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AUDIT JUDGMENTS OF REVALUED NON-CURRENT ASSETS
by
J.D. Goodwin
The revaluation of non-current assets has become an accepted accounting practice in many
countries including the United Kingdom, Australia and New Zealand. This practice has
iPlplications for the external auditor who must decide whether to accept a valuation as
reasonable and how much evidence to collect to support the decision.

This thesis

represents the ftrst study to examine audit decision making in this area.

Because of the absence of prior research, a series of structured interviews was undertaken
with audit partners to identify the main audit issues. The results of these interviews,
together with the relevant literature, were used to identify some of the factors that may
impact on audit judgments concerning revalued assets. Hypotheses were developed and
two complementary experiments were designed to test them. These were based on the
premise that client management may be motivated to revalue in order to improve the
appearance of the balance sheet, thereby increasing the inherent risk of misstatement. A
2 x 2 between-subjects design was used for both experiments, and the dependent variables
measured were estimates of the planned audit hours to be spent on the revalued assets and
likelihood judgments that the valuations would be accepted as reasonable.

Experiment One considered the situation where auditors are faced with two conflicting
risks which are likely to exist simultaneously in the audit environment. These were the
threat of litigation arising from the client's breach of a debt covenant and the risk of losing
the client. The study examined auditors' responses to high and low levels of these risks
on the audit of revalued owner-occupied property and an investment property. For the
planned audit hours, results indicated a strong interaction effect between the two factors,
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with auditors planning to spend significantly more time on the audit of revalued assets
when both the risk of breaching a debt covenant was high and the risk of losing the client
was low. Similar results were found for the likelihood judgment that the valuations would
be accepted as reasonable, except that for the investment property the results were only
marginally significant.

Experiment Two examined the impact of a proposal to issue shares to the public and the
competence of the independent valuer on the audit of four classes of non-current assets.
Results indicated that auditors would plan to spend longer on the audit of revalued assets
when the client proposed to make a share issue and also when the competence of the
valuer was lower. They were also less likely to accept the valuations as reasonable in
these cases. However, an interaction effect between class of asset and competence of the
valuer indicated that concern with some aspects of the evidence could override subjects'
sensitivity to the competence of the valuer.

An additional finding was a significant

experience effect for the likelihood judgments, based on the number of audits, in which
subjects had been involved, that had included asset revaluations.

More experienced

subjects were more likely than less experienced subjects to accept the valuations as
reasonable.

Key words: audit judgment; asset revaluations; non-current assets.
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CHAPTER 1
INTRODUCTION

1.1 Background

During the last two decades, considerable research has been undertaken concerning auditor
judgment and decision making. This has resulted in the development of a large body of
literature relating both to the decision making process in general and to the exercise of
jlldgment pertaining to specific audit tasks (for example, see reviews by Libby and Lewis,
1977, 1982; Felix and Kinney, 1982; Ashton et al., 1988; Libby and Luft, 1993). Audit
issues that have been studied include internal control evaluations, analytical review
judgments, going concern judgments, risk assessment and materiality judgments and also
more specific tasks such as the review of financial forecasts and the evaluation of
contingent loss disclosure.

The research in this thesis focuses on a specific audit task that, to date, has not received
the attention of researchers. This task is the assessment of the reasonableness of the
amounts recorded in financial statements for revalued non-current assets.

The revaluation of non-current assets has become an accepted accounting practice in many
countries including the United Kingdom, Australia and New Zealand, with many entities
revaluing fixed assets such as land and buildings on a regular basis (Glautier and
Underdown, 1991; Whittred and Chan, 1992; Wilson, 1992). These revaluations have
implications for the auditor who must express an opinion on the truth and fairness of a set
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of financial statements. Traditionally, fixed assets have been regarded as a low risk audit
area, requiring the application of routine verification procedures. However, when these
assets have been revalued, the inherent risk of their misstatement is increased and the
transaction-based procedures appropriate to a pure historical cost system are no longer
adequate.

Instead of verifying purchase prices and the calculations for accumulated

depreciation, the auditor must assess the reasonableness of the valuations for financial
statement purposes. This will usually involve relying on the work of an external valuer
who has been appointed by the client to undertake the valuations. Auditors must ensure
that, should the valuation be questioned, their decision can be justified to others.
Judgments are therefore required concerning the nature and quantity of evidence that
should be gathered in order to justify the acceptance or rejection of a valuation. The
choices available to the auditor range from complete reliance on the valuer, with no
additional evidence being obtained, to no reliance on the valuer, with the auditor obtaining
an independent valuation.

In between these two extremes are numerous alternatives

concerning the extent of evidence obtained, the nature of the evidence and how the
evidence is used to make a decision.

1.2 Goals of the Research

It is generally accepted that the ultimate objective of audit judgment research is to improve
decision making (Ashton, 1983; Ashton et al., 1988; Libby, 1981 and 1991). In order for
this goal to be achieved, however, audit decision making must, first, be understood and,
second, be evaluated. Thus, according to Ashton (1983), the three principal reasons for
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conducting research in this area are to understand, evaluate and improve auditors'
decisions.

As the ftrst study to examine auditor judgments concerning revalued non-current assets,
the objective of this thesis is to increase our understanding of audit decision making in this
area. The research therefore follows a descriptive approach, examining "how auditors
make decisions" (Ashton et aI., 1988, p.l02). Gibbins and Jamal (1993) suggest that, as
a preliminary to theory development in a professional accounting setting, research should
be focused on a complex task, and using a variety of methods, a thorough understanding
of that task should be developed. This study aims to provide such an understanding by
identifying some of the factors that may impact on decision making in this area and testing
the effect of these factors both on the audit process and also on decision outcomes
concerning revalued assets.

More specifically, this thesis makes a number of both theoretical and practical
contributions to the literature. These can be summarised as follows:

(a)

as the first study to examine the audit of revalued assets, it identifies some critical
factors that appear to affect audit judgments in the area;

(b)

it increases our knowledge of the effect on audit judgments of conflicting risk

factors in the audit environment;
(c)

it extends the current research on justiftcation by examining the effect, on both the

audit process and on decision outcomes, of pressures from audiences with differing
views;
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(d)

it extends the current research on source credibility/reliability to the situation where
the auditor is relying on the work of an independent expert appointed by the client;

(e)

it enhances our understanding of the pressures that may impact on auditor
independence;

(t)

by using subjects drawn from the public sector for one of the experiments, it
extends the audit judgment research in this sector, which has previously received
little attention from researchers.

1.3 Research ApprQach

Because there have been no prior research studies concerning auditor judgments for
revalued assets, an initial exploratory study was fIrst undertaken to establish the current
state of the art. According to Felix and Kinney (1982), this type of research attempts to
identify the current behaviour of auditors. Structured interviews were conducted with audit
partners (from the private sector fIrms) and directors (from Audit New Zealand, the
government audit offIce).

Following this preliminary study, two experiments were

undertaken and these form the central part of this thesis. The fIrst experiment involved
partners and managers from the Big Six audit fIrms while the second involved directors
and managers of Audit New Zealand. The hypotheses tested in the experiments were
developed both from the relevant literature and from the findings of the structured
interviews. The research instruments used in each of the experiments were both original
and were generated by the researcher. The case study used in Experiment One related to
a listed manufacturing company that had revalued its owner-occupied property and an

.. ~ ~ -.-:: ~
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investment property. Experiment Two involved a port company that had revalued its land,
buildings, wharves and harbour structures, and infrastructural assets.

1.4 Research Context

A number of professional standards and guidelines impact on auditors' judgments
concerning the audit of revalued non-current assets. These include the financial reporting
standards and the auditing standards and guidelines of the New Zealand Society of
A~countants

(NZSA) and the asset valuation standards of the New Zealand Institute of

Valuers (NZIV). In order to set the research in its context, the relevant aspects of these
standards are summarised as part of the literature review in the next chapter.

1.5 Structure of Thesis

Chapter 2 contains a review of the various bodies of literature relevant to the research in
this thesis. First, the various professional standards are summarised, followed by a brief
overview of the literature that discusses the application of these standards. Next, the
accounting policy choice literature concerning asset revaluations is examined. This is
followed by a review of the relevant audit judgment literature. This is divided into a
number of subsections, commencing with a summary of the goals of this type of research,
followed by a discussion of theory development.

The next subsection reviews some

descriptive studies of various aspects of the audit process, which influenced the
development of the two studies undertaken in this thesis. The remaining subsections
examine the factors that may influence the collection and evaluation of evidence relating
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to revalued assets, such as risk assessment, justification and accountability, auditor
independence and source credibility.

Chapter 3 summarises the major fmdings of the interview survey undertaken to gather
preliminary information concerning the audit of revalued assets and to provide input to the
two experiments which form the central part of this thesis. Because these interviews were
not the main purpose of the thesis, the detail is reported in Appendix A, with only a
summary provided in Chapter 3.

Chapters 4 and 5 contain the two experimental studies that were conducted for this thesis.
The chapters outline the development of hypotheses, the research methods including
design, variables, research instrument, subjects and procedures, and the results of each
study. Experiment One examines the impact of the risk of breaching a financial covenant
and the risk of losing the client on the audit of revalued property assets owned by a
manufacturing company. Experiment Two examines the effect of an intention to issue
shares to the public and the experience of the valuer on the audit of various revalued assets
owned by a port company.

Chapter 6 summarises the main findings of the two studies and discusses their limitations.
It also outlines the key contributions of the research and considers opportunities for future
research.

There are four appendices to the thesis. Appendix A contains a more detailed discussion
of the results of the structured interview survey, while details of the research instruments

,
I
!
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used for each experiment are provided in Appendix B and Appendix C respectively.
Appendix D summarises the responses to an additional question in Experiment Two
concerning subjects' views on the main audit issues in the study.

Responses to this

question assisted in the interpretation of the results discussed in Chapter 5.
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CHAPTER 2
LITERATURE REVIEW

2.1 Introduction

This chapter reviews a number of literatures that are relevant to the research in this thesis.
First, a brief summary of the relevant professional standards and guidelines is provided in
section 2.2. This is followed, in section 2.3, by an overview of the professional accounting
literature which discusses the application of these standards to asset revaluations. Section
2.4 contains a review of the accounting policy choice literature concerning revaluations.
This literature is important because it alerts the auditor to the possibility of management
bias concerning revalued amounts reported in financial statements.

Following these two overviews, section 2.5 contains a review of the relevant human
information processing literature in auditing (often called 'audit judgment' research). This
is the primary body of literature relevant to this thesis.

Because of the diverse and

extensive nature of this literature, only those aspects that are pertinent to the research
undertaken in this thesis are reviewed. Much of this literature has been developed or
adapted from the judgment and decision making research in the domains of cognitive and
social psychology, and where necessary, reference is also made to these literatures.
Finally, in section 2.6, the major points of relevance for this study are summarised.

9

2.2 Professional Standards

In order to place the research in its context, this section contains a brief summary of the
various professional standards and guidelines that may impact on auditors' judgments
concerning the audit of revalued non-current assets. Only those aspects of the standards
that are directly relevant to the research in this thesis are discussed.

2.2.1 Financial Reporting Standards
2.2.1.1 SSAP-28: Accounting for Fixed Assets
This statement, which became operative for financial statements covering periods
commencing on or after October 1991, establishes principles to be followed under both the
pure historical cost and modified historical cost systems. When modified historical cost
is used, the statement recommends systematic revaluation for an entire class of assets,
preferably on an annual basis. It does, however, permit cyclical revaluations so that each
class of assets is revalued at least once every three years. Valuers undertaking valuations
for financial statement purposes should be professionally qualified and have experience in
both the location and the type of asset being valued. SSAP-28 also requires the NZIV
Asset Valuation Standards to be adhered to when preparing a valuation. Where a client
employs its own qualified valuer, that valuer can undertake the valuations provided the
basis of valuation has been reviewed by an independent valuer (Paras. 4.14-4.15).

Revaluations should be undertaken on an existing use basis and should normally be at net
current value, which is defined as "the price for which an asset might reasonably be
expected to be sold at the operative date, less the costs of disposal that could reasonably

..... -: .. -.
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be anticipated" (Para. 3.8). It is stressed in SSAP-28, however, that the carrying amount
should not exceed recoverable amount, which is the amount of net cash inflows expected
to arise from the asset's use and/or disposal.

The standard warns that government

valuations may be substantially different from net current values and should only be used
when an independent valuer has confirmed that they are in fact appropriate for financial
reporting purposes (Paras. 4.16-4.17).

There are a number of disclosure requirements concerning revaluations, including details
relating to both the valuations and the valuer undertaking them (Para. 5.15). The auditor
should ensure that these requirements have been complied with before giving an
unqualified opinion.

2.2.1.2 SSAP-17: Accounting for Investment Properties and Properties
Intended for Sale
This statement requires investment properties to be carried in the balance sheet at their net
current value. No depreciation expense is to be charged but properties should be revalued
annually by an independent valuer. As with fixed assets, the valuation should be prepared
in accordance with NZIV Asset Valuation Standards.

Further, the valuer should be

qualified and have experience in both the location and category of investment property
being valued (Paras. 4.12-4.13). The standard recommends, as the preferred method, that
changes in the value of investment properties be recognised in the income statement as
they occur. It also permits, as an acceptable alternative, recognition as a movement in
revaluation reserves.

Where the first method is used, the change in value should be
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disclosed separately following profit after extraordinary items, and should be clearly
identified as unrealised (Paras. 4.17-4.20).

2.2.2 Auditing Standards and Guidelines
2.2.2.1 AS-5 - Work Performed by Other Auditors and Experts
This standard stresses that, when relying on the work of an expert, the auditor continues
to be responsible for fonning and expressing an opinion (Para. 5). An "expert" is defined
as a "person or firm possessing special skill, knowledge or experience in a particular field
b~yond

that normally found in an audit firm" (Para. 5.3). Thus, the definition can be

applied to an external valuer even though he/she has been appointed by the client rather
than by the auditor.

The standard sets out the procedures that an auditor should undertake when relying on the
work of an expert.

The auditor should first be satisfied with the expert's. technical

qualifications and with his/her relationship to the client (Paras. 5.8-5.9). If the auditor
knows in advance that an expert's work is to be relied upon, communication should be
made with the expert to clarify a number of issues.

Those issues relevant to asset

valuations include items the auditor expects to be included in the expert's report, the
intended use of the expert's work by the auditor and the assumptions and methods to be
used by the expert. If the expert's work has already been completed, as is likely to be the
case with many valuations, the auditor should ensure that any communication with the
expert also covers these issues (Paras. 5.10-5.11).
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A number of considerations should be made by the auditor when evaluating the work of
the expert. These include the source data, assumptions and methods used by the expert
and the result of the expert's work relative to the auditor's knowledge of the client's
business. In considering whether the source data used is sufficient, relevant and reliable,
the auditor may use such procedures as making enquiries of the expert and conducting
appropriate tests of data provided by the client. The standard points out that, while the
assumptions and methods used are the responsibility of the expert, the auditor should gain
an understanding of them to determine that they are not unreasonable based on his/her own
knowledge of the client (Paras. 5.12-5.14).

2.2.2.2 AS-8 - Audit Evidence
This standard stresses that the auditor should obtain sufficient and appropriate audit
evidence to enable reasonable conclusions to be drawn on which to base an opinion (Para.
8). Sufficiency relates to the quantity of evidence while appropriateness relates to the
relevance and reliability of the evidence. Because audit evidence is rarely conclusive, it
is a question of judgment as to what constitutes sufficient appropriate evidence in each
case. The auditor's judgment is influenced by factors such as risk, materiality, background
knowledge and type of information available (Paras. 8.2-8.4).

As far as asset valuations are concerned, it is the performance of substantive procedures
that is relevant (para. 8.6).

Specifically, the auditor should obtain evidence to gain

assurance that the asset is recorded at an appropriate carrying value. In assessing the
reliability of evidence, the auditor should consider both its source and its nature. Some
general guidelines are given in the standard, those applicable to asset valuations being that
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external evidence is more reliable than internal, evidence obtained directly by the auditor
is more reliable than that obtained indirectly, and written evidence is more reliable than
oral evidence.

Further, the auditor's level of assurance is increased when evidence

obtained from different sources is consistent (Paras. 8.8-8.9).

It is acknowledged in the standard that the cost of obtaining the evidence should be related
to its usefulness. This means that an audit should be efficient and judgment must be
exercised to determine when sufficient evidence has been obtained. However, it is stressed
that cost is not in itself a valid reason for omitting an audit procedure (Para. 8.10).

2.2.2.3 Auditing Guidelines Concerning Audit Risk
Two auditing guidelines concerning audit risk include aspects that are relevant to the audit
of revalued assets. These are AG-14, Materiality and Audit Risk and AG-21, Inherent
and Control Risk Assessments and Their Impact on Substantive Procedures. AG-14
defines audit risk as the risk that an auditor may give an inappropriate opinion on financial
information that is materially misstated. Inherent risk, the susceptibility of an account
balance to misstatement, should be assessed at both the financial statement level and the
account balance level (AG-21 Para. 8). Of the numerous factors that should be considered,
some are particularly relevant to non-current asset revaluations. For example, at the
financial statement level, the integrity of management and any unusual pressures on
management should be evaluated. At the account balance level, the amount of judgment
involved in determining the balances should be assessed. These considerations suggest that
inherent risk is greater when an asset, which has been previously recorded at its historical
cost, is revalued. Further, asset revaluations would generally not be embraced by normal

I
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internal control procedures and thus control risk is also high. When both inherent and
control risk are high, detection risk should be low (AG-14 Appendix) and this should
influence both the nature and extent of substantive procedures (AG-2l Para. 34). It can
be concluded from these guidelines that the nature and extent of audit evidence gathered
to support a revaluation should be directly related to the auditor's assessment of the
inherent risk associated with the valuation.

2.2.3 Asset Valuation Standards (NZIV)
These standards are in the form of guidance notes (GN) with accompanying background
papers (BP). They cover such issues as the valuer; the valuation of land and buildings, the
valuation of plant and machinery, the valuation report and the valuer's relationship with
the auditor.

The valuer should be appropriately qualified and have suitable experience and competency
both with regard to the location and category of the asset being valued (GN2 Para. 1). The
valuation of land and buildings occupied by the client should generally be undertaken on
the basis of market value for existing use, or where this cannot be assessed, on a
depreciated replacement cost basis (GN3 Para.1O). If the valuation exceeds recoverable
amount, then the latter should be used in financial statements. However, the standard
stresses that recoverable amount will normally be assessed by the client rather than the
valuer (GN3 Para. 3). Plant and machinery, if not based on original cost, should be valued
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at value to the business, which is the lower of net current replacement cost or recoverable
amount. (GNlO Para. 2)1.

The valuation report or certificate should set out the instructions received from the client
and the use the client proposes to make of the valuation. The report should include both
the date of valuation and the date of inspection, the basis of valuation, information
affecting the valuation and any assumptions made (GN4). The accompanying background
paper stresses that assumptions should be kept to a minimum (BP4 Para. 3).

The standard relating to the relationship of a valuer· with the auditor stresses that, while the
two professionals should be independent, they should exhibit "a spirit of mutual
understanding and co-operation" (GN9 Para. I). While an external valuer is not under any
legal obligation to comply with an auditor's request for information, it is in both the
client's and the valuer's interests to do so (GN9 Para. 8). The valuer should therefore
cooperate reasonably and responsibly when approached by the auditor. The standard points
out that the auditor is not undertaking a valuation but is checking the basis on which the
valuation has been made. The auditor is likely to enquire about the basis of valuation, the
facts relied on and any assumptions made rather than on the subjective aspects of the
valuation (GN9 Paras. 10-11).

It should be noted that there are some differences between the requirements of these standards and
SSAP-28 issued by the NZSA. The NZIV Standards are currently under review in order to remove
these inconsistencies.

' •... ">
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2.3 The Professional Literature Relating to the Audit of Revalued Assets

Locke (1990a, p.67) argues that "the reliance by the auditor on valuations of property and
other fixed assets provided by other parties requires careful scrutiny".
importance,

accordin~

Of particular

to Locke (1990b) is the need to verify the expertise of the valuer,

both with respect to professional qualifications and to specific experience with the type of
asset being valued.

Horsley (1990) contends that valuers should be asked by clients to include sufficient
information in their reports to satisfy the auditor.. He states that "such information may
include, for example, support for significant assumptions, market analysis, comparable sales
and capitalisation or discount rates used". If this information is not included in the report,
Horsley argues that arrangements should be made for the auditor to have access to the
valuer's supporting documentation so that the basis of valuation, the facts relied on and
any assumptions can be checked.

Wood and Chung (1992) divide the auditor's review of a valuation into two components
relating, first, to an evaluation of the valuer and, second, to a review of the valuation
report. Following AS-5, they stress the need for the auditor to consider the valuer's
qualifications, reputation, experience and independence.

As far as the report itself is

concerned, auditors should review such issues as the basis of valuation, sources of
information and any assumptions made. Building details such as leases, rental payments
and tenancies should be verified against the client's own records and any calculations in
the report should be randomly checked. Wood and Chung also point out that the auditor
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has the right to request from the valuer work papers and additional information and this
may be particularly useful for high valued assets. They conclude that auditors need to
ensure that valuations have been prepared properly and that they should not rely wholly
on the opinion of the valuer.

Lynn (1993), writing from an Australian perspective, stresses that there are a variety of
matters that the auditor needs to consider when relying on the work of an independent
valuer. Drawing on the Australian auditing standard AUP 22 "Using the Work of an
Expert", he lists a number of these matters, including considering the independence, skill
and competency of the valuer; questioning the extent to which the valuer checked source
data or made an objective assessment of future income projections; assessing the
assumptions the valuer has made, in particular the discount rate; and understanding the
methodology used by the valuer.

The auditor should also compare the data and

assumptions used by the valuer with his/her own knowledge about the client and the
circumstances of the valuation. Lynn points out that, if the auditor cannot obtain the
required information this may limit the scope of the audit and result in a qualification to
the audit report.

2.4

Asset Valuations from Management's Perspective - The Accounting
Choice Literature

According to SSAP-28, "revaluing fixed assets is considered to provide more timely and
relevant information for users of financial statements" (Para. 1.2). This suggests that the
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motive for revaluing assets lies in the desire to improve the usefulness of financial
infonnation.

An alternative view that has been supported by empirical research is that there are certain
managerial incentives to revalue assets (Brown et aI., 1992; Whittred and Chan, 1992;
Easton et al., 1993). This view is of particular relevance to the research in this thesis
because the auditor should consider whether values in the financial statements reflect an
undue bias.

Brown et aI. (1992) suggest that fixed asset revaluations affect both

contracting and political costs.

They also argue that revaluations may help resolve

problems caused by information asymmetries because managers can use them as a
signalling device to external users (Standish and Ung, 1982).

As far as contracting costs are concerned, asset revaluations affect the debt to total assets
ratio which is commonly used in debt covenants. Brown et aI. (19920) hypothesise that
the closer the firm is to violating a debt covenant, the greater the probability that the firm
will revalue.

Political cost theory suggests that larger firms have incentives to adopt accounting policies
that reduce reported profits in order to avoid attracting the attention of regulators. Asset
revaluations result in lower reported profits in future periods because of a larger
depreciation expense, and also a lower return on investment because of a reported increase
in the asset base. It is therefore hypothesised that larger firms are more likely to revalue
than smaller firms. Brown et al. (1992) acknowledge that size is not necessarily a good.
proxy for political cost and they therefore also use, as an alternative proxy, the strike
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proneness of the industry. They suggest that fIrms operating in strike-prone industries are
more likely to revalue than fIrms operating in other industries.

Brown et al. (1992) also discuss three aspects of information asymmetry that can be
affected by asset revaluations. First, a revaluation will affect the size of financial slack
because an increase in the recorded value of assets will enhance the borrowing capacity
of the finn. Second, it creates a reserve which can be used to make a bonus share issue2
and which thereby signals good news to the market. Third, an asset revaluation can be
used as a defence against a takeover bid by signalling to shareholders the "informed value
of the firm's assets" (p.4S). An empirical study .of asset revaluations in Australia was
conducted by these authors and they found modest but significant support for their
hypotheses.

Whittred and Chan (1992) argue that asset revaluations provide a low cost mechanism for
reducing problems arising from underinvestment. They hypothesise that the likelihood of
revaluation is positively related to the existence of borrowing limitations, fInancial leverage
and the value of growth opportunities and is negatively associated with cash retention (i.e.
the availability of internally generated funds). Their empirical research generally supported
these hypotheses, although again, explanatory power was somewhat modest.

2

However, as a result of changes in the tax legislation in both Australia and New Zealand, bonus
share issues from asset revaluation reserves are now treated as dividends and taxed accordingly. The
attraction of making a bonus issue to shareholders has therefore considerably diminished.

I.;..·
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Easton et al. (1993) documented the revaluation practices of a sample of Australian firms
over a ten year period from 1981 3• After gathering data from financial statements, the
authors conducted a telephone interview survey with chief financial officers (CFOs) of a
sample of firms in order to determine the motivations for revaluing assets. They report
that "the desire to lower the debt-to-equity ratio was often cited as the primary motivation
for asset revaluations" (p.6). Some CFOs advised that debenture trust deeds were in place
which contained debt-to-equity covenants and asset revaluations helped firms "stay within
these borrowing limitations" (p.9).

These studies indicate that management may well have incentives to revalue assets and the
auditor must therefore ensure that the information provided by an asset revaluation is not
distorted by management's desire to produce a certain outcome.

2.5 Audit Judgment Research

The review of the audit judgment literature is structured in the following way.

In

subsection 2.5.1, the goals of audit judgment research in general are examined, followed,
in subsection 2.5.2, by a brief discussion of theory development in audit judgment.
Subsection 2.5.3 reviews descriptive studies of various aspects of the audit process, with
particular emphasis on those studies that examine specific audit tasks that have similarities
to the audit of revalued non-current assets. The factors discussed in the literature that may

3

Part of this study involved an examination of the impact of asset revaluations on share prices and
thus is not strictly part of the accounting choice literature. However, the study is discussed in this
section because it included an analysis of the motivations underlying asset revaluations in Australia.
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influence evidence collection and evaluation are reviewed in subsection 2.5.4. These
factors include risk assessment, accountability and justification, source credibility or
reliability and auditor independence.

<

2.5.1 The Goals of Audit Judgment Research
According to Ashton (1983, p.?):
"the ultimate goal of human information processing research in auditing is
to improve audit decision making. Before decision making can be
improved, however, the current quality of decision making must be
evaluated, and before decision making can be evaluated, decision making
must be understood. The three principal reasons for studying audit decision
making are to understand, evaluate and improve audit decisions."

Similarly, Libby (1991, p.2) states:
"Most of the research conducted in this area is aimed at evaluating current
decision-making performance and understanding its underlying determinants.
These are seen as necessary conditions for meeting the ultimate goal of
improving decision making."

There have been a number of attempts to classify audit judgment research on the basis of
its objectives. One of the earlier attempts was by Felix and Kinney (1982) who divided
the research into three types:
1.

State descriptions. These are designed to describe the state of the art and
identify the current behaviour of auditors.

2.

ModeVtheory development. This type of research is concerned with either
normative or descriptive models, both of which are intended to explain and
predict behaviour.

-,.:0.-;'-'
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3.

Hypothesis tests.

These consist of controlled experiments or surveys

designed to test predictions based on aspects of the theories.

The authors acknowledged that the fIrst two types of research may occur concurrently or
in reverse order because state description research should involve a preliminary theory or
model, albeit a crude one. The third type is seen as a logical outcome of the fIrst two
types. While Felix and Kinney (1982) did not directly emphasise the goal of improving
audit decision making, they concluded that better understanding of the opinion formulation
process should lead to improved practice.

More recently, Ashton et al. (1988) suggest that audit judgment research can be divided
into three kinds: fIrst, research which focuses on "how auditors make decisions" (thus
following a descriptive approach); second, research that evaluates "how well the various
decision-making components are carried out" (thus following a normative approach) and
third, research that is concerned with "how better decisions might be made" (thus following
a prescriptive approach) (p.102). Ashton et al. stress the importance of the descriptive
approach with its emphasis on the actual behaviour and thought processes of the auditor.
They argue that, in spite of the increased use of technology, "much of the auditor's
effectiveness still rests on his/her ability to process information, select and interpret
evidence, and draw appropriate conclusions" (p.l00). An understanding of the auditor's
decision processes is therefore essential if the quality of that decision making is to be
improved. The authors also acknowledge that there is a link between normative and
descriptive studies of audit judgment because many descriptive studies attempt to measure

...:..:,:.
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the extent to which decision making deviates from what has been normatively determined
to be the optimal approach.

Thus, while it is generally accepted that the ultimate goal of audit judgment research is to
improve audit decision making, it is acknowledged that descriptive research designed to
increase our understanding of decision making is an important and necessary precursor to
achieving this ultimate goal.

2.5.2 Theory Development in Audit Judgment
A number of writers have expressed concern about the lack of theory development in audit
judgment research. Johnson et al. (1989) state that "after several years of research, there
is no theory of audit judgment, and very little understanding of what auditors actually do"
(p.87). Similarly, Anderson et al. (1991) claim that "as a whole, the extant audit judgment
literature is ad hoc and exists without a unifying framework within which its findings and
implications can be understood" (p.44). More recently, Gibbins and Jamal (1993) argue
that "there has not been enough theory development or task and context description in
accounting judgment and cognitive research" (p.463) and they suggest that "accounting
judgment research is an evolving and unfocused discipline" (p.463).

