auditors and managerauditors’ undue reliance on
management, and their ability to control the leskeinformation disclosed, meant that
auditors were unduly influenced by management'sdsaand auditor independence
could be threatened (Bamber & lyer, 2007; Lemonlgt2002). Besides, even though
the application of the BRA meant that auditors weguired to apply their experience
and expertise to assess business risks (Curtisr&y,L2007), the basis of the BRA is
very much dependent on the kind of information nggmaent communicates to the
auditor. Therefore it appears that the BRA andci§pally, the consideration of

environmental matters are often managerialisticthair orientation and, as Gray

(2000b) argued, a managerially captured attestaironess offers little or nothing to
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environmental accountability. This ‘greater relianan client management’ is further
discussed in section 6.2.3. The next section ptesarierview findings on the

exercising of professional judgement on materiality

5.2.2 Professional Judgement on Materiality
The literature reviewed in Chapter 2 indicated #ratironmental matters are material to

financial statement users. They are also regardeshaudit issue of public interest and
a material matter of accountability. However litleknown about the factors auditors
consider when assessing the materiality of a cogipaxposure to environmental risk.

The findings from the interviews on this little kmo research issue are reported here.

Four of the eighteen (22%) financial auditors imiwved took into consideration both
qualitative and quantitative factors when assessiatgriality. However, the remaining
fourteen of the eighteen (78%) assessed the ‘ralitgriof an issue predominantly in

relation to the financial impact on financial stants, for example:

‘Materiality’ is in respect of the financial impaobn the financial
statements. | don’t think an auditor can give amgm on anything but
the financial statements [AP 2].

Of the fourteen interviewees, one further explaittedassessment of materiality:

| think if there is a direct major pollution issugou don’t need to be a
rocket scientist to figure out that there’s an sl on land and that it is
leaching through. You pretty much have to insiat the client makes the
effort to quantify it and then the auditor wouldeck to see what the
quantification was. For example, I've audited argacompany which
had issues with discharge of milk into a river. ¥imwad holding pens up
against a river bank. Effluents leaked into a rivard the company had
issues with the local environmental council, whesiposed them to fines.
That was approximately 8 years ago and the finesewsot that
significant as far as the audit was concerned.hHttcompany was to
pollute the river again, and if | was to be audiithe company now, I'd
probably look more closely at it because the scopehe fines has
increased quite dramatically, and therefore thekri® the client is
greater [AM 1].

The above fourteen financial auditors also felyva&rongly that environmental matters

mustbe quantifiable before an opinion could be givartleem:

Environmental matters must always be quantifiexhifudit opinion is to
be given on them, because in a narrow sense thitoasidpecify only the
pages in the financial report. Hence, if | couldqiantify it, some expert
out there would need to quantify it [AP 2].
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They then explained that unless an environment#lema quantifiable, it would not be

considered for audit reporting purposes:

Company directors are quite correct in saying, “Wef you can't
guantify, what the heck are you fiddling aroundhwit for in audit
reporting?” [AM 10].

All the interviewed financial auditors indicatedaththey felt no urgency to verify
environmental matters and risk unless they hada€eral’ financial impact on financial

reporting:

Well unless there’s a financial impact for such tees, as things stand
now there’s little to push auditors to look at teakings explicitly [AM
20].

Even if AFFCO[a meat processing companwyjas fined five million

dollars for polluting a river in South Auckland Hbischarging the off-cuts
from the processed meat into the nearby river abtaf building a waste
treatment plant, yet in terms of the company’s bed¢asheet and profit
and loss account, the fine meant absolutely nothimgterms of

materiality; hence we would not bother with it [AM].

They all then indicated that they would delve inémy non-compliance with
environmental legislation only if the non-compliantad a material financial impact on

the reporting entity:

If there's no legislative requirement it's goinglie hard to quantify it
and it would be hard to convince the client thaslhiould be disclosed
[AM 20].

If we think an entity is not complying with a pieddegislation we’d let
the company know through the management report.eMexy generally
non-compliance with environmental laws wouldn’'t éas material
impact on the accounts unless it had a signifidamancial obligation
[AM 20].

They also felt that quantifying environmental megtevas challenging, as it depended

on the co-operation of the client, and the bemefttoing so compared with the cost:

There are problems you know. How do you quantifgntvironmental
matters]? Is the client willing to quantify it? Dau go to the trouble of
quantifying it? [AM 1].

If the company land is poisoned, it is very difficio determine the

impact; to assess and measure the materiality ofnifpact and how it
can be measured in financial terms or even profodét [AM 14].
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Nevertheless, the fourteen interviewed financiaitmus seemed comfortable only when
working with quantifiable information. Hence, theioncern was whether they were

able to turmualitativeenvironmental information intquantifiableinformation:

The challenge is definitely in being able to meastihese things
[environmental matters] and actually turn qualitegi information into
quantitative dollars and cents [AP 2].

Of the four interviewed financial auditors who cmlesed both qualitative and
quantitative factors when assessing materialitg, was a retired audit partner who was
also an audit practice reviewer. He said that & ehrlier years of a young auditor’s
professional life, the young auditor would consideateriality only as a quantitative
assessment, but as the auditor matures with ageexgmetience, he or she began to

realise the importance of qualitatifeectors in the assessment of materiality:

After many years of managing and also reviewingojuauditors’ work,

| find that to get them out of the notion that mialéy is a ‘quantitative
measurkis quite hard work. They grow up eventually, liuakes a little
while. | also have to put my hand up. While | wasatnee accountant
many years ago, | also assessed materiagjtyantitatively’. Assessing
materiality ‘qualitatively’ comes with experience and understanding the
nature of information. It's hard though as a pantreecause I've had to
argue with clients about disclosures and they'lly savell it's not
material” [APR 18] [emphasis added].

This audit practice reviewer further explained thathough the assessment of
materiality can be based on quantitative factdrs, éxplanations for the assessment
varied from none to something quite elaborate. Nwless, the audit practice reviewer
indicated that one significant qualitative factompiacting the assessment of materiality

is an understanding @fhothe readers are améhatmatters to them:

As | review other auditors’ files, | would say thatleast a third don’t
have anything written down at all and the othersiga from writing
down a number with no explanation to sometimes equtegant
assessments of how materiality should be asseSzedhere’s a very
wide range there. Nevertheless, the more expericacéitors do have
an unwritten sense of what is material. For somehem it's still very
much based on ‘quantitative factors’, for othersugh, materiality is
based on both ‘qualitative and quantitative factondich is simply a
case of understanding who the readers are and wiaters to them
[APR 18] [emphasis added]

On the other hand, all the interviewed public seetod government auditors have a
very different perspective on their materiality essment of an entity’'s exposure to
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environmental risk. Their assessment was baseamgton quantifiable information,
but also on significance to thusersof financial statements; i.the users’perception of

materiality:

No, if you can’t quantify the environmental riskat wouldn’'t make it
immaterial. Materiality is linked to the impact, ieh is linked to the
users of the financial statement. So if we thoulght non-disclosure of
an environmental matter would impact a user’s deaignaking, then we
might consider that it should be disclosed. Celiamnwhen it comes to
ratepayers [for example], they should have cerfadints of view about
the environment and we would consider their peioepbf materiality
[AM 20].

They all further explained that they consideredimmmental matters as essentially
non-financial information, thus their assessmengrfironmental risks was not wholly
concentrated on the financial aspect. In fact, abgessment was extended to include

public risk, health risk and safety risk factors:

| see information on environmental matters as nparicial reporting,
and we use a different kind of materiality assessr@ non-financial
information. Our materiality assessment takes icbasideration public
risk and safety risk; these are not financial riskr example, if anything
leaked into the water system, it's unsafe to dtirekwater. Council needs
to meet the requirements of the health standardersuring that the
water is safe for drinking and we should to abl@ssess the cost to meet
health standards in order to safeguard the inteasd wellbeing of the
consumers. SO when you assess the risks expossrenoi longer
materiality; its high public risk exposure thattise consideration. That
means you have to concentrate on the exposureggtoghiblic risk. That
Is a major risk from the [public sector] auditorjgerspective and so we
need to make sure that the client report propdglyen if the figures are
out by 0.1 %, it is still a big deal because thélpuis at risk, because
the water is polluted. Hence we don’t concentratgt jon the financial
aspects, but also the high public risk, health @sid safety risk factor
[AM 22].

Regardless of whether the materiality assessmerd hased on qualitative or
quantitative factors, all the interviewees stresed practical auditing is very much
based on professional judgement, imagination amdnoon sense; and there are many

possible solutions to consider:

The audit approach just gives you guidelines toitabait practical
auditing is based on professional judgement, imatgdm and common
sense [AM 22].
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You make a judgement call based on knowledge adiitl @perience, but
how far can you make that call and hope that yautgoght? [AP 2].

The following paragraphs summarise and analysentie interview findings from the

preceding paragraphs. They also discuss their dajpdins for audit practice.

The interview findings indicated that generally &oi determined acceptable levels of
‘materiality’ by evaluating financial consideratmnrlhe findings also indicated that the
auditors were more comfortable working with quaakfe information. Hence, they
preferred quantifiable information on environmentahtters and, were concerned
whether they were able to turn qualitative envirental information into quantifiable
information. Thus, the general perception amongitargdwas that if environmental
matters cannot be quantified then they are corsidémmaterial, do not warrant
separate disclosure and do not need to be verBimdilarly, the interview findings also
indicated that auditors would investigate non-caarge with environmental legislation
only if the non-compliance was thought to have aema impact on the entity’s
financial results. Hence, the interviewed finanaatlitors reasoned that oftentimes they
did not investigate the fines and penalties imposed\New Zealand companies for
breaching environmental laws (which are typicaltgd than NZ $100,000), because
they were considered immaterial when the quantgdtule of thumb’ was applied. The
implication is that auditors are generally not coymg with AS-304:Audit materiality,
which requires auditors to consider thmature of the item or transaction when judging
materiality; and with AS-208Considerations of laws and regulations in an audit,
which states that in addition to the amount,rih&ure of non-compliance with laws and
regulations should be considered. Even if they dibhave a direct financial effect on
the financial report, by its nature, the non-corptie may still influence the decisions
of users and therefore is material. Hence thevi@erfindings provided evidence of the
existence of the ‘expectation gap II', being a gapveen standard setters’ expectation
of auditors and the perceived performance by atgl{®®pecht, 1992; Specht & Sandlin,
2003) (refer to section 3.3). This will be furtltkscussed in Chapter 6.

Various authors (Burrowes, 2006; Chewning & Higg602; Kranacher, 2007) (see

section 2.2.2) have criticised auditors’ dominarduis on financial considerations when

determining acceptable levels of ‘materiality’. Theerview findings confirmed the

validity of the criticisms. Since the interviewaddncial auditors preferred quantifiable

environmental matters, they might have easily @okéd qualitative information on
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environmental matters that influenced the evalumatibaudit findings. Besides, it is not
always possible to use a purely quantitative basdecide whether an item is material,
because for example, the emission of a small amolutdxic substance (for example
dioxin or mercury) can be material to the receiviegvironment (Blokdijk &
Drieenhuizen, 1992). Thus, reliance on a numeridakshold when assessing
materiality may result in under-auditing or no dumj of environmental matters. In
reality, qualitative considerations are just asongnt as quantitative considerations,
especially for environmental matters and, therefsiheuld not be neglected because the
issues behind the numbers often reveal more infitomahan the numbers alone
(Kranacher, 2007). Also, relying on quantitativeasres indicates that auditors are
setting aside their professional judgement andingsthe clues revealed in qualitative
information (Kranacher, 2007). However, auditorsitcaie to be financially focussed
on quantitative factors when assessing audit naditgrdespite such objections made by
Kranacher (2007) and the PCOAB as reported by Bweso(2006). This is a further,
more glaring example of the existence of the ‘efqiémn gap II' between practicing
auditors and standard setters.

Of greater significance in New Zealand, is the negment in AGS-1010 for auditors to
treat environmental matters in terms of ‘provisiorentingent liabilities and contingent
assets’. According to NZ IAS 37, a contingent lidpihas only to be aossibleor
probable obligation; no monetary obligation is required, aigentimes the amount is
uncertain. Hence, even if environmental mattershatgeadily quantifiable, they should
be considered as contingent liabilities and, tlisglosed in the notes to the accounts.
Therefore, the comments made by a number of thervietved auditors about not
bothering with ‘unquantifiable’ environmental mattendicates that their interpretation
of the materiality assessment would fundamentallgclpde them from even
considering environmental matters as contingebiliiees that must be disclosed in the
notes to the accounts. This is perhaps the moddafuental factor impairing the

consideration of environmental matters in the aatifinancial reports.

The strong financial focus also implies that finah@auditors have not considered the

public interest or the financial report users’ m@gtion that information on

environmental matters does actually influence tteaision-making (Deegan & Rankin,

1997). On the other hand, the interview findingdicate that public sector auditors did

determine the acceptable level of ‘materiality’ t@erms of what was considered
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significant to the usersof financial statements; that i#he users’ perception of
materiality. Additionally, their assessment of eowmental risks took into
consideration public risk, health risk and safésk factors, in addition to financial risk
factors.

It therefore appears that, regarding the auditrfirenmental matters, public sector
auditors were fulfilling their role and position gociety better than financial auditors,
whose general audit practices showed signs of nesi@hgapture. They also seemed
more diligent in searching out omitted environméntatters and verifying the validity,

accuracy and completeness of the information oir@mwental matters. However, their
environmental matters-conscious mentality was bdnngen by the legislative mandate
imposed by the Local Government Act 2002. HenceSAB10 would perhaps need to
be made an audit standard in order to achieve scamrsness for environmental matters

amongst auditors.

McKee and Elifsen (2000) cautioned that the inteomal audit standard on materiality
did not give guidance omow to implement materiality concepts in general audit
practice, hence it is not surprising that the regedindings indicated a variety of

practices in determining the necessary level oenmltty.

Since materiality considerations are overarching e fundamental driving force of
an audit, the best way forward is to develop speeadcounting standards that override
the traditional ‘materiality test’. Such standasssuld require disclosure of particular
items regardless of the quantum involved. A sinpli@scription could be developed for
environmental matters. The next section presemsview findings on the application

of accounting standards when auditing environmentdters.

5.2.3 Application of Auditing and Accounting Standa rds
The third component of audit practice is the apian of auditing and accounting

standards. However, this section will focus only ioterview findings covering the

application of accounting standards. Since Chaftéocuses on the application and
impact of AGS-1010 on current New Zealand auditctica, the discussion on the
application of audit standards and guidance statesnat audit practice level is also
covered there. The following sections cover thdiaaton of accounting standards.
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AGS-1010 paragraph 17 indicates that there is rexiBp accounting standard for

environmental matters, and that accountants andoasiére directed to apply NZ IAS

37 on ‘Provisions, Contingent Liabilities and Cogient Assets’ for the purposes of
financial reporting (AGS-1010, paragraph 17). Thene in the absence of a specific
accounting standard, the research questions rarged1) how do auditors account for
environmental matters for financial reporting pwes, (2) what is the audit approach in
verifying the accounting treatment in accordancéhvgenerally accepted accounting
practice, and (3) what are the challenges? Thewatlg sections present interview

findings related to these research questions.

All of the interviewees confirmed that environmémtetters were treated no differently
from any other provisions and contingent liabistieand the accounting standard for
provisions and contingent liabilities was genera#iferred to when accounting for, or

auditing, environmental matters:

Generally, we do not consider environment mattsra aeparate topic; it
would be considered along the lines of contingaabilities and
provisions, which is one of our planning checktisins [AM 11].

However, the difficulty is that environmental mastecould easily be disguised as

contingent liabilities, and some probing is reqdite unearth them:

Environmental matters are liabilities emerging waitlh you knowing it.
It's hidden. You walk along the site yet you wolildmow that the
company has any environmental problems [AP 15].

It's in a set of issues for auditors that are diffit to see on the surface,
so it's something that needs a bit of probing [AR. 1

However, nine of the eighteen (50%) financial audit felt that, while it was
appropriate to apply the accounting standard fooVigzions and contingent liabilities’
to environmental matters, there are practicaldiffies in doing so. Although there was
a presumption by the auditors that environmentdter&awere considered a contingent
liability issue, all the interviewed financial atmlis in medium sized firms (eight out of
eighteen) (44%) questioned whether auditors, inegdn were searching out
environmental matters disguised as contingentliieds proactively, because their audit

checklist often does not ask questions on envirotahenatters specifically:

| think applying the accounting standard for ‘prenins and contingent
liabilities’ when accounting for environmental nmett is sufficient.
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However it is dependent upon how proactive thetauds in reviewing
‘contingent liabilities’. You will find, as with aumber of audit functions,
the ‘contingent liability’ review often consists afterviewing one
director and ticking a few boxes as to what thetiogent liabilities for
the company are. No, | do not think that you arengdo pick up any
potential [environmental] liabilities this way ihé audit checklist doesn’t
ask specific questions on environmental matters [AM

However, the same eight financial auditors furtngulained that environmental matters
were not considered when planning an audit unlbssauditor was aware of their
existence initially. This is not surprising becausehe BRA commonly followed by

most auditors:

Our audit program is pretty much similar to the Bigur in that it is a
generic audit program but the audit steps that pap are dependent
upon the information that is put in at the begimnjAP 2].

The same eight interviewees also expressed coticatrihey had to rely on estimates

made by non-accountants when quantifying envirortatenatters:

Environmental areas can be a bit grey at times hseayou need to
estimate how much you want to spend on the enventahobligation.
When a landfill is closed, it still needs to be mained, leached and the
gas that comes out of the landfill released. Tlosncil’s landfill affects
the environment for the next 50 years. So whatyate environmental
obligations? And who do you ask to calculate thst ¢o the council?
Sometimes we get an engineer or a quantity surveyauantify that.
From the auditors’ perspective, we know we will dndg check if it is
properly calculated. You need to discount your gddions for the next
50 years into present day value [AM 22].

[So] the big risk is estimating how much it will bad what method the
company will use to restore it; and of course thlxéemt of restoration
that’s required [AP 15].

Although all the interviewed financial auditors &pg the accounting standard on
provisions and contingent liabilities to environrte@nmatters, they perceived the
accounting standard as being ‘not prescriptive’isTiaised further practical issues

regarding its actual recognition:

If the environmental matter meets the definitiom aontingent liability,

you need to make a provision for environmentalgattions under the
current Financial Reporting Standard, FRS-15 (Cogént liabilities).

However, when is it a contingent liability? Whenedat fall within a

definition of provision? Well we've all got conterg liabilities but when
are they actual obligations that have to be accedrfor in the balance
sheet? [AP 15].
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The interviewees explained that if a polluting camyp had no obligation to remedy the
pollution, the company did not have to accountiforor disclose any information on it.
Hence, auditors generally appeared to be uncontembeut it. However, though a
company might not have a present obligation, thtaréuis uncertain and laws can
change. Although environmental matters might bex@fconcern, and unquantifiable
currently, they might well give rise to possible mobable future obligations, which,
according to NZ IAS 37, require full disclosuretire notes to the accounts, as one of

the interviewed financial auditors commented:

If the company has pollution issues, but there'salbon the company to
mitigate it, the environmental matter wouldn’t hdaeebe in the company
accounts... If the company has caused some pollubah,it is not
breaching any concerns, there's no obligation adbmpany to clean it
up. The company wouldn’'t need to provide for theaclup and the
auditors do not have to deal with it [AM 3].