There have, however, been some attempts to adapt models or frameworks that have been
developed in other disciplines, notable psychology, to the auditing environment. One of
these models, developed by Gibbins (1984), is of particular relevance to the research in this
thesis. Drawing heavily on the cognitive psychology literature, Gibbins developed a list
of propositions and corollaries concerning professional judgment in accounting. One of
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the propositions is that the decision or action must be justifiable and there are two
corollories that follow from this.

First, some of the information gathering will be

undertaken in order to justify the decision rather than to make the decision itself. Second,
justifications of a judgment must involve rationalisation and the motivational climate in
which public accountants operate may encourage this. It is argued in this thesis that the
need for justification is particularly relevant to the audit of asset revaluations since there
is no single correct valuation. The auditor's primary concern is therefore likely to be
his/her ability to justify that sufficient evidence has been gathered to support the decision
to accept a valuation.

Gibbins and Jamal (1993) argue that the practice of borrowing theories from other
disciplines has resulted in a lack of theory development explicitly related to a professional
accounting setting. To rectify this, they suggest that research effort should be both task
and context oriented. Research should be focused on a complex task chosen from the
practice of accounting and, using a variety of methods, a thorough understanding of the
task should be developed. Following from this exploratory and descriptive phase, the next
step would be to generate theories that are "embedded in the professional setting" (p.461).
This in tum would lead to the third phase of validating and applying the theories to
professional tasks. Gibbins and Jamal regard the second and third phases as recursive in
that testing the theories should lead to their improvement and further theory generation.
The research in this thesis is both task and context oriented and, as such, it contributes to
the development of theory explicitly related to professional accounting.
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2.5.3 Studies of Various Aspects of the Audit Process
2.5.3.1 Early Studies
Since Ashton's (1974) seminal work on internal control judgments, there have been
numerous studies undertaken in audit decision making. A full review of this literature is
beyond the scope of this thesis. Many of these studies have indeed been summarised in
review articles and monographs such as Libby (1981), Libby and Lewis (1977 and 1982),
Ashton (1983), Scott (1984), Felix and Kinney (1982), Ashton et al. (1988) and Libby and
Luft (1993). While some researchers used cognitive psychology approaches to examine
the. processes underlying audit judgment (see Mock et aI., 1993), the majority of early
studies used behavioural research approaches (Ashton, 1983). Many of these studies were
undertaken using a lens model framework and concerned various aspects of internal control
evaluation4•

Other areas studied include going concern judgments5, materiality

assessments 6 and analytical review judgments7 .

While some studies have examined

auditor judgments relating to specific accounting issues 8, there has been no research to
date that has addressed the audit of revalued non-current assets.

4

See Trotman and Wood (1991) for a summary of these studies.

5

For example, Kida (1980); Campisi and Trotman (1985); Simnett and Trotman (1989).

6

For example, Messier (1983); Krogstad et aI. (1984).

7

See Koonce (1993) for a review of these studies.

8

For example, studies by Jiambalvo and Wilner (1985), Harrison and Tomassini (1989) and
Raghunandan et aI. (1991) concerning contingent loss disclosures and Danos and Imhoff (1981;
1982a; 1982b; 1983) concerning fmancial forecasts.
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2.S.3.2 Descriptive Studies of Aspects of The Audit Process
Because there has been no prior research concerning either revalued assets or the auditor's
reliance on the work of an expert, the research in this thesis is both exploratory and
descriptive in nature.

It is appropriate, therefore, to review previous exploratory and

descriptive studies of other aspects of the audit process that have relevance for the design
of this study. The studies reviewed relate to the auditor's reliance on the work of internal
auditors and the review of financial forecasts.

2.5.3.2.1 Relying on the Work of Internal Auditors
A number of studies have been undertaken that relate to the reliance by the external auditor
on the work of internal auditors. These are relevant to this thesis to the extent that the
auditor should assess the competence, objectivity and work of a valuer in much the same
way as the competence, objectivity and work of an internal audit department are evaluated.
The result of this evaluation should then, in both cases, influence the amount of work
undertaken directly by the auditor.

Schneider (1984 and 1985a) conducted three experiments to develop models of how
external auditors evaluate the internal audit function 9 . Of the three factors recommended
in SAS No. 910, he found that auditors regarded the work undertaken by internal auditors

9

Schneider's experiments were designed to overcome the perceived weaknesses of three earlier
studies (Gibbs and Schroeder, 1979; Clark et aI., 1980; Brown, 1983) that focused on auditors'
evaluations of competence, objectivity and the overall strength of the internal audit function. These
studies used analysis of variance on the assumption that the judgments made had interval scale
properties, whereas Schneider used conjoint measurement that assumes only that responses are
ordinal.

10

Statement on Auditing Standards No.9 (AICPA, 1975).
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as the most important factor, followed by their competence and then their objectivity. The
results also indicated a high degree of consensus among auditors in their evaluation of
internal auditors. A further two experiments (Schneider, 1985b) found a high level of
consistency between auditors' evaluation of the internal audit function and their subsequent
reliance on the function to reduce their own testing. The results of these experiments also
indicated that competence and work undertaken were regarded as almost equally important
and objectivity was regarded as less important.

Margheim (1986) conducted a similar study using a between-subjects design. Combining
competence and work performance into a single factor, she found that this variable had a
significant impact on judgments but that objectivity and interaction were insignificant.
This finding contrasts with the previous studies where objectivity, while not considered as
important as competence and work, was nonetheless found to be significant. Margheim
suggests that her conflicting result could be due to design differences, with auditors only
reacting to objectivity when they are explicitly made to consider it.

Messier and Schneider (1988) used a different methodological approach and again obtained
results that conflicted with earlier studies.

Based on a review of previous research,

professional auditing standards and articles, and the comments of audit managers, they
developed a hierarchy of attributes that enter into the decision process. An experiment was
then conducted using the Analytic Hierarchy Process developed by Saaty (1980). This
process used a composite approach to assess which specific attributes are most important
to the auditor's assessment of these factors. The results indicated that competence was the
most important factor, followed by objectivity and the work undertaken by the internal
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auditors. There was, however, considerable variability in the assessment process between
subjects and some inconsistency within some subjects' individual judgments.

The

researchers conclude that this suggests that more specific guidelines should be considered
concerning using the work of an internal auditor.

Edge and Farley (1991), in an Australian lens-model studyll, found that technical
competence was the most significant factor, followed by "due professional care" and
previous audit work. Organisational status (independence) and the scope of the internal
audit function were the least important factors tested.
,

I"

Finally, Whittington and Margheim (1993) examined whether inherent risk, materiality and
the subjectivity of the evidence affect the external auditor's reliance on internal auditors.
These three factors are emphasised in SAS No. 65 12 which replaced SAS No.9 in 1991.
The study was in fact undertaken prior to the release of SAS No. 65 but after the issue of
an "Audit Procedures Study" (AICPA 1989) on the topic. Four cases were developed
concerning the audit of accounts receivable, with materiality and inherent risk
dichotomously manipulated in a between-subjects design. Subjects were asked to indicate
the percentage of total audit work that they would allocate to internal auditors for a variety
of control and substantive tests. Materiality was found to be significant while inherent risk
factors were not significant. Subjectivity of the evidence was not modeled and the study
therefore provided only anecdotal evidence concerning this variable.

11

This study to a large extent replicated Brown's (1983) study (see footnote 9).

12

Statement on Auditing Standards No. 65 (AICPA, 1991).
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To summarise, there are parallels that can be drawn between the auditor's assessment of
an internal audit function and the assessment required when using the work of an expert
such as a valuer.

In the former situation, the auditor is relying on work performed by

employees of the client, while in the latter situation, the auditor relies on the work of a
third party appointed by the client. In both cases, the auditor must decide whether to
accept the work performed as audit evidence and how much additional evidence should be
obtained. In making these judgments, the competence and objectivity (independence) of
the source should be evaluated as well as the nature of the work undertaken. Aspects of
the studies discussed above are therefore relevant to the development of the experiments
undertaken in this thesis.

2.5.3.2.2 Evaluating the Reasonableness of Forecasts
A series of descriptive studies that are relevant to the research in this thesis was conducted
by Danos and Imhoff (1981; 1982a; 1982b; 1983), concerning auditor review of financial
forecasts. While a valuation is normally undertaken by an independent expert rather than
by client management, there are similarities between the auditor's acceptance of a forecast
and a valuation. Both forecasts and valuations are inherently uncertain and are based on
assumptions about the future. Just as there is no single valuation that the auditor can
regard as correct, there is no single forecast that can be regarded as the only accurate one.
In both cases, therefore, the auditor will be concerned with the reasonableness of the
figures.

Danos and Imhoff (1981; 1981a; 1982b) initially conducted a three-stage research project
designed to investigate factors which affect auditors' judgments concerning the
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reasonableness of management forecasts. The fIrst stage involved conducting in-depth
personal interviews with 42 audit partners and managers from nine large CPA fIrms. The
objectives of the interviews were to identify what information is relevant to attestation
decisions for financial forecasts, how auditors approach the construction and attestation of
forecasts and also how their perceptions of forecast systems relate to actual systems (Danos
and Imhoff, 1981 and 1982a). The second stage involved constructing corporate cases
which included information about financial planning systems.

This was done by

interviewing financial planning personnel from four corporations. The third stage (Danos
and Imhoff, 1982b) involved conducting experiments based on the cases developed in stage
two. Subjects were required to make judgments concerning the reasonableness of forecasts
after varying certain information cues in a lens-model type study. Five variables were
manipulated dichotomously and these were selected following an analysis of the interview
data. Respondents were asked to indicate whether they considered the forecast to be
reasonable or unreasonable, together with the degree of confidence they had in their
judgment. Results indicated some degree of consensus among subjects, but the level was
not high. No single variable dominated in terms of relative importance and all of the
manipulated variables were signifIcant in some of the individual judgment models.

Danos and Imhoff (1983) undertook a second study involving two experiments designed
to determine auditors' perceptions of factors which influence their evaluations of forecasts.
The fIrst experiment examined the effects of key forecast system attributes on the
judgments of auditors concerning the reasonableness of a forecast. Four forecast variables
were manipulated dichotomously in a full factorial design and auditors were required, for
two corporate cases, to indicate how reasonable they judged the forecast to be. The second
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experiment manipulated the two forecast variables with the most explanatory power from
the first experiment together with two nonsystems variables. The overall model for the
second experiment explained about 45% of the pooled judgment variable, compared to
between 13 and 19% for the different cases in the first experiment.

This series of studies has relevance for the research in this thesis because there are
parallels between accepting a forecast and accepting a valuation. Further, because the
studies were the first to examine auditor review of forecasts, the research methods used are
important. Of particular significance is the development stage of the research, where
interviews were conducted and the results used to develop the case scenarios for the
experimental studies.

The research undertaken in this thesis was modelled on this

approach.

2.5.4 Factors that Influence the Collection and Evaluation of Evidence
As stressed in various texts (for example, Arens and Loebbecke, 1988; Neale, 1991;
Robertson, 1993), auditing is a process of accumulating and evaluating evidence. Indeed,
evidence collection and evaluation are, according to Ashton and Ashton (1988), "the
essence of auditing" (p.3). The auditor must decide on both the quantity and the quality
of evidence to be collected. Lin et al. (1984, p.90) note that:
"The external auditor, in evaluating the propriety of a given financial
statement assertion, must weigh the quality as well as the quantity of
evidence gathered 'according to established, multiple criteria such as
sufficiency, competency, and cost. Evidence evaluation is a complex, vital
decision."
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Research findings, both in auditing and in other disciplines, suggest that a number of
factors affect the process of collecting and evaluating evidence. This section examines
those factors that are of particular relevance to the audit of revalued assets.

2.5.4.1 Assessment ,of Inherent Risk
It was suggested in subsection 2.2.2.3 that asset revaluations increase the level of inherent
risk that the account balance may be misstated. The risk of misstatement is likely to be
greater when the auditor perceives that there are managerial incentives to revalue.
sh~uld

This

impact on the level of detection risk and thus should affect the nature and amount

of audit evidence gathered. It is therefore appropriate to review those research studies that
have explored inherent risk in other audit areas in order to identify any findings that may
be relevant to the research in this thesis.

While considerable research has been undertaken concerning audit risk, only a small
number of studies focus specifically on issues relating to inherent risk. Libby et at. (1985)
examined the effect of changes in control risk on control reliance under two different levels
of inherent risk. The aspect of inherent risk manipulated in the study was the susceptibility
of a balance to misstatement as a result of the accounting process used. The results
indicated that the level of inherent risk significantly affected subjects' responses to changes
in the strength of controls.

Boritz et at. (1986) examined a number of audit planning judgments, one of which was an
assessment of the inherent riskiness of the client. They found that inherent risk assessment
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was sensitive to liquidity problems, inventory levels, internal control strength, a history of
errors and fraud and whether the audit is connected with an initial public offering.

Colbert (1988) examined auditors' judgments concerning the assessment of inherent risk.
Four factors were identified, two of which affected the audit engagement in general and
two of which affected only the inventory balance. The two general factors were the
turnover of finance personnel and financial pressure, while the two specific factors were
overhead calculations in inventory and the quality of inventory personnel. All factors were
manipulated at high and low levels in a factorial design and all were found to have a
significant effect on the assessment of the level of inherent risk. The study did not,
however, examine the effect of this assessment on judgments relating to the audit of the
inventory account balance.

Peters et al. (1989) developed a knowledge based model to assess inherent risk during audit
planning. The model was based on literature reviews and a field study that involved
structured and unstructured interviews and observations of audit planning meetings. Of
relevance to the research in this thesis is their conclusion that management's incentives and
abilities to manipulate account balances are important in assessing inherent risk.

Dirsmith and Haskins (1991) investigated auditors' perceptions of the attributes of inherent
risk. Of the six client attributes rated as most relevant, four were in fact control risk
factors. The two inherent risk factors were the inclination of top management to report
favourable results and the presence of factors that might motivate managers to circumvent
or override controls. Both of these factors have relevance for the audit of revalued assets
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because they suggest that auditors would perceive that the inherent risk of misstatement
is increased when management is motivated to revalue in order to improve balance sheet
ratios.

As discussed in subsection 2.5.3.2.1, Whittington and Margheim (1993) examined the
effects of materiality and inherent risk on auditors' reliance on the work of internal
auditors. However, inherent risk factors were not found to be significant. Maletta (1993)
also investigated the impact of inherent risk on auditors' reliance on internal auditors and
found that auditors appear to use more complex decision processes when inherent risk is
high compared to when such risk is low.

Mock and Wright (1993) used archival data from actual working papers to analyse the
effect of both inherent and control risk assessments on the nature and extent of planned
audit procedures relating to accounts receivable and accounts payable. The nature of
evidence was assessed from the audit program while planned audit hours were used as a
measure of the extent of evidence. The results of their analysis suggested that audit
programs varied little, both across clients and from year to year, and thus inherent risk
factors had little impact on the nature of evidence gathered in these areas. Planned audit
hours were significantly related to a limited number of account-specific inherent risks but
not to general risks that affected the audit engagement as a whole.

Monroe et al. (1993) surveyed auditors to establish their perceptions of the importance of
inherent risk factors. Auditors were provided with a list of 48 cues and were asked to
indicate whether they would classify each variable as an inherent risk factor. The cues
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were framed as either high or low risk factors. At the financial statement level, one of the
low risk factors related to adequate coverage of debt covenants. While 62% of respondents
identified this cue as an inherent risk factor, it was not statistically significant. This result
contrasts with Colbert's (1988) finding that financial pressure was an important inherent
risk factor. However, Monroe et at. found that respondents were inclined to place more
weight on the high risk factors and the framing of this question may have influenced
responses. Another factor that was not significant related to the company being publicly
listed. Monroe et al. suggest that this factor may affect the desired level of audit risk
rather than the inherent risk of a material misstatement.

It is apparent that the results of these research studies are mixed and, while inherent risk
assessments appear to affect decision making in some areas, further research is necessary
before any firm conclusions can be drawn.

2.5.4.2 Justification and Accountability
Because there is no single valuation that can be verified as being correct, it is argued in
this thesis that auditors will be primarily concerned that they can justify their decisions
should they be required to do so. The collection and evaluation of audit evidence may not
only be affected by the need to justify a decision but may also depend on the group to
whom the decision must be justified. As discussed in section 2.4, the accounting choice
literature indicates that firms may revalue assets in order to enhance their borrowing
capacity or to avoid breaching a debt covenant. This means that auditors may have to
justify their judgments concerning revaluations both to the client and to third party
debtholders and the views of these two groups may not be the same. In the following
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subsections, the justification and accountability literature is examined in order to determine
the implications of these issues for the audit of revalued assets.

2.5.4.2.1 Justification in Auditing
Gibbins and Emby (1985) have demonstrated that the ability to justify a decision is an
important aspect of the judgment process of public accountants. Justification procedures
can begin as soon as a judgment situation starts and can continue after the action has been
taken, thereby occupying a considerable amount of the time involved in the judgment
process. Emby and Gibbins (1988) view justification as forming a bridge between an ex
ante perspective and an ex post perspective of the quality of a judgment. Because of the
uncertainty concerning the desired outcome of a decision or action, before the action is
taken (ex ante), evaluation of the quality of the judgment must depend on the process
together with any anticipation of outcomes. After the action (ex post), the evaluation will
include the outcome of the action in addition to, or even instead of, the process. "Bridging
these two perspectives is the accountant's concern that the judgment process and result be
justifiable" (p.288).

Emby and Gibbins (1988) suggest that justification procedures may be used to reduce
uncertainty and this implies the desire for evidence at various stages of the judgment
process before the final decision is taken. They argue that evidence gathering, consultation
and analysis may all be undertaken not only to enable a decision to be taken but also to
support the decision or action. The results of two related questionnaire surveys generally
supported their arguments (Gibbins and Emby, 1985 and Emby and Gibbins, 1988).
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Emby and Gibbins (1988) also tested hypotheses about the accountant's need for
justification in certain circumstances. Based on models of experienced judgment developed
by Gibbins (1984) and Waller and Felix (1984), they hypothesise that the evidencegathering process will be affected by the degree of familiarity with the circumstances of
the judgment. Because experience produces ready-made responses which reduce the need
for evidence gathering, it can be argued that there should be more conscious evidence
gathering in unfamiliar situations than in familiar situations. Emby and Gibbins argue that
this applies regardless of whether evidence is gathered to make the decision or to justify
the decision already made. The results of their study strongly supported their hypothesis,
with respondents indicating that they would seek more justification in unfamiliar situations
compared to familiar situations.

Emby and Gibbins (1988) further examined whether the need for justification was related
to uncertainty, which they operationalised as differing likelihoods of positive and negative
consequences. They acknowledge that this relationship may be complex because, on the
one hand, it could be argued that the greatest justification would occur at the point of
maximum uncertainty since evidence would be gathered prior to the decision in order to
obtain sufficient understanding to permit the decision to be made. On the other hand,
justification may be more extensive when the consequences are expected to be negative
because such justification will involve a concern with being able to defend the choice of
action. There are thus two possible relationships between justification and uncertainty and
Emby and Gibbins hypothesise that position in the firm will determine which relationship
applies. Partners, as owners of the firm, will be more concerned" with defending the
outcome rather than with reducing uncertainty, whereas non-partners or employees will be
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more concerned with reducing uncertainty because their decisions will be evaluated within
the firm. Again, results of the study supported Emby and Gibbins' arguments.

Ashton (1990 and 1992) examined the effect of justification and the use of a decision aid
on judgment performance in a bond rating task by auditors 13.

Subjects in the

justification group were required to give explanations for their predictions on a separate
sheet of paper. Ashton (1992) found that the justification requirement resulted in improved
accuracy, consistency and consensus but the improvement was not as great as when a
decision aid was used without the need for justification. However, when a decision aid
was used together with the requirement to justify.choices, results were less favourable
(Ashton, 1990).

Ashton argues that the effects of justification are moderated by the

.presence of the decision aid because subjects are likely to be unwilling to state that they
simply relied on the aid to make their decision.

While Ashton's study raises some

interesting questions regarding justification, it could be argued that a bond-rating task is
not one that auditors would normally perform and this could have influenced the results.

2.5.4.2.2 Accountability
Since Emby and Gibbins' (1988) work, the focus has moved to an examination of the
impact of accountability on judgment processes. Peecher and Kleinmuntz (1991) claim
that this is an outgrowth of Emby and Gibbins' work on justification and they suggest that
researchers in behavioral accounting "turned to their colleagues in psychology to determine
whether there was any recent precedent in this area" (p.108). It was found that Tetlock

13

Ashton also examined the effects of incentives and feedback together with the use of a decision aid.
These are not discussed further since they are beyond the scope of this thesis.
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(1983a; 1983b; 1985a; 1985b) and his associates (Tetlock and Kim, 1987; Tetlock and
Boettger, 1989; Tetlock et aI., 1989) had conducted considerable research in the area of
accountability, defined as the "pressures to justify one's opinions to others" (Tetlock,
1983b, p.74). Closely related to this work is that of Schlenker (1980; 1982; 1986) and his
colleagues (Schlenker and Leary, 1982; Schlenker and Weigold, 1989) in the area of
"impression management,,14. This term refers to the tactics that people adopt in order
to project a desired image or identity to others.

The notion of accountability is clearly very similar to that of justification and there is
considerable overlap between the two constructs. Johnson and Kaplan (1991) point out,
however, that the terms are not identical, justification being the "actual physical and/or
mental process of explaining a judgment" (p.98) while accountability refers to a "preexisting expectation that an individual may be called on to justify his/her judgments to a
significant other" (p.98). If these definitions are accepted, it would appear that much of
what Gibbins and Emby (1985) describe as justification procedures could be renamed
accountability procedures.

2.5.4.2.2.1 Accountability in the Psychology Literature
Tetlock (1985a), drawing on Lakatos' (1970) analysis of progress in science, acknowledges
that the cognitive or information processing approach is the dominant research programme
in judgment and decision making. He criticises this research programme because, while

it has stimulated considerable research effort, its reliance on highly controlled laboratory

14

Tetlock and Manstead (1985) provide a review of the impression management literature.

I
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experiments has resulted in a failure to recognise the social context in which the human
decision maker operates. He argues that the programme is "too restrictive as a basis for
a comprehensive theory of judgment and decision-making" (p.299) because decisions are
made in social and organisational settings in which people feel accountable for the stands
they take. Tetlock advocates the need for an alternative research programme based on the
decision maker as a politician who is concerned with maintaining the positive regard of
the constituencies to whom he or she is accountable. He acknowledges that the effects of
accountability are likely to be extremely variable. While the common theme is the need
for people to justify their judgments and decisions to others, the strategies they adopt to
do this will vary according to the nature of the accountability relationship and also to
individual characteristics such as cognitive style, security of position and self-esteem.

Schlenker (1980) discusses a number of tactics that people may adopt in order to deal with
accountability, particularly when a "predicament" (p.125) is encountered. Predicaments are
situations that could adversely affect the images that an individual has portrayed to his/her
evaluative audiences. Messier and Quilliam (1992) list three conditions that, according to
Schlenker (1986), will normally accompany a predicament. First, subjects believe their
decisions are or will be publicly known; second, they believe their performance will be
judged by others; and third, they expect to have to explain or justify their decisions to
others.

Schlenker (1980) contends that people use what he describes as accounts and apologies to
cope with a predicament. Accounts include (i) defenses of innocence where individuals
show either that the event did not happen or that they were not responsible for it; (ii)
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excuses where people appeal to unforeseen consequences; and (iii) justifications where
people either try to minimise the effect of the event, compare their action to others or
argue that their action was a means to a higher end. These tactics are discussed more fully
in Messier and Quilliam (1992) and their implications for auditors are addressed in the next
section.

Empirical research in this area has explored the effect that accountability has on judgments.
Much of the research has been motivated by Beach and Mitchell's (1978) contingency
model, which challenges one of the basic premises of the cognitive research paradigm that
human decision makers are "cognitive misers" (Tetlock, 1983b) who adopt a principle of
least effort in their decision making.

Beach and Mitchell's model predicts that decision

makers will use analytical processing when they are held accountable and this will be more
pronounced when a decision is "irreversible, significant, complex, ambiguous, and/or
unstable" (Messier and Quilliam, 1992 p.129). The cognitive miser approach, which uses
more intuitive processing, will be adopted when accountability is low.

A number of

studies support these contentions, demonstrating that people put more effort into their
judgments when they know that they will be held accountable for their decisions 15.

Tetlock et al. (1989) investigated three hypotheses derived from a social contingency
model of judgment that predicts that:
1.

when people are unconstrained by past commitments and they know the
views of their evaluative audience, they will shift their own views towards

IS

See Tetlock and Kim (1987) for a summary of the research findings prior to 1987.
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those of the audience (i.e. they will rely on an acceptability heuristic which
minimises effort);
2.

when people are unconstrained by past commitments and they do not know
the views of their evaluative audience, they will seek to preempt selfcriticism by thinking in relatively flexible, multidimensional ways; and

3.

when people have committed themselves to a position and are accountable
for that position, they will devote the majority of their mental effort to
justifying that position. This is known as defensive bolstering.

In general, the results of the study supported these three predictions.

2.5.4.2.2.2 Accountability in the Auditing Literature
Messier and Quilliam (1992) point out that the three conditions that Schlenker (1986) lists
as accompanying a predicament are present in the everyday work environment of auditors.
Auditors' opinions become public knowledge, their performance and decisions are judged
by their peers, their clients and others outside of the firm, and they expect that they may
have to explain or justify their decisions to any or all of these audiences. Messier and
Quilliam suggest that "since these audiences can call an act or event into question at any
time, auditing decisions must be defensible" (p.127). Serious sanctions can be imposed,
particularly by clients and third parties, because both can take legal action against the
auditor while the client can also change auditors. Libby and Luft (1993) note that "the
nature of accountability relations differs depending on the party to whom the decision
maker is accountable and the way in which those accountability requirements are
manifested (continued employment by the client, legal liability to third parties, producing
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a written explanation for superiors, etc.)" (p.431).

However, the auditor is usually

accountable to more than one party or evaluative audience and the views of those
audiences may conflict. Messier and Quilliam suggest that the auditor's awareness of these
conflicting views is likely to impact on the accountability tactics adopted to defend his/her
decision. They give the example of an inventory writedown due to obsolescence, which
the client may resist but third party debtholders would support. Messier and Quilliam
assert that little is known about the auditor's use of accountability tactics and they suggest
a number of hypotheses that researchers in the area should address. However, they are
particularly uncertain about the effect of third party accountability on the tactics adopted
by the auditor. Hirst (1992), in a critique of Messier and Quilliam (1992), expresses
disappointment that the role of third parties is not specified "since they may be a crucial
factor in detennining the auditor's own position and the justification strategy he or she
adopts" (p.I44).

The use of accountability or justification procedures is particularly relevant for the audit
of revalued assets. As noted in section 2.4, there is evidence that firms may revalue their
non-current assets in order to enhance their borrowing capacity or prevent the breach of
a debt covenant. As a result, the views of clients concerning the appropriateness of a
valuation could well be in conflict with those of interested third parties such as lending
institutions or debenture holders.

It is anticipated, therefore, that auditors will be

concerned that their decisions regarding a valuation are defensible and the accountability
tactics they adopt should reflect this concern. In particular, the need for justification is
expected to affect both the quantity and the nature of evidence gathered to support a
decision.
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Only a few auditing studies have examined the accountability issue and these have
concentrated on outcomes rather than on the decision making process. Buchman et al.
(1989) examined the impact of accountability on disclosure and on the type of audit report
issued in a contingent liability situation. Accountability was manipulated in three ways:
accountable to the client; accountable to the partner in charge of the audit and no
accountability. The client, who was involved in litigation, sought an unqualified opinion
while the audit partner wanted to qualify the report. Accountability did not appear to
influence the disclosure decision but, for more experienced auditors, it did affect the type
of report chosen. Those who were accountable to the client were more inclined to give
an unqualified opinion, while those accountable to the partner qualified their opinions.
These fmdings suggest that auditors may be influenced by their evaluative audiences when
the decision is a subjective one to which there is no right or wrong answer (Messier and
Quilliam, 1992, p.131).

This is of relevance to the research in this thesis where there is

no single correct valuation that can be judged to be right or wrong.

Messier and Quilliam (1992) question the generalis ability of the Buchman et al. (1989)
study to actual audit settings because subjects were held accountable to either the client
or to the partner in charge. In reality, auditors are accountable to various audiences with
conflicting views and this is likely to influence decision making processes as they try and
balance the demands of the conflicting groups.

Other auditing studies concerning accountability have focused on the personal
accountability of the subjects (Johnson and Kaplan, 1991; Lord, 1992; Kennedy, 1993).
Johnson and Kaplan (1991) examined the effect of accountability on consensus,
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consistency, stability and self-insight of judgments concerning inventory obsolescence.
One group of subjects was told that their responses would be reviewed by firm personnel
while the other group was assured of anonymity. Results indicated that the levels of
consensus and self-insight were higher for the accountable group, while differences in both
consistency and stability were not statistically significant. In the Lord (1992) study, audit
managers were divided into two groups, one of which was temporarily deceived into
believing that their responses would be known to their superiors and would be evaluated
by them. The other group was told that their responses, while they would be evaluated,
would remain anonymous.

The results indicated that, in an experimental setting,

accountability pressure can influence judgments. . Lord concludes that if researchers
incorporate the effects of pressures faced by auditors into their research designs, external
validity may be increased. Kennedy (1993) found that a recency effect was present when
subjects found the task to be more complex, so that they processed the information in a
step-by-step manner, and in this situation being held accountable did mitigate the recency
effect.

In all of these studies, however, subjects were held accountable to only one

audience. Further, Peecher and Kleinmuntz (1991) suggest that, in the Johnson and Kaplan
study, the views of the audience may well have been known and subjects may have simply
been following an acceptability heuristic.

It can be concluded from the above discussion that being held accountable to different
audiences is likely to have an impact on the judgment processes and decisions of auditors.
However, very little is known about how these pressures affect decision making both in
general and in relation to particular audit tasks. As noted at the beginning of section 2.5.4,
auditing is a process of gathering and evaluating evidence and thus the pressures of
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justification and accountability should be reflected in the amount and type of evidence
collected.

2.5.4.3 Auditor Independence
It has been argued in previous sections of this chapter that the auditor's decision making
may be influenced by pressure from the client. Messier and Quilliam (1992) suggest that
clients can impose serious sanctions on auditors because, not only can they sue the auditor
but they can also change auditors. Church (1990) suggests that auditors may be motivated
to gain the approval of the client in order to retain the engagement, although this may be
offset by the threat of litigation which could result in losing other clients as well.
Accordingly, the collection and evaluation of evidence may be influenced, on the one hand,
by pressure from the client and, on the other, by the threat of litigation. Any attempts to
gain the approval of the client can, however, have serious implications for auditor
independence. The literature in this area is extensive and only those aspects that are
directly relevant to this study are examined. While some of the studies are not part of the
audit judgment literature, they are included in this subsection because they indicate that
issues concerning independence can influence the behaviour of auditors.

A number of authors have used economic pricing models to demonstrate that, under certain
conditions, a rationally behaving auditor is likely to compromise independence. While a
detailed review of this literature is beyond the scope of this thesis, it is noted that models
developed by, for example, DeAngelo (1981a and 1981b) and Magee and Tseng (1990)
suggest that an auditor who is able to earn positive quasi-rents is not indifferent to losing
a client and is therefore not perfectly independent.
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Goldman and Barlev (1974) demonstrate that auditors face pressures from conflicting
sources such as client management, shareholders and third parties 16 and these pressures
result in potential threats to independence. They argue that "auditors lack a crucial source
of power and are, therefore, very vulnerable to clients' pressures" (p.71l). There are two
reasons for this. First, most audit work is of a routine nature so that no single audit firm
is offering a unique service and second, the benefits of an audit often accrue to third
parties rather than to those directly paying for the service.

As a result, Goldman and

Barlev conclude that pressures to violate rules of conduct are inherent in the auditor-client
relationship and the auditor's ability to resist such pressures is limited. Nichols and Price
(1976) disagree with Goldman and Barlev concerning the causes of auditor-client conflict.
They argue that the presence of non-routine tasks that involve more discretionary
judgments because they are not covered by generally accepted accounting principles are
likely to increase auditor-client conflict and place greater pressures on the auditor. Nichols
and Price also contend that another cause of auditor-client conflict is not that third parties
are the primary beneficiaries of an audit but rather the coercive manner with which a third
party may use an unfavourable audit report. Thus, Nichols and Price do not dispute the
existence of potential auditor-client conflict but they suggest different reasons for the
pressures placed on auditors. Their arguments are particularly relevant for the research in
this thesis because, as demonstrated in section 2.4, client management may be motivated
to revalue in order to improve the appearance of the balance sheet in the eyes of third
parties.

Further, as there is no single correct valuation, considerable discretionary

judgment may be exercised regarding the reasonableness of the amounts recorded.

16

Third parties are described as "outsiders" such as potential investors, creditors and suppliers.
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Serlin (1985) discusses the advantages and disadvantages of "opinion shopping" where
clients seek the opinions of other auditors in contentious situations. He suggests that one
of the reasons for concern about this practice is that it puts "extreme pressure, in today's
already competitive market, on a company's current auditors to accept the lowest common
denominator" (p.76).

While Serlin presents a number of arguments in favour of the

practice of opinion shopping, he does acknowledge that the "fear of losing an important
client is a real one to an auditor" (p.76).

Most experimental studies concerning auditor independence have focused on accountants'
and users' perceptions rather than on whether the auditor's judgments are influenced by
a lack of independence. Shockley (1981), for example, studied the perceptions of partners
from both the "Big Eight" audit fIrms and from smaller firms and compared these to the
perceptions of fInancial analysts (as surrogates for investors) and bank loan officers (as
surrogates for creditors). He manipulated four treatment variables in a repeated measures
factorial design and found that, for all subjects treated as a single group, three variables
had a significant effect on perceptions of independence. Auditors were perceived to be less
independent when the audit market was competitive, when the auditor performed consulting
services and also if the audit fIrm was small. The number of years an audit fIrm had
provided audit services to a client was not found to signifIcantly influence perceptions of
independence.

Knapp (1985) examined loan officers' perceptions of auditors' ability to resist client
pressures, again manipulating four independent variables in a full factorial design. He
found that the client's financial condition and the nature of the conflict between the client
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and the auditor had the most influence. The level of competition in the market for audit
services and the audit ftrm 's performance of other services for the client, while signiftcant,
were of much less influence. Knapp also found an interaction effect between the client's
ftnancial condition and the conflict issue, enabling him to conclude that "auditors are
perceived to be most susceptible to client pressure in those situations where the client is
ftnancially strong and the conflict issue is not dealt with precisely by technical standards"
(p.207). This is relevant for the research in this thesis because asset revaluations are
inherently uncertain and the relevant ftnancial reporting standards do not establish precise
technical rules that can be applied to ensure the accuracy of a valuation.

As far as auditors themselves are concerned, Farmer et al. (1987) examined the effect of
competitive pressure on audit judgments and whether the perceptions of auditors
concerning independence issues vary according to their position in the audit ftrm. They
contend that "there is concern that competitive pressures may subtly (or even unknowingly)
cause auditors to compromise their independence on accounting issues" (p.2). However,
they suggest that a learning or "acculturation" process may take place resulting in partners
and managers adopting different value structures to those of lower ranks. Farmer et al.
investigated the impact of potential litigation and the potential loss of a client on auditors'
judgments involving acceptance of the client's treatment of a novel transaction not covered
by a professional pronouncement. Subjects were told that, while another large CPA firm
would accept the client's treatment, they and their colleagues were of the view

th~lt

such

treatment would not be consistent with the substance of the transaction. Results indicated
that both variables influenced the auditors' decisions on whether they would accept the
proposed accounting treatment. There also appeared to be interaction effects, with subjects
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agreeing with the client most often when risk of litigation was low and risk of client loss
was high. On the other hand, when the risk of client loss was .low and that of litigation
high, only two out of a total of 78 subjects indicated that they would accept the client's
position. Farmer et al. also found, contrary to expectations, that the staff group agreed
with the client position more often than partners. One of the limitations of this study is
that the independent variables were tested on a within-subjects basis, thus giving rise to
possible demand effects.

Two studies discussed in subsection 2.5.4.2.2.2 also have relevance to auditor
independence. The Buchman et al. (1989) study found that auditor subjects who were held
accountable to the client were more likely to issue an unqualified audit report, suggesting
a possible compromise of independence. The study by Lord (1992) included as one of the
independent variables the auditor's competitive environment, operationalised as the
presence or absence of another audit firm aggressively pursuing the client. However, the
objective of this study was to examine the effect of pressure in the form of being held
accountable for responses as opposed to making anonymous responses. While there were
no significant interaction effects between the auditor's competitive environment and
accountability, the former variable was not analysed directly.

2.5.4.4 Source Credibility/Reliability
Another factor that may influence the collection and evaluation of audit evidence is the
reliability or credibility 17 of the source of that evidence. This is particularly relevant to

17

Consistent with previous studies, the tenns credibility and reliability are interpreted as having the
same meaning and are used interchangeably (see Rebele et aI., 1988).
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the research in this thesis because the auditor must rely on the work of an external valuer
when deciding whether a valuation is reasonable. The background and experience of the
valuer are likely to affect the credibility of the valuation report. The issue of source
credibility has received attention in the social psychology literature, the communication
literature and also in the consumer behaviour literature. However, only a few auditing
papers have addressed the issue.

2.5.4.4.1 Source Credibility in the Psychology and Behavioural Literature
A n.umber of psychology and behavioural studies have examined the issue of source
credibility. Some researchers have attempted to identify the factors that underlie source
credibility by decomposing the term into different constructs or attributes (for example,
Birnbaum and Stegner, 1979; Schum, 1989; Ohanian, 1991). Others have studied how
subjects decide between conflicting information from sources with different degrees of
credibility, building statistical models that apply weightings to the various pieces of
information according to the credibility of their sources (for example, Samet, 1975;
Lichtenstein et al., 1975; Birnbaum et aI., 1976). While much of this research is beyond
the scope of this thesis, what is of relevance is the discussion concerning the meaning of
credibility and its various components and the general findings of the research.

The components of source credibility have been the subject of considerable debate. Some
early researchers (for example, Hovland et aI., 1953) regarded source credibility as
comprising expertise and trustworthiness. Others have argued that these two attributes do
not adequately explain the differences in perceived credibility. In the communication
literature, other dimensions have been added and existing dimensions have been renamed
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or decomposed into further constructs (for example, Berlo et al., 1969; O'Reilly and
Roberts, 1976; Munter, 1986; Kenton, 1989). The dimensions that are of relevance to this
thesis can be summarised as expertise, prestige and trustworthiness.

"",

Expertise has been defined in a variety of ways.

Kenton (1989) relates it to the

communicator's overall knowledge and intelligence, which she suggests is indicated by
factors such as training, experience, qualifications, intelligence, competence and
achievement. Birnbaum and Stegner (1979) define expertise as the perceived correlation
between the source's report and the outcomes of empirical verification, a factor that is
dependent on training, experience and ability.

Ohanian (1991) refers to an earlier

definition by Hovland et al. (1953), who stated that expertise is "the extent to which a
communicator is perceived to be a source of valid assertions" (p.46). Ohanian interprets
this to mean the knowledge the source possesses to support the claims made.

It is noted that not all writers regard expertise as a component of source credibility.
Schum (1989), for example, draws a distinction between the credibility and the competency
of the source. He regards credibility as a synonym for believability, while competency is
defined as having "some personal knowledge of and understanding about the matter
asserted" (p.41). There is clearly little difference between this definition of competency
and some of the definitions of expertise that are regarded as part of source credibility. As
far as the research in this thesis is concerned, expertise is regarded as an important
attribute of source credibility.

--',''-:'"
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Prestige has been defined as "the "credit" or power which other people have afforded the
-communicator" (Kenton, 1989, p.148) and is indicated by rank, power, position and status.
Trustworthiness is regarded as the subject's confidence in the source for providing
information in an objective and honest manner (Ohanian, 1991). Birnbaum and Stegner
(1979) suggest that both source bias and the judge's point of view are aspects of source
credibility and it can be argued that trustworthiness is associated with both of these factors.

In spite of the diversity of opinion regarding the meaning and components of source
credibility, the research evidence suggests that it is an important factor in the acceptance
of a communication. Early studies in the area, reported in Hovland et al. (1953), found
that a communicator with high credibility· motivated the receiver to accept the
recommendations and conclusion more than a communicator with low credibility. Since
then, other studies in a range of disciplines have generally supported these findings. As
far as public speaking is concerned, research has found that a speaker with high credibility
is more persuasive than a speaker with low credibility (Stiff, 1986; Kenton, 1989). With
regard to consumer behaviour, the use of people with high credibility in advertisements has
been found to be more effective than using people with a lower level of credibility
(Ohanian, 1991).

On the basis of the above studies, it is suggested that auditors should be more willing to
rely on the work of a valuer with high credibility than one with low credibility.
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2.5.4.4.2 Source Credibility in the Auditing Literature
I

Only a few auditing studies have directly addressed the issue of source credibility.
However, a number of studies focus on aspects of credibility. Those studies discussed in
subsection 2.5.3.2.1 concerning relying on the work of internal auditors are relevant to the
extent that the auditor must assess the competence, objectivity and work of the internal
audit department in order to decide the extent of reliance on their work. It has been
argued in the previous section that competence is closely related to the expertise
component of credibility while objectivity is related to the lack of bias or trustworthiness
component of credibility. In testing the effects of competence and objectivity on the extent
that the auditor is prepared to rely on the work of internal auditors, these studies are in fact
examining the auditor's sensitivity to the credibility of the source.

As discussed in

subsection 2.5.3.2.1, competence was found to have a significant influence on the
assessment of the internal audit function in all of the studies undertaken. Results relating
to objectivity were less clear, with some studies finding it to be a significant factor and
others finding it not to be of significance.

Joyce and Biddle (1981) examined auditors' sensitivity to the reliability of an information
source concerning customer credit worthiness. They manipulated reliability by obtaining
information about an overdue account from the client's credit manager on the one hand and
from an independent credit agency on the other. Subjects were asked to estimate the
probability that the debt would be collected and the percentage of the debt that should be
recognised as uncollectable.

In a between-subjects design, the results indicated no

significant differences as a result of the source reliability manipulation. Joyce and Biddle
conducted a further experiment with different subjects using a within-subjects design and
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this time found significant main effects for source reliability for both dependent variables.
IThey also found significant order x reliability interactions. These indicated less uncertainty
about the collectibility of the debt for the manager source when subjects received
information about the manager first compared to when they received information about the
credit agency first. Joyce and Biddle conclude that their results suggest that subjects only
attend to source reliability when it is made salient, as in a within-subjects design. They
express concern that in many auditing situations the auditor only receives data from one
source and therefore may not be prompted to consider the reliability of that source.

Bamber (1983) studied the effect of source reliability within the audit team, examining the
sensitivity of audit managers' judgments to the reliability of the audit senior. Using a
cascaded inference model, the study found that managers were sensitive to the reliability
of the senior and that they discounted the information from a less reliable source more than
that predicted by the model.

Rebele et al. (1988) examined the effect of client staff expertise on auditors' judgments
concerning uncollectible accounts receivable balances. Arguing that source credibility is
a function of both independence and expertise, they point out that Joyce and Biddle (1981)
examined only the independence aspect of credibility. Their study extended this research
to explore the effect of different levels of expertise on auditors' assessments of reliability.
The results indicated that subjects placed significantly more reliance on evidence obtained
from a high expertise source than on evidence obtained from a low expertise source. They
conclude that their fmdings, together with those of previous studies, suggest that auditors
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may be more sensitive to source expertise than to source independence when evaluating
the reliability of audit evidence.

Anderson and Marchant (1989) examined auditors' assessments of the competence and
integrity of auditee personnel. While they do not specifically discuss source credibility,
the factors they examine can be regarded as components of source credibility. The study
found that auditors give greater weight to positive evidence when evaluating competence
but give greater weight to negative evidence when evaluating integrity. Anderson and
Marchant argue that judging others "is a social context variable which influences the
conduct of the audit at every phase" (p.3) and the forming of impressions about auditees
or clients is a critical aspect of auditing.

As far as the audit of revalued assets is

concerned, it can be argued that similar impressions must be formed about an expert valuer
when his/her work is to be relied upon.

Anderson et al. (1994) examined the effect of source competence information about client
management and the timing of the receipt of that information on auditors' performance of
analytical review.

The results of the study indicated that subjects were sensitive to

variations in the level of a manager's competence.

Auditors who were told that the

assistant controller possessed high competence were more likely to accept his explanation
as plausible than those auditors who were told that he possessed low competence.
However, those who did not receive any information about the assistant controller's
competence considered his explanation to be as valid as those who received the high
competence description. The study also found that the timing of the receipt of information
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influenced how auditors process an explanation from the source but it did not affect their
judgment about the validity of the explanation.

Hirst (1994) explored auditors' sensitivity to source reliability in the context of analytical
review.

He examined the effect of both competence and objectivity on auditors'

assessments of explanations concerning a possible overstatement of inventory. Competence
was manipulated by varying the source's technical ability as high or low while objectivity
was manipulated by varying independence. The source was either a member of the audit
fIrm or the client's chief financial officer. Hirst found that, while both source competence
and objectivity signifIcantly affected judgments concerning the inferential value of the
source's explanations, the interaction effect between the two variables was also significant.
Further tests indicated that the high competence-high objectivity source's explanations had
greater inferential value than the other explanations, none of which were signifIcantly
different from each other. Hirst suggests that a possible reason for the differences between
his results and those of Joyce and Biddle (1981) is that the objectivity manipulation in his
experiment was stronger because he used a member of the audit fIrm as the independent
source.

2.6 Summary

This chapter has reviewed a number of literatures that are relevant to this thesis. First, a
summary of the professional standards and the literature relating to them was provided,
followed by a review of the accounting choice literature concerning revaluations. The
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remainder of the chapter examined the relevant aspects of the audit judgment literature.
The major points of relevance arising from this literature review are summarised below:

1.

The professional literature indicates that valuations of non-current assets
should be carefully scrutinised before the auditor accepts them as reliable
audit evidence. Such scrutiny involves both an evaluation of the valuer and
a review of the valuation report.

2.

The accounting choice literature suggests that there are managerial
incentives to revalue which could result in bias due to management's desire
to produce a certain outcome.

3.

While the results of studies concerning inherent risk assessment have been
mixed, the literature suggests that auditors appear to be sensitive to factors
such as managerial incentives when assessing the inherent risk of
misstatement of an account balance.

4.

Gibbins (1984) and Gibbins and Emby (1985) demonstrate that the ability
to justify a decision is an important aspect of the judgment process. This
is particularly relevant in decisions relating to asset revaluations where there
is no single valuation that can be regarded as correct.

5.

Messier and Quilliam (1992) point out that the auditor is usually
accountable to more than one audience and the views of those audiences
may conflict. Awareness of these conflicting views is likely to impact on
the justification procedures adopted. This is particularly important when
asset revaluations have been undertaken in order to strengthen the
appearance of the balance sheet from a debtholders' perspective.

l~ __ ~:~:: ~.~ _._~:,~
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6.

The audit independence literature suggests that pressures from conflicting
sources such as client management, shareholders and third parties can result
in potential threats to audit independence. However, empirical research
concerning the impact of pressures from different sources and the
,. :>..... -.

conflicting risks that result from these pressures has been limited (Farmer
et al., 1987).
7.

While results of research studies have been mixed, it appears that auditors
do consider the reliability of the source of audit evidence. None of the
studies reported to date have addressed the situation where the auditor relies
on the work of an independent expert
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CHAPTER 3
EXPLORATORY INTERVIEW SURVEY
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3.1 Introduction

While the audit of revalued non-current assets is discussed in the professional literature!,
very little is known about how auditors exercise judgment in the area. Because of the lack
of prior research, an initial exploratory study was undertaken to establish the current state
of the art. Felix and Kinney (1982) describe this type of research as a "state description"
which "attempts to identify the current behavior of auditors" (p.249). They suggest three
methods of carrying out such research: mail surveys, field studies (interviews), and the
examination of working-paper documentation.

After considering the strengths and

weaknesses of the three methOds recommended2, interviews were selected as the most
appropriate in this instance. Other studies that have used interviews to gather preliminary
information include Bamber and Bylinski (1982), Danos and Imhoff (1982b), Mutchler
(1985), Haskins (1987) and Holt and Moizer (1990).

This chapter is structured in the following way. In section 3.2, the objectives of the survey
are discussed, followed in sections 3.3 and 3.4 by a summary of the procedures used and

See Chapter 2.
2

While a mail questionnaire would have enabled more respondents to be surveyed, considerable detail
would have been lost. Discussions with audit partners indicated that requests to examine confidential
working-paper documentation would not have been well received. Client approval would have been
required and this would probably not have been granted in any situation where the revaluation had
been a sensitive audit issue.

.--'.
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the questionnaire design. Section 3.5 outlines the selection and experience of participants
while the principal findings of the survey are briefly summarised in section 3.6. Finally,
some conclusions are drawn in section 3.7. The detail in this chapter is kept to a minimum
as the interviews are not a central part of the thesis. Rather, they were conducted to
provide input to the two experiments reported in Chapters 4 and 5. Detailed results of the
interview survey are contained in Appendix A of the thesis.

3.2 Objectives of the Survey

The survey was descriptive and largely qualitative, being of an exploratory nature only.
The objectives of the interviews were to identify:
1.

the opinions of auditors concerning asset revaluations;

2.

the issues that auditors face when a client has revalued non-current assets;

3.

the tests and procedures used in the audit of revalued non-current assets;

4.

any differences in procedures between the various classes of non-current
assets 3.

The findings were then used, in conjunction with the relevant literature, to develop the
hypotheses tested in the experimental studies reported in Chapters 4 and 5.

3

These objectives are similar to those of Bamber and Bylinski (1982) who conducted unstructured
interviews to examine the review process "because of the lack of litemture" (p.4S) in the area.
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3.3 Procedures Used

The survey took the fonn of a series of structured interviews with 44 senior auditors. Each
interview took between fifty and ninety minutes and was conducted by the researcher in
the offices of the participants.

Assurance was given as to the confidentiality of the

interview and the participants were each given a letter confInning this. A questionnaire
was used so that the same questions were asked of each auditor. The researcher conducted
all interviews and ensured, as far as possible, that questions were asked in the same
manner. Responses to each question were summarised and later transcribed and analysed.
I

3.4 Questionnaire Design

The questionnaire was divided into four parts. The first part consisted of some background
infonnation about the respondent and his/her experience. The second part concerned the
auditor's opinion or perception of various issues concerning asset revaluations.

The

questions addressed both the broad, philosophical issues that underly the principles of
revaluation and more specific matters about the audit of revalued assets. The third and
fourth sections concerned the audit process relating to revaluations, the third covering all
classes of non-current assets and the fourth concentrating on a specific class of assets with
which the auditor had experience4.

4

Details of the questions asked are contained in the data analysis section of Appendix A (section
A.5).
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The questions were developed from a variety of sources. Preliminary discussions were
held with a number of senior audit practitioners and also with academics with auditing
experience. Auditing textbooks and the professional literature were examined together with
the relevant accounting and auditing standards. The objective was to focus discussion on
the likely problems and difficulties that auditors face and to establish whether they are
comfortable with the professional requirements in this area.

The interview questionnaire was pilot tested by both practitioners and academics.
Practitioners came from two accounting firms in Christchurch. Academics from Lincoln
University and the University of Canterbury were used and included those with auditing
experience, those with financial accounting experience and those with no accounting or
auditing experience. Among the latter were a psychologist and a sociologist who had
considerable experience in questionnaire design.

Various recommendations for

improvement were made and the questionnaire was modified accordingly.

3.5 Selection and Experience of Participants

Auditors from both the private and public sectors were included in the survey. Participants
were located in the four main centres of New Zealand, with the majority being based in
Auckland and Wellington.

As far as the private sector is concerned, five of the "Big Six" international accounting
firms dominate the auditing of listed and large unlisted companies in New Zealand. A
senior partner in each of the five firms nominated audit partners who were responsible for

64
clients likely to revalue non-current assets.

In some cases that partner arranged the

interviews while in others the researcher made direct contact.

The total number of

participants from the five ftnns was 36.

The audit of public sector entities is largely undertaken by Audit New Zealand, formerly
the government audit office5 . A senior executive advised the regional in-charge directors
that the study was to be undertaken and encouraged their participation. The researcher
then contacted the in.,charge directors and they arranged interviews with those directors
considered to have experience in auditing non-current assets. Interviews were conducted
with eight directors located in the four main centres of New Zealand.

The number of years of audit experience of participants is summarised in Table 3.1 which
shows that the majority of participants had significant general experience as auditors.

5

Asset valuations have become a major issue in the public sector in New Zealand as a result of
reforms that require full accrual accounting and also the inclusion of infrastructural, heritage and
other assets in the financial statements.

65·····,···········

Years

Participants
No.

%

6 - 10

3

6.8

11 - 15

13

29.6

16 - 20

15

34.1

21 - 25

7

15.9

26 - 30

3

6.8

Over 30

3

6.8

44

100.0

Total

Table 3.2 shows interviewees' own perceptions of their experience in auditing revalued
non-current assets, where zero represents no experience and four represents a high level
of experience. It is evident from this table that most auditors interviewed considered
themselves to have considerable experience in auditing revalued land and buildings, a
moderate level of experience in auditing revalued plant and equipment and a lower level
of experience with revalued intangibles. Not surprisingly, only a small number of those
interviewed had experience in auditing infrastructural and heritage assets and forests.
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Total

Level of Experience

Class of Asset

1

0
Land & Buildings
General

No.

Land & Buildings
Specialised

No.

Plant & Equip.
General

No.

Plant & Equip.
Specialised

No.

Intangibles

No.

%

%

4

3

2

.

3

1

21

19

0.0

6.8

2.3

47.7

43.2

4

2

7

19

12

9.1

4.5

15.9

43.2

27.3

100.0

2

9

13

14

6

44

29.6

31.8

13.6

100.0

11

12

7

44

%

25.0

27.3

15.9

100.0

12

2

44

%

4.5

Infrastrue tural

No.
%

Heritage

No.
%

4.5

20.5

8

6

18.2

13.6

11

13

25.0

29.6

13.6

27.3

33

2

1

5

75.0

4.5

2.3

11.4

39

1

1

1

2

88.6

2.3

2.3

2.3

4.5

35

2

1

2

4

79.6

4.5

2.3

4.5

9.1

6

3
6.8

.,

..... .

100.0
44
. »"-L- ••.'~::I·.

100.0
44
100.0
44
100.0
. - - - ..
~

Forests

No.
%

44
100.0

3.6 Principal Findings of the Survey

This section contains only a brief summary of the principal findings of the survey. As
noted earlier, the detailed results are reported in Appendix A.

,
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As an introduction to the revaluation issue, auditors were asked some questions relating
to their opinion about the most appropriate measurement system for non-current assets.
While there was a diversity of opinion, modified historical cost received the most support
with approximately 40% of participants favouring this system.

It was seen as a

compromise between a pure cost-based system and a current value system, providing a
reasonable balance between relevance and reliability.

When modified historical cost is used, SSAP-28 normally requires a revalued fixed asset
to be recorded at net current value. Interviewees were asked whether they considered this
amount to be readily determined and reliable. Over 70% of respondents considered that
net current value is only occasionally a readily determined and reliable amount, particularly
for more specialised assets. A majority of auditors related the issue to the existence of a
market. Where there is a ready market for an asset, then the net current value can· be
established with reasonable reliability. However, where no market exists or the market is
stagnant, then determining net current value becomes a much more subjective exercise.

The valuation process used by the valuer usually involves the application of principles and
methodology that are, to varying degrees, familiar to accountants.

Furthermore, when

obtaining assurance that the valuer's work constitutes appropriate audit evidence, AS-5
requires the auditor to consider the source data, the assumptions and the methods used.
Participants were therefore asked what they felt they needed to know about valuation
methodology and whether they felt their level of knowledge in the area was adequate.
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Only four respondents felt that they did not need to know very much about valuation
methodology, but three of these held this view because there were experts in their fIrm to
whom they could refer when necessary. Most interviewees believed that, as auditors, they
should understand the various valuation methods being used by valuers. A majority of
participants also felt that they should have an understanding of the assumptions and
principles used in valuation. However, ,more than 70% felt that their knowledge of
valuation methodology was inadequate.

The next part of the questionnaire contained some general questions concerning the audit
of revalued assets, including the issues that auditors face, the effect of revaluations on risk
assessment and planning, delegation of work and evaluation of valuer experience.

The issues of most concern to those interviewed were the reputation of the valuer, the basis
of the valuation and the appropriateness of the method used.

More than 85% of

participants considered that a revaluation had at least some effect on their assessment of
audit risk, with the possibility of overstatement following a revaluation being the most
frequently cited risk consideration. The motive for the revaluation was also seen as a risk
consideration, with a number of respondents being conscious of the possibility of
management bias, resulting from a desire to "improve the appearance of the balance sheet".
In the private sector, auditors noted that such an improvement may be designed to enhance
borrowing opportunities or make it easier for a fIrm to adhere to the terms of a debt
contract. Some public sector auditors were concerned that privatisation opportunities may
lead to a desire by management to portray a strong balance sheet pending the issue of a
prospectus. In spite of these concerns, however, several respondents were apprehensive
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about the client's reaction should they challenge a valuation. A number of interviewees
expressed a fear that they could lose the client if they refused to accept a valuation that
had been undertaken by an independent valuer.

Responses concerning the effect of revaluations on audit planning were varied, with over
30% of participants regarding the effect on planning to be considerable and almost 25%'

considering it to be only small or non-existent. Of those who deemed the effect to be
considerable, several indicated that revaluations required a significant change of procedure.
Others pointed out that the need to communicate with the valuer and to increase
discussions with the client both affected planning. . A number of those who viewed the
effect on planning as minimal stressed that this did not mean that they regarded a
revaluation as insignificant. Rather, they regarded it as an issue that affected only the
senior members of the audit team and which therefore had little impact on the routine work
covered in the audit plan.