All the interviewees asserted that the audit objedn verifying environmental matters
is ‘completeness’, that is, auditors must verifgttall existing environmental matters
are properly accounted for in financial reportiktence, an important audit task is to
search for unrecorded environmental liabilities.wdwger, ten of the fourteen (56%)
interviewed financial auditors admitted that searghout unrecorded environmental

liabilities was not easy because they were lesgoby

| think the audit difficulty is that although thégnvironmental matters]
have important financial statement implications smme industries and
clients, they are less obvious. Hence, environnhengdters are harder
to detect. Actually it is difficult to search outrfthose unrecorded
environmental liabilities. That is the issue [AH.17

As stated previously by the interviewees, sincey tleeked the ability to quantify
environmental matters, they had to rely on accogntstimates prepared by non-

accountants, management, and independent vetdiepsantify and certify the costs:

You've got to assess what the risk is and discib\aty documentation is
being entered into; knowing whether the clientatually addressing this
risk, and whether they’re quantifying it. We're retperts in quantifying
what the remedial costs would be for cleaning upta where there’s a
spill. All we can do is encourage the client to malforts to quantify the
costs themselves and get some sort of independeftation. If it's not
quantified it may still be reported as a potentiahtingent liability which
requires disclosure in the financial statements [AM
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Since auditors were expected to refer to the adomyrstandard on provisions and
contingent liabilities when auditing environmentahtters, there was an expectation
that environmental matters would be discussed duraning sessions. Nevertheless,
twelve of the eighteen (67%) financial auditoremtewed admitted that they were not

given any kind of training on environmental matters

We are just generally aware of environmental mattas opposed to
being specifically trained for it. However, any miiicant articles on
environmental matters are photocopied and sent daamjust flagged to
people for them to be aware of [AM 11].

On the other hand, four of the eighteen (23%) iatgid that only when a company has
significant environmental matters then specifigniray is given, mostly on a ‘need to

know' basis:

Environmental matters are not covered in generaiastaff training. If
a client has environmental issues, then staffaséd on that specific job
to deal with it; that is, on a need to know ba#i$/ 14].

Further, the same four interviewees indicated tttata small extent, information on

environmental matters is mentioned in relationdotmgent liabilities:

To a very small extent; we just mention them p@iyntin regards to
contingent liabilities, but other than that, no [AM)].

Two interviewees from the ‘Big Four’ indicated théeir lack of specific training is
compensated by their ability to access resourca® fheir global firms through the

global network:

There is not a lot of information from the New Zeal perspective so we
only would tap into that resource [the global netigof we needed to.

We have access to information on environmentalaraftom the global

firm. Often the overseas firms have greater resesirand they might
have more companies dealing with environmentalemat{AM 14].

We've got access to information on a huge data.lfdsevhen | had to
research an environmental issue that | had with regent client, I've
been able to access globally virtually on everyghinat [the firm] have
concluded on any environmental issue. | may havéM@ifferent
examples of scenarios and their implication for thelit and | can go
down the list of 40 and pick the one that is mosilar to what I've got
for this situation [AM 3].
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In contrast, all the public sector and governmeumlitars are up to speed with the audit
methodology because of the intensive training giteenhem. The forces driving the

training initiatives are the Local Government AB02 and the Auditor General.

A lot of our focus comes directly from the Audit@eneral. We have
many different sectors to audit: the local governtngector, the health
sector. For each of those sectors, the Auditor Gdnmakes sure that
there is appropriate training provided on enviromta matters and any
other relevant audit issues. There's a big focusraming; a huge focus.
I'd never done so much training in all my life drtjoined the Auditor
General’s office [AP 21].

An audit practice reviewer raised an alarm whennkéeated that auditors outside the

Big Four were not yet in any position to considevieonmental matters in their audit.

Their audit methodology was still considered exegmudimentary:

In most of the files | look at it is very easy &e ghat environmental
matters are not being considered at all. On a pradtlevel, the non-Big
Four auditors in New Zealand are very unsophistdaand we as audit
practice reviewers are still finding practitionewgho need to be reminded
of the importance of really basic auditing proceelirlike having a
written audit plan, which is as basic as you cah @® if | found anyone
who had had a written and signed engagement ledewritten audit
plan, audit program and documented evidence wheaview the audit
file, I would be delighted. So the importance ofliatng environmental
matters is something that can wait. We are stillovimnately working
very much on the basics. As | say there are exareptbut there are quite
a lot of practitioners out there whose knowledgéhofv to do an audit’
is extremely rudimentary [APR 18].

The following paragraphs summarise and analysek#e interview findings, and

discuss their implications for audit practice.

As might have been expected from AGS-1010 paragdaphthe interview findings
confirmed that all the interviewed auditors treapedironmental matters no differently
from any other ‘provisions and contingent liabdgl and that they referred to the
accounting standard for provisions and contingeatiilities when accounting for or
auditing environmental matters. However, the ausijoerceived NZ IAS 37 as not
being prescriptive and its interpretation as subjec Such a mindset, combined with
their dominant perception of materiality as reqgrguantitative measurement (refer to
section 5.2.2), could lead auditors to miss envirental-type contingent liabilities
during their audits of financial reports. In so mpi auditors would, yet again, be

exposed to unnecessarily high audit risk.
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It is often said that knowledge is power. Therefgofessional development should
enhance a person’s knowledge base, and one wopkteauditors who had admitted
their lack of knowledge on environmental mattersipeskill in this area. However, the
interview findings indicated that auditors are gatlg not trained to audit
environmental matters. For some auditors, envirartatematters were superficially
covered during training on the audit of contingatilities. Yet for others, training was
on a ‘need to know basis’, i.e. when auditing a pany with significant environmental
matters. An audit practice reviewer raised thenaldrat many auditors outside the Big
Four were not yet in a position to consider envinental matters for their audits,
because they still, in general, lacked a rigorauditanethodology. However, auditors
from the Big Four were advantaged, because theld aecess information resources
from their global firms through the global netwaakd database. On the other hand,
public sector auditors were given intensive tragnam various environmental subjects.
The Local Government Act 2002 was behind this atite, forcing public sector
auditors to consider environmental matters. This isignificant research finding. It
appeared that financial auditors might begin tdceoenvironmental matters only if a

legislated mandate that required them to do so menaulgated.

The interviewed financial auditors explained thatai polluting company had no
obligation to remedy the pollution, the company diot have to account for it nor
disclose any information about it, in which caseythwere not concerned. These
auditors appeared short-sighted in their approlebause Lickiss (1991) has cautioned
that contingent liabilities can very quickly turntd actual ones when legislation is
enacted to make companies more responsible fara$ts of the environmental damage
they were causing or had caused in the past. Addiliy, AGS-1010, paragraph 36,
cautioned New Zealand auditors on the changesvimaemmental legislation that could
have significant consequences resulting in a ligliélating to past events not formerly
governed by legislation. Besides, if there is ntigaltion for clean-up, the asset (e.g.
polluted land) should be reviewed for impairmenZ(MS 36: Impairment of assets
paragraph 9). Hence, it is obvious that some argdittay not have read, and certainly
not completely understood, AGS-1010, NZ IAS 37 &l IAS 36. Additionally, the
approach of the auditors interviewed to accountargenvironmental matters in terms
of ‘provisions and contingent liabilities’ differeilom Deegan and Samkin’s (2006)
more conservative approach, which requires enviemail matters to be reported when
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usual prudent practices suggest that remediatinadsssary. These apparently different
perspectives confirm that the accounting treatnfentenvironmental matters was

subjective and, thus, a high risk area.

The auditors interviewed outlined their audit agmto in auditing environmental

matters. They indicated that the objective in wamdg environmental matters is

‘completeness’, that is, ensuring that all existenvironmental matters are properly
included in financial reporting. Thus, some auditguestioned whether auditors in
general were actually searching for environmentaktens embedded in contingent
liabilities, because the audit checklist they udetinot ask questions on environmental
matters specifically: especially when the audit@swnaware of their existence and,

thus, did not even consider their possible exigemgen planning an audit.

The research findings substantiate Rezaee et (4P85) observations that a lack of
authoritative accounting standards and uncertainéissociated with identification,
evaluation and measurement of environmental madiedsalso contingent liabilities in
general has resulted in inconsistent accountingfrtrent of environmental matters in
current practice. Therefore, it is often diffictdtevaluate the accounting and disclosure
requirements applicable to environmental issuesjately (Munter & Sacasas, 1996).
Hence, the question Baker and Owsen (2002, p. rég@&9d as to “whether any form of
audit can be effective without strong standardeepbrting”, can also be raised for the
audit consideration of environmental matters; ahd answer appears to be ‘no’.
Besides, research findings indicated that the egiptin of general audit methodology
would not assist in the detection of any misstatgmer omissions in environmental
matters in financial reports. Thus, until the acttancy profession addresses issues
related to measurement, recognition and disclosofresivironmental matters, auditors
are exposing themselves to high audit risk sholy tcontinue to apply inconsistent
accounting rules to environmental matters anddag/ive due regard to AGS-1010. The
next section presents the interview findings onitausl reliance on the work of experts

when auditing environmental matters.

5.2.4 Relying on the Work of an Expert
AS-606: Using the work of an experacknowledged that generally, auditors are

increasingly relying on the work of non-accountipgpfessional experts. However,

regarding the audit of environmental matters spmlf, little is known about the
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extent to which auditors rely on the work of expefhis section presents interview

findings on this little known audit issue.

All the interviewees admitted that they were nogcsglists in environmental matters
and thus had to rely heavily on the work of noneatting experts:

We rely heavily on the work of experts really. Wefrot experts in
environmental matters so we have to rely on othewpfe to give us
support [AM 14].

At the end of the day, it's [environmental mattenslt something that
we’ve particularly come across all the time to gaigreat deal of expert
knowledge on [AM 11].

In terms of our level of understanding of [enviramtal] risk areas and
identifying it as a risk area that can have an imjpan the financial
statements, we would need to employ independeettepM 20].

Ten of the eighteen financial auditors interviewssld that the experts used were

appointed by the client company:

You'd always get the client to get the expert U yeed to rely on them or
use third party reports or advice [AP 9].

We haven't gone out and engaged the services oihaandit expert. It
has generally been the client who appointed theekgpWe just review
their work [AP 14].
All the interviewed financial auditors indicatedirever, that they were generally more

sceptical about the work of experts appointed leyctbmpany:

We would not be fulfilling our audit obligations Ve placed total

reliance on any expert without questioning theialification, their level

and areas of expertise in the field and their agmto to preparing

whatever piece of advice that we are going to oelyWe would apply an

appropriate degree of scepticism to any expert gadaby the company

rather than by us [AP 17].
The issue of the independence of experts (appoibyedompany management) was
raised. It seemed that all the interviewees dideekphe experts to have a level of
independence and objectivity. In fact, they peredivan expert’'s membership of
professional bodies and their requirements to cgmyth professional and ethical
guidelines and standards as measures of professimgpendence and objectivity.
However, beyond that expectation, the interviewsateguarded themselves with
professional indemnity insurance. Hence, six of éighteen (34%) financial auditors
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interviewed said they would counter-sue the expeiisuld there be any legal

implications:

We obtain a representation from the expert givimguaance of their
independence and objectivity, and that they arerawaat we are going
to rely on their information. Really, the questiohindependence comes
back to professional membership. The experts drgrafessionals in
their own field, they're all members of professiobadies and those
professional bodies all have their own ethical skanmls and guidelines
that must be adhered to. However, if we came dovandrunch and got
attacked, we would turn around and just pass tkk and liability back
to the expert because the expert is aware thatsvauditors are relying
on them as a professional body | guess. To thangxthat's why they
pay for professional indemnity insurance just ke do [AM 10].

Again, it seemed that, as an appropriate measurprafessional competence, the
professional membership of experts was regardealyhigy interviewees; as indicated

by one audit partner:

There’s a whole range of different professionalexkipe available these
days. So to assess the professional competence @xaert, you have to
determine from the market; you may need be talkh® expert’s

membership institute. They may be members of giofed body. Make
sure the professional body is of good standing @&ndecognised. A
number of these experts would have internationasliso you could
confirm that they are recognized and appropriateuse. In a large part,

they were recommended by the entity being audi&d1]2].

An audit practice reviewer gave an example of tlssessment of professional

competence based on professional membership:

| have reviewed an audit whereby the auditor reiedy heavily on the
value of some exploration licenses which was reallyaluation of
intangibles. In the audit file were 2 reports, ofrem an expert in
Australia and another from New Zealand. The Auirakexpert had a
string of letters after his name as he is a menabe&arious institutes. On
the face of it, he seemed qualified. On readingréport, | felt like he
was someone who knew what he was talking aboutalycthis report
gave a sense of assurance. The New Zealand expethe other hand
did not state his qualifications at all on the draéport. It was also not
signed, so | had to take the auditor whose woltbeisg reviewed to task
for failing to ascertain the qualifications of tidew Zealand expert. He
was quite probably qualified, but there was no emizk... so the auditor
has to ask, “How can I rely on this?” [APR 18].

Eight of the eighteen financial auditors (45%) atidhe public sector and government
auditors are confident that the experts they ambr@ae technically able. Nevertheless,
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ten of the eighteen (56%) financial auditors inemed were concerned about finding
the right specialist to advise and give informatielevant to the audit because there are

only a few of them in New Zealand:

The biggest issue would be finding a specialistipalarly within a New
Zealand environment who would be in a positionit@ gn auditor the
type of information that we'd need. Internationdllguess it's not too
much of an issue but if you are in the New Zeakmdronment it's the
biggest problem. | guess we've got to be carefd wh rely on for that
sort of stuff as well [AM 10].

Hence, the ten interviewees conceded that relymgxperts for advice on a subject

outside core accounting might prove subjective damerous:

They [auditors] have to rely on experts — furthedaurther away from
core matters — very subjective, very dangerous 18P

All the interviewees admitted that they were nogcglists in environmental matters
and, thus, had to rely heavily on the work of neoeanting experts. This is not
surprising because “auditors are not expected ve kize expertise of a person trained
for or qualified to engage in the practice of ameotprofession” (AS-606, paragraph 7).
However, all the interviewees said that the clemnpanies appointed the experts. This

raised the question of whether the experts carbfeziive and independent.

All the interviewees expected the experts to beepathdent and objective. They
perceived an expert’'s membership in professiondids) the requirement to comply
with professional and ethical guidelines and steaglaas appropriate measures of

professional independence, objectivity and protesdicompetence.

As indicated by Power (1997) and assumed by AS BBtg the work of an expert
professional competence, objectivity and indepeocdeare somewhat assured by
technical qualification and membership of a recegdi professional body. This is
exactly the same assumption the interviewed awgitoade. They have given
membership in a recognised professional body végi priority when assessing an
expert’'s professional competence and independemfoethem, membership to a
recognised professional body indicated that theedgptechniques should be generally
acceptable. However, in that assessment, the auddtd not considered thactual
quality of work done by the expert (AS 608sing the work of an expeparagraph 9).
The implication is that the auditor assumes thdityuaf the work performed by the
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expert, even though they admitted their lack ofideolge in environmental matters and,

therefore, cannot always challenge an expert’snagsans, criteria and methods.

The interviewed auditors are concerned that theecomly a few experts in New
Zealand able to advise and provide informationwvaad to the audit. Hence, they
conceded that relying on experts for advice onkgesti outside core accounting might
prove subjective and dangerous; again exposingulkéors to legal liability for audit

work done in a high-risk area. This issue is furitiecussed in section 6.2.3.

5.3  Chapter Summary
This chapter has presented the interview findingghe first three research questions:

(1) how do auditors generally perceive the consitien of environmental matters in the
audit of financial reports; (2) what common apptes and practices do auditors
undertake when auditing environmental mattersd@puditors face any challenges in
the audit of environmental matters and, if so, wéna they? The findings were then
analysed and their implications for audit practitecussed. The following paragraphs
highlight the significant research findings.

Generally, the New Zealand auditors interviewedtfis study considered the audit of
environmental matters to be onerous, adding coghdcaudit; and they felt unable to
keep up with their responsibility for a client’s ppsure to environmental matters.
Despite the introduction of AGS-1010 in 2001, thecus has not changed;
environmental matters are treated no differentymfrany other audit issue and are
usually not brought to bear in daily audit work.n@oauditors even admitted they do
not seek out environmental matters in particulan&ally, financial auditors apply the
four components of audit practice to the audit aersition of environmental matters:
(1) the business risk approach to auditing; (2jgssional judgement on materiality; (3)
application of auditing and accounting standardd & relying on the work of an
expert. However, there are problems with these ¢ounponents that do not assist audit
practice.

In contrast, the audits of public sector auditaesdriven by the Local Government Act
2002 and they are required to consider environrhantdters for every audit. The
public sector auditors are also intensively trait@@dearch out environmental matters.
Therefore, a way to focus financial auditors’ dtieam on environmental matters,

amongst other audit issues, may be to put in pdategislative mandate. In general,
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financial auditors were very concerned that thetaadk could expose them to serious
legal liability. Some auditors even questioned rtlovn ability to form an opinion on
environmental matters. However, the interview enade indicated that they had not
prepared themselves by way of professional trajnargeven factored environmental
risk specifically into their audit methodology. Thesearch evidence thus pointed to the
existence of “the expectation gap II” in the awdihsideration of environmental matters,
which is further discussed in Chapter 6. The ovexall most significant conclusion
from this study is that current audit approaches practices are not likely to facilitate

the consideration of environmental matters in tinditeof financial reports.

The next chapter presents and discusses the mterfundings on (1) whether AGS-
1010 has impacted upon current audit practice andh@w current practice might be
improved and further developed to meet better #p@esed aims of AGS-1010.
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CHAPTER 6: PRESENTATION, ANALYSIS AND
INTERPRETATION OF RESEARCH
FINDINGS (PART TWO)

This chapter follows on from the Chapter 5 disaus®f the interview findings on the
first three research questions. It discusses teview findings on the remaining two

research questions:

4. Does AGS-1010 impact current practice and, if sayh

5. How may current practice be improved and furthesetigped to meet better the
espoused aims of AGS-10107?

The format for this chapter is similar to that diapter 5. First, gaps identified in the
literature are summarised for each research quest®cond, interview findings
relevant to the research questions are preseritedy with supporting direct quotations
from the interviews and a discussion of the impiaas of the findings for each of the
research questions. However, before interview figdion the final research question
are presented, the research evidence is synthesigedecurring themes (Ahrens &
Dent, 1998). These recurring themes establish littkshe theoretical perspective
adopted for the study and demonstrate the usehiloke%$egitimacy theory’ (Pentland,
1993; Power, 2003) as the appropriate theoretieas.l The findings also provide
evidence that the accountancy profession’s legttmgastrategy in promulgating AGS-
1010 has led to an audit expectation gap Il (Sp&dMaldon, 1992). Interview findings
on auditors’ perceptions of the impact of AGS-10d® current audit practice are

discussed next.

6.1  Auditors’ Perceptions of AGS-1010 and its Impac ton
Current Audit Practice

The key impetus for this research study was thenplgation of AGS-1010 in 2001.
However, whether or how this guidance statementdfi@sted current practice is not
known. There are two parts to this section. Thet foovers interview findings on
auditors’ perceptions of their interpretation arge wf AGS-1010 and the impact of
AGS-1010 on current audit practice. The second gaatyses and evaluates AGS-1010
to determine whether it has the potential to prexgdidance to improve audit practice.
The next section covers interview findings on awuditperceptions.
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The letters of introduction (refer to Appendix Zns to auditors to invite them to
participate in this research explicitly referredA®S-1010 as the basis for the study.
However, fourteen of the eighteen (78%) intervieiedncial auditors admitted that
they had not read AGS-1010 prior to the intervielserefore, they were unable to

comment on it. In fact, six of the auditors weré¢ eeen aware of its existence:

To be perfectly honest | haven't read it [AM 10].
I'd be completely honest and say I'm not awaregsekistence [AM 11].

| didn’t read it thoroughly. | am not an expert environmental matters,
so | do not know if AGS-1010 gives sufficient gnggaon how auditors
should recognise environmental issues in the quditess [AP 2].

On the other hand, all the public sector and gawemt auditors and only four of the
financial auditors interviewed had read AGS-1010ey considered it to be only an
introductory discussion paper; a very long docunsetiing out some principles but not

providing any detailed procedural steps:

Yes, the introduction of AGS-1010 is an improvemauit really does it
go far enough? I’'m not sure [AP 2].