Responses were also varied concerning the impact of

revaluations on audit time, with many auditors pointing out that the effect on time
depended on the particular circumstances. For example, if it was the first time a client had
revalued and the assets represented a large part of total assets, then the increase in time
would be considerable. If, on the other hand, it was a more routine revaluation that was
done every year by the same valuer, then the effect on audit time would be minimal. The
effect on time was also seen as being dependent on whether the auditor had any doubts
about the valuation.

Obviously, if discussion with the client and/or the valuer was

required, this could significantly lengthen the audit.
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Slightly more than 50% of respondents believed that the valuer should always be a member
of the New Zealand Institute of Valuers (NZIV). The remaining interviewees were of the
view that the valuer should hold a professional qualification appropriate to the asset being
valued, and this may not necessarily be NZIV membership. More than 45% of participants
appeared to regard reputation as a surrogate for experience. If the firm of valuers or the
individual valuer had a sound reputation in the market place then it was safe to assume that
they also possessed the desired level of experience.

Other respondents emphasised the

need for some indication of specific experience with a particular class of assets, while a
smaller group stressed that a valuer should have experience in the location of the asset as
well as in the class of asset. A number of auditors indicated, however, that it was difficult
to question a valuer's expertise. One statement that typified this sentiment was "if the
client wants to use a particular valuer, we have to go along with that or they will change
auditors".

As far as delegetation of work is concerned, the type of work delegated depended on the
complexity of the revaluation and the amount of judgment perceived to be involved. The
majority of auditors considered that the routine, more mechanical work could be delegated
down to senior level. Most respondents perceived themselves, together with their manager,
as playing an active part in the audit of revalued assets. The partner or director was
invariably closely involved with any unusual or non-routine valuations as well as with any
issues that required contact with the client and/or the valuer.

The final part of the questionnaire consisted of a series of more detailed questions that
focussed on the audit of specific classes of non-current assets. Interviewees were asked
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to select one or more classes of assets which they were involved with auditing. Classes
selected were general and specialised property; plant and equipment; infrastructural and
heritage assets; intangibles; and forests. A number of differences in audit practice were
evident between the various classes of assets.

There was a clear difference in the level of acceptance of valuations at face value between
general property and the other classes of assets. Many auditors of general property stated
that a valuation is usually accepted at face value after inspecting the valuation report. For
all of the other classes, no auditor stated that the valuation is usually accepted only on the
basis of the valuation report.

There was also a difference in the level of communication with the valuer between the
various classes of assets. In more than 70% of general property cases, respondents never
or only occasionally communicated with the valuer. While this percentage decreased for
specialised property cases, it was still higher than for the other classes of assets. For plant
and equipment and infrastructural assets, at least 80% of respondents either always or
usually communicated with the valuer, while for intangibles and forests, all participants fell
into one of these two categories.

The issue of expertise was addressed again in this part of the questionnaire to identify
differences between the various classes of assets. Professional reputation was regarded as
an indicator of expertise by the majority of auditors in all classes of assets except for
infrastructural and heritage assets. This difference is probably due to the lack of expertise
in this area of valuation due to its relative newness. Professional reputation was also
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regarded as an indicator of independence, particularly with regard to valuations of property
and plant. However, some interviewees stressed that, for those assets of a more specialised
nature, in-house valuations were sometimes more reliable and valuer independence was not
always appropriate.

The majority of respondents in all classes undertook some testing of the source data,
usually checking and reconciling the data against information from the accounting system
and other client records. However, the percentages were smaller for property, with almost
. a quarter of participants in the general property class indicating that they did not undertake
any checks of source data.

All auditors stated that they always considered the assumptions and methods used in a
valuation.

Most respondents in the area of property valuations relied on their own

experience and knowledge of the various methods, while for more complex valuations,
other fInn members were consulted or enquiries were made of the valuer.

To conclude the interviews, respondents were asked if there were any other matters that
they considered important concerning the audit of revalued assets. A number of the issues
raised highlighted the differences between the various classes of assets and inconsistencies
that exist within current practice. Concern was expressed about the complexities involved
in the valuation of some assets such as specialised plant, and infrastructural and heritage
assets. A number of respondents questioned how much they could rely on the valuer and
how much work they needed to do themselves, stressing that, in the end, the acceptance
of a valuation was an issue of judgment.
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3.7 Summary

This chapter has summarised the results of a preliminary interview survey designed to
establish the current state of the art concerning the audit of revalued non-current assets.
The survey was undertaken in order to identify auditors' views about revaluations and the
issues that they face when a client revalues.

The survey was considered to be a

preliminary stage in the research project because of the lack of literature directly related
to the audit of revalued assets. Some of the issues raised by auditors have been used, in
conjunction with relevant aspects of the accounting choice and audit judgment literatures,
as input to the controlled experiments reported in the next two chapters of this thesis.
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CHAPTER 4
EXPERIMENT ONE
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4.1 Introduction

As noted in Chapter 2, the principal reasons for conducting research in audit decision
making are to understand, evaluate and improve audit decisions (Ashton, 1983; Ashton et
al;, 1988; Libby, 1991).

Experiment One is designed to enhance our understanding of

some of the factors that affect auditor judgments in the area of revalued non-current assets.
The study considers the situation where auditors are faced with two conflicting risks which
are likely to exist simultaneously in the audit environment. The first is the threat of
litigation arising from the client's breach of a debt covenant and the second is the threat
of losing the client. These two factors in the audit environment are also likely to have
justification consequences. Gibbins and Emby (1985) suggest that the ability to justify or
defend decisions to various audiences is regarded by many auditors as an essential quality
of sound professional judgment. This is particularly so when no single decision can be
regarded as the correct one, as in the case of asset revaluations. Auditors will therefore
be concerned that they can justify to others that they have collected and evaluated
sufficient appropriate evidence to conclude that the valuation is reasonable. However, in
this case, the views of the different audiences (creditors and the client) are likely to differ
so that an acceptable justification to one audience may result in conflict with another
(Messier and Quilliam, 1992; Hirst, 1992).

.",-.--
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In this experiment, the risk of breaching a debt covenant and the risk of losing the client
are manipulated at high and low levels in a between-subjects design. The impact of these
factors on planned audit hours and on the likelihood of accepting the valuation are
measured for two assets, an owner-occupied property and an investment property.

4.2 Development of Hypotheses

The development of hypotheses is based on a number of different sources. These include
the accounting choice literature which discusses the underlying managerial incentives for
revaluing assets, the audit judgment literature relating to both justification and risk and the
audit independence literature.

A secondary source is the results of the exploratory

interview survey discussed in Chapter 3 and Appendix A.

4.2.1 Risk of Breaching a Debt Covenant
As noted in Chapter 21, the accounting choice literature suggests that management may
have incentives to revalue non-current assets in order to reduce contracting costs. Brown
et al. (1992) hypothesise that the closer a firm is to violating a debt covenant, the greater
the probability that the firm will revalue, thereby reducing the debt/equity ratio. This is
supported by a telephone survey of chief financial officers (CFOs) conducted by Easton
et al. (1993) which indicated that a desire to lower the debt/equity ratio was often the
primary motivation for asset revaluations. Some CFOs pointed out that borrowing was
regulated by trust deeds which contained fmancial covenants relating to debt/equity ratios

See Section 2.4.
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and revaluations helped fInns stay within these borrowing restrictions. Even in the absence
of any debt contracts, an increase in the recorded value of assets will enhance the
borrowing capacity of the finn. As Whittred and Chan (1992) argue, asset revaluations
provide a low cost mechanism for reducing problems associated with underinvestment.
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The structured interviews conducted with audit partners revealed that many are aware of
managerial incentives to revalue. The possibility of overstating asset values and the motive
for the revaluation were the two most frequently cited considerations when assessing audit
risk associated with a revaluation. A number of respondents specifIcally mentioned the
possibility of management bias, resulting from a desire to improve the appearance of the
balance sheet in order to facilitate borrowing or to adhere to the terms of debt contracts.
The concerns of auditors in this regard are illustrated in Table 4.1 which contains some
direct quotations made by interviewees.

"The motivation to revalue is not to show a truer and fairer view but to show a
better view, i.e. to improve the look of the balance sheet."
"What is the motivation for revaluing? Are they doing it to suit their
circumstances. "
"Revaluations are done either to heighten directors'egos or to keep banks happy."
"Clients revalue for a reason because the depreciation charge increases. It may
indicate a problem with balance sheet ratios. The risk revolves around lenders,
debenture trustees etc."
"I have a cynical approach - the only reason for revaluation is to make the balance
sheet look better, when the ratios are wrong and need improving."
"What worries me is when the revaluation is done for the purpose of a bank loan or
a debt covenant. Covenants are a very important part of auditing."
"I always ask myself 'What is the sinister motive underlying the revaluation?'''

I
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Because there is no single correct valuation, it can be argued that the auditor's primary
concern will be to ensure that the valuation is regarded as reasonable, thus minimising any
threat of litigation. The principal source of this threat comes from creditors, who comprise
one of the evaluative audiences to whom auditors are accountable (Messier and Quilliam,
1992).

The possibility of breaching the terms of a debt covenant or the security

requirements for a bank loan places the auditor in a "predicament" (Schlenker, 1980). The
three conditions that Schlenker (1986) suggests will normally accompany a predicament

are all present in this situation. The auditor's decision will be publicly known in the form
of a published audit report, the decision taken will be judged by others and, if legal action
follows, the auditor will be forced to explain and justify the reasons for his/her decision.
Faced with such a predicament, the auditor can be expected to adopt certain justification
procedures (Emby and Gibbins, 1988) in order to support the decision taken and defend
the course of action should the need arise. Emby and Gibbins argue that these procedures
may occupy a considerable amount of the time involved in the judgment process because
evidence gathering, consultation and analysis may all be undertaken not only to enable a
decision to be taken but also to support the decision. In other words, when the threat of
litigation increases, the need for justification also increases.

It can be hypothesised,

therefore, that the auditor will plan to spend more time on the audit of a revalued asset
when the risk of breaching a financial covenant is greater.

This proposition is also

supported by the audit risk model because the inherent risk of misstatement is likely to be
greater when the revaluations appear to have been undertaken in order to improve balance
sheet ratios. When inherent risk is perceived to be high, the model requires a lower level
of detection risk, and thus an increase in substantive testing.
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It can also be argued that the auditor is less likely to accept a valuation as reasonable when
there is an increased risk of being sued by third parties. This is because the costs of
litigation are far-reaching, involving not just the immediate costs of defending a lawsuit
and the possibility of having to pay damages, but also longer term costs resulting from loss
of reputation (DeAngelo, 1981; Church, 1990). Again, this can be supported from the
audit risk model. If the level of detection risk cannot be reduced to adequately compensate
for the increase in inherent risk, then audit risk may be at an unacceptably high level,
resulting in an unwillingness to accept a valuation as reasonable.

Two hypotheses can be generated from the above discussion:

HI:

Auditors will plan to spend more time on the audit of a revalued noncurrent asset when the risk of breaching a financial covenant is high
compared to when the risk is low.

H2 :

Auditors will be less likely to accept the valuation as reasonable when the
risk of breaching a financial covenant is high compared to when the risk is
low.

4.2.2 Risk of Losing the Client
As noted in Chapter 22, clients can impose on auditors serious pressures which may
adversely influence audit decision making. Nichols and Price (1976) argue that pressures

2

See subsections 2.5.4.2.2.2 and 2.5.4.3.
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from the client are likely to be greater when the tasks under dispute involve more
discretionary judgments. While professional standards identify certain procedures that the
auditor should undertake when auditing revalued assets, the fact that there is no single
correct valuation suggests that the potential for conflict can be significant. A compounding
factor relating to asset valuations is that they are normally undertaken by an independent
expert who has been appointed and paid by the client. As a result, the client can be
expected to resist strongly any valuation dispute by the auditor. From the client's point
of view, the auditor is not an expert valuer and he/she should therefore accept
unquestioningly the valuation provided by the expert. The difficulties faced by auditors
in this regard were made clear in the structured interviews with partners, with a number
of interviewees expressing concern that, in today's competitive audit environment, it is not
easy to question an independent valuation. Examples of pertinent quotations are given in
Table 4.2 and these illustrate that clients do indeed impose pressures on auditors to accept
a valuation.

80

"It is very hard to argue with a client who has got a value and then for me to cast
doubts on it."
"In the current climate, where auditors are competitive, we can't redo a valuation."
"In today's climate with pressure on fees, we must build in any extra audit time in
our estimate."
"You have a hunch, a gut feeling, but to persuade directors to change a valuation
based on a gut feel is very difficult."
"It's hard to question someone's expertise. If the client wants to use a particular
valuer we have to go along with that or they will change auditors."
"I get a gut feeling that the value is wrong sometimes, but if it's supported by a
valuation report the auditor can't really argue or we'd lose the client."
"The client thinks it should be the end of the debate once a valuation has been
obtained."
"It would be a brave auditor who'd tell a client to write their assets down following
a valuation. He could lose the client."

As discussed in subsection 2.5.4.3, the fear of losing a client is an important one and there
are pressures imposed on auditors from within their own firms to retain clients (Church,
1990; Serlin, 1985; Farmer et al., 1987). Following Schlenker (1980) again, auditors faced
with challenging a valuation when the risk of losing the client is high encounter a
predicament and can be expected to adopt certain accountability tactics. It can be argued
that auditors who face the possibility of losing a client are more likely to be persuaded to
accept the client's point of view than those auditors who do not fear losing the client. This
is especially so in the area of revalued assets when auditors can justify their decision by
claiming that they relied on a report issued by an independent expert.

It is therefore

hypothesised that, when the risk of losing the client is high, auditors will be more likely
to accept the client's wishes without questioning the valuation, and therefore spend less
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time on the audit of the revalued asset. Auditors are also more likely to indicate that they
expect to accept the valuation as reasonable. These arguments give rise to the following
hypotheses:

.--;-,

Auditors will plan to spend less time on the audit of a revalued non-current
asset when the risk of losing the client is high compared to when the risk
is low.

H4 :

Auditors will be more likely to accept the valuation as reasonable when the
risk of losing the client is high compared to when the risk is low.

4.3 Research Methods

4.3.1 Research Design
The experiment is a 2 x 2 between-subjects design, resulting in four cases. The cases
involved the upward revaluation of two property assets3, so that all subjects in each of the
four groups responded to both asset valuations.

4.3.2 Variables
4.3.2.1 Independent Variables
The two independent variables are the financial situation of the client and the risk of losing
the client. The client's financial situation was manipulated by providing one group of

3

Reasons for selecting these two assets are discussed in subsection 4.3.3.2.
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subjects with one set of [mancial statements and the other group with a different set4. All
subjects were provided with some background data concerning a hypothetical client
company with unsecured debentures that had been issued in accordance with a debenture
trust deed. Subjects were advised that the deed contained a number of [mancial covenants
and, as auditor, they were required to provide a certificate to the trustee stating that these
covenants had not been breached. Specifically, total liabilities should not exceed 65% of
total tangible assets and secured liabilities should not exceed 35% of total tangible assets.
The manipulation involved one set of financial statements where the level of debt was such
that, without revaluing the non-current assets, total liabilities would exceed 65% of total
tangible assets5• In the other set of financial statements, the amount of liabilities was less
so that there was no risk of breaching the financial covenants. This was achieved by
excluding, some commercial bills from current liabilities and correspondingly increasing
the level of equity. Pilot testing confirmed the validity of the manipulation.

The two treatments can be summarised as follows:

Treatment One:

High risk of breaching a financial covenant

Treatment Two:

Low risk of breaching a financial covenant

4

Examples of the research instruments are provided in Appendix B.

5

Following the revaluations, the ratio was 62.9% whereas without any revaluations it would have
been 67.6%. With only the revaluation of the owner/occupied property, the debt/equity ratio would
have been 64.1 % whereas, with only the investment property revaluation, the ratio would have been
66.4%. Thus, the owner-occupied property revaluation had a more material effect on the ratio,
reducing it to just below the figure specified in the debt covenant. This is further discussed in
footnote 10.
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The risk of losing the client was manipulated by varying the introduction to the case
scenario. All subjects were advised that the client company had been audited by their ftrm
for the past six years and they had been the partner in charge of the audit for the past four
years. One group of subjects was informed that the client was very satisfted with their
performance as auditor and was always very receptive to any suggestions and
recommendations they made relating to accounting and control issues. The other group
was informed that last year they had been involved in lengthy discussions concerning audit
fees and that a rival ftrm who had been providing systems advice to the client was actively
pursuing the aUdit6•
I

I
I:

The two treatments can be summarised as follows:

Treatment One:

High risk of losing client

Treatment Two:

Low risk of losing client

Manipulation of the two independent variables results in the structure shown in Table 4.3.

Financial Situation of Client
High Risk of Breaching Covenant

Low Risk of Breaching Covenant

Risk of Losing Client

Risk of Losing Client

6

High

Low

High

Low

1

2

3

4

The actual wording is contained in the copies of the research instruments in Appendix B.
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4.3.2.2 Dependent Variables
The first dependent variable measured in this experiment is an estimate of the number of
hours that subjects expect the audit team to devote to the audit of each revalued asset.
This estimate was made immediately after studying the background information and
financial statements and before reading the valuation reports. This was considered realistic
because, at the planning stage of the audit, the auditor would normally be advised by the
client of their intent to revalue assets and an estimate of the time to devote to this aspect
of the audit would have to be made prior to receiving any valuation report. As an anchor,
subjects were provided with the amount of time both planned and actually spent on the
audit of the two assets in the previous year when no revaluations took place.

For

consistency, the actual time for both assets was slightly less than the planned time. In
addition, because the investment property had been acquired during the last financial year,
more time was allocated and spent on the audit of this asset. Subjects were advised that
this was because the audit included a search of the title deeds 7 •

The second dependent variable is a judgment concerning the likelihood that subjects would
ultimately accept the valuation as reasonable.

An eleven point scale ranging from zero

to ten was provided and subjects were asked to mark a point on the scale. Only the two
end points of the scale were annotated, with zero being described as "Extremely Unlikely"
and ten described as "Extremely Likely". This judgment was made immediately after
reading the valuation report from the independent valuer for each of the two assets.

7

This was on the advice of two partners involved in the pilot testing of the research instrument.
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4.3.3 Research Instrument
The research instrument involved a case study which was developed by the researcher.
The instrument comprised a cardboard wallet containing a page of instructions8 and four
envelopes, described as packages. The flrst package contained background information
about a hypothetical client company and the initial task involving the estimate of planned
audit time for each asset. The second and third packages each contained valuation reports
for one of the two assets and the tasks relating to the likelihood judgments9. The fourth
package contained some biographical questions relating to the subject's experience and
position.

The manipulation of two between-subjects factors meant that there were four versions of
the instrument. In addition, the order that the valuation report for each asset was presented
was randomly varied so that approximately half the subjects responded to questions about
the owner-occupied property flrst while the remaining subjects responded flrst to questions
about the investment property. This manipulation was designed to minimise any order
effects as the tasks for each asset were the same. In total, therefore, there were eight
versions of the instrument prepared, with each version being coded accordingly.

Pilot testing of the instrument formed an integral part of its development, being undertaken
at various stages of its generation as well as on completion.

A discussion of the

8

The contents of this sheet are summarised in subsection 4.3.5.

9

SUbjects were also asked questions relating to peer consultation and to the specific tasks undertaken
during the audit of revalued assets. This data was gathered for a related project being undertaken
to provide some descriptive information for the body funding this research. It did not form part of
this thesis.
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development of the instrument cannot be divorced from the pilot testing procedures that
were incorporated in the process. These procedures are therefore summarised in the next
subsection prior to giving a more detailed account of how each part of the instrument was
generated and the modifications that were made as a result of the pilot testing.

4.3.3.1 Pilot Testing Procedures
Pilot testing was undertaken at critical stages of the process of developing the research
instrument as well as when the document was in its final form.

The background

information, financial statements and notes to the accounts were initially checked by two
financial accounting lecturers from the accounting and valuation department at Lincoln
University and by two postgraduate students in the same department. Checking involved
ensuring that the financial statements were consistent with the other information, that the
notes were adequate and that the numbers in the financial statements were realistic and
contained no computational errors. The valuation reports were checked by two registered
valuers, one from a national valuation fmn and the other a lecturer in valuation at Lincoln
University.

The final document was tested by four members of the accounting and

valuation department who had had prior auditing experience. These were one former
partner, two former managers and one former audit senior. In addition, an educational
assistant with a higher degree in English reviewed the document for grammatical errors,
ambiguities and inconsistencies while a psychology lecturer experienced in conducting
experiments in that discipline examined the tasks and the procedures to be followed in the
context of psychological research in general. Following these reviews, the instrument was
pilot tested by four auditors from three audit fmns in Christchurch. Two audit partners
and two audit managers completed the entire task and provided written feedback on a

r·-'
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number of specific questions as well as on the instrument in general.

Following

discussions with these auditors, the final version of the instrument was drawn up. Two of
the auditors involved in the pilot testing reviewed the final document and gave it their
approval.

4.3.3.2 Package One - Background Information and Estimate of Audit Hours
Subjects were provided with an introduction concerning the audit of the client company
and some background data about the company, its products and its operations. Audited
financial statements for the two previous years were given together with the unaudited
statements for the current financial year. Relevant extracts from the notes to the accounts
were summarised, including details of revenues and expenses, tenn liabilities and the asset
revaluations. Additional infonnation relating to the valuations and the company's debt was
provided and this was followed by the first task concerning estimating the number of audit
hours for the two revalued assets.

The development of the case scenario and the financial statements was undertaken with the
objective of making them realistic while at the same time keeping the instrument as brief
as possible. In view of the fact that senior auditors were asked to take part in the study
on a voluntary basis, it was considered imperative that the exercise could be completed in
a relatively short time. Another consideration was that the hypothetical client should be
involved in a fairly general manufacturing business so that the assets being revalued could
not be considered to be specialised. The manufacture of camping equipment and canvas
products was chosen as being the type of business that does not require specialised
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buildings in which to operate. Further, the auditor of such a company is unlikely to
require specialist knowledge to undertake the audit.

As noted in subsection 4.3.2.1, the introduction contained the manipulation of the loss of
client factor. After subjects were given a brief history of their relationship with the client,
they were advised either that there was no perceived risk of losing the client or that a rival
fInn was actively pursuing the audit. Verbal discussions with those involved in the pilot
testing confmned the validity of this manipulation.

The background data contained information about the company and its board of directors.
Following comments from those involved in the early pilot testing, the structure of the
board was designed to provide a balance between members of the founding family and
other business people with sound reputations. In the final pilot testing process, two of the
auditors suggested that a statement should be included concerning management integrity.
They stressed the importance of this in any auditing engagement and how their assessment
of management's integrity would have a significant effect on their approach to the audit
of revalued assets. It was decided to keep the statement fairly neutral so as not to preclude
the possibility of management bias but at the same time not openly suggesting any bias.
The actual wording of the relevant sentence was suggested by one of the partners involved
in the pilot testing. Subjects were told that their "perception of the board of directors is
that, while they have on occasions indicated a desire to portray a favourable picture, they
generally act with integrity".
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Infonnation concerning the company's products and their market share was included in
order to indicate that there were growth opportunities in both the local and export markets.
Details of current share price were included as a result of feedback during the fIrst pilot
testing phase that suggested that auditors would use this infonnation to assess audit risk.
This was confrrmed in the later pilot testing by practising auditors.

A brief summary of the properties owned by the client company was provided in the
introduction, with more detailed infonnation being given in the notes to the accounts and
the valuation reports. The choice of which assets to revalue was made after considering
a number of factors. First, in view of the amount of .infonnation that had to be provided
for each revaluation and the time it would take subjects to read the infonnation, it was
considered that the study should be restricted to two assets. Second, the assets in question
had to be of a size and value that would have a material impact on the fInancial
statements. Third, it was considered that subjects should be reasonably familiar with the
audit of the assets in question but that the assets should have differing risks attaching to
them. It was apparent from the structured interviews that most partners had experience
with property revaluations while experience with other types of assets was varied and often
limitedlO. It was also made clear in the interviews that the risks attaching to an owneroccupied property are likely to be different from those attaching to an investment property
occupied by a tenant. The net current value of the investment property is dependent on
such factors as the fInancial strength of the tenant and the length of the lease as well as

10

Table 3.2 in Chapter 3 contains a summary of the experience of interviewees in auditing various
classes of revalued non-current assets.
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current market conditions. The owner-occupied property, on the other hand, should be
valued on an existing use basis and is more dependent on the financial condition of the
client.

Finally, it was also felt that contentious revaluations such as those involving

brandnames or other intangibles should be avoided as responses could be influenced by
subjects' attitudes regarding the appropriateness of such revaluations for financial statement
purposes.

The financial statements were designed to be as realistic as possible, subject to the need
to limit their length. The client company was shown to be making adequate profits so that
this was not a confounding issue when auditors assessed the appropriateness of the
valuations.

Annual reports of listed manufacturing companies of a similar size were

examined to ensure that the relationships within the statements were appropriate. Several
amendments were made to the numbers following feedback at the developmental stage,
largely to achieve consistency in ratios relating to sales, receivables and inventories. No
additional queries concerning financial statement relationships were raised during the final
pilot testing stage. Further, upon completion of the study, the auditors concerned were
asked to comment on the realism of the financial data and all stated that it was realistic
and adequate for their decision making purposes. As discussed in subsection 4.3.2, the
manipulation of the fmancial statements involved varying the level of liabilities by an
amount that materially affected the ratios specified in the debenture trust deed.

The

manipulation was checked carefully in the early testing stages. Discussions with those
auditors involved in the final pilot testing supported the validity of the manipulation.
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The notes to the accounts and the additional infonnation related mainly to the asset
valuations and the company's debt. The valuations were undertaken by a national fInn of
registered valuers and subjects were told that, while they had not had any personal dealings
with this fInn, they had no reason to doubt their reputation. This was considered a fairly
neutral scenario for the valuer's reputation.

The company's alleged reasons for revaluing the two assets were provided, indicating a
change of policy from previous years. Again, this explanation was given in order to
increase the realism of the scenario and to justify an upward revaluation during· a time
when many companies were involved in the writing down of previously revalued property.
As noted in Chapter 2, investment properties in New Zealand are required to be revalued
annually in accordance with SSAP-17. This requirement was used in the scenario as
management's justifIcation for revaluing both assets. The investment property had been
acquired eighteen months ago, during the last fInancial year, and thus a revaluation was
appropriate. The owner-occupied property, which had been owned for ten years and
extended fIve years ago, had previously been recorded at cost with footnote disclosure of
the latest government valuation. Subjects were advised that, in view of the necessity to
revalue the investment property, management had also decided to revalue their own land
and buildings 11.

11

This scenario resulted in the owner-occupied property being revalued by a larger amount than the
invesunent property, with a more material impact on the debt/equity ratio. It was considered,
however, that this would result in a more realistic scenario and it would have little effect on the
auditor's assessment of whether either of the valuations had been materially overstated.
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Additional information concerning the company's debt related, first, to the mortgage on
the investment property which was due for renewal in six months' time, and second, to the
financial covenants in the debenture trust deed. Subjects were advised that the bank: was
willing to lend up to 75% of the property value, with any amount exceeding this figure
having to be secured over another property. As stated in subsection 4.3.2.1, the trust deed
stipulated that total liabilities should not exceed 65% of total tangible assets while secured
liabilities should not exceed 35% of total tangible assets.

The task at the end of this part of the instrument required auditors to estimate the number
of hours to be spent on the audit of the two revalued assets. A table detailed the previous
year's planned and actual hours when no revaluations took place and two blank: boxes were
provided for subjects to enter their own estimates for the current year. The number of
hours spent in the previous year was established after discussions with four members of
the accounting and valuation department at Lincoln University who had senior auditing
experience. Auditors involved in the final pilot testing were asked to indicate whether they
felt that the hours given were realistic and all advised that they were indeed reasonable.
As noted in subsection 4.3.2.2, two auditors did suggest that it should be made clear to
subjects that the previous year's audit of the investment property included a search of the
title deeds because the property had been acquired during that year. This was achieved by
adding a note to that effect.
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4.3.3.3 Packages Two and Three - The Valuation Reports and Likelihood
Judgments
The valuation reports were modified from actual reports obtained from a national firm of
registered valuers. The fIrm provided four valuation reports of commercial and industrial
buildings and these wer,e used to prepare hypothetical reports for the two assets in
question. Two registered valuers checked the reports and, subject to minor modifIcations
in wording, confIrmed the validity and realism of the reports and their compliance with the
NZIV Asset Valuation Standards.

The reports contained legal descriptions of the properties, government valuations, zoning
information and description of the site location and buildings. Details of the valuation
approaches were provided, with the owner-occupied property being undertaken on an
existing use basis while the investment property was based on the lease agreement in place.
Capitalisation rates varied by 1% between the two properties in order to reflect the
increased risk associated with the leased property. Details of the terms of the lease were
provided for the investment property and it was stated in the report that information
concerning the existing tenant had been supplied by the client. The reports were designed
to contain some statements that could be substantiated by further checking and some
assumptions that mayor may not be valid. The intent was to identify how much additional
evidence would be obtained by the auditor in order to support the values provided by the
independent experts.

It was considered important that the values of the two assets should have a material impact
on the fInancial statements. For the valuations to be realistic, it was considered that the
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properties needed to be very large and located in a good industrial region of Auckland.
One of the valuers who reviewed the reports had considerable experience in valuing
commercial and industrial properties in Auckland and advised that, while the valuations
were at the upper end of the range for such properties, they were not unrealistic. Apart
from a few suggestions to clarify the wording of the reports, the valuers advised that the
reports appeared genuine but that they did contain some statements that could have been
supported by more information.