As a guideline, AG-1010 did not give direction ogtimdology. It is very
much a discussion paper in my mind [AM 27].

AGS-1010 sets out in principle the general appro&ehhe audit of

environmental matters. It is a very long documeut ib doesn’t give

enough detail, a bit like the valuation, it doesgite you enough details
on the steps to perform and ticking them off when get your

conclusion [AP 4].

In summary, the above interview findings revealbdt tonly four of the eighteen
financial auditors interviewed had actually read xG010. They considered it an
introductory discussion paper only. The next secpoesents interview findings on the

auditors’ perceptions of the actual impact of AGB-Q on audit practice.

Auditors’ Perceptions of the Actual Impact of AGS310 on Audit Practice
The fourteen interviewed financial auditors who dit read AGS-1010, also did not

think that AGS-1010 had an insignificant impactaudit practice. They commented on
it being just an audit guideline, not mandatoryelign audit standard. None of the
financial auditors interviewed seemed to pay seriattention to it and most indicated
they were likely to ignore it unless they were d@uadi an entity obviously exposed to

environmental risks. One financial auditor evensidered AGS-1010 as a “non-event”
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and another went further to say that auditors vgerply not using AGS-1010. In fact,

they were not even considering environmental mattetheir audits:

You know it is an audit guideline as opposed todpain audit standard.
As an audit standard, it supposedly becomes comgyuknd then you
start paying closer attention to it. It is a casebeing aware it is there.
When your client operates in an industry that siealy has an
environmental issue, that’'s when it is taken out aits in front of the
desk, and you go right through it for the audit [A}

| think it's a good starting point, raising your aneness that you should
look beyond the straight numbers. But it is ditficli’s a guideline and
you know it can’t cover everything. You know it as weighty as the
standards [AM 14].

AGS-1010 is pretty much something that's a nonig¥dtR 1].

AGS-1010 is only a guideline and | do not thinkt #uaditors are using it
or even considering environmental matters in tlaeidit [AP 19].

However, even though none of the financial audit®taking AGS-1010 seriously, only
one financial auditor felt that environmental mettalid not warrant an auditing
standard; and that AGS-1010 as a guidance statem@ngood enough for its intended

purpose:

| think it's a good guidance statement because utdgs you on
procedural matters you would normally consider your audit. | think
its status as a guidance statement is appropriaig lado not think that
environmental matters warrant, for example, an &ndi standard of
their own although they [the professional accougtbodies] might. You
could come out with an auditing standard: “Thou klengage an expert
on environmental matters”, but | think that would kwvrong because |
think we gain sufficient appropriate evidence frapplying our normal
audit process [AP 17].

The six financial auditors whose clients had enwvinental issues indicated they relied

on international standards, and considered theg® tof a higher standard and more
stringent than AGS-1010:

The audit work | do requires me to comply with toeal Government
Act 2002 which is more prescriptive than AGS-10%te calibre of work

we already do is at a level higher than that pragbsn AGS-1010. We
haven't really changed our approach and we tengeb guidance from
our international offices which deal with the matt®r numerous

countries and numerous issues [AM 13].
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| think we are already doing a number of those dhirstated in AGS-
1010 anyway. Our bar is higher [AP 15].

No. | don't think it has really changed the way d@ our audits. It's
because of the way our files are set up. We referternational auditing
standards and our audits are in line with overseasliting standards
which tend to be more stringent than what we hare im the first place,
so | can’t think of anything which has really chaddAM 3].

Twelve of the eighteen (67%) commented that AGSO1@ks subject to different

interpretations and although the underlying thdooks easy, the practice is not.

However, it's all in the interpretation. It's quiteteresting, when you
read AGS-1010 and when you apply it, they are tifferdnt things. The

theory looks easy but the practice is not as e@#en you have feedback
that says someone knows the guidance statementgdilyt they don’t

have a clue what it involves. At the end of the, dayen it comes to
application, you know the guidance statement igestilto interpretation

[AM 22].

Nevertheless, of the twelve, one financial auddgautiously suggested that their audit

processes covered the requirements of AGS-1010:

| would be very careful with my answer. ComparingSA1010 to our
internal audit standards, I'm sure that our firm&udit methods follow
AGS-1010 [AP 17].

Another financial auditor felt that AGS-1010 in gieesent form would not facilitate any

advance because it did not provide any assessmtatniac

AGS-1010 is very broad. Unless we have somethiegfspto look at in
order to give us some kind of assessment critértay can we move
forward? [AP 26].

Sixteen of the eighteen interviewed financial anditseemed comforted that AGS-1010
was something they could show to their clientssMould provide assurance that they
have appropriate guidance on the audit consideratb environmental matters,

regardless of whether AGS-1010 is referred to ¢r no

If anything goes wrong, if you get into a disputeckents complain and
ask “what are you doing?” You have AGS-1010 to juwit to show the
client and say “there you go”. It helps us in tivady [AP 5].

On the other hand, all the public sector auditaslated that they are expected to
comply with AGS-1010, even though it is non-mandatudit guidance:
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The Auditor General issues his own auditing staddarwhich

supplement NZICA auditing standards. We have tgpbomith both sets
of standards as an auditor on behalf of the oftit¢he Auditor General.
But in this particular case the Auditor General hasssued any specific
standard himself so we do comply with AGS-1010oaljh it is only a
guidance statement [AP 24].

The above section presented research findingsemtarviewed auditors’ perceptions
on AGS-1010 and its actual impact on audit practfcsummary and analysis of the
above interview findings, and a discussion of th@iplications, are covered in section
6.3. In view of these interview findings and, pautarly, the indication that AGS-1010
has an insignificant impact on audit practice, ABB:0 was critically reviewed to
make sense of the reason(s) behind the intervievpeeseptions. The results of the

content review and analysis of AGS-1010 are disulisext.

6.2 A Critical Review of AGS-1010
The aim of reviewing AGS-1010 was to analyse ifeaiveness and to evaluate its

potential impact (based on what AGS-1010 statesjusrent audit practice. However,
AGS-1010 was reviewed more critically ordfter the auditors were interviewed. In so
doing, the reasons for the interviewed auditorgceptions that AGS-1010 was not
(actually) impacting current practice, and the oeasfor auditors not adhering to the
requirements of AGS-1010, could be explored. Thigcal review also led to research
evidence indicating that ‘the expectation gap IAsva consequence of issuing AGS-
1010 (Specht & Waldron, 1992). The espoused purpbsé&sS-1010 is discussed next,
followed by a discussion of each of the issuestiied in AGS-1010 that impact upon

its effectiveness.

6.2.1 The Espoused Purpose of AGS-1010
AGS-1010 was first promulgated in 2001 by ICANZ n@ened NZICA in 2005).

ICANZ acknowledged in AGS-1010 that environmentahtters were becoming
significant, and financial statement users wereseigfly interested in its impact on the
financial reports of those entities (AGS-1010, gaaph 1). Hence the stated purpose of
AGS-1010 was “to assist auditors in developing h@stctices in the application of
auditing standards” in cases where environmentaitemsa were significant to the
financial report of the entity. However, no new ibgwinciples or essential procedures
were established (AGS-1010, paragraph 6). AGS-Hpplied the BRA model in audit

planning, and elaborated on specific factors armtqumures that might be helpful in
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identifying environmental risk, defined as “thekrief material misstatements in the

financial report due to environmental matters” (AGEL0, paragraph 10d).

Two members of NZICA’s Professional Standards Bo@8B) were interviewed in
2001 for their comments on AGS-1010. Both membedscated that the obligation of
the PSB is to follow through international auditisigandards and guidance statements
and adapt them for New Zealand. The PSB is a valynboard with only limited
resources and a decision was made to adhere ckoselternational auditing standards.
The time difference between the issuance of IAPB31if 1998 and AGS-1010 in 2001

was a result of the due diligence and exposuré dratess.

The analysis of AGS-1010 carried out as part f #hudy revealed significant concerns
about whether it is likely to achieve its statedrgmse. The issues identified as
impacting the effectiveness of AGS-1010 are (1)ethercise of professional judgement,
(2) auditors’ greater reliance on client managemantl other experts (3) the
consideration of environmental laws and regulatiamng (4) the existence of incidences
of “doublethink” and “doublespeak” (El-Sawad, Ardp& Cohen, 2004; Orwell, 1949;

Robb, 2003a, 2003b) (i.e. internal contradictioms)AGS-1010. These issues are

discussed in the following sections.

6.2.2 The Exercise of Professional Judgement
The first issue impacting the effectiveness of ABB0 is ‘the exercise of professional

judgement’, which is also considered as the cotaeesof auditing (Gray & Manson,
2005). Aspects of professional judgement, partrityilan materiality, are discussed in
section 2.2.2. Further discussions on professiguddement in the context of AGS-

1010 are covered in this section.

The Canadian Institute of Chartered Accountant€CAJ}1(1995) defined professional

judgement in auditing as:

The application of relevant knowledge and expegemdthin the context
provided by auditing and accounting standards aniés of professional
conduct, in reaching decisions where a choice nigsimade between
alternative possible courses of actions (p. 5).

Professional judgement is emphasised in AGS-104CGsvadenced by the number of
references to it and by its relationship with otissues raised in AGS-1010 itself. AGS-
1010 expects auditors to rely on professional jodgd: (1) when identifying the
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existence of environmental matters for the entR%B$-1010, paragraph 3); (2) when
assessing its significance to warrant its constaeran the audit of financial reports
(AGS-1010, paragraph 2); (3) when assessing itaainpn the financial report of the
entity (AGS-1010, paragraph 4), and when evaluagimgronmental risk (which is the
risk of material misstatements in the financialaepdue to environmental matters

(AGS-1010, paragraph 10d); all summed up as follows

The extent to which any of the audit procedurescritesd in the
statement may be appropriate in a particular casquires the exercise
of the auditor’s [professional] judgement in thght of the requirements
of the auditing standards and the circumstancethefentity (AGS-1010,
paragraph 6).

In acknowledging that environmental matters may doenplex, AGS-1010 again

emphasises the importance of exercising profeskjodgement:

The use of professional judgement may become ewvea important
because of the number of difficulties with respedhe recognition and
measurement of the consequences of environmentdkrsan the
financial report (AGS-1010, paragraph 44).

Various authors have identified auditor independemdjectivity and integrity (Libby

& Thorne, 2003); knowledge of facts, clients anedgadures in problem solving,
experience, and expertise, professional compet@Blecattacharjee & Moreno, 2002);
judgemental biases, professional scepticism (CICF95; Morrill, 1996); and cultural

differences (Patel, Harrison, & McKinnon, 2002) atributes affecting professional
judgement. However, how these attributes combinecreate sound professional
judgement is not well understood (Morrill, 1996Yyofessional judgement guides the
determination of what constitutes ‘sufficient apmiate audit evidence’ and is
influenced by ‘audit materiality’ (which itself jgroblematic; refer to sections 2.2.2 and
5.2.2) and business risk considerations (refer dctiens 2.2.1 and 5.2.1) whose
determination also requires professional judgemeoivever, the relationship is not
uni-directional because sufficient appropriate awlidence significantly influences

professional judgement that leads to giving thataymnion (AS 500Audit evidence

Several other factors identified as also influegcprofessional judgement are: the
degree of audit firm structure (McDaniel, 1990)diauirm procedures ((Morris &
Nichols, 1988); the existence of decision aids (88h1990); inputs from specialists or

colleagues (Libby & Luft, 1993); nature and qualdf feedback available (Ashton,
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1991) and the nature of the task itself (Abdolmoheadi & Wright, 1987). In addition,
the professional judgement process is affectedabisfand data, the people involved;
the standards, rules and procedures (Gibbins & Wa$688). Furthermore, Gibbens
and Mason (1988) believed that professional judgentekes place within an
environment comprising of legal, financial, riskpnepetitive and other factors.
Similarly, the auditors who were interviewed clgaridicated many factors which had
impacted their professional judgement on envirortalematters: exposure to legal
liability, their ability to detect environmental mbers, reliance on experts and
management representations; inability to maintairrenicy in and understanding of
environmental laws and matters; additional costsditars’ own perception of
environmental matters; the application of BRA; pssional judgement on materiality;
application of auditing and accounting standardi&e(rto sections 5.2.2, and 5.2.3).

The concept of professional judgement is therefa@mnplex, and the process of
exercising professional judgement as required bYSAG10 is challenging in practice
because existing audit standards do not providdagee in exercising judgement, or
identify the characteristics of good judgement.sTwas indicated by the auditors who
were interviewed; especially regarding the profassi judgement needed in the initial
identification of environmental risks for entitiashere its existence might not be
obvious (refer to section 5.2.2). To illustratensioler the example of potential exposure
to significant environmental risk for any entityn bhccordance with their sector or
industry grouping (chemical, oil and gas, pharmé#cealj mining, agribusiness and so
on), some entities are naturally exposed to sicguifi environmental risk which could
give rise to possible environmental liabilities arahtingencies (AGS-1010, paragraph
20). However, there are also entities whose exgoturenvironmental matters is not

obvious. For example:

Business or operational processes that may caustagovnation of soil

and groundwater, contamination of surface wateragr pollution; use

hazardous substances; generate or process hazardas$e; or may

have an adverse impact on customers, employeesapigthat live in

the neighbourhood of the entity’s sites (AGS-1@&abagraph 21d).
For all companies, there is a greater potentialdimissions and non-disclosures of
environmental matters in financial reports (ratthem misstatements) because, by their
nature, environmental matters usually concern megatformation that entities would
rather omit from public disclosure. From a pradtiparspective, omissions and non-
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disclosures are much harder to search for thanrtexpanisstatements. Nonetheless,
when identifying environmental risk factors, AGS1D0requires auditors to exercise
professional judgement based on ‘technical skillsat the profession has also
acknowledged “the auditor cannot be expected tsgsss (AGS-1010, paragraph 14).
Since auditors are not expected to have a higeesellof knowledge with regard to

environmental matters than that normally possesdyd management or by

environmental experts’ (AGS-1010, paragraph 18% piesents a major challenge for
auditors. If AGS-1010 acknowledges that auditors @ot technically competent in

environmental matters, how will they exercise pssfenal judgement when dealing
with environmental matters, when their professigndgement may be influenced by
those attributes and factors identified in therditere and by the interviewed auditors
themselves (refer to sections 5.2.2 and 5.2.3)?

The interviewed auditors who indicated that theyehaudited environmental matters
commented that the guidelines in AGS-1010 are negquiptive enough and are rather
subjective and, even though the theory embodiedA@5-1010 appears easy to
understand, its practical application is not (rdfersection 6.1.1). A review of AGS-
1010 confirmed that although it contained many eplasof environmental matters, it
lacked useful guidelines on appropriate audit pilaces. Hence, in light of concerns
around the exercise of professional judgment, AGS31could be further improved by
providing more guidance on how to exercise protesdi judgement in detecting
environmental matters and what the characteristicgood judgement are, in order to
achieve its stated purpose of “assisting auditargleveloping best practices in the
application of auditing standards” (AGS-1010, paaph 6). The second issue that
impacts upon the effectiveness of AGS-1010 isutgestion that auditors place greater

reliance on management and other experts. This issdiscussed next.

6.2.3 Greater Reliance on Management and Other Expe rts
AGS-1010 accepted that auditors do not have adedeetinical and general knowledge

to deal with environmental matters (AGS-1010, peaply 14), and therefore it
suggested that auditors rely more on managemenS{A@.0, paragraph 13) and client
internal documentation. In particular, AGS-1010icaded that:

To obtain a general understanding of relevant emvmnental laws and
regulations, the auditor normally...enquires of magragnt (including
key officers for environmental matters) concernihg entity’s policies
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and procedures regarding compliance with relevamtimmnmental laws
and regulations; enquires of management as to ther@enmental laws
and regulations that may be expected to have aaimedtal effect on the
operations of the entity; discusses with managentleat policies or

procedures adopted for identifying, evaluating aadcounting for

litigation, claims and assessments (AGS- 1010, gragzh 39).

However, such reliance on management and on workingose proximity with the
client raises potential concerns for auditor inadej@nce (refer to section 5.2.4 and
2.2.4). The auditor is also directed in AGS-1010dly on experts (lawyers, engineers
and environmental experts) and, in particutar,use“the findings of environmental
audits as appropriate audit evidence” (paragraphlbthis matter, AGS-1010 refers to
AS-606 Using the Work of Expertand AS-606, paragraph 8 indicates that the expert
may be one engaged either by the entity or audmioemployed by the entity. If the
auditor were to rely on an expert engaged or engaldyy the entity, the issue of auditor

independence again arises.

Auditor independence is a significant issue in @mde of Ethics: Independence in
Assurance EngagementiCANZ, 2003b) which states that auditors “must atow
prejudice or bias, conflict of interest, or infleenof others to override objectivity” (p.
460, paragraph 33). However, as indicated by Baaernhoewenstein and Moore
(2002) (refer section 5.2.1), auditors are vulnierab bias, and have “a tendency to be
influenced by clients’ or experts’ biases; and ajutigements are perceived as being
strongly biased toward the interest of their ckérfp. 101). These authors also argued,
“...it takes very little ambiguity to produce biaspdigement” (p. 101). Therefore, the
directive in AGS-1010, that auditors rely on mamaget and other experts (engaged or
employed by the client) is somewhat problematidtasay lead to a compromise of
auditor independence resulting from (1) the “adwoc threat’, when the auditor’s
dependency on the client [or expert] ‘subordinafess/her] judgement to that of the
client, or (2) the ‘familiarity threat’, when thauditor becomes too sympathetic to the
client's interests” (ICANZ, 2003b,Code of Ethics: Independence in assurance
engagementsparagraph 33). Additionally, Sikka (2008, p. A&jticised the “very
model of company audits [as] flawed”, going on &y that:

Company directors are the ones who hire and remateaauditors, albeit
with shareholders rubber-stamping their decisionfence] auditors
can never be independent of the client compani¢iser directors. Until
auditor appointment and remuneration is completelynoved from the
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hands of directors and corporate officials, aud#owill not have the
backbone to deliver robust audits (p. 22).

Cheney (2005) reported Chuck Landes, the diredt@uditing and attestation at the
American Institute of Certified Public AccountafifdCPA) as saying that audits have
become more complicated, and auditors are incrgigsialying on experts. Landes was
concerned that practical guidance given to audrtelgng on experts may “be out of
date and weak, not recognising what's happeninthéwork of using experts and
specialists today” (Cheney, 2005, p. 14). He adésed several practical questions:

1. To be entrusted with an audit role, what qualifioas does an
expert need?

2. If an expert is hired by management, do auditoss tieeir work
as if it were management’s?

3. When relying on the work of expert and specialisigs the
auditor exercised sufficient due diligence and &xpbppropriate
scepticism?

4. When an expert is hired by an auditor, is that expeegral to
the engagement team and does that expert compiythataudit
firm’s quality control standards and procedures?

5. Has the audit firm defined the parameters that aleiiee whether
an expert is integral to the team?

6. To what extent do auditors as general practitiondeke
responsibility for the work of experts?

7. Should expert opinions be reported separately imarfcial
reports?

(Cheney, 2005, p. 14)

When auditors rely on the work of experts in amgjtenvironmental matters, they too
should concern themselves with the issues raisddhbgies. However, a review of AS-

606 Using the work of an expertonfirmed that AS-6068oes not provide any standard
requirements on the significant issues identifidtbv@. Since AGS-1010 expects
auditors to refer to AS-606 when they rely on trerknwof experts, and AS-606 does not
provide any guidelines covering the above severstopres, the boundary between the
auditor’s position and the expert’s position maysbenewhat blurred, especially when,
despite relying on the work of the expert, the trdis ultimately responsible for the

overall audit opinion. Auditors are therefore unaably exposing themselves to legal
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liability, especially since the auditors interviadvmdicated that ‘they do not have the
same expertise as experts and therefoamnot always challenge the expert’s
assumptions, criteria and methods’ (emphasis adadel; to section 5.2.4). The next
section discusses the third issue that impacts tipoeffectiveness of AGS-1010.

6.2.4 Consideration of Environmental Laws and Regul  ations
Often, incidences of non-compliance with environtaéraws and regulations will

signal environmental matters that materially afi@éinancial report. Hence, when able
to detect such non-compliance, the auditor is [y alerted to the existence of
environmental matters for the entity, and can thesess the corresponding risk of
misstatements, omissions or non-disclosures iméiah reports. However, guidance
given in AGS-1010 on the consideration of environtaklaws and regulations as a

means of detecting environmental matters is natgttforward.

AS-208: Consideration of laws and regulations in an aushktablished the standard for
New Zealand auditors’ responsibility to considewdaand regulations when auditing a
financial report. ‘Laws and regulations’ mean di@giiregulations and common lafs
with all other audit standards and in terms of Rlde(paragraph 97) of th€ode of
Ethics auditors are compelled to comply with AS-208 dbiraudits. AS-208 stated that
some laws and regulations are relevant to theyeatid will therefore determine “the
form or content of an entity’s financial report tre amounts to be recorded or
disclosures to be made in the financial report” {208, paragraph 10). Therefore, there
IS an expectation that auditors understand thoss &nd regulations “that may have a
fundamental impact on the operations of the ety thus have financial consequences
that are material to the financial report” (AS-2@&ragraph 10). Hence, the auditor is
required to plan and perform the audit with antad of professional scepticism and
awareness “that the audit may reveal conditionsewents that should lead to
questioning whether an entity is complying with $&awnd regulations(AS-208,
paragraph 15). In so doing, the auditor must reisegthat non-compliance with laws
and regulations could result in fines, litigationroaterial liabilities; could jeopardise
the viability of the entity; could affect the abyliof the entity to continue to operate as a
going concern (AS-208, paragraph 25b) or could e€dhs entity to cease operations
(AS-208, paragraph 26).
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Non-compliance with legislation governing enviromtad protection is specifically
mentioned in AS-208, paragraph 25c, referring gcsignificance in the audit standard.
In the context of laws and regulations coveringiemmental protection, AS-208lso
asserted that the auditomust obtain a general understanding of the legal and
regulatory framework applicable to the entity ahd industry and to how the entity is
complying with that framework (AS-208, paragraph 23) (emphasis added). The legal
and regulatory framework relevant to the currentvNEealand study is thResource
Management Act 199(RMA). Therefore, in accordance with AS-208, the audiso
expected to have sufficient understanding of tivesland regulations covered in the
RMAto enable the auditor to consider its requiremaittsn auditing assertions related
to the recorded amount and disclosures of envirommhenatters (AS-208, paragraph
30). In particular, auditors are expected to plad perform audit procedures to detect
instances of non-compliance with the RMA. When tompliance is detected, auditors
then have to consider “whether the act of non-caanpk itself is a matter to be
reported in the audit report, because it is mdtésighe readers of the financial report”
(AS-208, paragraph 39), even though the non-comgd#iadoes not have a direct
potential financial consequence on the financiglore Audit reporting will also be
affected by non-compliance that has a materiacefia the financial report, but has not

been properly accounted for or disclosed in tharfanal report.

Non-compliance with environmental laws and regoladiis a significant example of
environmental risk exposure in relation to enviremtal matters. Yet a review of AGS-
1010 points to a limitation on auditors’ responidiles as outlined in AS-208, since
AGS-1010 appears to guide auditors towards a diftetevel of responsibility when
dealing with environmental laws and regulationsthAligh AGS-1010 asserts that
“auditors should recognise that non-compliancehgyentity with laws and regulations
may materially affect the financial report”, it &pts that a breach of environmental
laws and regulations is a legal determination, hdyahe auditor's professional
competence (AGS-1010, paragraph 14). Besides, tbeeigh consequences of violating
environmental laws and regulations were given asmgles of environmental matters
with implications for environmental risk (AGS-101paragraph 10b (ii)), AGS-1010
does not require auditors to “plan the audit teediepossible breaches of environmental
laws and regulations” (AGS-1010, paragraph 12)r&@foee, the guideline in AGS-1010
contradicts and delimits the requirements of AS-R@®far as environmental matters
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are concerned. This is not the only contradictionbé found in AGS-1010. Other
contradictions point to the fourth and most sigaifit issue that influences the
effectiveness of AGS-1010 - the existence of ‘detlbhk’ and ‘doublespeak’, and this

is examined next.

6.2.5 ‘Doublethink’ and ‘Doublespeak’ in AGS-1010
The notions of ‘doublethink’ and ‘doublespeak’ wéirst drawn from Orwell's (1949)

literary classic ‘Nineteen Eighty-FourDoublethink’ means the ability of holding two
contradictory beliefs in one’s mind simultaneouahd accepting them both (El-Sawad
et al., 2004; Robb, 2003a). Lutz (1983) furtherlaxed:

It is to know and not to know, to be consciousarhglete truthfulness
while telling carefully constructed lies, to holdmsiltaneously two
opinions which cancelled out, knowing them to batrealictory and
believing in both of them (Lutz, 1983, p. 26).
'Doublethink’ leads to ‘doublespeak’. ‘Doublespeak’ the ability to speak or write
contradictory ideas without the writer or speakeinly aware of the contradiction (El-

Sawad et al., 2004; Robb, 2003a, 2003b; Styles})198

‘Doublespeak’ is language which pretends to comiatei but really
does not. It is language which makes the bad seewod,gsomething
negative appear positive...It is language which awoidr shifts
responsibility; language which is at variance wiits real and its
purported meaning; language which conceals or pnévethought.
‘Doublespeak’ is language which does not extendigho but limits it
(Lutz, 1988/1989, p. 26).

Authors like El-Sawad et al. (2004) and Robb (20@%®3b) have already applied the
idea of ‘doublespeak’ in accounting contexts, hetheesame idea is explored here. The
evidence presented in Chapter 6 points to a stsoaggestion that ‘doublethink’ and
‘doublespeak’ exists in AGS-1010. One example lias the consideration of
environmental laws and regulations. Detecting nomaiance with environmental
laws and regulations is fundamental to determitingglikelihood of any environmental
matters existing for the entity and, consequentidiie potential for environmental risks
In misstatements, omissions or non-disclosuresinantial reporting. At one point,

AGS-1010 notes the need for auditors to be alestiah issues:

An audit carried out in accordance with auditin@mtiards is planned
and performed with an attitude of professional $icg&gm recognising
that the audit may reveal conditions or events tehbuld lead to
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questioning whether the entity is complying witlevant environmental
laws and regulations in so far as non-complianceilldoresult in a
material misstatement of the financial report (AGH-0, paragraph 37).

Yet, in what appears to be a case of ‘doublesp@dkS-1010 assumed that:

. with respect to the entity’s compliance with emwinent laws and
regulations, the auditor's purpose is not to plame taudit to detect
possible breaches of environmental laws and reguiat.. (AGS-1010,
paragraph 12).

The language appears to condone avoiding, or shiftesponsibility for detecting
environmental matters, and allows AGS-1010 to prtenteo apparently contradictory

‘truths’.

Regarding auditors’ reliance on environmental etg9eAGS-1010, paragraph 14
indicated that auditors cannot be expected to pgesdbe technical skills of
environmental experts. Thus, they are guided td $eehnical advice from experts.

However,

As the environmental area is an emerging specialihe expert's
professional competence may be more difficult teess...In this
situation it may be necessary for the auditor tovegiparticular
consideration to the experience and reputation g environmental
expert (AGS-1010, paragraph 14).

The language here seems to create confusion. dluiditor does not have the technical
competence of the expert, how then is the audikpeeted to assess the expert’s

professional competence? In addition, what qualiitms does an expert need to be

entrusted with a role in an audit?

And further,

There are few authoritative accounting standardst txplicitly address

the recognition, measurement and disclosure otthesequences for the
financial report arising from environmental mattetdowever, existing
accounting standards generally do provide approgriageneral

considerations that also apply to the recognitiongasurement and
disclosure of environmental matters in a financraport (AS-1010,

paragraph 17).

But:

The use of professional judgement may become ewvea important
because of a number of difficulties with respecth® recognition and
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measurement of the consequences of environmentdkrman the
financial report (AGS-1010, paragraph 44).

AGS-1010, paragraph 17 stated that existing aceuynstandards do provide
appropriate general guidance on the accountingtntes and disclosure of
environmental matters in a financial report. HowevAGS-1010 paragraph 44
indicated that there are special difficulties wihvironmental matters that require
greater professional judgement. Thus, are envirotahenatters adequately covered by

existing accounting standards?

Yet another issue concerns the profession’s acletdyement that the accounting
standards do not refer to environmental mattersi@ty, hence the difficulties in the

reporting of environmental matters are recognigddwever, instead of providing

explicit guidance on the reporting of environmentatters, AGS-1010 generates an
expectation that auditors will use greater professi judgement. As discussed
previously, how does one exercise professionalgotnt in an area where insufficient
guidance is given? Does this mean that auditorsaioeved a different standard of

responsibility because of complexities in the réipgrof environmental matters?

The examination of AGS-1010 presented here pomssgnificant gaps in the guidance
it provides. Despite its stated objective to prevglidance on best practices for the
consideration of environmental matters in the aafifinancial statements, it appears to
delimit auditors’ responsibilities for environmehtaatters. This review confirms that
AGS-1010 - a lengthy document of twenty four pagess in parts confusing,
complicated and contradictory to the very audindtads it seeks to assist auditors in
applying in their attestations on environmental terat These faults have also been
highlighted by the interviewed auditors (refer gmtt6.1). A major weakness of this
guideline is its failure to specify the planningpensibilities of auditors. It also remains
unclear whether auditors are expected to plan st provide reasonable assurance
that material misstatements arising from clientlations of relevant environmental
legislation will be detected. A summary of the ab@nalysis of AGS-1010, together
with a discussion of its implications for curremagtice, is presented next.

6.2.6 Summary and Implications of Research Findings
This section highlights and brings together redeéirdings on (1) auditors’ perception

of AGS-1010 and its impact on current audit practnd (2) the researcher’s critical
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review of AGS-1010. It also analyses the implicasiof these research findings and
attempts to provide insights into the third reskassue: the effectiveness and impact of

AGS-1010 on current practice.

The research findings indicated that the auditohsclv the researcher interviewed
considered AGS-1010 to be a very long introducttiscussion document that lacked
detailed procedural steps. Perhaps these auditmtsnbt taken the time to read the
information sheet for participants (refer to Appen@) and the consent form for
participating in the research (refer to Appendix Bhe findings also indicated that
auditors generally do not take AGS-1010 serioullgnce, it is not surprising that a
majority of the auditors participating in the resdmainterviews admitted that they had
not read AGS-1010 prior to the interviews or weog @ven aware of its existence.

The research findings also indicated that at leagtiarter of the interviewed auditors
saw AGS-1010 as merely giving the impression ofgssional guidance on the audit
consideration of environmental matters. Hence, ihi@rview evidence supports

Humphrey, Moizer and Turley’'s (1993a) observatibattthe significance of audit

standards and guidance statements lies in the paivilee image they create in asserting
auditors’ public interest commitments. The texttlé guideline also seems to give
external visibility to auditors’ expertise and rnigas practices and the impression of a

solution to the problem (Power, 1999).

The auditors which the researcher interviewed contetkthat the application of AGS-
1010 was subject to different interpretations. V¥qdP94) and Power (1999) also
identified similar difficulties in interpreting auidstandards, even where they “did look

practical enough to look like guidance to outsiti@Power, 1999, p. 25).

Overall, more than three quarters of the auditescqived that AGS-1010 had an
insignificant impact on audit practice - a non-evi@npractical application - and that, in
general, auditors are simply not referring to AGH{ and not considering
environmental matters in their audits. Howevercamtrast to the financial auditors’
current position, the public sector auditors dexdathat they are expected to comply
with AGS-1010. Nevertheless, the general perceptibthe auditors was that AGS-
1010, in its present form, would not facilitate ava forward in improving and further
developing current practice to meet its espousets.aA critical evaluation of AGS-

1010 confirms the auditors’ general perceptiond, @novides explanations for them.
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First, AGS-1010 did not establish any new basiagiples or essential procedures
(AGS-1010, paragraph 6). Therefore, as HumphreyMwoider (1990) explained, these
audit standards and guidance statements seemmn@igearticulations of existing audit
practice driven by professional self-interest. Pow@999) also made similar

observations about the audit guidance on fraud vitheas first issued. He criticised the
audit guidance as a mere codification of commonntedge that, despite the rhetorical
text, meant ‘business as usual’ for the auditongditdrs were effectively directed to

treat environmental matters no differently from atlyer audit issue.

Second, AGS-1010 emphasised the exercise of profedgudgement for every aspect
of the audit consideration of environmental mat{&&S-1010, paragraphs 2, 3 and 4).
However, professional judgement has many attriput@sking the concept of
professional judgement complex (Morrill, 1996). AG&L0 required auditors to
exercise professional judgement based on ‘techrs&dls’, which the profession
acknowledged ‘the auditor cannot be expected tegsss (AGS-1010, paragraph 14).
How could auditors exercise professional judgmehenvdealing with environmental
matters, particularly as professional judgementlmmfluenced by those attributes and

factors identified in the literature?

Third, AGS-1010 accepted the application of the BBt highlighted the fact that
auditors do not have adequate technical and generalvledge to deal with
environmental matters (AGS-1010, paragraph 14)ré&fbee, it suggested that auditors
rely more on management (AGS-1010, paragraph li8jhtenternal documentation and
experts engaged or employed by the entity. Thisagmbh raised potential concerns for
auditor independence and managerialistic-oriemat{oefer to sections 5.2.1, 5.2.4 and
6.2.3). These concerns are problematic as theyddeal to the auditor subordinating
his or her judgement to that of management or ¥per; or the auditor may be too
sympathetic to the client’s interests (ICANZ, 2008lmde of Ethics: Independence in
assurance engagemenigaragraph 33). Since AS-608sing the work of an expert
does not guide auditors in how they should manageekperts; this may lead to a
blurring of the boundary between the auditor’s posiand the expert’s position.

Fourth, AGS-1010 required auditors to comply wit-208 Consideration of laws and
regulationsin an audit, which expects auditors to understaindd laws and regulations

“that may have a fundamental impact on the opearatiof the entity and thus have
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financial consequences that are material to trentiral report” (AS-208paragraph 10).
Hence, auditors’ understanding of environmentalslaamd regulation should enable
them to recognise any instances of non-compliaA&S-1010 seemed to delimit the
auditors’ responsibilities required in AS-208, howe andappeared to be guiding
auditors towards a different level of responsipiithen dealing with environmental
laws and regulations. Similarly, when van Peursémcke and Harnisch (2005)
examined the audit standard on ‘Going Concern’ tha&y, found that the audit standard
did not seem to impose any additional requiremarthe auditor.

Fifth, discussions covered in section 6.2.5 hidiikg a number of incidences of
‘doublethink’ (EI-Sawad et al., 2004; Robb, 2008ayl ‘doublespeak’ (EI-Sawad et al.,
2004; Robb, 2003a, 2003b; Styles, 1984) in AGS-10tich strongly suggested that
the language in AGS-1010 was intended to creatdusmm by promoting two

apparently contradictory ‘truths’ that have imptioas for avoiding or shifting auditors’

responsibility for detecting environmental mattershis supported Pong and
Whittington’s (1994) criticism that audit standamisd guidelines do not attempt to re-
think or extend the scope and technique of thetaRdiher, they attempt to consolidate

the status quo and to limit the obligations anghoesibilities of the auditor.

Therefore, a critical examination of AGS-1010 pedtto significant gaps in the

guidance it provides. Despite its stated objectorgrovide guidance on best practice
for the consideration of environmental mattershia audit of financial statements, it
appeared to delimit auditors’ responsibilities tiois task. This confirmed van Peursem
et al.’s (2005) observation that although a promatidg’'s large number of pages may
give the appearance of improving professional beracks, the thickness of the
document is not necessarily commensurate with gregality or a more forceful

mandate. Another major weakness of this guidelinési failure to specify auditors’

planning responsibility. It also remains uncleart@svhether auditors are expected to
plan audits that provide reasonable assurance dtgcting material misstatements,
omissions or distortions arising from client viodeis of the relevant environmental

legislation.

Overall, it appeared that the auditors which tree=aecher interviewed were justified in
saying that AGS-1010, in its present form, is wgljkto impact upon future audit

practice, and fails to facilitate the developmend amprovement of current practice.
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Nonetheless, as Power (1999) indicated, issuingaaght guidance statement is a
strategy for managing new demands in (for examfhe) audit of environmental

matters.

At this point, research findings for the first fowsearch questions (refer to section 1.2)
have been obtained from interviews of financial gudlic sector auditors. Hence, in
accordance with Axiom 14special criteria for worthinesgLincoln & Guba, 1985)
(refer to section 4.2.2), there is a requirementdofirm that the interview evidence
provides a credible constitution of reality (Silwen, 2005). Credibility is enhanced by
theoretical generalisability (Lukka & Kasanen, 1R9Spicer (1992) and Daly and
Lumley (2002) explained that generalisability elstageneralising back to theory.
Llewellyn (2003) further explained that theory elesbthe meaning of data to be
accessible and data validates the theory. The gsooé theorisation was applied as
discussed in section 4.8, and ‘legitimacy theosyhéxt drawn upon in order to inform
the research. The next section discusses the tloabneerspective framing the current

study.

6.3  The Audit of Environmental Matters and Legitima  cy
Silverman (2005) asserted that, in order to undedsthe phenomena critically and to

organise what is unknown, every research efforukhde framed by a theoretical
perspective. Section 4.8 discussed the procesgofisation. As a result of that process,
‘legitimacy theory’ (Pentland, 1993; Power, 2003sndentified as the most likely lens
for the current study and the effect of legitimatioeing the audit expectation gap Il
(Specht and Waldon, 1992) (refer to section 3.8fitimation may well be an issue for
the New Zealand audit profession’s promulgatioAGS-1010.

The following section(s) bring together the releviaterview evidence and identifies its
nexus with the reviewed literature that supporésdhoice of ‘legitimacy theory’ as the
approriate theoretical framework for this researChapter 3 discussed the general
theoretical concepts within legitimacy theory. Tihext section discusses legitimacy

theory and the audit profession in relation togh@mulgation of AGS-1010.

6.3.1 The Auditing Profession, AGS-1010 and Legitim  acy Theory
The audit profession functions “within a societffamework of legitimate authority”

(Pasewark et al., 1995, p. 77), and it relies ferstatus and position on the public
perception that its members perform an importask taith proficiency and with the
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backing of a legitimate professional body (Weir&HRouse, 2003). Hence, its central
focus is the ‘social contract’ (Deegan, 2006). Treguires the audit profession to
provide sociallyvalued, auditedfinancial statements in exchange for a virtual
monopoly of audit practice and self-regulation (Bakl977), and enables the audit
profession’s long-term survival (Ashforth & GihbE990; Guthrie & Parker, 1989;
Savage et al., 2000). Thus, maintenance of org@msad legitimacy is critical to

upholding the status of the audit profession (V¢hi& Rouse, 2003).

For the audit profession to continue to functiorsatiety and to be adjudged legitimate
(Lindblom, 1993), it must ensure that social expgohs of legitimacy of its operations
are met (Deegan, 2002a). However, the audit prioieskke other organisations, is not
able to remain indefinitely in a state of legitiga@s legitimacy is time- and place-
dependent along with changing community attitudesegan, 2006). Ashforth and
Gibbs (1990, p. 177) cautioned that “legitimacyaisvays problematic”. The audit
profession, like other organisations, must respand adapt to changing community

attitudes since they are dependent on those astiar survival (Llewellyn, 2003).