These included more details about the choice of

capitalisation rate, data relating to the tenant's fmancial condition, and information
concerning comparable sales in the locality. The auditors who took part in the pilot testing
were satisfied that the reports contained the kind of information that they expected to see
when a client revalued and, apart from removing a small inconsistency, no other alterations
were made.

After subjects had read the valuation report, they were asked to indicate the likelihood that
they would ultimately accept the valuation as reasonable. As noted in subsection 4.3.2.2,
this involved marking a point on an eleven-point scale ranging from "Extremely Unlikely"
to "Extremely Likely".

4.3.3.4 Package Four - Biographical Data
The final package involved a number of questions concerning the personal background of
the subjects. They were asked how many years auditing experience they had had in total,
what their present position was and how long they had held that position. They were also
asked to indicate approximately how many audits they had worked on, both in their present
position and in their auditing career, that had involved revalued owner-occupied and
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investment properties respectively.

In addition, subjects were asked to provide an

assessment of their own expertise relating to both assets by marking the appropriate point
on a scale. Again, an eleven-point scale was used with end points of "No Experience" and
"Considerable Experience". Subjects were told that "No Experience" indicated that they
had never been involved in auditing that type of revaluation while "Considerable
Experience" meant that they were very regularly involved and often consulted to give
advice to others in their finn.

Serious consideration was given to the possibility of including in this package manipulation
checks for the two independent variables. This would have involved asking subjects to
indicate whether they considered that the risk of breaching the financial covenants and the
risk of losing the client were high or low.

While there are obvious advantages of

confrrming the validity of the manipulations, in an uncontrolled environment such
manipulation checks can also pose some problems. Subjects can refer back to the previous
packages for verification, and they may alter their earlier responses after being influenced
by the checks. The loss of client manipulation is particularly sensitive to this as auditors
may be prompted to focus on the independence issues involved.

As the pilot testing

procedures had indicated that the manipulations were indeed valid, it was decided not to
include specific checks in this package.
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4.3.4 Subjects
Fifty nine audit partners and managers from the "Big Six" audit fIrms took part in the
experiment12. The number of subjects from each fIrm varied as a result of both firm and
individual willingness to participate.

Subjects were located in the fIve largest urban

centres in New Zealand" with the majority from Auckland and Wellington. Of the 59
participants, 22 were partners and 37 were managers. The average number of years of
audit experience was 13, with a minimum of four years and a maximum of 30 years.
Tables 4.4 and 4.5 show the number of subjects from each fIrm and each location 13 .

,

I

I

Partners

Managers

Firm One

4

4

Firm Two

6

8

Firm Three

5

10

Firm Four

6

7

Firm Five

1

6

Firm Six

0

2

22

37

Total

12

The infonnation in this section was obtained from the biographic data provided in Package Four of
the research instrument Statistical tests indicated that there were no location, fInn or experience
effects on the dependent variables measured in this experiment.

13

Fiims are described by number only in order to preserve confidentiality.

.'
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Auckland

25

Wellington

13

Christchurch

9

Dunedin

9

Palmerston North

3

Total

--'-',---

59

Tables 4.6 and 4.7 show the number of audits, involving revalued owner-occupied and
investment property respectively, that subjects had worked on in their present position and
in their auditing career.

Number of
Audits

Partners
In present
position

Managers

In auditing
career

In present
position

In auditing
career

Zero

0

0

4

0

1-5

5

4

18

15

6 - 10

3

2

7

10

11 - 20

9

4

7

7

21 - 50

5

10

1

5

More than 50

0

2

0

0

22

22

37

37

Total

98

Number of
Audits

Partners
In present
position

Managers

In auditing
career

In present
position

In auditing
career

Zero

1

1

6

2

1-5

10

8

23

24

6 - 10

8

10

4

6

11 - 20

2

1

4

4

21 - 50

1

1

0

0

More than 50

0

1

0

1

22

22

37

37

Total

. These tables show that all subjects had been involved with at least some revaluations in
their auditing career although some managers had had no experience in their current
position. A number of partners, on the other hand, had been involved with more than
twenty revaluations. Experience with investment properties was considerably less than for
owner-occupied properties. This is not surprising in view of the small number of property
investment companies currently operating in New Zealand. In spite of the wide differences
in experience, there is no evidence of any experience effects on the dependent variables
examined in this study.

As an additional check, subjects were asked to make their own assessment of their
experience with the audit of the two assets by marking a point on an eleven-point scale
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ranging from "No Experience" to "Considerable Experience,,14. Results are summarised
in Table 4.8.

Level of
Experience

Owner-occupied
Partners

Investment

Managers

Partners

Managers

0-2

1

7

4

12

2.5 - 4

2

7

3

8

4.5 - 6

6

13

6

9

6.5 - 8

12

9

7

8

8.5 - 10

1

1

2

0

22

37

22

37

Total

The majority of partners regarded themselves as having a moderate to high level of
experience with owner-occupied revaluations and a moderate level of experience with
investment properties. Most managers ranked themselves in the moderate level for owneroccupied property but in the lower levels for investment property.

4.3.5 Procedures
Senior partners in the firms in each of the locations were contacted and asked to assist with
the experiment. Copies of the research instrument were delivered to the contact person
who then distributed them to other partners and managers. As a result, the experiment was
not undertaken in a controlled environment.

Because asset revaluations are generally

audited by senior members of the audit team, it was considered that only partners and

14

See subsection 4.3.3.4.

100
managers should take part in the experiment. However, it was not possible to get auditors
of that rank to participate at the same time in a controlled experiment.

While using a

controlled experiment would have been preferred, it was felt that this was more than
compensated for by having those with the desired level of auditing experience participating
in the experiment.

The instructions given with the research instrument were self-explanatory and pilot testing
conftrmed that they were unambiguous and easy to follow. Each instrument was placed
in an envelope with an accompanying letter. This letter asked the subject to open the
enclosed cardboard wallet and follow the instructions on the ftrst sheet. It was stressed
that all responses would be treated conftdentially and used only in a collective manner.
Subjects were advised that, because there were different versions of the study, they should
not discuss their responses with any other participants in their firm until after they had all
completed the tasks.

In some cases, the wallets were returned to the researcher

individually while in other cases a member of the fIrm collected them together and
returned them in bulk.

The wallets each contained four envelopes labelled as Package One to Package Four,
together with an instruction sheet. This sheet informed subjects that the case study related
to the audit of two types of revalued property and that they would be asked to undertake
a series of tasks in connection with each type of property. Subjects were asked to answer
the questions in the context of the scenario given. They were told that they should open
the packages in order and complete the tasks in each one before going on to the next
package. It was reiterated that responses would be treated confIdentially and would be
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known only to the researcher. Subjects were further advised that the objective of the task
was to establish how auditors exercise judgment in this area and that there were no right
or wrong answers to the questions. At the end of the sheet, subjects were instructed in
bold to open the ftrst package. After completing the task in this package, instructions were
given to open the next package.
second and third packages.

Similar instructions were contained at the end of the

Finally, after completing the tasks in the fourth package,

subjects were thanked for participating in the study.

4.4 Analysis and Results

In order to avoid unnecessary repetition, the hypotheses tested are divided into two groups
based on the dependent variable being measured. Two of the hypotheses (HI and H 3) are
concerned with the estimate of the number of audit hours that subjects would expect to
devote to the audit of the revalued assets.

The other two (H2 and H 4 ) relate to the

likelihood judgment that the valuation would ultimately be accepted as reasonable. The
results for each of these groups are analysed separately.

4.4.1 Estimated Audit Hours
HI predicts that auditors will plan to spend more time on the audit of revalued assets when
the risk of breaching a ftnancial covenant is greater while H3 predicts that they will plan
to spend less time on the audit of revalued assets when there is a threat of losing the client.
These hypotheses are examined using separate analyses of variance (ANOVAs) for each
asset Separate analyses were used rather than treating this as a within-subjects factor
because, for realism reasons, subjects were given different audit hours for last year's
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testing of each of these assets. As noted later in this subsection, these figures could have
been used as anchors by the subjects in making their new judgments.

The relevant descriptive statistics are summarised in Table 4.9, where Panel A shows the
means and standard deviations for each experimental manipulation and Panel B shows
these statistics aggregated for each of the two independent variables 15. It can be seen
from Panel B that both mean estimated audit hours and standard deviations appear to be
greater when there is a high risk of breaching a debt covenant than when the risk is low.
Further, the means and standard deviations are lower when there is a high risk of losing
the client than when there is a low risk. Thus, the differences in means are in the direction
hypothesised in subsection 4.2.1. However, from Panel A it appears that there may be a
strong interaction effect between the two factors, with the greatest mean estimated hours
occurring when the risk of breaching a debt covenant is high and the risk of losing the
client is low (hereafter described as the high/low treatment).

15

Measures of skewness and kurtosis were examined to test for nonnaIity of distribution while
Hartley's and Cochran's tests and Levene's test were undertaken to test for homogeneity of variance.
There was some evidence that the population distributions may not be completely nonnaI but,
following Glass et aI. (1972), the effect on significance and power of the ANOV A test is deemed
to be slight Tests also indicated that the assumption of homogeneity of variance may be violated,
but, as discussed in Winer et a1. (1992), it is argued that the effect on significance is likely to be
smaIl. However, as a check, a non-parametric test was carried out in addition to the ANOV A.

. ;-'-:«-
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Risk of
Breaching
Debt Covenant

Risk of Losing
Client

Sample
Size

Owneroccupied

Investment

Mean
(s.d.)

Mean
(s.d.)

Panel A: For each experimental manipulation
High

High

15

2.333
(.617)

3.300
(1.293)

High

Low

15

4.360
(2.041)

5.780
(2.813)

Low

High

14

2.264
(.639)

3.500
(1.127)

Low

Low

15

2.760
(1.193)

4.053
(1.121)

i· -

Panel B: Aggregated by Independent Variable
High

30

3.347
(1.805)

4.540
(2.493)

Low

29

2.521
(.982)

3.786
( 1.139)

High

29

2.300
(.618)

3.397
(1.198)

Low

30

3.560
(1.833)

4.917
(2.280)

The results of the ANOV As are summarised in Table 4.10 where it can be seen that the
main effects and the interactions are significant at the .05 level, with the exception of the
breach of covenant factor for the investment property, which is marginally significant at
the .1 level (p

16

= .092)16.

Because of the possibility of violating the assumptions of nonnality and homogeneity of variance,
a Kiuskal-Wallis oneway ANOV A was run on the four between-subjects treatment groups for each
asset While this test does not separate main effects from interactions, the mean rankings of the four
groups were significantly different for both assets.

-

..

,-

Investment Property

Owner-occupied Property
Source of Variation

Sum of
Squares

Mean
Square

F

Sig
ofF

Sum of
Squares

Mean
Square

F

Sig
ofF

21

34.010

17.005 10.521

.000

43.048

21.524

7.036

.002

Breach of Covenant

11

10.599

10.599

6.558

.013

8.974

8.974

2.933

.092

Loss of Client

11

23.950

23.950 14.817

.000

34.669

34.669

11.332

.001

11

8.635

8.635

5.342

.0251

13.676

13.676

4.470

.039

3

43.645

14.215

8.795

.000

56.724

18.908

6.180

.001

Residual

55

88.897

1.616

168.261

3.059

Total

58

131.542

2.268

224.985

3.879

Main Effects

2-way Interaction:
Breach x Loss
Explained

.....

o
.j:::o..
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Diagrammatic representations of the interaction effects are shown in Figures 4.1 and 4.2
for the owner-occupied property and the investment property respectively. These diagrams
further suggest that it is only the means of the high/low treatment group that are materially
different from the means of the other treatment groups. To test this statistically, both
Tukey's hsd procedure and the Student-Newman-Keuls procedure were used (Winer et aI.,
1991). The results of these tests were consistent in indicating that, for both assets, the
high/low treatment group is indeed significantly different (p

~

.05) from the other three

groups. Further, there are no significant differences (p > .05) between any of the other
three treatment groups for either asset.

. - -". '.",> ,.; :-."-'.
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This analysis indicates that HI is supported when there is a low risk of losing the client
but can be rejected when such risk is high. Similarly, H3 is supported when there is a high
risk of breaching a debt covenant but can be rejected when the risk of breach is low.
These results suggest that there is a certain minimum amount of work that auditors will
undertake with regard to a revalued asset. However, any additional evidence collection and
evaluation is influenced by the conflicting pressures placed on auditors by their evaluative
audiences. Auditors are motivated to gather more evidence when the risk of breaching the
debt covenant is high only when they do not run the risk of losing the client. Gaining the
approval of the client when the risk of losing the client is high appears to dominate the
threat of litigation.

This may reflect the fact that auditors consider that either the

likelihood of litigation and/or the outcome of any legal action are dubious when they know
they can claim reliance on the work of an independent expert. While this may be so, these
results are of some concern as they suggest that auditors appear to be influenced by issues
that could compromise their independence.

In all cases, the mean estimated hours were greater for the investment property than for
the owner-occupied property.

It is suggested that the increased risks associated with

auditing the investment property results in the need for additional testing. However, it
could be argued that the differences result from the anchors given for the investment
property being higher than for the owner-occupied property. While it is possible that
subjects simply adjusted each figure given as an anchor, it was made clear that the greater
number of hours in the anchor was due to the fact that the investment property had been
acquired during that year and a search of the title was therefore undertaken. Discussions
with those involved in the pilot testing suggested that experienced auditors would take this

----.--.. -.

108
into account when making their estimate following the revaluations. However, further
research is needed to test whether or not the differences in risk associated with the two
types of assets affected planned audit hours.

4.4.2 Likelihood Judgments that the Valuations Will Be Accepted
Hypotheses H2 and H4 are concerned with the effect of the two variables on the likelihood
judgments that the revaluation would ultimately be accepted as reasonable. H2 predicts
that auditors will be less likely to accept a valuation as reasonable when the risk of
breaching a financial covenant is high, while H4 predicts that they will be more likely to
accept a valuation as reasonable when there is a high risk of losing the client. The
statistical tests undertaken to examine these hypotheses are the same as those for the
estimate of audit hours. Descriptive statistics are summarised in Table 4.11. As stated in
subsection 4.3.2.2, the judgment involved selecting a point on an eleven-point scale ranging
from zero to ten. The means and standard deviations for each manipulation are shown in
Panel A while in Panel B these statistics are aggregated for the two factors 17 .

17

The standard deviations for the different treatment groups are not as diverse for this dependent
variable as for the estimate of audit hours and statistical tests did not suggest, for either asset, that
the variances were heterogeneous. Non-parametric tests were not therefore undertaken for this
variable.
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Risk of
Breaching
Debt
Covenant

Risk of Losing
Client

Sample
Size

Likelihood Judgment
Owneroccupied

Investment

Mean*
(s.d.)

Mean*
(s.d.)

Panel A: For each experimental manipulation
High

High

15

7.867
(1.445)

7.733
(1.522)

High

Low

15

5.833
(2.201)

6.033
(2.326)

Low

High

14

7.571
(1.412)

7.393
(1.483)

Low

Low

15

7.800
0.279)

7.400
(1.650)

Panel B: Aggregated by Independent Variable
High

30

6.850
(2.102)

6.883
(2.116)

Low

29

7.690
(1.326)

7.397
(1.543)

High

29

7.724
(1.412)

7.569
(1.486)

Low

30

6.817
(2.032)

6.717
(2.100)

* Of an eleven-point scale ranging from 0 (Extremely Unlikely) to 10 (Extremely Likely).

All of the means in both panels exceed the midpoint of five, suggesting that most auditors,
after reading the valuation reports for each asset, anticipated that they would ultimately

'
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by the hypotheses, being lower both when the risk of breaching the debt covenant is high
compared to when the risk is low, and also when the risk of losing the client is low
compared to when it is high. From Panel A, it appears that the means for both assets in
the high/low group are lower than those in the other three treatment groups. There is very
little difference in the means for these other three groups.

Separate ANDV As were performed for each asset and the results are summarised in Table
4.12. This table shows that both factors and their interaction are significant at the .05 level
for the owner-occupied property while the results for the investment property are
marginally significant for the loss of client effect and the interaction effect (p
.072 respectively).

= .069 and

Source of Variation

I Sum of

Mean
Square

F

Squares

Sum of
Squares

Mean
Square

F

Sig
of F

2I

22.934

11.467

4.323

.018 I

14.822

7.411

2.331

.107

Breach of Covenant

1

10.790

10.790

4.068

.049

4.111

4.111

1.293

.260

Loss of Client

1

12.537

12.537

4.726

.034

10.938

10.938

3.441

.069

1

18.849

18.849

7.106

.010

10.737

10.737

3.377

.072

3

41.783

13.928

5.250

.003

25.559

8.520

2.680

.056

Residual

55 I 145.895

2.653

174.856

3.179

Total

58 I 187.678

3.236

200.415

3.455

Main Effects

df

Sig
of F

2-way Interaction:
Breach x Loss
Explained
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The interaction effects for the two assets are shown separately in Figures 4.3 and 4.4.
These diagrams suggest that the interaction is in the same direction for each asset and that
the means of the high/low treatment group differ from those of the other three treatment
groups. To test whether this difference is statistically significant, Tukey' s hsd procedure
and the Student-Newman-Keuls procedure were again carried out for each asset. For the
owner-occupied property, both tests were consistent in indicating that the means of the
high/low treatment group were different from those of the other groups (p

~

.05). There

were no differences at this level of significance between any of the other treatment groups.
For the investment property, the two tests indicated no differences in means at the p
level but a marginally significant difference (p
and the high/high treatment group.

~

= .05

.1) between the high/low treatment group
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These results suggest that, when the risk of breaching a debt covenant is low, the risk of
losing the client appears to have no effect on the likelihood judgment that a valuation will
be accepted.

However, when the risk of breaching a covenant is high, the loss of client

factor does appear to have an impact, with subjects being more likely to accept the
valuation as reasonable when the risk of losing the client is higher. Further, when the risk
of losing the client is high, the risk of breaching a debt covenant has no impact, but when
the risk of losing the client is low, the risk of breaching a covenant does have an impact.
In the latter situation, subjects are less likely to accept the valuation as reasonable when

the risk of breaching the covenant is higher. H2 is therefore supported when the risk of
losing the client is low. H4 is supported only when .the risk of breaching a covenant is
high. This support is strong for the owner-occupied property but only marginal for the
investment property.

It is suggested that the less significant results for the investment property occur because
of the increased variability in the judgments concerning this property 18. This may be due
to a variety of factors. The risks attaching to the investment property may have been
interpreted differently and it is also possible that the less material effect of this revaluation
on the debt/equity ratio may have influenced some subjects. In addition, biographic data
revealed that subjects had considerably less experience with auditing revalued investment
properties than owner-occupied properties and this could have resulted in a greater level
of uncertainty for some subjects.

18

Table 4.12 indicates that the differences between the treaunent groups are generally in the same
direction for the two assets. Further, a repeated measures ANOV A with the two assets as a withinsubjects variable conftrmed that there were no signiftcant differences between the likelihood
judgments for the two assets.
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4.5 Summary

The purpose of this study was to identify some of the factors that affect audit decision
making in the area of revalued non-current assets.

An experiment was designed to

investigate auditors' judgments relating to asset revaluations under varying levels of the
risk of losing a client and the risk of a client breach of debt covenants. These conflicting
.pressures do not in practice occur in isolation and auditors need to justify their judgments
to different parties. Hypotheses were developed to explore the impact of having to justify
a

deci~ion

both to the client and to third parties. Dependent variables examined were the

planned time to be spent on the audit of revalued assets and also the likelihood that
auditors would accept the valuations as reasonable.

For the planned audit hours, results indicated a strong interaction effect between the two
factors, with auditors planning to spend significantly more time on the audit of revalued
assets when both the risk of breaching a debt covenant was high and there was little threat
of losing the client.

Similar results were found for the likelihood judgment that the

valuation would be accepted as reasonable, except that for the investment property the
results were only marginally significant.
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CHAPTER 5
EXPERIMENT TWO

5.1 Introduction

Experiment Two is designed to further enhance our understanding of auditor judgments in
the area of revalued non-current assets. As with Experiment One, it is based on the
underlying premise that the primary concern of auditors is that they can justify to others
that they have collected and evaluated sufficient appropriate evidence to accept or reject
a valuation.

For this reason, the dependent variables of planned audit hours and the

. likelihood of accepting the valuation are the same as used in the fIrst experiment. There
are, however, a number of important differences between the two experiments and these
are summarised as follows:

1.

Two different independent variables are manipulated in this experiment,
these being the company's proposal to issue shares to the public and the
competence of the external valuer undertaking the valuations.

2.

The subjects used in this study are public sector auditors employed by Audit
New Zealand. Very little audit judgment research has been undertaken in
the public sector and Experiment Two therefore makes a signifIcant
contribution in this area.
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3.

The case scenario for this experiment is developed around a port company
in contrast to Experiment One which was based on a listed manufacturing
company.

4.

Whereas Experiment One involved the revaluation of only two assets,
namely owner-occupied property and an investment property, this
experiment involves the revaluation of four different classes of assets. The
classes revalued are freehold land, buildings, wharves and harbour
structures, and other improvements!, with each class comprising a number
of individual assets.

Because of these differences, the format of the

valuation report also differs from Experiment One.

The reasons for these differences are discussed in more detail in sections 5.2 to 5.5.

5.2 Manipulation of Independent Variables

The two independent variables manipulated in this experiment are the company's proposal
to make a public share issue and the competence of the valuer. The fIrst variable was
selected because it is based on the same premise underlying Experiment One that
management may have certain incentives to revalue non-current assets.

As discussed in

earlier chapters, it has been shown in the accounting choice literature that management
may be motivated to revalue assets in order to improve the appearance of the balance sheet

This class included hardstanding, in-ground services, roads, bridges and rail sidings.
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(Brown et al., 1992; Whittred and Chan, 1992; Easton et aI., 1993). Further, the findings
of the structured interviews indicated that many auditors are aware of these incentives to
revalue.

Some private sector auditors expressed concern that revaluations may be

undertaken to prevent breaching the debt/equity limits set down in financial covenants and
this was tested in Experiment One.

Some of the public sector auditors interviewed

indicated that, in the present environment, incentives to revalue within that sector may
come from an intention to privatise. Management may thus be motivated by the desire to
present a strong balance sheet prior to a public share issue, thereby increasing the inherent
risk of misstatement (Boritz et al., 1986).

The potential for management bias poses

problems for auditors who must be able to justify their. decisions to various audiences with
conflicting views (Messier and Quilliam, 1992). In Experiment One, the possibility of
breaching a financial covenant meant that the auditor could be held accountable to
creditors. In this experiment, that accountability is extended to shareholders, another of
the audiences to whom auditors must be able to justify their decisions. As Hirst (1992)
points out, these audiences may be a crucial factor in influencing the auditor's justification
strategy but very little is known about how they impact on audit decision making (Messier
and Quilliam, 1992). Each of the experiments in this thesis explores these issues from a
different perspective using a different evaluative audience to whom the auditor may be
accountable.
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The second variable, concerning the competence or expertise2 of the valuer, was included
for a number of reasons. First, the source credibility literature indicates that auditors
should consider the strength and reliability of the source of the information on which they
base their decisions (Dholakia and Sternthal, 1977). Only a few auditing studies have
addressed this issue3 and none have examined the auditor's reliance on the work of an
independent expert such as a valuer.
contribution in this area.

This experiment therefore makes an important

Second, AS-5 requires the auditor to be satisfied with the

expert's technical qualifications such as (i) evidence of competence and (ii) reputation and
experience in the field4 . Further, SSAP-28 requires valuers to have experience in the
location and category of assets being valued. The manipulation of the competence variable
therefore tests whether auditors do consider these issues when relying on the work of a
valuer. Third, in the structured interviews, many auditors expressed a concern about the
expertise of the valuer and indicated that they would evaluate this factor when assessing
the reasonableness of a valuation.

Manipulating this variable in an experiment provides

evidence to support or refute these reports. Finally, the inherent risk of misstatement of
a valuation is likely to be greater if the valuer is perceived to be less competent. Both of

2

The tenns competence and expertise have been used interchangeably in the audit judgment literature
as one of the components of source credibility. The other component discussed in the literature is
independence which is not considered in this experiment because SSAP-28 requires valuations to
be either undertaken or reviewed by an independent valuer.

3

See Chapter 2, subsection 2.5.4.4.2.

4

Examples of evidence of competence provided in AS-5 are professional certification, licence or
membership of an appropriate professional body. This is a narrower view of the tenn competence
than that used in the source credibility literature and it can be argued that a broader view of the term
also embraces the notion of "reputation and experience in the field".
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the variables manipulated therefore contribute to our knowledge of the effect of changes
in inherent risk factors on audit decision making.

5.3 Selection of Subjects

Following the adoption of full accrual accounting and the privatisation of many former
government agencies, the revaluation of non-current assets has become an important and
topical issue in the public sector. It was therefore considered desirable that the research
be extended to public sector auditors. Such an extension is particularly valuable in view
of the paucity of audit judgment research relating to this sector.

Using subjects drawn from Audit New Zealand provided two other benefits. It ensured,
fIrst, that auditors with the desired level of seniority would be used, and second, that the
same subjects did not take part in both experiments. Experiment One was undertaken by
audit partners and managers from the Big Six audit firms and it was felt that these fIrms
may be less willing to allow their senior staff to participate in another experiment in a
comparatively short space of time. Using auditors with less seniority, who would not
normally make judgments of the nature involved in the study, would have reduced the
validity of the current experiment. Further, owing to the number of audit partners and
managers in New Zealand with experience of revalued assets, it was considered that, even
if the participation of partners and managers had been obtained, it would be unlikely that
enough subjects could have been found who had not taken part in the first experiment.
Using the same subjects, or a mixture of subjects who had and had not participated in
Experiment One, may have affected the validity of the results.
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Senior staff at the Office of the Controller and Auditor-General were therefore approached
and asked to assist with the project. They arranged for the researcher to discuss the project
with senior executives of Audit New Zealand, the independent operating arm of the Office.
These executives expressed considerable interest in the study and were most willing to
allow directors and managers to participate in the experiment.

5.4 Use of a Port Company Scenario

The case was developed around a port company for a number of reasons. Because subjects
were drawn from Audit New Zealand, it was appropriate to select an entity that could be
described as a "typical" Audit New Zealand client. Further, following Experiment One,
which was based on a general manufacturing company, it was considered that the second
experiment should involve an entity with both general and specialised assets. The entity
should be small enough to keep the study manageable and yet large enough to control a
range of material non-current assets. After discussing with national executives of Audit
New Zealand, it was agreed that a port company would be a suitable entity.

Port companies in New Zealand were corporatised in 1988 and the industry was completely
reformed. Initially, shares were held by various local authorities but, since then, three
companies have issued shares to the public and are now listed on the New Zealand Stock
Exchange. There has been some discussion in the media that other port companies will
follow suit. Management of a port company may therefore be motivated to revalue its
non-current assets in order to improve the strength of the balance sheet prior to a public
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listing. As discussed in section 5.2, an awareness of such an incentive to revalue may
influence the auditor's judgments.

There are some interesting valuation issues associated with port companies because many
of the assets are of a specialised nature, with limited alternative use outside the port
operations. Different valuation methodologies are therefore required, with some asset
valuations being based on current market values and others being based on depreciated
replacement cost. While only some subjects would have previous experience with the audit
of a port company, executives of Audit New Zealand confinned that directors and
managers should have little difficulty in adapting their experience with other specialised
entities to the audit of a port.

5.5 Choice of Revalued Assets and Format of the Valuation Report

The assets revalued are typical of those held by a port company. Because some of these
assets are of a specialised nature, they are unlikely to be sold except as part of the
business. They therefore involve more contentious valuation issues. Having explored the
revaluation of property assets in Experiment One, it was considered beneficial to include
both property and other more specialised assets in this experiment in order to highlight any
differences between the various classes of assets. Plant and equipment were specifically
excluded from the revaluation in order to keep the study to a reasonable length. To include
these assets would have involved incorporating numerous schedules detailing particulars
relating to every item of equipment.
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The fonnat of the valuation report provided in the research instrument also differs from
Experiment One, where detailed valuation reports were provided for the two assets
involved. In the current study, a single valuation report is provided for all the assets
revalued, supported by a summary schedule of the assets in each class and the values
placed on them. This is necessary not only to keep the size of the case study manageable
but also to reflect current practice by valuation finns when revaluing a number of assets
in a class. The report was developed from an actual report prepared by a national finn of
valuers who had recently valued the assets of a port company and who assisted the
researcher in designing a hypothetical port around which the valuations were based.

5.6 Development of Hypotheses

The hypotheses tested in this experiment are developed from the relevant literature, the
structured interviews with audit partners and directors and from the applicable accounting
and auditing standards. The main bodies of literature that are relevant are those relating
to accounting choice concerning asset revaluations and audit judgment concerning
justification, risk and source credibility.