In the early 1990s, the arena in which the auddfgssion operates experienced
turbulence (Baker, 1977). Savage, Cataldo and Ruislg2000) observed that news
media reports (as indicators of societal norms waaldes) were always publicising
environmental disasters; and commentators (GilkigonKPMG, 1999; Gray &
Bebbington, 2000; Rubenstein, 1992; Watson & Macka903) observed that
environmental disasters at Exxon Valdez, Cherndlye Canal, and Union Carbide at
Bhopal were highly publicised in news coverage. ésesult, public and political
general awareness, attitudes, and concerns foroemwental issues changed. Although
the accountancy profession was not directly impéidain the media reports, the
publicity generated from the reports did lead tonynalebates, suggestions and
guidelines in overseas technical and academic @sirencouraging the accountancy
profession to give regard to environmental accduilityy accounting, environmental
concerns and other related issues in mainstreaouating (Hochman, 1998; Langford,
1995; Rezaee et al., 1995; Steadman et al., 19%inian, 1991). The financial
auditors interviewed for this study confirmed themvironmental matters were a
prominent current issue in the 1990s and many guarticles were written on them
(refer to section 5.1.1). However, the accountgoyessions in many countries did not
seem to take environmental issues seriously, ande waiticised by various
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commentators (Bebbington & Gray, 1992; GallhofeH&slam, 1997; Medley, 1997;
Rezaee et al., 1995; Steadman et al., 1995). MdR97) also observed that although
many overseas accountancy professions initiatezhrels on environmental accounting
and the future role of the profession in environtakmaccountability, the research
conclusions and recommendations for improvemends rdit seem to bring about

change.

In more recent times, criticisms of the audit pssfen have intensified as a result of
media and public scrutiny (Chandler, 1999) of a hamof high profile corporate
failures such as Enron, Worldcom, Parmalat and tHdaternational Holdings (HIH)
Insurance (Mak, Deo, & Cooper, 2005). As a resfiltepeated environmental crises
and audit failures the auditing profession has daaecrisis of investor confidence in
financial reporting and auditing (Byrnes, McNamBeady, Lavelle, & Palmeri, 2002;
Thomas, 2003; Weirich & Rouse, 2003). Self-regolathas also been scrutinised
(Kinney Jr, 2005). There is a danger that, if atiegcy gap is perceived to exist, and
the continuance of previous practices is not sffic to close that gap, the audit
profession could lose its legitimacy, even wherggomance has been maintained or
improved (Reynolds & Mathews, 1999).

The International Auditing Practice Statement (IAP®1Q The consideration of
environmental matters in the audit of financialtstaentswas issued in the midst of
high profile corporate failures, environmental dieas and criticisms of the audit
profession. From the events that took place, theing of IAPS-1010 in 1998 could be
seen as a strategy designed to close the legitingagy and to ensure the audit
profession’s continued legitimacy. (Dowling & Pfeff 1975). IAPS-1010 also
appeared timely in detracting attention from thgénimpact the high profile accounting
debacles had on auditors and accountants’ rolegouatability, protecting the public
interest (Pasewark et al., 1995), and self-reqaia{Baker, 1977). Lindblom (1993)
considered this strategy asymbolicactivity which served to deflect attention froneth
main issue of concern (accounting failure) by yitng the audit profession’s activities
in environmental accountability as being compatii¢gh societal norms and values
(Ashforth & Gibbs, 1990; Pfeffer, 1981). Howevengtabove points were based on
reflections made from an analysis of the extaetraiiure. Since interview evidence is
not available from the promulgators of IAPS-101i@nfconclusions cannot be made
that legitimacy theory provides an explanationtf@ issuance of IAPS-1010.
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In the New Zealand context AGS-1010, “consisterdlinmaterial respects” with IAPS-

1010 (ICANZ, 2001a, Appendix 1), was issued in 20@ferview comments made by
members of the NZICA Professional Standards BoBfB) indicated that there were
no serious debates within the Institute on envirental matters. The Institute, as a
member of the global accounting alliance, decidedadopt international auditing

standards. Thus, the PSB simply adapted interreteunditing standards and guidance
statements for New Zealand. In so doing, the PSEBimaccepted IAPS-1010 and re-
issued it as AGS-1010. The three years time difieeebetween the issuance of IAPS-
1010 in 1998 and AGS-1010 in 2001 was a resulhefdue diligence and exposure
draft process. which involved the required proaasissuing an exposure draft, calling
for comment and then confirming the issuance ofatieial AGS. Pragnell (2004), a
member of the PSB, said that very little feedbads weceived on AGS-1010 as an
exposure draft. Hence, the final AGS-1010 remaisgbstantively unchanged from

IAPS-1010.

Although the promulgation of audit standards anditaguidance statements has been
identified in the literature as a legitimacy stptethe issuing of AGS-1010 by the PSB
cannot be explained by legitimacy theory. The tostiwas merely following what had
already been done overseas, i.e. they adopted atimiapproach in order to maintain
equivalence with global partners and not be sedpetslipping behind them. In other
words, there appears to be significant groundsafguing that the Institute did not
actively pursue a legitimation strategy with reggecAGS 1010. This research finding
adds to the scant literature that reports a lacksugiport for a legitimacy theory

perspective.

Whilst legitimacy theory does not appear to expldia issuing of AGS-1010 at the
profession’s level, interview evidence indicatechttithe theory does provide an
explanation for its (none) use at audit practitrshéevel; and that at that level, AGS-

1010 can be seen as a symbolic, ‘ceremonial comtfgriegitimation strategy.

6.3.2 AGS-1010: A Legitimation Strategy
This strategy requires an organisation to adopttjpes that are seemingly “consistent

with social expectations, while leaving the ess#ntnachinery of the organisation
intact” (Ashforth & Gibbs, 1990, p. 181). As dissad in the previous section, over a
period of time, commentators and authors (BebbimgoGray, 1992; Gallhofer &
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Haslam, 1997; Medley, 1997; Rezaee et al., 19%addhan et al., 1995), particularly
the more ‘visible’ public criticism, led to somesduiet in the accountancy professional
arena and, in 1998 (amidst the Enron debacle), IFA€ased IAPS-1010.

Findings from the current research indicated that issuance of AGS-1010 did not
result in any significant change in audit practiBather, the auditors interviewed saw
the main value of AGS-1010 in the impression iteyaf professional guidance. It
gained clients’ confidence that auditors were adgrsng environmental matters in their
audits of financial reports. This research alsovigled further support for Humphrey
and Moizer’s (1990) observation that official augliidance plays little role in everyday
audit work; rather it gives the appearance of asking an issue, and providing comfort
that it is being attended to, while the status gumaintained (Fogarty et al., 1991).
This has a role in creating an illusion of guidarased in legitimizing acceptance
throughout the business community (Mills & BettnE992; Pentland, 1993).

Therefore, the findings of this study suggested tthe promulgation of AGS-1010 may
be interpreted as a ceremonial, symbolic legitiomatistrategy used by audit
practitioners to maintain or enhance their legitmawith perhaps the intention of
fostering the belief that the their activities artls are congruent with the expectations,
values, and norms of constituents (Richardson & Dy 1986). A consequence of

such a symbolic strategy is the expectation gaghdtussed next.

6.3.3 The Expectation Gap Il
Discussions in the previous sections suggested theatpublication of international

guidance on environmental matters in financial repuditing was a legitimating
strategy. However, Simunic (1994) suggested thah guidance might have been a
response to the expectation gap between auditdréreancial statement users. Findings
from the current research suggested that the ig®fiAGS-1010 in New Zealand was a
symbolic, ‘ceremonial conformity’, legitimation ategy, and the literature indicated
that a significant consequence of symbolic stra®gs the audit expectation gap (Gray
& Manson, 2005; Humphrey et al., 1992; Porter, 3993

The following discussion argues that the consequesfcissuing AGS-1010 is the
expectation gap Il, i.e. the expectation gap betmibese responsible for formulating
auditing directives — the standard setters, andethhesponsible for implementing such

directives - the professional auditing communitpdéht & Sandlin, 2003; Specht &
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Waldron, 1992) (refer to Figure 4 below). Spechd &andlin (1992) commented that
the implementation of audit standards and guidasteéements would depend on

auditors’ perceptions of their efficacy: that id)ether auditors implement the audit

standard or guidance in practice will depend elytion their perceptionof effective
implementation; and their motivation for implemdma will depend on that

perception.

Standard setters’ The Expectation Auditors’ actual
expectations of auditors Gap Il performance

Figure 4: The Expectation Gap Il (The expectation gp between the standard
setters and the practicing auditors)

As discussed earlier, the issuing of audit guidaincenvironmental matters may be
interpreted as a legitimation strategy. On the olfaad, some authors (Willekens et al.,
1996) considered the issuing of audit standardsgamdnce statements as a form of
self-regulation at a time when the accounting msiftnal monopoly on regulation is
being threatened. However, van Peursem et al. j2@@cated that the accountancy
professions create a manner of ‘self’ through thetandards. Therefore, in
communicating its professional view on environmentatters and accountability, the
accountancy profession could be said to be creaintanner of ‘selfthrough AGS-
1010, (refer section 3.2.2). The inference is that profession views environmental
accountability as significant and worthy of consat®n in the audits of entities where
environmental matters are significant (AGS-1010ageaphs 2 and 3), regardless of the
fact that the guideline in AGS-1010 itself is cosifg and contradictory. However, as
the findings for this study indicated, the auditbtyemselves do not seem to accept this
view of the ‘professional self’ through AGS-1010hi3 provides further evidence to
support Specht and Waldon’s (1992) claim that tkgeetation gap Il exists between
audit standards and guidelines setters, and thikoesithemselves. Interview evidence
on auditors’ approaches to assessing audit matgnebvided a more glaring example
substantiating the existence of the expectationIgap that auditors continue to use
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quantitative factors when assessing audit matgrjakgardless of direction from AS-
304: Audit materiality,which requires that they consider the significantgualitative
measures when assessing audit materiality (refersdction 5.2.2), and despite
objections made by officers of the accountancygssibn.

The interview findings indicated that auditors méved AGS-1010 as having an
insignificant impact on audit practice - a non-dyem no more that a public relations
exercise - again pointing to AGS-1010 as a symbdleremonial conformity’
legitimation strategy (refer to section 6.1) Audstcare busy people who must read
numerous promulgations and technical journals geoto keep up with professional
matters. This busyness may explain the comments f&oditors interviewed for this
study that, on seeing that AGS-1010 was a very pndance discussion document and
not mandatory, they assumed that it did not nedxkttaken seriously. Furthermore, the
critical review of AGS-1010 presented in sectioB fvealed a lack of any new basic
principles or essential procedures that would bipfllein overcoming auditors’
concerns about their personal inadequacies in iagdégnvironmental matters. AGS-
1010 emphasised the exercise of professional judgmiken interpreting its rules and
instructions, but these are discretionary and stbje personal judgement. Power
(1999) also found this to be the case in his rev#vaudit standards and guidance
statements. A question raised is how auditors eserprofessional judgment on
environmental matters when they have admitted lgavany little basic knowledge on it
and AGS-1010 is perceived as not giving adequatiaguae on the audit task. In fact, it
contains a number of incidences of ‘doublethinkd adoublespeak’ (El-Sawad et al.,
2004; Robb, 2003a), creating further confusion iwroiding or shifting auditors’
responsibility for detecting environmental matters.

Despite auditors’ continual assurance of servirg plblic interest, legitimacy with
clients is essential (Power, 2003). Therefore, tausliare more likely to agree with
clients’ non-disclosure of environmental mattersfimancial reports. Moreover, the
auditors interviewed for this study viewed the taSkonsidering environmental matters
as onerous, and likely to extend the scope of tidit @&xcessively. Thus, it is not
surprising that they did not really want to considevironmental matters in the audit of
financial reports, despite the stated requireme®t®S-1010 that they should do so for
entities exposed to significant environmental rigk&S-1010, paragraph 2). AGS-1010
appeared to be making little impact in practicain® and, as one auditor perceived, is
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generally ignored so that environmental mattersewarely considered in company
audits. Therefore the research findings again sufmecht and Waldon’s (1992) and
Specht and Sandlin’s (2003) observation that ofig tuditors themselves will
influence whether an audit standard or guidandersint is accepted and implemented,;
and auditors behave in ways that fulfieir ownexpectations, not those of the standard

setters.

The above analysis provides substantial evidenae ithplicates both the standard
setters and the auditors themselves as havingilcotgd to the expectation gap Il. The
auditors have a pre-conceived mindset about enwviemtal matters which is somewhat
prejudiced by the real concerns they have about ¢tlwen role and responsibilities and
the challenges they face around the audit taskil&ly some auditors also have a
somewhat fixed mindset about the assessment of aateriality: ‘whatever isot
quantifiable is not material’; and it is this mirti$hat underpins their reluctance to deal
with the environmental matters that exist for thaients. Therefore, regardless of how
effective an audit standard or audit guidance iglitars’ (fixed) mindset will have
significantly influenced their acceptance and impdatation of it. It is evident that
AGS-1010 is not as effective as it should be bexafsthe implications the issues
indicated in the document (refer to section 6.2)d @ive rise to the criticisms of
standard setters and the standard setting procads tmy commentators (McEnroe,
2002; Myddelton, 2004; Pong & Whittington, 1994ki&, 2001). A review of the
literature on standard setting revealed that stahdatting boards around the world
control the standards and guidelines setting peycem its initiation to its final
approval. As a result, practicising auditors do bother to provide feedback on the
final exposure drafts when they are issued for commmefer(to section 2.2.3).

Other than exposing the existence of the expecta@p Il between standard setters and
practicising auditors, the studies by Specht & Wal@d1992) and Specht and Sandin
(2003) did not consider the components of the espen gap Il or strategies for

narrowing the gap. Taking a lead from Porter (199@®0b; 1990c) and extending the
theoretical concepts espoused in her study (refeettion 3.3), it can also be said that
an understanding of what the components of the aapen gap Il are, provides a

means of narrowing it. The intermediary between dtendard setters and practicing
auditors is the issued audit standard or guideltence, to narrow the expectation gap
Il is to narrow the feasibility gap and the perfamae gap. For this study, the feasibility
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gap is the gap between what the standard settpecesxof auditors and what auditors
can reasonably be expected to achieve; and therpefice gap is the gap between
what the standard setters can reasonably expeitbeutb accomplish and their actual
performance. Essentially, if accountancy professitwodies took bold, pro-active steps
in serving and supporting the interests and neédseir members, instead of merely
acting as regulators, these gaps could be narro®etler still, if the accountancy
professional bodies could opt out of agency regqia{Swift & Humphrey, 2000a;
Walsh, 2000), and concentrate on meeting the nefettieir members. The accountancy
professional bodies are placed in an excellentitippgo narrow the feasibility gap by
acting as change agents in modifying the pre-cerdeperceptions and mindsets of
auditors towards their expected roles and respiitsés for environmental matters via
compulsory continuing education and communicatigposite topics would centre on
what auditors can reasonably achieve in environahengtters (and other emerging
audit issues of concern). In New Zealand, NZICA magh to learn from the Auditor
General’s office, which provides compulsory contitgueducation, technical support
and advice. Public sector auditors are competerth@r mandated requirement to

consider environmental matters for every audit tinegertake for the Auditor General.

Regarding the performance gap, the accountancyegsmnal bodies can again act as
change agents by taking steps to overcome critcisrade about the audit standard-
setting process (refer to section 2.2.3). The nwgical comment made is that

practicing auditors are not involved or even coesed when standards and guidelines
are being drafted and often auditors are unawamee réw audit standard or guideline
until it is a final exposure draft issued for coomheCommitment to any new audit

standard or guideline would rely heavily upon thpEort and leadership from all the

auditors throughout the audit profession. The ugsy evidence for this study indicated

that generally there is resistance to considermgrenmental matters in the audit of a

financial report. Therefore, getting auditors’ comment and managing resistance to
change successfully, are pre-requisites for effeathange and change management.

Kotter and Schlesinger (1979) suggested varioasegfies for overcoming resistance to

change and commitment to something new. A reviewhef strategies suggested by

them identified a number of effective strategiesfer to Table 4) and the researcher

now discusses them in the context of environmentalters. Since the auditors

interviewed for this study admitted to a rather kw&aowledge base on environmental
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matters, education and communication should beyrifgiant strategy to inform and
position them to ‘buy in’ to the audit task. Chiaf2§06) indicated that the mechanism
for translating the consideration of environmentadtters into audit practice needs
improvement, and a powerful strategy for this istigg auditors’ participation and
involvement in setting the guidelines on environtaématters. Audit standards- and
guidelines- setting boards would be unlikely to énaall the necessary information
required when drafting an audit standard or gumeliSubstantially increasing the
participation and involvement of practicing audstan the standard-setting process, and
engaging with practicing auditors on potential essibefore the preliminary design
work, could overcome the boards’ information defidBeginning the process in
standard-setting by allowing the auditors an oppoty to voice their concerns and
perceptions about environmental matters should lé&ad‘buying in’ auditors’
commitment and actual performance. Also, their inmeans that the final audit
guideline has greater potential to improve the itpalf the audit by disseminating
information on best practice (McEnroe & Nikolai, 88 and providing a better
framework for audit decisions (Gay & Simnett, 2Q08) this way, auditors who,
collectively, have the power to resist would be enoommitted to audit standards and
guidelines that they had been involved in settiihere there are auditors who continue
to resist anything new and are having trouble diljgs facilitation and support are
extremely important. Monitoring of audit performan@and compliance with audit
standards should be stringent and where sub-sthngerformance is found, then
stronger disciplinary action should be enforcedthy audit practice reviewers. These
are suggestions for strategies available to aceoggtprofessional bodies around the
world in order to meet the needs of their memberd @ monitor their members’
performance in order to protect the public inter@stese strategies should also reduce
the expectation gap Il. During the qualitative matews, the researcher also investigated
ways in which current practice could be furthereleped, and they are being discussed

in the next section.
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Table 3: Components of the Expectation Gap Il andite Means of Reducing it
THE EXPECTATION GAP I

Components of the Feasibility Gap Performance Gap
expectation gap Il

Accountancy The APB to: The APB to:
professional bodies
(APB) (across * take bold, pro-active steps in  take the necessary steps to
countries) to act as serving and supporting the overcome the criticisms made
change agents in order interests and needs of its about the audit standards and
to narrow the members guidance setting process
components of the
expectation gap Il « opt out of agency regulation ¢ consider the issues and
concerns auditors face on
» modify the pre-conceived environmental matters before
perceptions and mindsets of  preliminary design work is
auditors regarding the started
expected roles and
responsibilitues for  increase participation and
environmental matters, via involvement of practicing
compulsory continuing auditors in the standard
education and setting process
communication about what
auditors can reasonably » obtain auditors’ commitment
achieve in environmental to considering environmental
matters matters for every audit
e provide compulsory » Monitor audit performance
continuing education and and compliance with audit

technical support and advice standards

on the audit of environmental

matters » where sub-standard
performance is found,
stronger disciplinary action
should be enforced by the
audit practice reviewers

Extending Porter (1990a; 1990b; 1990c)

6.4  Auditors’ Perceptions of Improvements and Furth er
Development in Current Practice
The interviewees’ perceptions on improvements amdhér developments towards

meeting the espoused aims of AGS-1010 are categoimto two main areas: internal
drivers, and external drivers. The next sectios@nés the interviewees’ perspectives on

the internal drivers.

6.4.1 Internal Drivers
The auditors interviewed identified individual atais and NZICA as potential internal

drivers of improvements and further developmentumrent practice. Their views on
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each internal driver are presented below, andripdications of the interview findings

discussed in section 6.4.3.