5.6.1 Proposal to Issue Shares to the Public
As noted in section 5.2, management's intention to revalue non-current assets may not be
driven solely by a concern to provide "more timely and relevant infonnation for users of
financial statements" (SSAP-28 Para. 1.2). Rather, as suggested in the accounting choice
literature, management may have certain incentives to revalue. One of the reasons
suggested for revaluing assets is that it acts as a signalling device to the market (Brown
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et al., 1992}. Standish and Dng (1982) argue that revaluations may be used as a possible
means of signalling an increase in management's forecast of future profits or in the finn's
ability to raise debt. Thus it appears that revaluations are an important signalling device
when a company is planning to list its shares on the stock market. A major revaluation
results in a stronger balance sheet, with an improved debt/equity ratio (Easton et al., 1993)
and increased net tangible asset backing per share. Because revaluations result in increased
depreciation expenses and thus a lower profit figure, it also suggests that management is
confident that future profitability levels can be sustained in spite of these increases in
expenses.

As discussed in Chapter 4, the structured interviews with auditors indicated that many are
aware of the possibility of management bias concerning revaluations. Table 4.1 listed
some pertinent quotations from those interviewed concerning the motivation for revaluing
assets. It was suggested by those auditors involved with state owned entities such as port
companies, forestry entities and electricity supply companies, that, as far as these entities
were concerned, the motivation to revalue may be driven by an intention to offer shares
to the pUblic.

While in Experiment One the underlying motivation to revalue was

operationalised as the possibility of breaching a financial covenant, it can be argued that,
for a state or local government owned entity such as a port, a more appropriate motivation
is the possibility of issuing shares to the public. In this case, the auditor's primary concern
will still be to ensure that the valuation is reasonable, thus minimising any threat of
litigation. However, while in Experiment One this threat came from creditors, in the
current experiment the threat comes from shareholders, who are another of the evaluative
audiences to whom auditors are accountable (Messier and Quilliam, 1992). This threat is
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likely to be perceived as stronger if some of those shareholders comprise larger
institutional investors who are more likely to take action if the financial statements
produced in a prospectus do not fairly present the financial position of the entity. The
same arguments used in Chapter 4 concerning the risk of breaching a debt covenant can
be applied in this case. The auditor is placed in a "predicament" (Schlenker, 1980) and
can therefore be expected to adopt certain justification procedures (Emby and Gibbins,
1988) in order to support his/her judgment. Because these procedures can take up a
considerable amount of time, it can be hypothesised that the auditor will plan to spend
more time on the audit of revalued assets when there is a proposal by management to issue
shares to the public compared to when there is no such proposal.

These arguments are also supported by the audit risk model because inherent risk of
misstatement is likely to be greater when management has certain incentives to revalue
(Peters et al., 1989). Further, Boritz et al. (1986) found that inherent risk assessment was
sensitive to whether the audit is connected with an initial public offering. A perceived
increase in inherent risk should lead to a reduction in the level of detection risk. In
addition, Monroe et al. (1993) argue that public listing may also reduce the level of audit
risk that the auditor is willing to tolerate and this will further lower the level of detection
risk. Lower detection risk should in tum result in increased substantive testing which will
take more audit time.

It can also be argued that the auditor will be more cautious about accepting a valuation as
reasonable when it is intended to issue shares to the public. This is because the financial
statements containing the valuations will be published in a prospectus and the auditor will
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not only want to avoid the possibility of litigation, but also any loss of reputation resulting
from public debate concerning the appropriateness of the valuations. Again, the audit risk
model supports these arguments in two ways.

First, the increase in inherent risk of

misstatement, if not adequately offset by a reduction in detection risk, will result in greater

1""-,-,,,,

audit risk. If this level of audit risk is perceived to be unacceptable, then the auditor will
be less willing to accept the valuation as reasonable. Second, a lower desired audit risk
due to public listing (Monroe et aI., 1993) may, even without any perceived increase in
inherent risk, result in the auditor being less willing to accept the valuation.

Two hypotheses can be generated from the above discussion:

HI

Auditors will plan to spend more time on the audit of revalued non-current
assets when management proposes to float the company on the stock
exchange by issuing shares to the public compared to when there is no such
proposal.

H2

Auditors will be less likely to accept the valuations as reasonable when
management proposes to float the company on the stock exchange by
issuing shares to the public compared to when there is no such proposal.

5.6.2 The Competence of the Valuer
It was noted in Chapter 2 that the collection and evaluation of audit evidence may be
influenced by the credibility or reliability of the source of that evidence. Results of studies
reported in the psychology and behavioural literature indicate that source credibility is an

'
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important factor in the acceptance of a communication (Hovland et al., 1953; Dholakia and
Sternthal, 1977; Ohanian, 1991). Results of auditing studies that have considered aspects
of source reliability have, however, been mixed. Joyce and Biddle (1981), for example,
found that auditors' judgments were influenced by the reliability of the infonnation source
only when the manipulation was made obvious, as in a within-subjects design. However,
the study examined the independence of the infonnation source rather than the competence
of the source.

Rebele et al. (1988) extended the research to examine the effect of

differences in client staff expertise and found that auditors were sensitive to these
differences when assessing the reliability of evidence. Bamber (1983) studied the effect
of source reliability within the audit team and found that audit managers were sensitive to
the reliability of the senior, discounting infonnation from a less reliable source. The
results of studies concerning the auditor's reliance on the work of internal auditors indicate
that competence is an important factor when evaluating the internal audit function
(Margheim, 1986; Messier and Schneider, 1988; Edge and Farley, 1991).

Anderson et al.(1994), in a between-subjects design, examined the effect of source
competence infonnation about client management and found that subjects were more likely
to accept an explanation from a highly competent manager than from a less competent
manager. However, there was no difference in acceptance between those subjects who
were told nothing about the manager's competence and those who were told he was highly
competent.

Hirst (1994) examined the effect of both competence and objectivity on

auditors' analytical review judgments in a 2 x 2 design. He found that, while the main
effects were significant, the results were driven by the interaction effect.

The high
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competence/high objectivity source's report had greater inferential value than the other
three reports, none of which were significantly different from each other.

None of the studies conducted to date have been concerned with the auditor's reliance on
the work of an independent expert such as a valuer. Auditors are specifically required to
consider aspects of source reliability when relying on the work of an expert. AS-5 states
that the auditor should be satisfied with the expert's technical qualifications5 such as
evidence of competence, and reputation and experience in the field. The auditor should
also evaluate the relationship of the expert to the client to ensure that objectivity is not
impaired. SSAP-28 also requires a valuer undertaking valuations for financial statement
purposes to hold a recognised qualification and have experience in both the location and
category of the asset being valued. It can be argued, therefore, that the auditor will be
particularly conscious of the need to evaluate the competence of the valuer. This was
made clear in the structured interviews conducted with audit partners and directors. When
respondents were asked to outline the issues which most often confront them when a client
revalues, the reputation, competence and independence of the valuer were all ranked in the
top five issues mentioned. Many auditors interviewed appeared to regard reputation as a
surrogate for experience, suggesting that if the firm of valuers or the individual valuer had
a sound reputation in the market place then they could safely assume that they also
possessed the desired level of expertise. Other respondents emphasised the need for some
indication of specific experience with a particular asset or with a particular location.

5

See section 5.2.
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It is therefore predicted that the auditor will plan to spend more time on the audit of
revalued assets when the competence of the valuer undertaking the valuations is perceived
to be lower. Additional time is likely to be spent, for example, on a more detailed review
of the valuation report and more in-depth checking of the source data, methodology and
assumptions on which the valuations are based. It is also predicted that the auditor will
be less likely to accept the valuations as reasonable when the competence of the valuer is
lower. Again, both of these predictions are supported by the audit risk model as the
competence of the valuer should affect the auditor's perception of the inherent risk of
material misstatement of the revalued account balances. This gives rise to the following
I

two hypotheses:
I

H3

Auditors will plan to spend more time on the audit of revalued non-current
assets when the competence of the valuer is lower compared to when it is
higher.

Auditors will be less likely to accept the valuations as reasonable when the
competence of the valuer is lower compared to when it is higher.

5.7 Research Methods

5.7.1 Research Design
The experiment is a 2 x 2 between-subjects design resulting in four cases. Each case
involved the revaluation of four classes of non-current assets, namely land, buildings,
wharves and harbour structures, and other improvements.
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5.7.2 Variables
5.7.2.1 Independent Variables
The two independent variables are the client's proposal to issue shares to the public and
the competence of the valuer. The manipulation of the first factor was achieved by
varying the background data given to subjects 6 •

All subjects were advised that the

company had been fonned in accordance with the Port Companies Act 1988 and that the
shares issued on its formation were allocated to the regional council (70%) and to two
district councils (15% each). One group of subjects was then infonned that the three
counc~ls

had recently announced that they did not have any plans to issue shares to the

public in the foreseeable future, believing this to be in the best interests of the communities
served by the port. The other group of subjects was informed that, following several
successful public listings of port companies around the country, the councils were
proposing to offer 30% of issued capital to the public during the next year. Council
members anticipated that a public offering would attract several large institutional investors
as well as a considerable number of small investors located in the region.

The two treatments can be summarised as follows:

6

Treatment One:

Proposal to issue shares to the public in near future

Treatment Two:

No proposal to issue shares to the public in near future

Copies of the research instruments are provided in Appendix C.

i
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The second factor was manipulated by varying the additional information provided
concerning the valuations. Subjects in the higher competence treatment were advised that
the valuation report had been signed by a senior partner in a national firm of registered
valuers with offices in all the main centres of New Zealand. The firm had a sound

..:-,._ .....
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reputation and the partner concerned specialised in complex commercial valuations of this
nature. He had undertaken a number of commercial and industrial property valuations in
the region. Subjects in the lower competence treatment were advised that the valuation
report had been signed by one of two partners in a local firm of registered valuers. This
partner had graduated from university four years ago and had, until recently, been
employed by a firm of valuers in another regional centre. He had joined the current firm
approximately three months ago, following the retirement of a former partner. The second
partner in the firm had been in practice in the town for thirty years, mainly in the area of
residential and rural valuations.

The two treatments can be summarised as follows:
,- . ' ..

Treatment One:

Higher competence of valuer

Treatment Two:

Lower competence of valuer

Manipulation of the two independent variables results in the structure shown in Table 5.1.

~
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Issue of shares to the public
Proposed in near future

Not proposed in near future

Competence of valuer

Competence of valuer

Higher

Lower

Higher

Lower

1

2

3

4

5.7.2.2 Dependent Variables
The dependent variables measured in this experiment are broadly the same as those for
Experiment One. The fIrst variable is an estimate of the number of hours that subjects
. expect the audit team to devote to the audit of the revalued assets. This estimate was
made immediately after studying the background information and fInancial statements and
before reading the valuation report. This was considered realistic because, at the planning
stage of the audit, the auditor would normally be advised by the client of their intent to
revalue assets and an estimate of the time to devote to this aspect of the audit would have
to be made prior to receiving any valuation report. The format of the estimate differed
slightly from that used in Experiment One, because of differences in design between the
two experiments. A table was provided, asking subjects to estimate the additional audit
hours they would expect the audit team to devote to the audit of fIxed assets as a result
of the revaluations. This was to exclude the time spent on normal procedures concerning
depreciation, additions and disposals. The estimate was divided into time spent on general
issues relating to the valuations, and then to the audit of the four classes of assets, with
total additional audit hours being the sum of these fIve amounts. Subjects were asked to
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estimate separately the time spent on general issues because the four classes of assets were
revalued by the same valuer and were contained in the same valuation report. Some of the
tasks undertaken would therefore be likely to apply to the revaluations as a whole. For
example, any checking procedures concerning the valuer's competence would probably be
undertaken only once rather than for each class of asset.

No anchors relating to previous audits were provided in this experiment because it was
made clear that additional hours as a result of the revaluations were to be estimated for
.",

each class of asset. The reason for this was that, since each class comprised a number of
individual assets, nonnal audit procedures would include tests concerning additions and

I
I

1-

disposals as well as routine depreciation calculations

7

.

To provide an anchor and then

require subjects to estimate total audit hours spent on the revalued assets could have caused
confusion because of these other tests. It was therefore decided to ask subjects to estimate
only the additional hours planned as a result of the revaluations.

The second dependent variable is a judgment concerning the likelihood that subjects would
ultimately accept the valuations as reasonable.

An eleven point scale ranging from zero

to ten was provided and subjects were asked to mark a point on the scale.

As with

Experiment One, only the two end points of the scale were annotated, with zero being
described as "Extremely Unlikely" and ten described as "Extremely Likely".

This

judgment was made for each class of assets immediately after reading the valuation report
from the independent valuer.

7

This is in contrast to the first experiment where only two specific property assets were revalued and
audit tests concerning additions and disposals were not therefore relevant
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5.7.3 Research Instrument
The structure of the research instrument was similar to that used in Experiment One. A
case study was developed by the researcher and divided into separate packages. In this
experiment there were three packages, in contrast with the four in the ftrst experiment.

'

The reason for this difference was because a single valuation report was provided for the
four classes of non-current assets, followed by a single set of questions in relation to this
report. In Experiment One, because only two assets were revalued, separate valuation
reports and questions were provided for each asset. A cardboard wallet was again used,

I

I
I

containing an instruction sheet and the three envelopes. The ftrst package contained the
background information about the port company and the initial task involving estimates of
planned audit hours for the revalued assets. The second package contained the valuation
report, followed by the likelihood judgments that the valuations for each class of asset
would be accepted as reasonable. The third package contained some questions relating to
the subject's background and experience and also two questions concerning the
independent variables that were designed to provide a check on the validity of the
manipUlations.

Pilot testing formed an integral part of the development of the instrument. The testing
procedures used are therefore summarised in the next subsection. This is followed in
subsequent subsections by a more detailed discussion of the research instrument and the
modifications made as a result of pilot testing.

.. -.--
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5.7.3.1 Pilot Testing Procedures
Pilot testing of the research instrument was undertaken at various stages of the
development process as well as when the document was in its final form. The background
information, financial statements and notes to the accounts were initially checked by three
lecturers from the accounting and valuation department at Lincoln University and by one
postgraduate student in the same department. Checking involved ensuring that the amounts
recorded in the financial statements were realistic, that the statements contained no
computational errors, that the notes to the accounts and background information were
adequate for the purpose and there were no ambiguous or inconsistent statements.

The valuation report was based on one provided by a national firm of registered valuers
who had recently undertaken a valuation for a provincial port company. It was checked
by two lecturers in valuation at Lincoln University.

The instrument was next tested by four members of the accounting and valuation
department who had had prior auditing experience. These were one former partner, two
former managers and one former audit senior. The instrument was then tested by three
audit partners and one manager from the Christchurch branches of two of the "Bix Six"
audit ftnns.

These auditors completed the entire task and provided both written and

verbal feedback on a number of speciftc questions as well as on the instrument in general.
They all advised that they had enjoyed the study and found it stimulating and challenging.
The final version of the instrument was then reviewed by two directors in the executive
office of Audit New Zealand who gave it their approval and endorsement.
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5.7.3.2 Package One - Background Information and Estimate of Audit Hours
Package One contained some background infonnation about the port company, copies of
financial statements, relevant extracts from the notes to the accounts, additional infonnation
concerning the valuations and extracts from the fixed assets register indicating the assets
in each class that were revalued.

I::·:"·::'

As an introduction, subjects were advised that the port was located in a medium-sized
regional centre servicing an important farming, forestry and fishing area. The Audit Office
had been appointed as auditor when the company had been fonned in 1988 to take over
the commercial operations of the fonner harbour board. Each subject was infonned that
he/she should assume that they had been in charge of the audit for the past three years,
during which time the company had always received an unqualified audit report.

The background data contained a brief history of the company, details of its share
ownership (70% by the regional council and 15% each by two district councils), a
summary of the restructuring that had taken place in the port industry since the fonnation
of the company, and some infonnation concerning future prospects. Subjects were advised
that the company had been steadily increasing market share during the last two years but
was vulnerable both to economic conditions and to any expansion by a rival port located
some 150 kilometres away. While detailed profit forecasts were not provided, subjects
were told that the company was well positioned to take advantage of the upturn in the New
Zealand economy. Following feedback from pilot testing, an additional sentence was
added stating that, as a result, management expected current levels of profitability to be
comfortably maintained. This infonnation was stressed as being important by one of the

I: '.
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partners involved in pilot testing, because the auditor should be concerned that the
valuations recorded for non-current assets do not exceed their recoverable amounts. In
order to assess recoverable amounts for assets held for use, he pointed out that he would
need to have some information concerning future expectations of profitability.

Subjects were also told at this stage that, earlier in the year, they had been advised of the
proposals to revalue certain assets. Management's reason for the change of policy was
that, owing to the changes made to increase the efficiency of the company, they were of
the view that the original cost of these assets no longer reflected their current value.

The first independent variable manipulation took place in the last paragraph of the
background data. Subjects were either told of a proposal to issue shares to the public or
that there was no intention to make a public issue.

The financial data showed two years of audited statements and the current year's unaudited
statements. The financial statements were developed after examining the statements of a
range of port companies in New Zealand. Relationships between financial statement items
were checked against these statements and the terminology and format used were both
based on actual statements. The statements indicated that the company's profit levels had
increased steadily over the last two years, largely by controlling operating expenses.

The notes to the accounts contained details of the revaluations, the depreciation policy and
schedules of fixed assets for the current and previous years. Several changes to these
figures were made during the early pilot testing stages to ensure consistency and realism.

I

k

138

Latest government valuations were also disclosed, followed by some additional information
concerning the valuations. All of the revaluations had a material effect on the relevant
account balances.

The manipulation of the second independent variable took place at this stage, with details
about the competence of the valuer being provided. This was followed by a sentence about
each of the classes of assets and the basis of valuation used by the valuer. Following
feedback during pilot testing, a summary of the assets in each class was provided in the
form of an extract from the fixed asset register. One of the academics with auditing
experience commented that he needed this information in order to provide estimates of the
time to be spent on the audit of each class of assets. Initially, this was provided only in
the valuation report, which would be read after the estimates regarding audit hours had
been made. The desirability of including this information at this stage was confirmed by
discussions with those involved in the later pilot testing.

The tasks at the end of the package required subjects to estimate the total number of
additional hours they would expect the audit team to spend on the audit of each class of
revalued assets and also on general issues relating to the valuations.

5.7.3.3 Package Two - The Valuation Report and Likelihood Judgments
The valuation report was based on one provided to the researcher by a national firm of
registered valuers. The researcher met with two members of the firm, both of whom had
recently been involved with the valuation of the assets of a port company. One of the
valuers sketched a design for a hypothetical port, showing the various wharves and harbour
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structures and related buildings. From this, a register of assets was developed and values
placed on these assets, drawing heavily from the schedules attached to the specimen report
that had been provided. The wording and structure of the report were adapted from the
specimen report. Two valuation lecturers from the accounting and valuation department
at Lincoln University subsequently evaluated the report and, subject to some minor
modifications to the wording, advised that it was realistic and readily understandable. The
auditors involved in pilot testing confirmed that the report was clearly written and
contained the information they would expect to see in such a report.

The report commenced with a brief introduction, a summary of the classes of assets valued
and a statement concerning the basis of valuation. Reference was made in this section of
the report to the relevant NZIV Asset Valuation Standards. In general, because of the
specialised nature of the assets being valued, depreciated replacement cost was used as the
principal valuation methodology. However, those assets which could be identified as
having a readily ascertainable market value, were valued on this basis.

Each class of assets was briefly discussed in a separate section, while details of individual
assets were provided in accompanying schedules. The valuers who assisted the researcher
with the preparation and testing of the report confirmed that this was standard practice
when numerous assets were being revalued for financial statement purposes.

The value of land was assessed on the basis of existing use for the port business. Based
on the draft valuation report provided to the researcher, it was stated that there were no
comparable sales in the region. Further, because there was a shortage of land for future
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expansion, land value was at a premium. Future expansion would involve an extensive
reclamation programme, and therefore the cost of reclamation could be used as an estimate
of the upper limit of land values in the area. This represented the value of harbour edge
land, with other land being appropriately discounted to reflect nonnal supply and demand
factors.

Buildings were valued, where possible, on the basis of current market value for existing
use, but where this could not be assessed, depreciated replacement cost methodology was
used. It was noted that all buildings had been inspected and their ages and conditions had
been discussed with appropriate staff members.

Both wharves and harbour structures and other improvements were valued using
depreciated replacement cost methodology. The report stated that infonnation relating to
gross current replacement costs and economic lives was ascertained after discussions with
various senior staff of the company, consulting engineers and civil engineers employed by
the regional council.

A final section of the report contained a reminder that valuations based on depreciated
replacement cost are subject to an assumption of adequate potential profitability and,
because of their specialised nature, the value is dependent on the continued profitability
of the company. Two standard disclaimers were included, the first relating to assumed full
disclosure of infonnation by port company management and staff, and the second limiting
liability to the company only. The final sentence stressed that the company should obtain
written approval before reproducing or referring to the report in any published document.
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After reading the valuation report, subjects were asked to indicate, on an eleven-point
scale, the likelihood that they would accept the valuations as reasonable.

A separate

judgment was made for each of the four classes of assets. On the advice of one of the
partners involved in the pilot testing, subjects were also asked to note what they perceived
to be the main audit issues concerning the valuations 8 .

5.7.3.4 Package Three - Manipulation Checks and Biographic Data
The final package contained two questions designed to check the validity of the

II~
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manipulation of the independent variables.

Subjects were asked to respond to these

questions without referring back to the previous packages. Before deciding to include
manipulation checks in the experiment, the advantages and disadvantages of such checks
were carefully considered. The experiment was not undertaken in a controlled environment
and this meant that, in spite of the request not to do so, subjects could refer to the previous
packages before responding to the questions. They could also alter the responses to the
tasks in Package One and Package Two after being alerted to the manipulations. However,
without manipulation checks, it is difficult to be sure that the manipulations worked in all
cases. It was decided that the nature of the manipulations in the current experiment were
such that subjects would have little incentive to alter results. The advantage of knowing
whether the manipulations were valid was therefore considered to outweigh the
disadvantages.

8

SUbjects were also asked questions relating to the specific tasks undertaken during the audit of
revalued assets. As with Experiment One, this data was gathered for a related project and it did
fonn part of this thesis.

,I
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The ftrst manipulation check involved asking subjects to indicate whether they assessed
the likelihood that the company would issue shares to the public as high or low. The
second check asked subjects whether they assessed the valuer's experience as strong or
weak. Use of the word competence was avoided in this question because of the narrow
interpretation given to this term in AS-5 with respect to professional qualifications. As all
valuations for ftnancial reporting purposes must be undertaken by qualified valuers, the
question could have been misinterpreted. It is argued that a more experienced valuer will
be judged to be more competent than an inexperienced valuer and this term was therefore

I·:.:·:·.·· ........ .
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chosen as a less ambiguous surrogate for competence or expertise

9

I
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The remaining questions related to the background and experience of the subjects. These
included questions concerning years of experience, position held, how many audits subjects
had worked on involving revalued assets and whether they had been involved with the
audit of any port companies. Subjects were also asked to assess their own experience with
the audit of revalued assets, separated into land and buildings and other assets.

5.7.4 Subjects
Fifty seven executive auditors from Audit New Zealand took part in the study, 26 of whom
were directors and 31 were managers. This represented over 90% of the total number of
directors and managers employed by the organisation. The few who did not participate
were either unavailable, being on extended leave or secondment, or were unable to spare
the time due to severe work pressures. Subjects were located at the various branches of

9

Use of this term is also consistent with the requirement of SSAP-28 that the valuer should have
experience in the location and category of assets being valued.
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Audit New Zealand throughout the country, but to ensure anonymity, they were not asked
to disclose the office at which they were located. The average number of years of audit
experience was twelve years, with a minimum of four and a maximum of 29 years 10.
One third of subjects had been involved with the audit of port companies while two thirds
had no previous experience with port audits 11 .

Table 5.2 shows the number of audits 'with which subjects had been involved, both in their
present position and in their

au~iting

career, that included revalued assets. This table

I· .
1
1

indicates that all subjects had been involved with at least some revalued assets during their

II
I

career, with over half of the directors being involved· with more than 20 revaluations 12 •
Subjects were also asked to make their own assessment of their experience with the audit
of revalued assets, distinguishing between property and other assets.

Consistent with

Experiment One, the scale ranged from "No Experience" to "Considerable Experience".
Responses are summarised in Table 5.3. The majority of subjects regarded themselves as
having a moderate to high level of experience with the audit of both property and other
asset revaluations.

10

Neither years of experience nor position held had any significant impact on the variables tested in
the study.

11

Again, this factor had no significant effect on the variables tested. This supports the view expressed
in section 5.4 that directors and managers would have little difficulty in adapting their experience
with other specialised entities to the audit of a port company.

12

The number of audits involving revalued assets, with which subjects had been involved in their
auditing career, did have a significant effect on the likelihood judgments that the valuations would
be accepted as reasonable. This is discussed further in section 5.8.
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Number of
Audits

Directors
In present
position

Managers

In auditing
career

In present
position

In auditing
career

Zero

1

0

2

0

1-5

13

3

15

9

6 - 10

6

5

13

13

11 - 20

5

4

1

6

More than 20

1

14

0

3

26

26

31

31

Total

Level of
Experience

Property
Directors

Other Assets

Managers

Directors

Managers

0-2

1

1

3

4

2.5 - 4

6

7

4

8

4.5 - 6

7

15

7

12

6.5 -8

5

8

9

7

8.5 - 10

7

0

3

0

26

31

26

31

Total

5.7.5 Procedures
The experiment was coordinated by a national technical director of Audit New Zealand,
based in Wellington. This person first infonned the regional directors that the organisation
had agreed to participate in the study and then corresponded with all the directors and
managers individually, giving them details of the study. The research instruments were

.-- - ... . .
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delivered to the technical director who then sent them to each individual, together with
instructions to return the completed document to him by the end of the month. After a
number of follow-up messages, 57 completed documents were returned. Thus, as with
Experiment One, this study was not conducted in a controlled environment but it was
considered that the sacrifice in control was more than compensated for by having the most
senior employees of Audit New Zealand participate in the experiment.

Each instrument was accompanied by a letter from the researcher asking subjects to open
the enclosed cardboard wallet and to follow the instructions contained on the first sheet.
Confidentiality was assured and subjects were advised that, because there were different
versions of the study, they should not discuss their responses with other participants until
they had all completed the tasks. As noted in subsection 5.7.3, the instrument contained
three envelopes and an accompanying instruction sheet. This sheet advised subjects that
the study related to the audit of revalued non-current assets owned by a port company and
involved four types of asset. Subjects were instructed to open each envelope in turn and
complete the tasks before going on to the next envelope. It was stressed that there was no
correct answer but that the objective of the exercise was to establish how auditors exercise
judgment in this area.

s.s Analysis and Results
Two of the hypotheses (HI and H 3) relate to the additional time that subjects would expect
the audit team to devote to the audit of the revalued assets. The other two (H2 and H 4)
are concerned with the likelihood judgment that the valuations would ultimately be

.'
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accepted as reasonable. In order to avoid unnecessary repetition, the results for each of
these two groups are analysed separately in subsections 5.8.3 and 5.8.4. Prior to this
analysis, however, the results of the manipulation checks are considered, followed by a
discussion of the possible effect of confounding variables.

5.8.1 The Manipulation Checks
In order to assess the validity of the factor manipulations, subjects were asked in Package
Three to indicate whether, first, they assessed the likelihood that the port company would
issue shares to the public in the near future as high or low and, second, whether they
assessed the valuer's experience as strong or weak.

No subject assessed the likelihood that shares would be issued as low when they were
advised that a share issue was proposed. However, six subjects assessed the likelihood as
high when they were advised that there was no immediate proposal to issue shares to the
public. Presumably, this was due to the fact that a number of port companies in New
Zealand have made share issues and there has been media discussion concerning the
possibility of other ports following suit.

Two subjects in this category specifically

mentioned this in Package Two, when asked to note briefly the main audit issues
concerning the valuations. Both indicated that they questioned the motivation behind the
revaluations and that they considered a share issue was a possible underlying reason for
revaluing the assets.

Of the six subjects who failed the check, four were in the group

where the competence of the valuer was lower and two were in the group where this was
higher. If these subjects are eliminated from the analysis, the size of these groups is
reduced to ten and twelve respectively, giving rise to possible problems due to small

--,',',',- <- .
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sample sizes. It was therefore decided to analyse the data both excluding and including
those subjects who failed the manipulation check.

As far as the manipulation check concerning the competence (experience) of the valuer is
concerned, two subjects failed this check, one stating that he/she assessed the valuer's
experience to be strong when it was in fact intended to be weak and the other stating that
he/she assessed it to be weak when it was intended to be strong. However, both these
subjects qualified their opinions in their additional notes concerning what they perceived
to be the main audit issues. The subject who assessed the valuer's experience to be weak
when it was intended to be strong stated that he/she was uncertain as to whether the valuer
had specific experience with the valuation of port assets per se even though the valuer was
clearly experienced in other respects. The subject who assessed the valuer's experience
as strong commented that the valuer appeared to possess a degree of local knowledge.
However, in spite of this, this subject included the reputation of the valuer as a key audit
issue, suggesting that there was still some concern over this matter.

Taking these

additional comments into consideration, it was felt that there was doubt as to whether these
subjects had really misinterpreted the manipulation and their elimination from the analysis
was not therefore justified13 .

5.8.2 The Effect of Confounding Variables
Various ANOVAs and analyses of covariance (ANCOVAs) were carried out in order to
establish whether any of the variables in the biographical data obtained in Package Three

13

As a check, the data was analysed without these subjects, but their elimination had no effects on the
significance of the results.
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had an impact on the dependent variables measured. One of the experience variables had
a significant effect on the likelihood judgments and also, while not significant itself,
strengthened the results for the estimate of audit hours. This variable was the number of
audits that subjects had been involved with in their auditing careers that included revalued
assets 14.

This finding is consistent with recent research evidence that suggests that

expertise is task-relatedl5 rather than associated with more general measures such as
years of auditing experience or rank. The results of the statistical tests both before and
after controlling for the effect of this confounding experience variable are reported in
sections 5.8.3 and 5.8.4.

5.8.3 Estimated Additional Audit Hours
HI predicts that auditors will plan to spend more time on the audit of revalued assets when
management proposes to issue shares to the public while H3 predicts that they will plan
to spend more time when the competence of the valuer is lower. Subjects were asked to
estimate the additional hours to be spent on the audit of non-current assets as a result of
the revaluations. As noted in subsection 5.7.2.2, this estimate was divided into the number
of hours to be spent on valuation issues in general and then on each of the four classes of
assets. The total additional audit hours represented the sum of these five amounts. A
preliminary analysis of the data indicated, however, that some subjects had placed more
emphasis on the general valuation issues while others had allocated the additional tasks

14

Subjects' own assessments of their experience with the audit of revalued assets also had a significant
but smaller effect on some of the judgments. However, the results were very similar to those
discussed and are not therefore reported.

15

See, for example, Abdolmohammadi and Wright (1987), Bonner (1990) and Bonner and Lewis
(1990).
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across the four classes of assets 16 • This meant that separate ANOVAs for each class of
asset could be distorted by the different interpretations made by subjects. It was therefore
considered appropriate to analyse only the total additional hours estimated by each subject
for the two independent variables manipulated.

The relevant descriptive statistics for the total additional hours, after excluding those
subjects who failed the share issue manipUlation check, are summarised in Table 5.4.
Panel A shows the means and standard deviations for each experimental manipulation and
Panel B shows these statistics aggregated for each of the two factors. From Panel B, it can
be seen that the mean additional hours are greater when there is a proposal to issue shares
to the public compared to when there is no such proposal 17. Mean additional hours are
also greater when the valuer's competence is lower. The differences in means are therefore
in the direction predicted by the hypotheses. Panel A indicates that the mean additional
hours are greatest when there is a proposal to issue shares to the public and when the
valuer's competence is lower, while additional hours are least when there is no proposal
to issue shares and the valuer's competence is higher.

16

Some subjects, for example, allocated most of the additional hours to the geneml issues, with only
one or two additional hours being allocated to the four classes of assets; others allocated a more
even number of additional hours across all the categories.

17

When those who failed the share issue manipulation check are included in the analysis, the mean
when no share issue was proposed is 18.661, suggesting that the results are stronger when these
subjects are excluded.
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Proposal to Issue
Shares to the Public

Competence of
Valuer

Sample
Size

Mean
(s.d.)

I:·

... ---

I,

Panel. A: For each experimental manipulation
Yes

Higher

14

20.857
(14.997)

Yes

Lower

15

32.600
(20.251)

No

Higher

12

11.750
(5.185)

No

Lower

10

22.850
(16.856)

-

-~-.-.>-

i -

Panel B: Aggregated by Independent Variable
Yes

29

26.931
(18.578)

No

22

16.796
(12.956)

Higher

26

16.654
(12.256)

Lower

25

28.700
(19.223)

The results of the ANOVA are shown in Table 5.5 where it can be seen that both main
effects are significant (p

~

.05) while the interaction effect between the two variables is

not significant18 •

18

When those subjects who failed the share issue manipulation check are included. the share issue
factor is only marginally significant (p = .060) while the competence of the valuer factor is slightly
stronger (p = .009).
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Source of Variation

Sum of
Squares

df

Mean
Square

F

Sig of
F

i

'.

i--

Main Effects

2

2954.449

1477.224

6.028

.005

Proposal to Issue Shares

1

1105.010

1105.010

4.509

.039

Competence of Valuer

1

1669.317

1669.317

6.812

.012'

1

1.286

1.286

.005

.943

Exp.1ained

3

2955.731

985.245

4.020

.013

Residual

47

11518.089

245.066

Total

50

14473.824

289.476

2-way Interaction:
Proposal x Competence

Table 5.6 summarises the results of the ANCOV A, with experience in the audit of revalued
asssets included as a covariate. This variable is not significant in itself, but it can be seen
that its inclusion further strengthens the significance of the two independent variables 19 .
The covariate is negatively correlated with the number of additional hours estimated,
suggesting that more experienced subjects allocate less hours than less experienced
subjects.

19

When those subjects who failed the share issue manipulation check are included. the proposal to
issue shares factor is significant at p = .048 while the competence of the valuer factor remains
unchanged. Thus the results are strengthened when these subjects are eliminated from the analysis.
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Source of Variation

df

Sum of
Squares

Mean
Square

F

Sig of
F

Covariate
1

59.984

59.984

.246

.622

2

3186.837

1593.418

6.534

.003

Proposal to Issue Shares

1

1288.361

1288.361

5.283

.026

Competence of Valuer

1

1737.215

1737.215

7.123

.0lD

1

8.330

8.330

.034

.854

Explained

4

3255.151

813.788

3.337

.018

Residual

46

11218.673

243.884

Total

50

14473.824

289.476

Experience with
Revalued Assets*

Main Effects

2-way Interaction:
Proposal x Competence

* Measured by the number of audits in auditing career that have involved revalued assets.

It can be concluded from the above analysis that both HI and H3 are supported, with
subjects planning to spend more time on the audit of revalued assets both when there is
a proposal to issue shares to the public and when the competence of the valuer is lower.

5.8.4 Likelihood Judgments that the Valuations Will Be Accepted
H2 and H4 predict that auditors will be less likely to accept the valuations as reasonable
when (i) management proposes to issue shares to the public (H2) and (ii) when the
competence of the valuer is lower (H4)' As noted in subsection 5.7.2.2, subjects were
asked to select a point on an eleven-point scale ranging from zero (Extremely Unlikely)
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to ten (Extremely Likely) for each of the four classes of assets. The statistical procedures
used to test the hypotheses are similar to those used for the estimate of audit hours, with
the addition of multivariate analysis (MANDV A) on the four likelihood judgments.

Descriptive statistics are reported in Table 5.7 where Panel A shows the means (standard
deviations) for each manipulation and Panel B shows these statistics aggregated for each
independent variable. Again, those subjects who failed the share issue manipulation check
have been eliminated. It can be seen from Panel B that the means of all four judgments
are in the directions predicted by the two hypotheses20 . Subjects appear to be less likely
to accept the valuations as reasonable when there is a proposal to issue shares to the public
and also when the competence of the valuer is lower. The means for each experimental
manipulation, shown in Panel A, are all in the hypothesised direction with the exception
of the judgment for land when no share issue is proposed. For that scenario, the mean
when the valuer's competence is higher is less than the mean when the valuer's
competence is lower. Further, the means for the land judgment are lower than for the other
three judgments. Possible reasons for these differences will be explored later in this
subsection.

20

The four means for the no proposal to issue shares treatment are all higher when the subjects who
failed the manipulation check are included, again, suggesting that results are stronger when these
subjects are excluded from the analysis.

Proposal to Issue
Shares to the Public

I Competence of Valuer I Sa~ple
Size

Land

Buildings

Wharves

Other

Mean
(s.d.)

Mean
(s.d.)

Mean
(s.d.)

Mean
(s.d.)

Panel A: For each experimental manipulation
Yes

Higher

Yes

I Lower

I

15

No

I Higher

1

No

I Lower

I

14

I

6.643
(1.737)

4.500
(3.414)

7.500
(1.557)

6.357
(2.437)

3.867
(2.191)

6.033
(2.125)

4.067
(2.178)

5.933
(1.860)

l21

5.417
(2.976)

8.167
(.861)

7.667
(2.177)

7.750
(1.901)

101

6.300
(2.497)

7.350
(l.528)

6.750
(1.814)

7.350
(1.596)

4.172
(2.813)

6.741
(1.985)

5.172
(2.547)

6.276
(1.806)

5.818
(2.741)

7.796
(1.250)

7.250
(2.028)

7.568
(1.741)

4.923
(3.190)

7.808
(1.304)

6.962
(2.370)

7.154
(1.864)

4.840
(2.573)

6.560
(1.986)

5.140
(2.409)

6.500
(1.865)

I

Panel B: Aggregated by Independent Variable
Yes
No

29

I

22

I

Higher

1

26

1

Lower

I

25

I

I

II

......

VI

.j::..
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The results of the MANOVA are summarised in Table 5.8 where Wilks' lambda statistics
are reported.

This table indicates that both factors are significant while the interaction

effect between the two factors is not significant21 .

Source of Variation

df

Wilks'
Lambda

Approx.
F

Sig of
F

Main Effects:
Proposal to Issue Shares

4

.801

2.737

.041

Competence of Valuer

4

.790

2.916

.032

4

.962

.437

.781

2-way Interaction:
Proposal x Competence

In order to identify whether these results are being driven by any or all of the judgments,
a separate univariate analysis is necessary. Separate ANOVAs for the four classes of
assets were therefore performed and the results are reported in Table 5.9.

21

When the subjects who failed the share issue manipulation check are included, the significance of
the competence of the valuer factor is stronger (p = .004) while the proposal to issue shares factor
is not significant (p = .126).

I

I

Source of Variation

I df I

Sum of
Squares

Mean
Square

F

Sig of

Sum of
Squares

F

Mean
Square

Land
Main Effects

F

Sig of

F

Buildings

33.888

16.944

2.139

.129

31.800

15.900

6.030

.005

33.800

33.800

4.268

.044

11.959

11.959

4.536

.038

.004

.004

.001

.982

17.900

17.900

6.789

.012

7.156

7.156

.904

.347

1.314

1.314

.499

.484

3

41.044

13.681

1.727

.174

33.114

11.038

4.186

.010

Residual

47

372.250

7.920

123.925

2.637

Total

50

413.294

8.266

157.039

3.141

Proposal to Issue Shares
Competence of Valuer

II

2-way Interaction:
Proposal x Competence
Explained

Wharves & Harbour Structures .
Main Effects

2

Other Improvements

90.699

45.349

9.455

.000

25.113

12.556

3.923

.027

48.410

48.410

10.093

.003

19.664

19.664

6.144

.017

36.702

36.702

7.652

.008

4.220

4.220

1.319

.257

5.872

5.872

1.224

.274

.298

.298

.093

.762

3

96.571

32.190

6.711

.001

25.411

8.470

2.647

.060

Residual

47 I

225.439

4.797

150.423

3.200

Total

50 I

322.010

6.440

175.833

3.517

Proposal to Issue Shares
Competence of Valuer

1

II

2-way Interaction:
Proposal x Competence
Explained

II

II

......

VI
01
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The univariate analysis indicates that the proposal to issue shares factor is significant for
all four judgments22 . However, the competence of the valuer factor is significant for the
judgments relating to the buildings and the wharves and harbour structures but is not
significant for the land or other improvements judgments 23 .

As far as the land judgment is concerned, it was noted in subsection 5.7.3.3 that the
valuation report stated that the upper limit for the value of land was taken to be the cost
of reclaiming land from the harbour. The value of land further away from the harbour
edge was then discounted to take into account normal supply and demand factors. This
methodology was drawn directly from an actual valuation report of a port company
provided to the researcher by a national firm of registered valuers. However, an analysis
of the comments made by subjects, when asked to note the main audit issues in the
case24, revealed that a total of seventeen subjects stated specifically that they did not
agree with the valuation methodology used for land.

This resulted in these subjects

indicating that they would be unlikely to accept the valuation as reasonable. A further
eight subjects, who commented that they had concerns with the valuation methodology in
general, also indicated that they would be unlikely to accept the land valuation25 . The

22

When the subjects who failed the manipulation check are included, only the judgment for the
wharves and harbour structures is significant (p = .008).

23

Results are similar for this factor when those who failed the share issue manipulation check are
included, with the exception of the other improvements judgment which in this case is significant
atp = .045.

24

See Appendix D.

25

These 25 subjects were distributed evenly between the four treatment groups, with six in each of
three groups and seven in the other.
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compounding effect of these concerns resulted in lower means overall for the land
judgment.

This finding is important because it shows that subjects did not simply accept the
valuations provided in the report even when the valuer's competence was higher. This
suggests that, regardless of the perceived expertise of the valuer, if auditors are
uncomfortable with the valuation methodology used, they will question the reasonableness
of the valuation.

With regard to the other improvements judgment, it has been noted that, when those who
failed the share issue manipulation check are included, the competence of the valuer factor
is just significant at the .05 level. The insignificant result for this variable could therefore
be driven by the smaller sample size once these subjects are eliminated. However, it is
also possible that the result is due to differing opinions concerning the appropriateness of
revaluing assets of this nature. The other improvements included infrastructural assets such
as in-ground services, roads, bridges and sidings and the appropriate accounting treatment
of these assets has not yet been resolved26 .

Thus, it appears that the competence of the valuer affects auditors' judgments in some
cases but not in others.

In particular, when auditors are concerned about the

appropriateness of the valuation methodology used, this latter concern appears to override
any confidence they may have about the valuer's expertise. To further explore this finding,

26

In the structured interviews, public sector auditors expressed concern with a number of aspects of
infrastructural asset valuations.

::- .. _.,-
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repeated measures ANOV As were, run, both including and excluding the subjects who
failed the share issue manipulation check, with class of assets as the within-subjects factor.
The results of these tests indicated a significant interaction effect between class of assets
and the competence of the valuer (p

= .026 for

all subjects and p

= .042 excluding

the

subjects who failed the manipulation check)27. These results support the conclusion that,
when using the work of an independent valuer as audit evidence, auditors' sensitivity to
the competence of the valuer interacts with their evaluation of the evidence.

As with the estimate of additional audit hours, further analysis was undertaken to identify
any experience effects that may be impacting on these results. Both multivariate analyses

I

I.

of covariance (MANCOVA) and ANCOVAs were perfonned, with the number of audits
with which subjects had been involved, that included revaluations, as the covariate. It can
be seen from the results of the MANCOV A, shown in Table 5.10, that the covariate is
significant28 , and, after adjusting for this experience effect, the significance of both main
effects is stronger.

27

Results also indicated that the class of assets effect was highly significant in both cases (p = .(00)
and that no other interaction effects were significant.

28

The same analysis including those subjects who failed the manipulation check indicated that the
covariate was significant at p = .007, suggesting a loss of power due to smaller sample sizes.

.
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Source of Variation

df

Wilks'
Lambda

Approx.
F

Sig of
F
• ' . ___

Covariate
4

.784

2.960

.030

Proposal to Issue Shares

4

.705

4.492

.004

Competence of Valuer

4

.753

3.523

.014

4

.985

.153

.960

Experience with
Revalued Assets
Main Effects:

2-way Interaction:
Proposal x Competence

The univariate analyses are summarised in Table 5.11.

~,

_, _ _ _ _

C,"

Source of Variation

I df I

Sum of
Squares

Mean
Square

F

Si~ of II

Mean
Square

Sum of
Squares

--

Land
Covariate - Experience
Main Effects

24.693

3.350

.074

47.897

23.948

3.249

47.528

47.528

6.448

.064

.064

1.626
4
46 I

Proposal to Issue Shares
Competence of Valuer

1I

Sig of
F

Buildings

24.693
2

F

I

9.933

9.933

4.239

.045

.048

39.273

19.637

8.379

.001

.015

17.563

17.563

7.494

.009

.009

.926 II

19.706

19.706

8.409

.006

1.626

.221

.641

.036

.036

.015

.902

74.216

18.554

2.517

.054

49.242

12.311

5.253

.001

339.078

7.371

107.797

2.343

2-way Interaction:
Proposal x Competence
Explained
Residual

II

Other Improvements

Wharves & Harbour Structures
Covariate - Experience
Main Effects
Proposal to Issue Shares
Competence of Valuer

2

I :I

24.198

24.198

6.034

.018

7.732

7.732

2.619

.112

112.559

56.279

14.034

.000

32.192

16.096

5.453

.007

66.015

66.015

16.461

.000

25.881

25.881

8.767

.005

40.935

40.935

10.207

.003

5.057

5.057

1.713

.197

.778

.778

.194

.662

.123

.123

.042

.839

8.574

.000

40.046

10.012

3.392

.016

135.787

2.952

2-way Interaction:
Proposal x Competence
Explained

4

137.535

34.384

Residual

46

184.475

4.010

II

-0\
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This table shows that the covariate is significant at the .05 level only for the wharves and
harbour structures and the buildings judgments. However, when those subjects who failed
the manipulation check are included in the analysis, the covariate is significant for all four
judgments29 , further suggesting a loss of power due to the smaller sample sizes.
Comparing Tables 5.9 and 5.11, it can be seen that controlling for the effect of the
experience covariate strengthens the significance of the main effects.

Further tests

indicated that the covariate is positively correlated with the dependent variables30 ,
suggesting that more experienced auditors are more likely to accept the valuations than less
experienced auditors. This is consistent with previous research findings in both auditing
and psychology that suggest that a lower level of task familiarity leads to more cautious
decision making behaviour (Anderson and Maletta, 1994).

It can be concluded that H2 is supported, with subjects being less likely to accept the
valuations as reasonable when there is a proposal to issue shares to the pUblic. The results
for H4 are less clear. Overall, the results of the multivariate analysis suggests that auditors
are sensitive to the competence of the valuer when deciding whether to accept a valuation
as reasonable.

However, further analysis indicates that this does not apply across all

classes of assets, with auditors apparently considering other factors such as the
appropriateness of the valuation methodology used.

29

The relevant significance levels for the covariate are p = .038 for land; p = .004 for buildings; p =
.002 for wharves and harbour structures; and p = .016 for other improvements.

30

The correlation factors were .27 for land; .34 for buildings; .35 for wharves and harbour structures;
and .30 for other improvements.

......

~

: . - - - .-: :

163

5.9 Summary

This study was designed to further enhance our understanding of auditor judgments in the
area of non-current asset revaluations.

The research was extended to include the

revaluation of other classes of assets in addition to property. Two different factors were
identified and their impact on audit decision making in this area was examined. The first,
a proposal to issue shares to the public, was based on the same premise underlying
Experiment One that the auditor's awareness of management incentives to revalue may
impact on the judgment process. The second factor examined was the competence of the
valuer undertaking the valuations, thereby extending the literature on source reliability to
the situation where the auditor is relying on an independent expert. The proposal to issue
shares factor was found to have a significant effect both on planned audit hours and on the
likelihood that the valuations would be accepted as reasonable. The competence of the
valuer factor had a significant effect on planned audit hours and on the likelihood
judgments when analysed overall. However, it was found that, with regard to specific
classes of assets, auditors considered other factors which appeared to override their
sensitivity to the competence of the valuer. In particular, it appeared that, when they were
uncomfortable with a particular valuation methodology, they would be unlikely to accept
the valuation, regardless of the valuer's expertise.

An additional finding was a significant experience effect, based on the number of audits,
that subjects had been involved with throughout their auditing career, that included
revalued assets. More experienced auditors were more likely to accept the valuations as
reasonable than less experienced auditors.
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CHAPTER 6
CONCLUDING STATEMENTS

6.1 Introduction

The objective of this thesis was to increase our understanding of audit decision making in
the area of revalued non-current assets. Following an exploratory interview survey and an
examination of the relevant bodies of literature, some of the factors that might impact on
auditor judgments in this area were identified. Two experimental studies were undertaken
to test the effect of these factors on auditor judgments. Two aspects of audit decision
making were considered, namely the number of hours spent on the audit of revalued assets
and a likelihood judgment that the valuations would be accepted as reasonable.

Both experimental studies involved the manipulation of two independent variables at two
levels, in a between-subjects design. In Experiment One, the risk of breaching a financial
covenant and the risk of losing the client were manipulated at high and low levels. It was
hypothesised that auditors would plan to spend longer on the audit of revalued assets and
would be less likely to accept the valuations as reasonable when the risk of breaching a
financial covenant was high. In addition, it was hypothesised that they would plan to
spend less time on the audit and would be more willing to accept the valuations as
reasonable when the risk of losing the client was high. The case scenario was developed
around a hypothetical manufacturing company client with two revalued property assets,
these being its own land and buildings and an investment property.

Fifty nine audit

partners and managers from the "Big Six" audit firms took part in the study.
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In Experiment Two, the two variables were a proposal to issue shares to the public and the
competence of the valuer. The fonner was manipulated as either a planned share issue or
no planned issue while the latter was manipulated as either a higher or lower level of
competence. It was predicted that auditors would spend more time on the audit of the
revalued assets and would be less likely to accept the valuations as reasonable when there
was a proposal to issue shares to the public. Further, they would spend less time and be
more likely to accept the valuations when the competence of the valuer was higher. The
case scenario involved a hypothetical port company which had revalued its land, buildings,
wharves and harbour structures and other improvements.

Subjects were fifty seven

directors and managers of Audit New Zealand, the operational arm of the government audit
office.

6.2 Main Findings of the Studies

6.2.1 Experiment One
The principal finding of Experiment One was an interaction effect between the two
manipulated variables for both the number of hours they planned to spend on the audit of
the revalued assets and for the likelihood judgment that the valuations would be accepted
as reasonable. Subjects planned to spend more hours and were less likely to accept the
valuations as reasonable when both the risk of breaching a debt covenant was high and the
risk of losing the client was low. These results were significant at the .05 level for both
dependent variables for the owner-occupied property and for the planned audit hours for
the investment property.

The likelihood judgment for the investtnent property was,

however, only marginally significant (p

= .072).

It was suggested that this may be due
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to increased variability, possibly because subjects had a lower level of experience with the
audit of investment properties compared to revalued owner-occupied properties.

6.2.2 Experiment Two
The results of Experiment Two showed that, for the

pl~nned

audit hours, the competence

of the valuer factor and the proposal to issue shares factor were both significant at the .05
level. The hypotheses that auditors would spend more time on the audit of revalued assets
when there was a proposal to issue shares to the public and also when the competence of
the valuer was lower were therefore supported. For the likelihood judgments, the proposal
to issue shares factor was again significant, supporting ·the hypothesis that auditors would
be less likely to accept the valuations as reasonable when a share issue was proposed.
While the competence of the valuer factor was significant overall, the analysis indicated
that there were differences between the four classes of assets. Further tests showed that
there was a significant interaction effect between class of assets and the competence of the
valuer. This finding suggests that, when relying on the work of an independent valuer,
auditors consider the content of the evidence provided, and concern with some aspects of
the evidence can override sensitivity to the competence of the valuer. This is important
because it suggests that auditors do not unquestioningly accept evidence from an
independent expert even when that expert is considered to be reliable.

A further finding, as far as the likelihood judgments are concerned, was a significant
experience effect, based on the number of audits that subjects had been involved in during
their auditing career that had included revalued assets. The direction of the experience
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factor indicated that auditors who had been involved with more revalued assets were more
willing to accept the valuations as reasonable.

6.3 Key Contributions

The research in this thesis has made a number of contributions to the literature. These
were summarised in Chapter 1. In this section, each contribution is again noted, followed
by a brief discussion relating it to the findings of the research.

(a)

As the first study to examine the audit of revalued assets, the research has
identified some critical factors that appear to affect audit judgments in the area.
The factors tested and found to be significant were the risk of breaching a financial
covenant, the likelihood of making a public share issue, the risk of losing the client
and the competence of the valuer. The first two factors both involve the possibility
of managerial incentives to revalue and the results of the experiments indicate that
auditors are sensitive to this possibility.

(b)

Our knowledge of the effect on audit judgments of conflicting risk factors in the
I

audit environment has been increased. This was achieved in Experiment One,
which examined the effect of the risk of a client breach of debt covenants together
with the effect of the risk of losing the client. Both of these risks may be present
simultaneously in the audit environment and the results of Experiment One indicate
a significant interaction effect between them.
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(c)

The current research on justification has been extended by examining the effect of
pressures from audiences with differing views. Because there is no single valuation
that can be regarded as correct, auditors will be concerned that their decisions
concerning asset revaluations can be justified if subjected to scrutiny. Emby and
Gibbins (1988) argue that the need to justify a decision may result in evidence
gathering and analysis being undertaken not only to enable a decision to be reached
but also to support the judgment once it has been made. However, auditors may
have to justify their decisions to different audiences, and an acceptable justification
to one group may result in conflict with another group (Messier and Quilliam,
1992). This issue was addressed in Experiment One, which examined the impact
of pressures from both debtholders and the client on auditor judgments concerning
planned audit hours and the likelihood that a valuation would be accepted. Pressure
from debtholders came from the risk of a client breach of debt covenants while
pressure from the client came from the risk of losing the client. A significant
interaction effect between the two variables suggests that conflicting pressures from
different audiences influence both the time spent on the audit of revalued assets and
on the likelihood of accepting the valuation as reasonable.

(d)

The current research on source credibility/reliability has been extended to the
situation where the auditor is relying on the work of an independent expert
appointed by the client. This was achieved in Experiment Two, which examined
the effect of the competence of the valuer on planned audit hours and the likelihood
that the valuations would be accepted.

When competence was higher, subjects

indicated that they would spend less time on the audit of revalued assets and, in

,.':-.--'
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general, they would be more likely to accept a valuation as reasonable.

This

suggests that auditors are sensitive to source competency when relying on the work
of an independent expert. However, a significant interaction effect between the
class of assets and the competence of the valuer indicated that subjects did not
automatically accept the valuations even when the competence of the valuer was
higher.

Regardless of the perceived expertise of the valuer, if subjects were

uncomfortable with the valuation methodology used, they were less likely to accept
the valuation as reasonable. This finding suggests that, when relying on the work
of an expert, auditors' sensitivity to the competence of that expert varies with the
nature of the evidence provided.

(e)

Our understanding of the pressures that may impact on auditor independence has
been enhanced. The results of Experiment One suggest that auditors are influenced
by the risk of losing the client and are more willing to accept the client's point of
view in this situation. This finijing has important implications for the auditing
profession because it suggests that conflicting pressures on decision making may
lead auditors to compromise independence.

(f)

By using subjects drawn from the public sector for one of the experiments, the
thesis has extended the audit judgment research in this sector, which has previously
received little attention from researchers. Experiment Two was undertaken by
directors and managers of Audit New Zealand.

The findings suggest that the

judgments of these auditors are influenced by a proposal by the client to issue
shares to the public and also by the competence of the valuer. However, when they

1:-:.-.'.
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are concerned about the nature of evidence, these auditors are unlikely to accept a
valuation as reasonable even when the valuer's competence is higher. A significant
experience effect was also found, with subjects who had been involved with more
audits which included revalued assets being more likely to accept the valuations as
reasonable.

6.4 Limitations of the Studies

In addition to the general limitations of experimental research which have been well
documentedl in the literature, there are three specific- limitations that should be noted.
First, neither of the two experiments was undertaken in a controlled setting, resulting in
a possible reduction in internal validity.

The reason for this was that it was considered

important that audit partners/directors and managers should take part in the studies because,
from the structured interviews that were undertaken, it was apparent that judgments
concerning asset valuations are made only be senior members of the audit team. For
Experiment One, discussions with senior partners from the "Big Six" audit firms indicated
that it would not be practical to get partners and managers together at the same time in
order to participate in the experiment. Similarly, for Experiment Two, national directors
of Audit New Zealand discussed the logistics of the study with the various regional
directors and it was concluded that, again, it would not be practical to get subjects at the
required level together at the one time.

See, for example, Libby and Lewis (1982); Joyce and Libby (1982); Pany and Reekers (1987);
Bedard (1989).

~'.

-. ' ..

171
Wright (1976) has pointed out a number of potential difficulties that can arise when a
controlled setting is not used, including misunderstanding of the task, the possibility of not
working independently, the ability to consult other information sources, and a possible bias
if the study is returned first to a superior. The first difficulty can be overcome to a large
extent by adequate pilot testing and this was done for both studies. Further, there is no
guarantee, even in a controlled environment, that subjects will interpret all aspects of the
task correctly and thus this concern applies to all experimental research regardless of
whether the setting is controlled.

The possibility of not working independently is a

potential limitation. However, subjects were given clear instructions not to discuss the
study with other participants until they had all completed and returned the studies. There
was little incentive to discuss the issues with others prior to completion as it was made
clear that there was no right or wrong answer and responses were anonymous. One can
only assume that auditors at this level of seniority would act with integrity and approach
the studies seriously and professionally. The ability to consult other infonnation sources
is only a problem when cue usage is examined, and this was not the case in this study. The
final difficulty mentioned by Wright, concerning the possibility of bias, was also not an
issue as subjects were provided with sealed envelopes in which to place their responses and
these were opened by the researcher.

In conclusion, it is considered that the advantages

of using subjects with the desired level of seniority more than compensated for the
disadvantages of lack of control.

A second limitation is the small sample sizes in both of the experiments. This was again
due to the decision to use partners/directors and managers rather than less senior auditors
who do not nonnally make the kind of judgments involved in the two experiments. It was
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more difficult to get subjects at or above manager level to participate in the study, owing
to the size of this population in New Zealand and the value placed on their time. The
problem was enhanced in Experiment Two because a number of subjects failed the share
issue manipulation check. The exclusion of these subjects appeared, in some cases, to
affect the power of the statistical analysis. However, the problem was partially overcome
by analysing the data both with and without these subjects and noting any differences.