Individual Auditors
Only 10% of all interviewees (financial, public s@mc and government auditors)

considered themselves as environmentally conscieds|st the remaining 90%

commented that, although auditors are generallgnfirally focussed, they personally
consider themselves as no more environmentally @waresponsible than the general
population. Therefore, inculcating personal atésiaf environmental responsibility in
auditors is essential before they could be expetddke environmental matters more

seriously in their audits:

We [auditors] would like to think that we are eronmentally
responsible, but a lot of times | don’t think wevddeen actually. At the
moment all we seem to have done is introduce AGS-[AP 7].

60% of all interviewees felt that auditors shouéddmcouraged to specialise in auditing
clients in the same industry area, in order tofyghe investment in time and effort in
developing specialised auditing expertise in emnmental matters. Such specialisation
should lead to improvements and further developnreraudit expertise (40% of the

remaining interviewees did not make any comments):

The more we do, the better we’re going to getghti However, it is
difficult to build that knowledge when you havegot the critical mass.
Well it's easier if you specialize in auditing clts in the same industry
area because you can just apply your knowledge froento the next. So
it's good that auditors work on a number of cliemghe same industry
because they can develop their expertise. If yogtecritical mass or
you've got a number of clients in the same indudtrgn | think your
knowledge expands and you can actually put moree timto it
[environmental matters] and can make an investmelawever, when
you've got one or two clients with environmentalks exposures, it is
difficult. Then you really have to rely on peopteNZICA or the OAG
[Office of the Auditor General] who have got moesources to apply
their minds to those issues [AM 14].

One of the interviewees explained further by usingexample:

If you understand the entity you are auditing, etsvironment, and its
business; for example, if you're auditing meat cames, you know they
all have similar obligations and you can compares omth the other. If
one’s doing something which the others are not] y@l’'ve got to ask
the question: “why not?” But that’s about audit exfise. Generally you
tend to audit more effectively those areas you alstwnderstand; to
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make sure the disclosures are appropriate and tiadbilities are
identified [AP 12].

Six of the eighteen financial auditors (34%) weret toncerned about clients’
environmental awareness, but twelve of the eight¢@n%) financial auditors
interviewed commented that perhaps their cliemdirmanagers were not aware of the
impact environmental neglect could have on the @mjs exposure to legal liability.
Hence, auditors should build a ‘trust’ relationshiph client management, which could
facilitate open dialogue and advice on how envirental risks should be appropriately

dealt with and disclosed in the financial report:

One of the big problems that an organisation faisethat if it has an
environmental issue which is not actually dealthwithus, management
is opening itself up to being guilty of actuallytndoing something
correct. So they can actually be prosecuted. detie so important for
us to build a relationship of trust with our clientmanagement that
enables them to understand that we are there tp hieém protect
themselves. If an auditor has a trust relationshifh the client, then he
is able to help them understand the importance rdfugng that any
[environmental] issues they have or any [environtaBrrisks that they
are facing are appropriately dealt with and dis@ds Once the client
understands that, we don’'t actually have a problem getting
information about what is there and what’s not therWhen we talk to
our clients as part of that process, we actualll éghere is anything we
need to know about their business that could imga@mn, either on the
audit or in the financials or in the business oratdver. Normally if
they’'ve got something, they’ll tell you straightt.oun the 5 % years I've
been here, I've not yet had a situation where li'ag a client not tell me
something which | found out about later [AP 21].

On the other hand, all public sector and governmaadtt clients’ are forced to consider
environmental awareness:

Again, we are mandated by the Local Governmen2B62 to consider
environmental matters for every audit, thus ouemis have no choice
but to report on and discuss environmental matiatls us (AP 23).

The following paragraphs present the interviewgesspectives on how NZICA could

motivate improvements and further development imesu audit practice.

NZICA, the Institute
It is mandatory for auditors to comply with audiarsdards. Hence, to communicate to

practicing auditors that the accountancy profess®nserious about its role and

responsibility for environmental matters, all timerviewees perceived that the institute

should have promulgated an audit standard instead audit guidance statement. Only
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then would auditors be forced to consider enviromaeimpacts in their audits and

include them in their audit programmes:

Change the status of AGS-1010 from an audit guielatatement to an
audit standard. Codify it like they have done witie other auditing
standards which previously were messy. As an atditdard, it forces
auditors to seriously consider environmental impact then becomes
part of the actual audit program and you have ty paore than just lip
service to it; you have to comply with the auditstgndards [AM 1].

NZICA could be pushing auditors to consider envimental matters
more through those auditing standards [AM 20].

However, three of the twenty-seven intervieweed{JL&lt that the more demanding
requirements of the new International Financial&®epg Standards being implemented
in New Zealand would bring about improvements iocanting for environmental

matters (other interviewees did not comment on iggse). This should result in more

clarity for the auditors:

There is more depth in the International AccountiStandards on
impairment testing, on contingent liabilities andpesifically on
decommissioning. This would be quite a developrfenNew Zealand
accountants as they would have to account for dangethat is 20 years
away. That will definitely happen and will requineformation to be
audited accordingly [AP 17].

All the interviewees perceived that NZICA is wellogitioned to spearhead
improvements in current practice by promoting etiobaand general awareness of
environmental matters. This could be carried oudlisgussing environmental matters in
Institute journals and running training courses s@chinars on audit practice. However,

the more significant question is whether auditoesiaterested enough to attend them:

Bring environmental issues back into the journalaiagto provide

education on general awareness. If an auditor weut to a freight
forwarders company, all the auditor would see angcks and storage
facilities, and the auditor may not be taking itansideration that there
would be a hazardous material storage facility a@e.sWhat happens if
the hazardous materials leaked? The auditor may beotaware of it.
From my past experience in auditing a trucking firmdon’t think

environmental matters made up a major consideratiecause it wasn't
a key part of the business [AM 1].

Awareness is probably the biggest thing. | cantiklof ever having seen

an NZICA training session or anything on environtakmatters. They

could possibly run courses and seminars but whetiey would really

get the attraction to run something specific on ém¥ironment | don’t
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know. Certainly | could see the usefulness in usew examples as
horror stories on contingent liabilities or whatejéaM 11].

| think that NZICA could play a role here. | remeamlgoing to a course
a long time ago when they did something on auditiog-financial

information. Environmental matters are in a simil@area as other non-
financial reporting issues which are not that eagyaudit. It's not like

auditing a bank section or auditing an area wheoel ycan say this is
what you need to do for this, this and this. Nowuficial information in

general is not like that. You can’t very easily @fjeit, you have to look
at its reasonableness; you have to agree to whaipat there is

available and get experts if necessary. All thas#ssof things, but it is
not that easy to do; thus it's something NZICA ddolok at providing

some assistance on [AM 14].

Two of the interviewees (8%) went further, to swgjgthat education on general

awareness of environmental matters should staigersity level:

Auditors are obliged to actually force improvemeand further
development in current audit practice to start hapipg and force
reporting to go in that direction. We probably ¢tdwlo it but | think it's
going to be a long term process. Maybe the unitiessshould be the
ones that started off that process because theyoties who start
people’s careers [AP 21].

Five of the twenty-seven auditor interviewees (1#)ressed concern for the smaller
audit firms, which lack resources for professiomi@velopment on environmental
matters. They felt that these smaller firms wowduire greater support from NZICA in

providing further training on environmental matters

| think perhaps that small firms do not know whigretart when dealing
with environmental matters. They are really on ithein and they
actually have to research for themselves which banvery difficult.
That's where the professional accounting body isrgmortant. They can
train by using case studies which helps the auslitor think: Okay so
those are the types of things | need to be lookarg What are the
triggers? What are the signals that there’s sommglgoing on there that
| need to be aware of? If auditors are taken tlgiowa process in their
training, even if it's with only one or two litttese studies, auditors are
exposed to an awareness of environmental matteichwtill assist them
in their sceptical approach. The training shoulccds on the kind of
questions that should be asked by auditors wherusiésng with
management on business management control, enweranetc because
the questions will pull out any information on wimatthere's a problem.
The training could also be taken down to a pradtiesel. Here’s a case
study, what are the key questions that you woutdadsch would form a
little check list of questions which auditors cogd through and ask
every time they’re meeting with a client. It is theial identification of
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the environmental problem that poses the difficuitg asking the right

questions; the real issue is asking the right qoast If | ask the right

guestions, I'm more likely to get the informationged. And that’'s what

is needed [AP 21].
In summary, the suggestions made for improving &mther developing current
auditing practice are as follows: inculcating pedo attitudes of environmental
responsibility; specialising in clients in similsdustries; advising on clients’ exposure
to legal liability as a consequence of environmlemisk exposure; issuing audit
standards on environmental matters instead of ajuiitance statements. Suggestions
were also made that NZICA promote education an@gmwareness of environmental
matters. The following paragraphs present the vigemres’ perspectives on how
drivers external to the audit profession could po&tly motivate improvements and

further development in current audit practice.

6.4.2 External Drivers
The interviewed auditors identified three potentdiivers external to the audit

profession: public pressure, media pressure angldégrs. Each external driver is
discussed in the following paragraphs; the impiwet of all these interview findings

are discussed later in section 6.4.3

Public Pressure
Ten of the eighteen (56%) financial auditors inmed saw investors and public

pressure as potential drivers of improvement andhén development in current
practice. Investors and public demands for fultldisures of companies’ environmental
obligations and liabilities in the financial reponivould require auditors to consider
them in their current practice. However, they fartbommented that it seemed unlikely
investors would force the issue as they appearbée tmore interested in profit-making.
Hence, investors must advocate for full discloswe®nvironmental matters before

accountants and auditors take them seriously:

| think it's going to have to be driven by the ssef financial reports
demanding for reporting on environmental mattersd aiso that the
information be audited. But really it depends orowhe users are; who
are the owners? In the public sector the usersthegaxpayers who want
to know if the government or quasi government ldiee being
environmentally responsible. The taxpayers may g@me action.
However, company shareholders have one and a kialf en the size of
the dividend cheque. So it has to be driven esdbnénd eventually by
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the investors. Information will be only providedtlife investors want
them badly enough [APR 18].

If investors put great pressure on companies toerfak disclosures in
the financial reports on their environmental obligms and liabilities,
then companies which want to gain public attentad favour will make
those disclosures in the financial reports. Then yall have financial
auditors auditing those disclosures as part of tlaeidits [AP 12].

Media Pressure
Seven of the twenty-seven (26%) interviewees oleskthiat media publicity on high-

profile environmental problems and disasters walddiously alert everyone, including
auditors, to the severity of environmental mattarg] to companies’ responsibility for
environmental management and reporting (the remgitwenty interviewees offered

no comment on this issue.). lllustrative quotatimmtdude:

Until the horror stories on environmental mattetars coming out, we
would not be particularly aware of them [AM 11].

You would probably need some real high-profile sadee AFFCO [a
New Zealand meat works company] who failed theivirenmental
obligation to clean up and to sort out their stomater problem to be
highly publicised by the media, in order to makediars have an
awareness of the possibility of environmental nmatter a company [AP
11].

More importantly, the audit practice reviewer foged on the ‘fear factor’ as perhaps
the greatest attention-grabber and motivator fgrowement and further development
in current practice. Auditors would react most unttyeout of fear of losing large sums
of money from court prosecutions and fear of refpataloss due to failure to consider

environmental matters in audits:

Well the only way to make anything work infallilolyaudit is for some
auditor to get it wrong and be sued and lose afahoney. That's been a
real attention grabber. And until that happens fsite difficult to make
them take it seriously. I'm being a little bit féiceis here because there
are many auditors in New Zealand who have high gssibnal
standards, and certainly take their work very sesiy, but they will take
it a lot more seriously if someone’s been sued last Fear is a great
motivator [APR 18].

Its only when something really bad happens thatyewes starts to deal
with it [AM 1].
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The Legislated Mandate
All the interviewed auditors perceived that curhgnthere appears to be no incentive

for companies to fulfil their environmental obligat because the law is too lenient.
Unless a contaminated site is being sold, thecsiteer is not obliged to remediate the
land. Also, the fines and penalties for breachimgirenmental laws are not hefty
enough to deter companies from further breachesidBeg, in relation to the profit line,
the fines and penalties are often considered tooaterial to impact upon the decision-
making of financial statement users. Thus, audigeserally do not seem to bother

about them.

Therefore, to bring about any improvement in enwinental management, reporting
and auditing, current environmental laws must beemigorous and enforced seriously,
holding delinquent companies liable for any unladveavironmental activities, forcing
companies to take their environmental obligatiorrenseriously, and providing full
accounts of their obligations. Penalties and fif@sbreaching environmental laws
should also be of a magnitude that it fits the issrvmental crime’. Only then will
auditors begin to consider environmental mattersoggly in their audit of financial

reports. The following quotations illustrate thisw:

Contamination will just hold in the ground and caminated land cannot
be sold. However, current environmental law dodsrequire companies
to fix their contaminated land if they are not sgjlthe land. So that's
why there are so many ‘abandoned’ unoccupied meak vwompany

sites in different New Zealand towns. All meat wooknpanies have
contamination on their sites, but so long as thessare not sold, they’ll

never have to fix it up. Hence companies just kbep contaminated

land. It's only when they sell or intend to sek tland that they need to
remediate the land [AP 15].

In winter the air in Christchurch is polluted besmupeople keep burning
coal and wood fires. Unless there’s legislation iagathe burning, it will
remain with us. Legislation must be enforced, mfbreement must be
realistic, for example in some of these cases wbengpanies are being
prosecuted, court fines are cheaper than implemgnsome kind of
system to get rid of the pollution problem [AP 16].

Fines and penalties must fit the crime. Currenthg statutory cap on
company or directors’ liabilities is two hundredotiisand dollars fine
and a maximum prison sentence of two years. Howé&vernever heard
of anybody in New Zealand, and never be it a direor manager or
whoever is responsible for any environmental proideactually being
sent to prison. I've never heard of any companydpédully fined up to
the two hundred thousand dollars maximum eithés.riormally twenty
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five thousand dollars or fifty thousand dollars.aRg it is often the
operations of big corporations that are exposed s@mnificant
environmental risks. Hence, if you are looking ataporation with a
turnover of four hundred million dollars and a pitabottom line of say
between twenty million dollars and fifty million I@os depending of
what the nature of the company is, a fifty thousdoltars fine is a small
charge, so it would slip under the higher matetialievel. Therefore
auditors as part of the enforcers don’t seem tawss about it [AM 1].

On the other hand, all the public sector and gawemt auditors further commented that
a legislated requirement for mandatory reportind anditing of environmental matters
in financial reports (similar to the Local Governmeact 2002) would force financial
auditors to focus on them for every audit:

If it's mandatory to report on environmental magiethen that would
form a very useful base for further developmentt'dfnot mandatory,
people won't do that. If you have a big stick, i ia legislative
requirement, then yes, they have to do that. Wheoumtants have to
report on environmental matters then the auditoavéhto audit them
[AM 22].

It is a fair point to note that if something is moandatory then who takes
it seriously? [AP 26]

To be honest, until legislation requires corporateporting on

environmental matters, a lot of them say, “Look,;weegot other things
to do than worry about environmental reporting. Vdee always

interested, but until it is a mandatory requiremethere’s not too much
emphasis on that [AM 22].

Whilst a majority of the interviewees (80%) seenrgdrested in improving and further
developing current practice, 20% of them foresawistance to moving forward,

because some auditors would show no real interesnvironmental matters despite
recommendations made for developments to currexdtipe. They also perceived that

NZICA would prefer the status quo and better-defitargets:

At the present time, reporting of environmental terat is by way of
implication of generally accepted accounting preet (GAAP), but
GAAP is not explicit about the accounting treatmand disclosure
requirement for environmental matters. There isoal® legislated
requirement for the audit of environmental matteasd auditors
themselves are not interested. Thus it is unlikedy auditors will move
forward with this agenda [AP 19].

| foresee there would be a resistance to movingvdod because it is
another compliance cost for the companies. BesM2§CA would prefer
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to deal with more defined targets; environmentattera are not easy to
clarify and audit [AM 1].

A summary of all the above findings and their imgations for auditors and the audit

profession follow next.

6.4.3 Summary and Implications of Research Findings
This section brings together the research evidemcauditors’ perception of potential

improvements and further development of currentcpes in order to meet the
espoused aims oAGS-1010 It also analyses the implications of these figdirfor

auditors and the New Zealand professional body¥Z|

The research findings indicated that potential esvfor the improvement and further
development of current practice are as followsstFiencouraging some auditors to
specialise in auditing clients who operate in emwnentally sensitive industries could
assist them in developing expertise in environmematters (Mononey & Simnett,
2006). This observation was also made by Collisgwh @ray (1997), and supported by
Low’s (2004, p. 201) findings that “the auditors\dwledge of the client’s industry
improves their audit risk assessments and direictfijpences that nature and the
perceived quality of their audit planning decisibrishe findings of the current research
also suggested auditors could build a ‘trust retethip’ with client management to
facilitate a two-way dialogue on environmental reegt However, Oliverio (2004, p.
14) explained that auditors must be certain thatagament understands that they [both
the auditors and management] have an “overridisgaesibility to serve the public
interest and [are] committed to providing credtiljilio the financial statements”. This
suggests that auditors compel both the client dnaudit team members to fulfil their
responsibility and convince the client to presdm financial information included in
financial statements fairly. Yet, the findingsaladicated that auditors are somewhat
dependent on management in their business riskoagiprto audit planning. Also, to
preserve their self-interest “auditors seem unjikel ‘bite the hand that feeds them’
(Porter, 2008, p. 7). Therefore, it appears likéigt management is better able to
influence their auditors unduly than vice versadiidnally, financial auditors need to
change their mindset on how they assess materititly start to consider qualitative
factors in their assessment of materiality anddikeharge of their obligation to protect
the public interest. They also need to have an oped and be willing to take on board

whatever is expected of them in protecting the ipubkerest and complying with the
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regulatory requirements, even though this may seballenging. The future for
auditors will only get harder because, in timeytingll have to cope with the recent
requirement to verify the accounting for carbontfomts, in compliance with the
Kyoto Protocol (Cummins, 2007). They will, therefpcontinue to face bigger, but very

similar, issues related to the widening scope @frenmental matters.

The second potential driver is the accountancy ggsibn. The research findings
indicated that NZICA should have promulgated anitasthndard on environmental
matters that guides its implementation instead rofaadit guidance statement. The
suggestion made supports Oliverio’s (2004, p. I8eovation that “implementation has
lacked the professional judgement expected of iedéent auditors”. According to
Chiang (2006), auditors generally seemed unableattslate their personal views on
environmental issues to their professional practiceir beliefs did not seem to impact
their professional practice; and they did not fdedy had the technical knowledge
required to audit environmental matters. This erogirevidence provides support for
Gray’s (2000b, p. 248) comments that although “antants are well trained in auditing
(as in accounting)...universities need to producelépendent critical thinkers”, and
particularly, “...in the field of social, environmet..accounting, reporting and
auditing” (p. 263). Hence, for auditors to becomerenconcerned with environmental
matters, as individuals and as a group, theiruaiitneeds to shift to where their
boundaries of consideration extend (Bebbington lgt 1©94; Deegan, Geddes, &
Staunton, 1996). Moreover, as Chiang (2006, p. i@8icated “the mechanism for
translating the consideration of environmental éssinto audit practice also needs
improvement before auditors can become confiderd &nly engaged in their
consideration of environmental matters in finanaadits”. Findings from the current
research indicate that NZICA is best positione asiver to spearhead improvements
in practice. NZICA is seen as having much to offgmpromoting education, starting at
university level, on general awareness of enviramalematters, in line with the views
of Collison and Gray (1997). Additionally, Colliseand Gray (1997) found that the
extent of an auditor's consideration of environmaémhatters was a function of the
individual’'s awareness of, and training in envir@mtal matters. The research evidence
raised a similar concern that smaller audit firmsparticular lacked resources for
professional development on environmental matienss, they require greater support
from NZICA. .
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The third potential driver is the demand from irtees and the public for full

disclosures of companies’ environmental obligatiand liabilities in financial reports.
Full disclosure would oblige auditors to audit #evironmental information. However,
the findings highlighted general concerns thatitivestors may be unlikely to force the

issue, as they appear more interested in theinretu investments.

The fourth potential driver is media-publicised Hrgrofile environmental debacles.
Porter (2008) indicated that auditors tend to beemeactive than pro-active, hence, it
took the recent accounting debacles around thedwiarlintroduce more stringent
auditor independence requirements and major ren8sto the international auditing
standards on audit planning and consideration aidrand material misstatements in
audit practice. Therefore, it may also require highublicised environmental debacles
for auditors to become organized as a matter afnag and to consider environmental

matters in their audit practice seriously.

The fifth potential driver is a legislative mandalde research findings indicated that
currently, there appears to be no incentive for mames to fulfil their environmental
obligation, because the law is too lenient and fines and penalties often too
immaterial. Therefore, current environmental lawsstrbe toughened up and enforced
seriously, and penalties and fines for breachingrenmental laws should be of a

magnitude that fits the ‘environmental crime’.

The research evidence also indicated that, cuyantiNew Zealand, reporting of
environmental matters in financial reports is noanaatory, thus, there is no
requirement to focus on them unless they have aifisignt impact on financial
reporting. Notably, a legislative mandate diredtss public sector auditors interviewed
for this study to audit environmental matters, dpedly, for their clients. As pointed
out by Collison and Gray (1997, p. 148), “...legiglatat national level is clearly an
important influence on audit change”. This is digdhe case for the audit practice of
public sector auditors in New Zealand, as confirbgd=rost (2007) who appeared to
be in agreement with Porter’s observation that:

Given the exponential increase in societal, pdit@nd media interest in
environmental and social (or ethical) matters irceat years, and in
climate change in particular, it seems likely thiat,the not-too-distant
future, it will be commonplace for external audgdio be required by
legislation or regulation to audit at least some tbfe information
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published by the entities on their carbon footpriahd other
environmental and social activity (Porter, 20086p. .

However, although the research evidence showedaesigport for improvement and
development in current practices, it also revealeche resistance to moving forward.
Such resistance must be addressed, since auditbs®@n have to deal with even more

complex issues, including the auditing of compdrgagbon footprints.

Overall, the research findings have implicationsifalividual auditors and the auditing
profession. It seems that the way forward in imprgwaudit practice for environmental
matters is complex in practice, owing to a widegewof factors as indicated in the
previous discussion. Hence, it appears that pertiegaanly practical and effective way
forward is the implementation of a legislated maaddhis insight is based on the
reported experiences of the public sector auditaisose audit practices for
environmental matters are actually forced upon thieynthe legislated mandate
embodied in the Local Government Act 2002. All otdevers for improvements and
further development of current audit practice idfieadt by the auditors interviewed for

this study could easily flow out of the legislatedndate.

6.5 Chapter Summary
This chapter presented the research evidence doltbeing questions: (4) does AGS-

1010 impact current practice and, if so, how; aby {ow may current practice be
improved and further developed to meet better thgoesed aims of AGS-10107?
Additionally, this chapter synthesised the reseawalence into recurring themes that
connect with key concepts of ‘legitimacy theorysed to inform the research study.

The following summary highlights the significansearch findings.

All the financial auditors agreed that AGS-1010 hi#&te impact on current practice.
They perceived AGS-1010 as an introductory docunteat they did not take too
seriously. Additionally, the practical applicatioh AGS-1010 presented challenges, as
it was subject to different interpretations. A ical review of AGS-1010 pointed to
several explanations for the perception that AG$0108ad not affected audit practice.
In contrast, the public sector auditors were deedty the Auditor General to abide by
the requirements of AGS-1010.

The promulgation of AGS-1010 can be interpreted aasymbolic, ‘ceremonial

conformity’ legitimation strategy. It was issuedaatime of media and public scrutiny of
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high profile environmental disasters and corpofatleires, thus detracting focus from

the huge, negative impact these accounting debaal@son auditors and accountants.
The evidence presented here also suggests thabtisequence of issuing AGS-1010
has been the expectation gap type Il between stdrsdters and practising auditors.
Given the apparently limited impact of AGS-1010,igt pertinent to consider how

current practice might be improved and further dtgwed to meet the espoused aim of
AGS-1010. A number of suggestions were highlightedhe research evidence, the
most significant being: the possibility that thewNZealand Government might step in
to impose a legislative mandate, as is the casthéopublic sector auditors whose audit
practices are mandated by the Local Government286R; and the potential for the

NZICA to work more closely with auditors in standegetting, education and support,
and in spearheading development initiatives.

The next chapter concludes the thesis, considexsctmtributions of the research
findings to the literature, and to theory, practi@d policy, and makes

recommendations for future research.
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CHAPTER 7: RESEARCH CONCLUSIONS,
CONTRIBUTIONS AND
RECOMMENDATIONS

Businesses’ activities impact the natural environiméaily — a matter of obvious
concern to society, yet few companies’ financigbarts disclose information on
environmental matters. Many readers of financipbres therefore remain unaware of
the existence, and significance for the companyem¥ironmental matters (Gray,
Collison et al., 1998). Since environmental mattaes of growing interest to the users
of financial reports (AGS-1010, paragraph 1), awdit as society’s corporate
watchdogs, must ensure they consider environmematters when auditing companies
whose environmental matters have a significant ohipa their financial reports. To
date auditors have not been taken to task fonfatlb ensure that environmental matters
are properly disclosed in financial reports. Howev&nce the Enron and Arthur
Andersen debacle, auditors are under increasedirscand must take precautions to
ensure that they do not fail in their duty to pobtéhe public interest by neglecting
environmental matters. Since little is known ofreat practice related to this audit task,

this study is a timely examination of an importessue.

Twenty-seven auditors in New Zealand participatedinterviews that sought their
views on the following research questions in thentext of AGS-1010:The

consideration of environmental matters in the aodlia financial report:

1. How do auditors generally perceive the considenatioenvironmental matters in
the audit of financial reports?

2. What common approaches and practices do auditatertake when auditing
environmental matters?

3. Do auditors face any challenges in the audit ofirenmental matters? If so,
what are they?

4. Does AGS-1010 impact current practice and, if sayh

5. How may current audit practice be improved andhierrdeveloped to meet better
the espoused aims of AGS-10107?

This chapter draws on the synthesised researclersadpresented in Chapter 5 and
Chapter 6 to reflect on the key contributions 8tisgdly makes to audit literature, theory,
practice and policy. The aim is to highlight thgrsficance of this research so that it

will not just “sit on the shelf”, but will help tpush forward the boundaries of audit
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practice and research. The next section discubsesontributions this research makes

to the extant literature and audit theory.

7.1  Contributions to the Literature
This study generally addresses a dearth in ‘quaktaaudit research, the extant

literature on audit practice and, specifically, ersfandings of how auditors consider
environmental matters when they audit financialorep It also demonstrates the
usefulness of legitimacy theory for informing sesliof audit practice such as this one.

Each contribution is discussed in the followingtsets.

7.1.1 Contributions to Qualitative Audit Research
Sections 1.3 and 4.2 presented the rationale fordwaing this research. They

demonstrated that many authors (Beattie et al.12B@mphrey, 2008; Power, 2003)
have strongly criticised the current approach tditaresearch, which is predominantly
guantitative and focused on testing the validithgbotheses which, as Gendron (2006)
pointed out, are often removed from the realititsuditors’ practice. Commentators
have criticised current audit research as havingpraplished little in bridging the
knowledge gap in ‘audit technologies’ (Hopwood, @98iumphrey & Moizer, 1990;
Jeppesen, 1998), and critiqued the ways in whiofiepsional audit work, competence
and skill are constructed and reproduced acrosatges (Cooper & Robson, 2006).
Other authors have observed a serious gap betweestudy of auditing in action and
in practical settings (Beattie et al., 2001; Hungyhni2008; Power, 2003), and the role of
auditing in producing legitimacy (Power, 2003). iden Humphrey (2008) strongly
encouraged research that might lead to a bettegrstahding of the realities of audit

practice in its broader social, organisational esgllatory contexts.

The purpose of this research was to understancerbétie relatively unknown
experiences of auditors’ current practices in thiesaeration of environmental matters
when auditing financial reports. Auditors were akkir their views and their
experiences of current practices, making this yipe f research which many authors
(Covaleski et al., 1998; Gendron, 2000, 2006; Humph 2008; Sullivan, 1993)
strongly advocate as being of interest to accognpractitioners and stakeholders.
Therefore, this study addresses many of the coscamd criticisms of authors and
commentators. It significantly contributes to theited body of qualitative audit

research by addressing the gaps in prior audiareseon the 'how' and 'why' questions
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about audit practice. These issues have to date laegely ignored, along with the
views and perceptions of practising auditors. Thextnsection summarises the

contributions this study makes to the extant litek@and specific knowledge gaps.

7.1.2 Contributions to Extant Literature and Specif  ic Knowledge
Gaps
The extant literature is somewhat scant on thectgpi‘auditors and environmental

matters’. The only significant prior research ipaged in Collison (1996) and Collison
and Gray (1997), as discussed in section 2.3. Tkeyr research findings were as
follows: although auditors acknowledged the growingportance of environmental
matters, they admitted their lack of general awassnespecially regarding the possible
environmental risk for their clients; and auditask under-emphasising environmental
issues and their financial consequences. Howevé&s,now more than ten years since
these findings were reported and more than fouryeans since the research interviews
were conducted. Even after the International AnditPractice Statement 101The
consideration of environmental matters in the awdifinancial statementwas issued

in 1998 no follow up research was conducted to éxarts impact on the issues raised
in Collison’s (1996) study. Therefore, a signifitaknowledge gap exists in the
literature. Moreover, the voices of New Zealanditug have never been heard on their
role and responsibilities regarding environmentatters. Hence, little is known about
their perceptions of this aspect of current auditcpce and the challenges it brings.
Although carried out in the New Zealand contextja@’s (2006) study on auditors’
perceptions of environmental matters was unablprobe these issues because of the
limitations posed by its survey questionnaire meththe study reported in this thesis
addresses the knowledge gaps identified abovee shrese issues formed the basis of
the guiding research questions. Furthermore, thidysmeets Collison and Gray’'s
(1997) call for reports from auditors from otherigdictions on the issues raised in their
study. This study therefore bridges a knowledgeigape literature by advancing and
updating the findings of Collison (1996) and Cdhisand Gray (1997). It enhances
understanding of an audit phenomenon that has ltderexamined as well as adding
geographical variation to the existing literature audit practice via its New Zealand

context.

Specifically, this research has contributed to khewledge gap on auditors’ current

practices in the audit of environmental matters.e Tiesearch evidence, and its
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implications for audit practice, were presentedalgsed and interpreted in Chapter 5
and Chapter 6 and can be summarised as followsfar®ack as the 1990s, New
Zealand auditors were aware that company activifies affected the environment
could lead to environmental matters that impacrimial reporting. However, concerns
with environmental matters lost their prominenceewlthe Enron and Arthur Anderson
debacle took centre stage (in the late 1990s).eSihen, despite the introduction of
AGS-1010 in 2001, environmental matters have bemreglly treated no differently

from other audit issues. Auditors reluctantly cdesed environmental matters in their
audits, but tended not to search for environmembatters in ‘provisions’ and

‘contingent liability’ accounts. Furthermore, aimils were generally too financially

focussed to reflect on the non-financial impactaofironmental matters on company
business specifically. New Zealand auditors alsmitidd that they are not up to date
with the ever-increasing number of legal promulyagi and their clients’ actual or
potential exposure to environmental matters. Hesome auditors questioned their own

ability to form an opinion on environmental matters

The research findings also indicated that auditidsnot change their audit approach
when considering environmental matters for theerntk; they just applied the common
approach they are familiar with: (a) applying thesiness risks assessment approach, (b)
assessing materiality, (c) applying accounting anditing standards, and (d) relying on
experts. Detailed discussions of each aspect ofppeoach were presented in sections
2.2 and 5.2. In summary, the business risks assegsapproach for considering
environmental matters is somewhat managerialistid affers little or nothing to
environmental accountability (refer to section 5)2Whether an environmental matter
is audited depends on its materiality, and thessssent of materiality is predominantly
based on guantitative measures (refer to secti®r2)5.This approach fundamentally
precludes auditors from considering environmentattens as contingent liabilities in
accordance with NZ IAS 37. In appraising the sigaiice of environmental matters,
auditors also tended to rely on non-audit spetsaligho were generally appointed by
their client companies (refer to section 5.2.4).

The auditors who were interviewed commented onntia@y challenges they faced in
their audit task. Generally, auditors admitted rthieability to detect environmental
matters initially (refer to sections 5.1.1 and %)Jand their lack of expert knowledge to

audit environmental matters effectively. The busseisks assessment approach to
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audit planning requires auditors to be reliant oanagement, experts and others for
information on environmental matters: hence, thallehge is for auditors to remain
objective and uninfluenced in their judgements. THesclosure of existing
environmental matters for companies depends on nfaatprs, but unless initial
disclosures are made to the auditors, any omisssbrevironmental disclosures are
unlikely to be detected. Auditors’ dependence arumerical threshold for assessing
materiality, together with their general disregdod ‘unquantifiable’ environmental
matters, suggests that environmental matters amnplginot captured in the audit of

financial reports.

New Zealand auditors expressed concerns that tpertsxthey relied on were not
always objective because they were mostly appoibjedlient companies. They were
also concerned about their inability to assessqtiedity of an expert's work because
they were not always knowledgeable enough to amgdlethe expert's assumptions,
criteria and methods. Hence, the tendency is falitats to assume that an expert’s
membership of a professional body is an adequatesune of professional competence
and quality work. Therefore, in taking responstpilfor the work of experts when
forming their audit opinion on environmental madtesuditors are potentially exposing
themselves to legal liability if the informationjidence and opinions of experts are not

credible or reliable.

The auditors interviewed commented on the impacA@5-1010 on current practice.
They perceived AGS-1010 as having an insignificanact on current practice; in fact,
they perceived it as not being applied. Those atglivho took the time to read AGS-
1010 commented that it was a very long discussamuhent, did not establish any new
rules or essential procedures and would not bentakeiously. Some of the auditors
interviewed had never read AGS-1010, whilst otlaits not even realise it existed.
Regardless of whether the auditors had actually A&aS-1010, many of them were of
the opinion that the very existence of AGS-1010 hhe potential to create an
impression to clients and the public that environtak matters were appropriately
considered in audits, and that auditors were cotachitto the public interest.
Nonetheless, the application of AGS-1010 was subjecdifferent interpretations,
reflecting the need for auditors to exercise prafesal judgement in every aspect of the

audit of environmental matters.
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By contrast with financial auditors, public secturditors were required by the Local
Government Act 2002 to search out environmentaltaramtfor every audit they

undertook on behalf of the Office of the Auditorr@eal. Their assessment of audit
materiality considered qualitative factors, whickcluded public health and safety risk
factors (refer to section 5.2.2). To deal with eonmental matters in their audits, the

public sector auditors were given extensive traron this issue (refer to section 5.2.3).

In sum, the extant literature on auditors and @mvirental matters is rather scant. In
particular, issues surrounding environmental msittee under-researched and under-
documented, and auditors themselves are concebad the lack of information and
knowledge on an audit issue that potentially expdeem to legal liability. This study
addresses this important, emergent issue in auditipe and updates the research
conducted more than ten years ago by Collison (18868 Collison and Gray (1997).
On both counts, it makes a significant contributtonthe extant literature. The next

section discusses the contributions made by thydb theory.

7.2  Contributions to Theory
Chapter 3 discussed the role of audit in produdegjtimacy in organisations and

society, the audit profession’s production and segkf legitimacy in society and the

market, legitimacy at the level of audit practiaed the rationale for using legitimacy
theory to inform the current research. The priteréiture pointed to the relevance of
legitimacy theory ideas for considering the reseapgestions underpinning this study.
The identification of key themes arising from tmeerview evidence then confirmed
legitimacy theory as an appropriate theoreticat [&r informing the analysis of the

findings. The next sections outline the theoretinsights to emerge from this study.

7.2.1 A Legitimacy Theory Perspective
According to van Peursem, Locke and Harnisch (200% accountancy profession

creates a manner of ‘self and communicatd®ut itselfthrough standards made
available to every auditor and the general pubktef to section 2.2.3). From the size
of the document, it is obvious that a significamtoaint of time and effort was put into
the discussion and writing of IAPS-1010 (internaéilty) which was later adopted in
New Zealand as AGS-1010. It is clear from AGS-1Gi@ IAPS-1010 that the
accountancy profession (both internationally andNew Zealand) are concerned that

environmental matters are becoming significant noirecreasing number of entities
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because these issues are of growing interest tasées of financial reports. It is also
clear that environmental matters can be complexraay therefore require additional
consideration by auditors. Moreover, concerns ffirenmental matters have also been
voiced outside promulgations such as AGS-1010 (in New Zealand) BxPS-1010
(internationally). Various accountancy professiobaldies (AICPA, 1992; ICAEW,
2000) and top ranking officers (Lickiss, 1991; 3yl®005) have urged practicing
auditors not to neglect environmental risk asseasma@d management as part of
corporate governance (refer to sections 2.1 and. 2rBormation that has been
communicatedvithin and outsidesuch audit guidelines suggests that the accountanc
profession does have a level of concern for enwremtal matters. That concern led to
the issuing of IAPS-1010 and its New Zealand cayateé AGS-1010 in order to assist
auditors to develop good practice by providing gnice on applying auditing standards
in cases when environmental matters are signifi¢anfinancial reports. However,
neither IAPS-1010 nor AGS-1010 has establishedrany basic principles or essential
audit procedures. Instead they both guide auditotie application of relevant audit

standards in the context of environmental matters.

As a credible professional body, NZICA shoudd doing, and should bseento be
doing, the right thing in protecting the public angst. Issuing AGS-1010 appeared
consistent with protecting the profession’s interéerefore, because environmental
matters are obvious issues of public interest., ¥@tnments made by members of the
New Zealand Professional Standards Board (refeettion 6.2.1) did not indicate that
the promulgation of AGS-1010 was prompted by angdémental concerns with
practice, or how NZICA was publicly perceived. Rathits issuance was in line with
NZICA’'s accepted policy to adopt international dumlj standards and guidance
statements. IAPS-1010 was issued as AGS-1010 to A&aland auditors without any
substantial changes. NZICA did not have any inptd the promulgation of IAPS-1010
by the IAASB; it merely accepted what was issuedheylAASB.

Although the issuing of audit standards and auditi@nce statements as a legitimacy
strategy is well noted in the literature, that ttyedoes not seem to provide any
explanation for the promulgation of AGS-1010 by BAL In the New Zealand context,
there was no evidence of any significant debatesimvironmental issues within the
profession. As indicated by members of the NzZICAfEssional Practice Board,

NZICA was merely following what had already beemeél@verseas i.e. they adopted a
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mimetic approach to maintain equivalence with glgaatners. Thus, at the level of the
audit profession, AGS-1010 doe®t appear to have served a role in supporting
legitimacy. This research evidence provides a eshtto much of the extant literature
that has discussed the promulgation of accountiagdsrds as a legitimation strategy

(refer to section 3.2).

On the other hand, the interview evidence indicéibed AGS-1010 has served a role in
supporting legitimacy at the level of audit praotiers’ (Carpenter & Dirsmith, 1993;
Dirsmith & McAllister, 1982; Power, 1992; 1995, Z)0 Evidence from this study
suggests that AGS-1010 is not effective in guidimg audit task (refer to sections 6.1
and 6.2); and that auditors are challenged in @jgect of their audit task (refer to
section 5.1). Amongst other things, they lack aderice in detecting environmental
matters in the first instance. They also are unablstay current with the prolific
environmental laws and regulations and are highiypetdent on other experts.
Additionally, they are concerned that the task ofliang environmental matters is
onerous, increasing the scope of the audit andrmihcreasing audit cost. Hence, there
is a tendency for New Zealand auditors to omit ¢besideration of environmental
matters for companies operating outside ‘envirortalgnrisky’ industries. Without
even considering its content, some auditors havweady deemed AGS-1010
unimportant by virtue of its nature as an auditdgoce statement rather than an audit
standard. Yet, a number of auditors admitted th@aSAL010 did serve a purpose as a
legitimating strategy. They perceived AGS-1010 iagg an impression to their clients
and others that environmental matters were beingogpiately considered in their
audits. This was typical of a ‘ceremonial confoymsymbolic strategy’ (Ashforth &
Gibbs, 1990; Richardson & Dowling, 1986) (refeisextion 6.3.2).

Therefore, the contribution this research makethéory is the identification of AGS-
1010 with a ceremonial/legitimation role at thedewf audit practitioners’. Although
the ‘ceremonial conformity symbolic strategy’ ideas come up before in the auditing
literature, the theory was extended by interviemdiings that illustrated a professional
legitimation strategy at work in the field of audg environmental matters and that the
researcher was able to link to the theoreticalomotif the expectation gap Il. This has
not been done before. The next section covers din¢ribution this study makes to
identifying the existence of the expectation gagSihecht & Waldon, 1992; Specht &
Sandlin, 2003).
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7.2.2 The Expectation Gap Il
One of this study’s significant contributions is itdentification of the theoretical

concepts underlying the expectation gap Il. Thaonoof the expectation gap Il was
first proposed by Specht & Waldon (1992), and dstmuing existence was confirmed
by Specht & Sandlin (2003). They noted differing pestations between
accounting/auditing standard setters and the pwifise interests they serve, and noted
that this overall expectation gap can be thoughafcomprising two elements: the
expectation gap | (the difference in expectatiohdirancial statement userand the
auditors) and the expectation gap Il (the diffeeent expectations aftandard setters
and the auditors). Section 6.3.3 identified thestexice of the expectation gap Il both in
the context of AGS-1010rhe consideration of environmental matters in tbditof a
financial reportand AS-304Audit materiality Specht and Waldon (1992) and Specht
and Sandin (2003) indicated that only the auditoesnselves were able to influence the
acceptance and implementation of an audit standdmeiever, their studies did not
examine the issues exemplifying the expectationlgapd the strategies for narrowing
this gap. Hence, another contribution made by shisly is the identification of issues
exemplifying the expectation gap Il and stratedarsnarrowing the gap (refer section
6.3.3). Important factors contributing to the gagrev the preconceived mindsets of the
auditors themselves; criticisms related to standatting boards across countries; and
the actual standard-setting process. Perhaps teesigmificant strategies for narrowing
the expectation gap Il are for accountancy profesdi bodies to involve more
practicing auditors in the standard-setting pro@s$ also to better serve, facilitate and
support the needs of its members. Such an appmaglid ultimately serve and protect
the public interest. In reality, there is more le trole of the accountancy professional
bodies as audit regulators than just issuing aitditdards and guidelines. Setting audit
standards should not be seen as a regulatoryradbér it should be seen as a means of

benchmarking best practice.

To sum up this section, this study (i) contributieghe literature on the legitimatising
aspects of audit which, according to various comaters, is currently under-
researched and under-documented (Humphrey, 2008erP@003); and (ii) draws on
insights from legitimacy theory to extend the thetimal concept of the expectation gap
II, with significant implications for the role ofudit in governance and society. Prior

literature has considered the expectation gap Ihbstlargely ignored the expectation
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gap ll, to the detriment of a better understandihgudit practice. A greater awareness
of the expectation gap Il has significant implioas for standard setters and for
accountancy professional bodies wishing to sereentteds of their members whilst, at
the same time, protect the public interest. The segtion discusses the contribution of

this study to policy and practice.

7.3  Contributions to Practice and Policy
The evidence from this study suggests the followangential contributions to practice

and policy. The next section discusses the coritabsi made to audit practice.

7.3.1 Contributions to Practice
The research evidence from this study focusestaitean current practices in the audit

of environmental matters. Presently, current gdnaudit practice covers four main

components: the business risk approach; profedsjadgement on materiality; the

application of accounting and auditing standardsj eelying on the work of other

experts (refer to sections 2.2 and 5.2). The migsifeant concerns arising from the
interview evidence for each of the four main comgride were as follows: (i) the

business risk approach is managerialistic in itsrmation, a concern that Gray (2000b)
argued offered little or nothing to corporate acdability; (i) auditors must depend to
some extent on the work of other experts because¢heif lack of expertise in

environmental matters; (iii) there is no explictcaunting standard on environmental
matters and auditors confirmed that they tendecbfier to the accounting standard on
‘provisions, contingent liabilities and contingeadsets’; (iv) generally, the preference
of auditors is to apply quantitative criteria whassessing materiality; the general
perception among auditors is, therefore, thatviremmental matters (or any other audit
issue) cannot be quantified then they are congiderée immaterial and do not warrant
separate disclosure or verification. This is peshdpe most fundamental factor
impairing the consideration of environmental mattén auditing financial reports,

revealed by this study. Unless the above fundarheatecerns for the four components
of audit practice are improved, auditors are exgpghemselves to potential legal
liability. Sections 6.1 and 6.2 discussed the neseavidence on the effectiveness of
AGS-1010 in guiding current practice. The conclasaorived at was that AGS-1010 is
not effective. This may be the consequence of dadis control of the audit standards-

and guidelines-setting process and their failureinwolve auditors, whose early
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participation would draw attention to the issuesaifcern that need to be factored into

the process.

New Zealand auditors indicated during the reseant@rviews that environmental
matters are one of the many audit issues they ttadeal with, and that the approach
they follow is similar to resolving all other aud#sues. The research evidence on
current practice in the consideration of environtakemmatters in financial reports
provides an insight into auditors’ general practicegardingll audit issues. If they are
currently perceived as being under-responsive tadsvanvironmental matters, can they
be expected to respond adequately to the signifimathcoming challenge of carbon
accounting, which is in many ways similar in nattoethe challenges of auditing
environmental matters, albeit even more complex1C®Zand other accountancy
professional bodies around the world need to revdawent practices and benchmark
best practices in order to improve public stakebiolhd shareholder confidence in the

work of auditors, thereby potentially reducing icigms and litigation against them.

The auditors who were interviewed identified sonpecsic strategies to improve
current practice and meet better the espoused @irA&S-1010. They suggested that
auditors should make an effort to develop spe@édlexpertise in environmental matters
and acquire specialised knowledge of the indusinesghich their audit clients operate.
This is expected to improve their risk assessmevtigsh, in turn, should improve their
audit planning decisions (refer to section 6.4)e Huditors also felt it necessary for
NZICA and other accountancy professional bodiegssae an accounting standard to
guide the measurement, recognition and full dissl®sof environmental matters
regardless of the quantum involved. Further, a weasl expressed for the accountancy
profession to be proactive in educating accountantgarious auditing and accounting
issues pertaining to environmental matters (refesetction 6.4). This suggestion echoes
the concern raised by Swift & Humphrey (2000a) tthet accountancy professional

body should act as a “trade association” serviegrterests and needs of its members.

Most significantly, the interview findings revealadmuch more fundamental problem.
Generally, current and common audit practice islled with issues of concern, and
inadequacies. As well as potentially allowing eamimental matters to be overlooked,
these deficiencies could lead to other audit isba@sy ignored. For auditors to be more

effective in their audit practice (and in protegtitme public interest), audit methodology
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needs a major review and re-vamp, and the audit@mselves need to change their
attitudes and mindsets in their approach to auglitifhe next section considers the

contribution of this study to policy.

7.3.2 Contributions to Policy
Public sector auditors are compelled by the Locavg&nment Act 2002 to consider

environmental matters for every audit, are so atensively trained to search out
environmental matters in their audits. The findirgjsthis study revealed that these
public sector auditors conduct the most rigorousn@ration of environmental matters
in published financial reports, setting best pctstandards from which all auditors
and NZICA have much to learn. This suggests thahae stringent legislative

framework, similar to that already governing puldector audits, may offer the greatest
potential to redirect practice in the private sectwt only for financial auditors, but

also for accountants and company directors. Thee@owent has the potential to act as

a change agent in promoting this by:

(1) mandating company reporting on environmentalttens via the Financial
Reporting Act 1993

(2) compelling company directors to manage andrtemo environmental matters
by way of the Companies Act 1993

(3) Imposing substantial financial penalties ($000;s and perhaps a jail sentence)
for non-compliance with the legislated requiremenitthe Companies Act 1993
and the Financial Reporting Act 1993, thus presgugompany accountants and
directors to consider more seriously and urgentigirt responsibilities for

managing and reporting environmental matters.

To support such legislative changes, NZICA couldof the lead of the Auditor
General in prioritising and mandating the audien¥ironmental issues for all company
audits by issuing an audit standard on environnhengdters (refer to section 6.4.2) in

place of the current audit guideline.

Putting pressure on accountants, directors andtaadio manage, report and audit
environmental matters in accordance with legislatedndates (via the Financial
Reporting Act 1993 and the Companies Act 1993)amdudit standard (from NZICA)

would propel environmental matters to the centagestof the practice and professional
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agenda. This would place pressure on the accountprafession to develop the
technical competency of all accountants and awslitoregard to environmental matters
(refer to section 6.4.2). This perhaps is the @nyificant strategy that would force the
accountancy profession and company directors teiden and safeguard the public

interest in environmental matters for the collegtivell-being of society.

7.4  Limitations of the Study
The findings and conclusions of this study shoudddonsidered in the light of the

relevant research limitations discussed below.

This is a qualitative interview study and the papthnts were selected based on their
availability (refer to section 4.5.4). A numberaafditors who were initially approached
did not wish to participate. However, every effaids made to gather the views from
senior auditors (partners and managers only) fibthe@major firms in New Zealand in
order to seek a range of perspectives. The resahad no prior knowledge of the
extent of the research participants’ involvement axperience in environmental

matters, so this approach introduced an elemeranofomness in the selection.

AGS-1010 is similar in all material aspects to IAPEO0 and AGS-1036The
consideration of environmental matters in the augfita financial report(issued in
Australia). However, AGS-1010 may differ from thed& guidance or standards issued
on environmental matters in other countries, saatstext is specific to New Zealand.
Nevertheless, there is a dearth in the extantatiiee on auditors and environmental
matters: hence, this study may provide the impatus background for similar studies

to be conducted in other countries.

This study’s general reflection on issues suchasdsird-setting, professional education
and the need to exercise auditor judgement werecloleed in the context of
environmental matters. However, particular issugsntified from such reflections
warrant further examination in other audit reseazohtexts. The next section makes

suggestions for future research.
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7.5 Recommendations for Future Research
Every completed study will lead to some suggestidios future research.

Recommendations to emerge from the study repoeesldre as follows.

The research evidence from this study indicated imeffective audit standards and
guidelines are possibly the consequence of ineffecudit standards- and guidelines-
setting processes. This accords with other liteeain which audit standard setters and
the standard/guideline-setting process have bedicised (Baker, 1993, 2004,
Carmichael, 1995; McEnroe & Martens, 1998; Sikkallmbtt, & Lowe, 1989; Walsh,
2000) (refer to section 2.2.3). However, little gasch has so far been conducted to
identify improvements and further developments wmdspnt practices. Hence, further
research on different aspects of audit standardggartdelines setting is recommended.
This would provide deeper insights and greater tstdeding of what actually takes

place in the auditing standard-setting process, tharrowing the gap in the literature.

Auditors invariably rely on the work of other spaasts, however AS-608Jsing the
work of an expertdoes not provide any of the standard requiremfentsupporting the
practical questions raised by Landes, the DireofoAuditing and Attestation at the
AICPA (Cheney, 2005) (refer to section 6.2.3). Lesidvas concerned that practical
guidance given to auditors relying on experts mbhg but of date and weak, not
recognising what’s happening in the work of usingests and specialists today”
(Cheney, 2005, p. 14). Hence there is scope fardutesearch to provide answers to the
questions raised by Landes and to define more Igléhe boundary between the

auditor’s position and the expert’s position thatrently is somewhat blurred.

The research findings indicated that public seatatitors are setting the standards of
best practice in the audit of environmental mattdfsture research should be
undertaken to understand better their audit metloggan the audit of environmental

matters. This would be beneficial to financial dod beyond the public sector, and
might establish a framework for considering furtdeectives (or standards) to ensure a

more widespread movement towards best practid@sratea.

Since the extant literature on the research tapiamited, the researcher suggests this
study be replicated in other countries, in ordedé&bermine whether those countries
following different guidelines fare better, and \ler New Zealand auditors can,

therefore, learn something from other countries.
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7.6  Concluding Remarks
This study has addressed a gap in the literatuadereto auditors’ consideration of

environmental matters in the audit of financialoep. It has also made a unique and
important contribution to examining the practicek dew Zealand auditors and
soliciting their views on the issues and concehey tface. The findings shed light on
some interesting aspects of practice in the addégneironmental matters in financial
reports, as well as offering reflections on thensigance of AGS-1010 for audit
practice in New Zealand. The findings raise isstegmrding the role and duties of
auditors in regards to environmental matters amdaigoing challenges they face in
balancing the expectations of society — as reftedig standard setters — and the

practicalities of working at the margins of theiofessional knowledge and judgement.
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APPENDIX 1: JOURNAL PUBLICATIONS AND
CONFERENCE PRESENTATIONS

Please note that the following completed papere lh@en subjected to peer-review.

Journal Publications

Chiang C. (2007). Environmental matters in the toflifinancial reports. Chartered
Accountants Journal, v 86/4, p. 44.

Chiang C. (2006). Auditors’ perceptions of enviramntal issues; and its implication for
the consideration of environmental matters. Newlateh Journal of Applied
Business Research, v 5/2, p. 17-24.

Chiang C. and Lightbody M. (2004). Financial auditand environmental auditing in
New Zealand. Managerial Auditing Journal, v 19/224-234.

Conference Presentations

Chiang, C (2008). Guiding best practice or legitimga current practice? An
examination of AGS-1010 on the consideration ofiemmental matters in the
audit of a financial report. A paper to be presérae the 20th Asian-Pacific
Conference on International Accounting Issues, Ndyer 9 — 12; Paris, France.

Chiang, C. and Northcott, D. (2008). Audit matetyaand environmental matters in
financial reports: Some interview evidence. A pgpesented at the 2008 North
American Congress on Social and Environmental Aoting Research (1st
CSEAR Summer School in North America), Concordiaversity, July 7-9,
Montreal, Canada.

Chiang, C. (2007). The consideration of environraematters in financial reports:
Some preliminary evidence on current practices.afep presented at the 5th
Asia Pacific Interdisciplinary Research in Accougti(APIRA) Conference,
July 8-12, Auckland, NZ.

Chiang, C (2005). Auditors’ views on the significanof environmental matters and
their impact on the audit function. Some New Zedlavidence. A paper
presented at the Accounting and Finance AssociatioAustralia and New
Zealand (AFAANZ) Conference, 3-5 July, Melbourneisfalia.

Chiang, C. (2005). Financial auditors and environtale matters: A review of the
literature. A paper presented at th® Australasian Centre for Social and
Environmental Accounting Research (CSEAR), March-3ril 1, Melbourne,
Australia.

Chiang, C. (2002). An analysis of the role of NZaincial auditors and the degree of
their involvement in environmental audits. A papegsented at the Accounting
and Finance Association of Australia and New ZealgkFAANZ) Conference,
July 8-10, Perth, Australia.
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APPENDIX 2: INFORMATION FOR PARTICIPANTS
[DATE]

Dear [PARTICIPANT],

| am a Senior Lecturer in the Auckland UniversifyT@chnology’s Business Faculty
and am currently undertaking research towards niy; Rér which | am also a recipient
of NZICA’s PhD Scholarship. I am writing to requesiur assistance in this research
project. My principal supervisor is Professor Delbrthcott and my advisor is
Professor Keith Hooper, both of the Business Fwgcatt Auckland University of
Technology.

The aim of this project is to understand currerdcpce in regard to the audit of
environmental matters in financial reports. Thigject is exploratory and involves
collecting the views of audit practitioners in Negaland. Views will be sought on
auditors’ current practices and any issues andliestggs faced in carrying out these
audits. The results of this research will assiditapractitioners to benchmark their
current practice in regard to the audit of envirental matters in financial reports and
to identify potential improvements to audit perfamae.

It would be much appreciated if you could taketihee to comment on issues related to
the PhD topic and any other information that masishsme with the research study in
an interview discussion which should not take amyenthan an hour.

Should you be happy to offer your comments, you assured of complete
confidentiality. Raw data (interview tapes and ds)awill be kept secure. The research
data will be available only to me and my principapervisor. Results of the study will
be published in aggregate form via the doctoraditheacademic papers and conference
presentations. Participants will be identified oblygeneric job titles without disclosing
their institutional affiliations. This study hashetal approval from the Auckland
University of Technology Ethical Committee (AUTE@&ference no: 05/84 dated 16
May 2005). Any concerns you may have regardingcthreduct of the research should
be notified to the Executive Secretary, AUTEC, Made Banda,
madeline.banda@aut.ac.n917 9999 ext 8044.

Yours sincerely,

Christina Chiang

Senior Lecturer, School of Business

AUT University

Private Bag 92006

Auckland 1020

New Zealand

Office: WF938, § Floor, WF Building, 42 Wakefield Street, Auckland
Email: christina.chiang@aut.ac.nz

Phone: 09-921 9999 ext 5720; Facsimile: 09-921 9990
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APPENDIX 3: CONSENT TO PARTICIPATE IN RESEARCH
Title of Project: The audit of environmental matters in financeports: &[ﬂ]'ﬁ'

Views of New Zealand audit practitioners on cutngna ===
Project Supervisor: Professor Deryl Northcott

Researcher: Christina Chiang

| have read and understood the information provetaalt this research project
(Information Sheet dated ..... )

| have had an opportunity to ask questions anate them answered.
| understand that the interview will be audio-tajped transcribed.

I understand that | may withdraw myself or any mfation that | have provided
for this project at any time prior to completiondzta collection, without being
disadvantaged in any way.

If I withdraw, | understand that all relevant taesl transcripts, or parts
thereof, will be destroyed.

| agree to take part in this research.
| wish to receive a copy of the final report fronetresearch: tick one: Yés
N

| understand that published data will not repoettlames or affiliations of
informants and will use generic job titles only.

Participant SIgNatUIe: ..o e e e e e e

Participant name: .
Participant contact detalls (|f approprlate)

Approved by the Auckland University of Technology Ehics Committee on 16 May
2005, AUTEC Reference Number 05/84

Note: The Participant should retain a copy of tars.
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APPENDIX 4: INTERVIEW GUIDE

1. How do you perceive your own awareness of environalenatters?

2. What is your perception of auditors’ general awassnof environmental matters
for accounting and auditing purposes?

3. How do you generally perceive the consideratiorefironmental matters in
the audit of financial reports?

4. In your view, what are the perceptions of auditors the significance of
environmental matters to their practice and alsihéir clients?

5. What is your perception of the current role of &oidi in the audit task?

6. What common approach and practice do you undertaken auditing
environmental matters?

7. Do you apply, and how do you apply the followingests in audit practice to
the audit of environmental matters: (1) the busmesk assessment approach in
planning; (2) assessment of materiality levels,a@lication of accounting and
auditing standards and (4) reliance on the worgxplerts?

8. Do you face any challenges in the audit of envirental matters? If so, what
might they be?

9. Does AGS-1010 impact current practice and if ssyho

10.How may current practice may be improved and furtieveloped to meet better
the espoused aims of AGS-10107?

Closing Questions

11.Have | omitted any questions that in your opiniore amportant for
understanding the audit of environmental matters?

12.Who do you recommend | interview next?
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