A further limitation of Experiment One is that manipulation checks were not included in
the research instrument and thus there can be no guarantee that subjects interpreted the
manipulations in the manner intended by the researcher. As noted in Chapter 4, because
the experiment was not undertaken in a controlled environment, subjects would have been
able to refer back to their responses and possibly change them after they had read the
manipulation checks. Because the loss of client manipulation is a sensitive audit issue,
some subjects may have been tempted to alter their responses once alerted to the
manipulation. It was therefore decided that no checks should be included in the study but
rather, the validity of the manipulations should be carefully checked during the pilot testing
procedures. These procedures did indicate that the manipulations were valid.

6.S Future Research

In conclusion, there are a number of opportunities for future research to extend the work
undertaken in this thesis. The study has examined some of the factors that affect auditor
judgments in the area of revalued non-current assets. Other variables can be identified
from the structured interviews, such as alternative valuation methodologies, the
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assumptions on which the valuation is based, capitalisation rates, and the use of source
data, and these could all be manipulated to establish their impact on audit decision making.
The revaluation of other classes of non-current assets such as plant and equipment or
intangible assets could also be examined. More research could be undertaken to explore
the reasons for the differing results between the two types of property assets in Experiment
One and in particular the increased variability relating to the investment property. Further,
the research in this thesis has addressed only upward revaluations. Auditor judgments
relating to downward revaluations could also be investigated.

Opportunities also exist to explore more extensively the variables examined in this thesis.
Further research could be undertaken to examine auditors' sensitivity to other managerial
incentives to revalue, such as general enhancements of borrowing capacity and the
existence of growth opportunities (Whittred and Chan, 1992; Easton et al. 1993).
Furthermore, the effect of managerial incentives to revalue may interact with auditors'
perceptions of the integrity of management. Additional research could be undertaken to
examine the effect of the risk of losing the client on the variables studied in Experiment
Two. The fear of losing the client may interact with a proposal to issue shares to the
public and also with the auditor's sensitivity to the competence of the valuer. The effect
on auditor judgments of the risk of losing the client has not been investigated extensively
in the audit judgment literature and there are opportunities to extend this research to other
areas of evidence collection and evaluation.

There are a number of opportunities to extend the work on source reliability. In particular,
the finding that sensitivity to source competence appears to interact with the nature of the
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evidence could be extended to other areas. The research in this thesis has examined the
auditor's reliance on an independent expert appointed by the client and this could be
extended to examine other situations where the auditor relies on the work of an expert.
Further, the construct of competence or expertise can be broken down into a number of
components. The descriptions of higher and lower competence in Experiment Two differed
in a number of respects relating to both the individual valuer and the valuation flrm.
Further research is needed to determine which aspects of the construct have more impact
on the auditor's assessment of source reliability. Issues that could be addressed include
whether the reputation or size of the valuation flrm are more important than the qualities
of the individual valuer or whether experience in the locality is considered more important
than experience in the class of asset. Further, many of these issues could be extended to
other areas of source reliability.

The effects of auditor experience and expertise on the audit of revalued assets could be
examined more directly.

A signiflcant task-specific experience effect was found in

Experiment Two but not in Experiment One. This suggests the need for more research to
explore the possible reasons for these different results and also to examine in more depth
the effect of expertise on the direction of the judgments made.

The structured interviews revealed that consultation with others in the firm is an important
part of decision making concerning more complex valuations and this area could be
examined in more depth. Most work on group decision making in auditing has centred on
the audit team rather than on those outside the immediate team, who playa supporting
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role. The audit of revalued assets could provide a useful context to study this aspect of
group decision making.

While some of these issues can be addressed by further laboratory studies, other research
methods such as protocol analysis or field studies involving the examination of actual
working papers would also be useful.
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A.I Introduction

This appendix reports the results of a preliminary interview survey designed to establish
the current state of the art with respect to auditor judgments concerning revalued assets.
Interviews were conducted with 44 senior auditors from the main audit firms in New
Zealand and the government audit office, now known as Audit New Zealand.

All

participants were either partners of firms or directors of Audit New Zealand located in one
of the four main centres of New Zealand. The interviews were of a structured nature, with
set que.stions being asked to each auditor. Most of the questions were open-ended while
a few involved selecting an appropriate point on a scale.

The main objective of the interviews was to determine the opinions of auditors concerning
asset revaluations, the issues that auditors face when a client has revalued a class of noncurrent assets, and the tests and procedures used in the process of auditing revalued assets.
A secondary objective was to identify any differences in procedures between the various
classes of assets.

While certain auditing and accounting standards guide the auditor

concerning non-current asset valuations, no study has attempted to establish how the
auditor exercises judgment in this area. A preliminary study of an exploratory nature was
therefore considered necessary. The findings of this study would then provide a base for
further research, in particular, the development of case scenarios to be used in laboratory
experiments.
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A.2 Selection of Subjects

Because of the exploratory nature of the study, it was considered important to interview
a cross-section of senior auditors with expertise in the area of non-current asset valuations.
Random sampling was

no~

considered appropriate because there are a limited number of

auditors practising in New Zealand who have experience and/or expertise in this area. This
is because the practice of revaluing assets for external reporting purposes is generally
confined to those entities that qualify as reporting entities in both the public and private
sectors.

As far as the private sector is concerned, five of the "Big Six" international accounting
finns dominate the auditing of listed and large unlisted companies in New Zealand.
Participants from these five firms were therefore included in the survey. The majority of
participants were located in Auckland and Wellington while others were based in
Christchurch and Dunedin. A senior partner in each firm nominated audit partners who
were responsible for clients likely to revalue non-current assets. In some cases that partner
arranged the interviews while in others the researcher made direct contact. There were a
number of logistical problems in arranging the interviews as the interviewees were all busy
professionals who are frequently out of their offices.

For one firm, the senior partner in

one location permitted only one audit partner to be interviewed owing to work pressures.
Because of these constraints, the number of participants from each firm varied slightly.
However, it was felt that those interviewed provided a fair representation of senior auditors
involved in asset revaluations.
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The audit of public sector entities is dominated by Audit New Zealand. A senior executive
in this organisation advised the regional in-charge directors that the study was to be
undertaken and encouraged their participatiOn(The researcher then contacted the in-charge
directors and they arranged interviews with those directors consider.ed to have experience
in auditing non-current assets. Interyiews were conducted with eight directors located in
\

the four main centres in New Zealand. )

A.3 Procedures

The interviews were conducted in the offices of the participants by prior arrangement.
Each interview took between fifty and ninety minutes with an average of approximately
one hour.

Assurance was given as to the confidentiality of the interview and the

participants were each given a letter confirming this.

The researcher conducted all

interviews and ensured, as far as possible, that questions were asked in the same manner.
Responses to each question were summarised by the researcher and later transcribed"( The
participants were very positive about the study, cooperating willingly and expressing
interest in the findings.

A number of interviewees commented that they had found the

exercise to be beneficial in forcing them to think about what they do, and why and how

""-

they do it, as well as focussing on the problems they face.)

A.4 Questionnaire Design

As stated, the interviews conducted were of a structured nature. A questionnaire was used
to ensure that each interviewee was asked the same questions in the same order. The
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questionnaire was divided into four parts. The first part consisted of some background
information about the respondent, relating to both general and specific experience. The
second part consisted of a number of questions relating to the auditor's opinion or
perception of various issues concerning asset revaluations. These questions addressed both
the broad, philosophical issues that underly the principles of revaluation and more specific
issues about the audit of revalued non-current assets.

The third and fourth sections

concerned the audit process relating to revaluations, the third covering all classes of noncurrent assets and the fourth concentrating in more detail on a specific class of assets with
which the auditor had experience.

The questions were developed from a variety of sources. Preliminary discussions were
held with a number of senior audit practitioners in both the public and private sectors, and
also with academics with auditing experience. Auditing textbooks and the professional
literature were examined together with professional promulgations relating to non-current
assets. Of particular relevance were SSAP-28, SSAP-17 and AS-5. A number of questions
were drawn directly from issues raised in these statements.

The objective was to focus

discussion on the likely problems and difficulties that auditors face and to establish
whether they are comfortable with the professional requirements in this area.

The interview questionnaire was pilot tested by both practitioners and academics.
Practitioners came from two accounting firms in Christchurch, using partners and staff who
were not taking part in the study.

Academics from both Lincoln University and the

University of Canterbury were used and included those with auditing experience, those
with financial accounting experience and those with no accounting or auditing experience.
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Among the latter were a psychologist and a sociologist who had considerable experience
in questionnaire design. Various recommendations for improvement were made and the
questionnaire was modified accordingly.

A.S Data Analysis

The responses to open-ended questions were coded manually and analysed electronically
using a qualitative data analysis system. Measurement scales were used for responses
where alternative answers could be scaled in an appropriate way.

A.S.I Background Data
A.S.I.I Firm and Location
Tables A.l and A.2 show the number of participants from each firm and the location of
participants respectively. For confidentiality reasons, the firms participating are designated
by number only with Audit New Zealand being described as a firm for this purpose. To
further ensure anonymity, details of both firm and location have not been given.
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No.

%
,".:-

8

18.1

Finn 2

9

20.5

Finn 3

9

20.5

Finn 4

9

20.5

Finn 5

6

13.6

Finn 6

3

6.8

Total

Location

44

100.0

Participants
No.

%

Auckland

15

34.1

Wellington

14

31.8

Christchurch

11

25.0

4

9.1

44

100.0

Dunedin
Total

A.S.l.2 Experience
A number of measures of experience were established for the participants, ranging from
years of general audit experience, years as a partner/director, and participants' own
perception of their experience in auditing various classes of non-current assets.
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Details of audit experience are given in Table A.3 while the number of years each
participant had been a partner or director is shown in Table A.4.

'"

Y~ars

Participants
No.

%

0-5

0

0.0

6 - 10

3

6.8

11 - 15

13

29.6

16 - 20

15

34.1

21 - 25

7

15.9

26 - 30

3

6.8

Over 30

3

6.8

Total

44

100.0

Years

Participants
No.

%

0-5

13

29.6

6 - 10

15

34.1

11 - 15

8

18.2

16 - 20

6

13.6

Over 20

2

4.5

44

100.0

Total

187

It is evident from Tables A.3 and A.4 that the majority of participants had significant
experience as auditors and had held senior positions within their finn for a number of
years.

Experience in auditing revalued non-current assets was assessed by panicipants, indicating
their level of experience on a five point scale as set out below:

o

=

1 =

no experience i.e. never been involved in auditing this type of revaluation;
limited experience i.e. only rarely involved;

2

=

some experience i.e. involvement more regular but not on an annual basis;

3

=

moderate experience Le. regularly involved - at least each year;

4

=

considerable experience i.e. very regularly involved and often consulted to
give advice to others in the finn.

Non-current assets were divided into land and buildings, both general and specialised (Le.
unique to an industry or business), plant and equipment, both general and specialised,
intangibles and other non-current assets.

Interviewees were asked to indicate their

perceived level of experience for each class of asset and, for specialised assets, intangibles
and other assets, they were also asked to give examples of the type of assets involved.
From the examples given, the other category could be expanded into infrastructural,
heritage, forests and other. The responses are summarised in Table A.5.
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Level of Experience

Class of Asset

1

0
Land & Buildings
General

No.

Land & Buildings
Specialised

No.

Plant & Equip.
General

No.

Plant' & Equip.
Specialised

No.

Intangibles

No.

%

%

%

%

%

Infrastructural

No.
%

Heritage

No.
%

Forests

No.

Total

4

3

2

0

3

1

21

19

0.0

6.8

2.3

47.7

43.2

4

2

7

19

12

9.1

4.5

15.9

43.2

27.3

100.0

2

9

13

14

6

44

29.6

31.8

13.6

100.0

11

12

7

44

25.0

27.3

15.9

100.0

12

2

44

4.5

4.5

20.5

8

6

18.2

13.6

11

13

25.0

29.6

13.6

27.3

33

2

1

5

75.0

4.5

2.3

39

1

1

1

2

88.6

2.3

2.3

2.3

4.5

35

2

1

2

4

6

11.4

3
6.8

44
100.0
44

100.0
44
100.0
44
100.0
44
,

%

79.6

4.5

2.3

4.5

9.1

100.0

It is evident that most auditors interviewed had a high level of experience in auditing
revalued land and buildings, a moderate level in auditing revalued plant and equipment and
a lower level of experience with revalued intangibles.

Not surprisingly, only a small

number of those interviewed had experience in auditing infrastructural and heritage assets
and forests.
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A.S.2 Opinions and Views on Certain Valuation Issues
A.S.2.I The Measurement Issue - Opinions and Attitudes
As an introduction to the revaluation issue, auditors were asked some questions relating
to their opinion about the most appropriate measurement system for non-current assets and
about the systems currently practised in New Zealand.

The model most commonly

practised by reporting entities in New Zealand is the modified historical cost system.
Auditors are forced to work with this system and they must express an opinion on the truth
and fairness of the financial statements within the context of this model. Their attitude to
non-current asset revaluations and the way they audit such revaluations may be influenced
by their opinion of the system.

Interviewees were first asked to nominate the measurement system or systems which they
preferred. They were then asked to focus on the modified historical cost system and to
give their opinion of that system. In particular, they were asked whether they regarded the
system as an improvement over pure historical cost, as a stepping stone towards a full
current value system and as a system in its own right.

Responses relating to the preferred measurement system are summarised in Tables A.6 to
A.8, with the latter two tables expanding on the last two categories in Table A.6.

These tables indicate that, of the various systems available, modified historical cost
received the most support. Approximately 40% of participants favoured the system, either
on its own or with another system. The reasons given for this support centred around the
need to retain most of the benefits of a historical cost system while recognising the
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problems with that system. Historical cost was regarded as simple, factual, objective and
understandable but lacking in relevance and potentially misleading. Current value systems
were seen as too subjective, complicated and expensive to implement. Modified historical
cost was seen as an appropriate compromise that provided a reasonable balance between
relevance and reliability.

System

Participants
No.

%

6

13.6

14

31.8

Current market value

8

18.2

Replacement cost

1

2.3

Mixed basis depending on asset/business

7

15.9

Undecided between two systems

8

18.2

44

100.0

Historical cost
Modified historical cost

Total

Type of Mixed Basis

Number of
Participants

Historical cost & current market value

4

Current market value & replacement cost

2

Modified historical cost & present value

1

Total

7
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Undecided Between

Number of
Participants

Historical cost & modified historical cost

3

Historical cost & replacement cost

4

Historical cost & current market value

1

Total

8

Those who supported the retention of historical cost in its pure form also emphasised the
objectivity, understandability and simplicity of the system. In addition, they stressed the
need for verifiability from an audit point of view. Three of the six supporters also
believed that current valuations should be disclosed in the notes to the accounts in order
to overcome the potential lack of relevance of the balance sheet figures.

The use of a current market value system, either on its own or with another system
received moderate support. Those in favour of changing to such a system argued that it
was relevant, it made sense and provided a better measure of risk and return.

They were

critical of both the lack of relevance of historical cost and the inconsistencies of modified
historical cost.

Table A.8 shows that a number of participants were undecided between historical cost and
a current value system, being aware of the strengths and weaknesses of the various
systems. For example, some could see the conceptual strengths of current cost accounting
but were equally aware of its practical limitations.

I
. I
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Table A.9 summarises the responses concerning participants' views of the modified
historical cost system. The table indicates that over 70% of interviewees regarded the
system as an improvement over pure historical cost but only just over 50% saw it as a
system in its own right. Less than 30% considered it to be a stepping stone

to

a current

value system. A number of those who regarded it as an improvement still expressed
concerns about certain aspects of the system. In particular, these related to the application
of the model and the inconsistencies in practice. Entities were seen to apply the system
differently, reducing comparability.

Further, some auditors were concerned with the

motivation for revaluations by directors and the scope for creativity.

Yes

No

Depends

Total

An improvement over
historical cost

No.
%

32
72.7

8
18.2

4
9.1

44
100.0

Stepping stone towards
current value system

No.
%

13
29.5

31
70.5

0
0.0

44
100.0

A system in its own
right

No.
%

23
52.3

20
45.4

1
2.3

44
100.0

Those who held strong views against the system were in turn divided, some supporting a
return to pure historical cost and others advocating a move to a current market value
system. On the whole, however, the system was seen as a compromise which, in the
absence of anything better, worked reasonably well from a practical viewpoint.
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A.S.2.2 True and Fair View of Non-Current Asset Valuations
Interviewees were asked what, in their opinion, is required for non-current asset valuations
in financial statements to present a true and fair view. In particular, they were asked
whether they interpreted the phrase as meaning compliance with accounting standards and
generally accepted accounting practices or whether they took a more literal interpretation
of truth and fairness. Responses are summarised in Table A.lO.

,.

Interpretation of True and Fair:

Participants
No.

%

Compliance

12

27.3

More literal interpretation

19

43.2

Both the above

13

29.5

Total

44

100.0

When interviewees clearly interpreted true and fair only in terms of adhering to accounting
standards and other regulations, their response was classified as "Compliance". Phrases
such as "we are bound by the standards" and "we must follow the Society's rules" were
used. Some auditors in this category stressed that it was impossible to take a more literal
interpretation as the meaning of the phrase true and fair has never been defined.

One

participant pointed out that none of the figures in the balance sheet are "real", so as long
as the rules have been adhered to, then the figures must be regarded as true and fair.

Respondents were regarded as taking a more literal view when they made statements to the
effect that the standards should not be rigidly followed if this did not reflect reality. Some
interviewees in this category used phrases such as the need for "commercial sense",

-':-.-
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"commercial reality" and "realism" to be reflected in the non-current asset values in the
financial statements. Another suggested that the standards tend to straightjacket accounting
practice and a wider view is needed.

Interviewees were placed in the "Both" category when they held a wider view of true and
fair but this was held subject to the need to comply with accounting standards. For
example, some respondents pointed out that the standards did not cover all aspects of asset
valuations and, in those situations, they would have regard to "realism" or "commercial
reality".

A number of respondents in all categories stressed the importance of adequate disclosure
as part of the true and fair concept.

A.S.2.3 The Definition of Net Current Value
SSAP-28 states that, when the modified historical cost system is adopted, the revaluation
of a fixed asset should normally be at net current value. This is defined as "the price for
which an asset might reasonably be expected to be sold at the operative date, less the costs
of disposal that could reasonably be anticipated". Participants were asked whether, in
general, they considered this amount to be readily determined and reliable. They were
further asked to explain whether they considered their answer would vary according to the
class of asset or any other factors.

Responses are given in Tables A.II and A.12.

. <,- -,' '
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Is net current value readily
determined and reliable:

Participants
%

No.

1

2.3

Occasionally

32

72.7

Usually

10

22.7

Always

1

2.3

44

100.0

Never

Total

;

I
I
. I

Depends On:

*

Participants
No.

%

The class of asset

37

84.1

The market

28

63.6

The economy

3

6.8

The client's business

3

6.8

The time frame

5

11.4

The location

1

2.3

* These factors

are not mutually exclusive.

From Table A.ll, it is evident that over 70% of interviewees considered that net current
value is only occasionally a readily determined and reliable amount. Most believed that
the net current values of some classes of assets were more readily determined and reliable
than others. For example, many respondents contrasted land and buildings with specialised
plant and equipment, the former being more easily determined than the latter. A majority

..
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of auditors also related the issue to the existence of a market. Where there is a market,
the amounts are reasonably reliable and readily determined. Where no market exists or the
market is stagnant, then determining net current value becomes a much more subjective
exercise. A number of interviewees questioned the relevance of the definition, particularly
for specialised assets that are being used within the client's business. Some seventeen
respondents believed that, in cases such as these, an alternative valuation method should
be adopted, such as discounted future earnings or depreciated replacement cost.

A.S.2.4 The Audit Opinion Concerning Non-Current Asset Valuations
The revaluation of non-current assets is generally undertaken by an external valuer who
is appointed by the client. While the auditor relies on the work of the valuer, it is stressed
in AS-5 that the auditor continues to be responsible for forming and expressing an opinion
on the financial statements.

Interviewees were asked whether they felt any less responsible for their opinion when they
had relied on a valuation provided by an external valuer.

Results are summarised in

Tables A.13.

Participants

No.
Less responsible
Not less responsible
Unsure
Total

%

8

18.2

33

75.0

3

6.8

44

100.0

_ . _ . ~_

.' 0'0

_
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The table indicates that 75% of auditors did not consider themselves to be less responsible
for their opinion even though they had relied on the work of a valuer. They acknowledged
that it was their responsibility to form an opinion and this could not be bypassed in any
circumstances. A number of interviewees related responsibility to the risk of being sued,
with those who did admit to feeling less responsible or unsure of their feelings expressing
the view that reliance on the work of a valuer may provide a defence in the case of
litigation. Some of those who felt less responsible acknowledged that they felt somewhat
gUilty about holding that view. Statements such as "I shouldn't but I do", "I would like
to say I don't but I do" and "I know the rules, I'm not allowed to but I do" were made.

A.S.2.S Auditors' Knowledge of Valuation Methodology
The valuation process used by the valuer usually involves the application of principles and
methodology that are, to varying degrees, familiar to accountants.

Furthermore, when

obtaining assurance that the valuer's work constitutes appropriate audit evidence, AS-5
requires the auditor to consider the source data, the assumptions and the methods used.
Participants were therefore asked what they felt they needed to know about valuation
methodology and whether they felt their level of knowledge in the area was adequate.

Only four respondents did not feel they needed to know very much about valuation
methodology, but three of these auditors held this view because· there were experts in their
firm to whom they could refer whenever they felt this to be necessary.

Table A.14

summarises the responses of those who felt that auditors should have a certain level of
knowledge of valuation methodology. This table shows that almost 80% of participants
believed that, as auditors, they should understand the various valuation methods being used

(--'~'-"-
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by valuers.

More than half the respondents also felt that they should have an

understanding of the assumptions and principles used in valuation.

What Auditors Should Understand:

Participants

No.

%

The various methods available

35

79.6

The assumptions and their implications

27

61.4

The principles/bases of valuation

26

59.1

The terminology used

5

11.4

Valuers' asset valuation standards

5

11.4

Responses to the question of whether interviewees felt they needed to have a greater
knowledge about valuation methodology are summarised in Table A.15. From that table
it is evident that more than 70% of respondents felt they should know more.

Participants

No.

%

Knowledge not adequate

31

70.5

Knowledge adequate

13

29.5

Total

44

100.0
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A.S.3 General Questions About the Audit of Revalued Non-Current Assets
A.S.3.1 The Issues Confronting the Auditor
Interviewees were asked to outline the issues which, in their view, most often confront
them when a client revalues a class of non-current assets.

As might be expected with an

open-ended question of this nature, the responses were varied. It was possible, however,
to classify them into four categories:

1. those that relate to the valuation itself;
2. those that relate to the valuer;
3. those that relate to the client; and
4. other issues not relating to any of the above.
These issues are summarised in Tables A.16 to A.19.

Participants
No.

%

Basis of valuation

20

45.5

Appropriateness of method

19

43.2

Reasonableness of valuation

12

27.3

Regularity of valuation

8

18.2

Consistency of valuation

8

18.2

Purpose of valuation

8

18.2

Quality of valuation

7

15.9

Objectivity of valuation

4

9.1

Adherence to valuation standards

4

9.1

Variability of valuation

3

6.8

---_ ...........
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Participants
No.

%
.--",-:-

Reputation of valuer

22

50.0

Comp~tence

13

29.6

Independence of valuer

13

29.6

Qualifications of valuer

7

15.9

of valuer

Participants
No.
Accounting treatment by client

%

10

22.7

Motive of client

9

20.5

Client understanding

7

15.9

Client influence on the valuation

7

15.9

Poor asset records - Existence issues

3

6.8

Timing by client

2

4.5
..

Participants
No.

%

Disclosure issues

4

9.1

General risk effects

4

9.1

Own competence to audit valuation

3

6.8

The classification in the above tables has been based on the wording used by the
interviewees. The categories are not mutually exclusive and it could be argued that, in

_-
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some cases, there may be a degree of overlap between meaning.

To assume this would,

however, have involved considerable interpretation by the researcher, with possible biases
being introduced.

It can be seen from the four tables that the issues of most concern to respondents were the
reputation of the valuer, the basis of the valuation and the appropriateness of method
followed by the reasonableness of the valuation and the competence and independence of
the valuer. These issues were mentioned by between 25% and 50% of participants. The
other seventeen issues were mentioned by less than 25% of respondents, indicating a high
level of variability in perception of the issues confronting them when a client revalues.

A.S.3.2 The Effect of Revaluations on Risk Assessment, Planning and Time
The next questions in this section concerned the effect of revaluations on risk assessment,
planning and time taken on the audit of revalued assets.

A.S.3.2.1 Risk
Interviewees were asked what additional considerations they made when assessing audit
risk when a client had revalued certain assets. Responses were classified according to the
effect on risk assessment that auditors considered revaluations to have as well as according
to the nature of the considerations made. Results are summarised in Tables A.20 and
A.2l.
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Participants
%

No.
Considerable effect

14

31.8

~ffect

24

54.6

Minimal effect

2

4.5

No effect

4

9.1

44

100.0

Some

Total

""-'""'-.-r'"

Participants
No.

%

Possibility of overstatement

12

27.3

Motive for the revaluation

10

22.7

Who has undertaken the valuation

9

20.5

Type and location of asset

7

15.9

Impact on the financial statements

5

11.4

Possibility of accounting errors by
client

4

9.1

From Table A.20, it is apparent that more than 85% of participants considered that a
revaluation had at least some effect on their assessment of audit risk.

The possibility of a non-current asset being overstated after a revaluation was the most
frequently cited risk consideration.

Several respondents indicated that they would be

anxious to avoid future writedowns if economic conditions were to change. This concern

203
was a reflection of recent experience where a downturn in the economy had caused
property values to be overstated and some auditors had experienced conflict with clients
who had resisted writedowns.

The motive for the revaluation was also seen as a risk consideration by both private and
public sector auditors. A number of respondents were conscious of the possibility of
management bias, resulting from a desire to "improve the appearance of the balance sheet",
in order to facilitate borrowing or to adhere to the terms of debt contracts. In the public
sector, the risks of bias were associated with the possibility of privatisation and the need
to issue a prospectus for a share float.

However, in spite of these concerns, some
!'

respondents were apprehensive about the client's reaction should they challenge a
valuation. There was a fear expressed by a number of interviewees that they could lose
the client if they refused to accept a valuation that had been undertaken by an independent
valuer. As expressed by one interviewee, "it would be a brave auditor who'd tell a client
to write their assets down following a valuation. He could lose the client". From the
client's perspective, it is not the auditor's role to challenge the work of an independent
expert who has been commissioned by the client. "The client thinks it should be the end
of the debate once a valuation has been obtained".

Some respondents stressed that their assessment of risk would differ considerably according
to the type of asset that had been revalued. A routine revaluation of non-specialised land
and buildings would be considered to have a low impact on audit risk compared to
investment property or more specialised property and plant. At the other end of the scale,
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the revaluation of a material intangible asset such as a brand name or television licence
could dominate the whole audit.

Participants were also asked whether their assessment of risk in this area was affected by
their background knowledge of the client's business.

As shown in Table A.22, most

auditors regarded background knowledge to be very important, with many stressing that
this was fundamental to their whole audit approach.

Only three respondents did not

regard this as important, being of the view that they would apply the same principles to
the audit of revalued assets regardless of the level of their knowledge of the client's
business. More than half of the respondents also pointed out that, in addition to client
specific knowledge, knowledge of the industry, the economy and general market conditions

. I
I

were all important factors when assessing whether a valuation was reasonable.

Participants
No.

%

Very important

30

68.2

Important

10

22.7

Of minimal importance

1

2.3

Not important

3

6.8

44

100.0

... :-:- _.

Total

A.S.3.2.2 Planning
Auditors were asked how material revaluations affect audit planning. From Table A.23,
it can be seen that responses were varied, with over 30% of interviewees regarding the
effect on planning to be considerable and almost 25% considering the effect to be only

-",

,','

~

205

'L-·'--

1-'-'-;-0-:-:-;-;-;-:-';--';-;';-;

small or non-existent. Four respondents were not prepared to be specific, arguing that the
effect could be considerable in some situations and minimal in others.

Participants
No.

%

Considerable effect

15

34.1

Some effect

14

31.8

Small effect

9

20.5

No effect

2

4.5

Depends on circumstances

4

9.1

Total

44

,

100.0

Of those who deemed the effect on planning to be considerable, several indicated that
revaluations required a significant change of procedure for the audit of non-current assets.
Others pointed out that the need to communicate with the valuer and to increase
discussions with the client both affected planning.

A number of those who viewed the

effect on planning as minimal stressed that this did not mean that they regarded a
revaluation as insignificant. Rather, they regarded it as an issue that affected only the
senior members of the audit team and thus did not impact on most of the routine work
covered in the audit plan.

I-I,
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A.S.3.2.3 Audit Time
Respondents were also asked whether material revaluations affect the time taken to audit
non-:current assets. Again, as summarised in Table A.24, responses were varied. However,
almost 40% of participants considered that revaluations did result in at least some increase
in audit time.

A further 40% said that the effect on time depended on the particular

circumstances. For example, if it was the first time a client had revalued and the assets

;.

Participants
No.

%

Considerable increase

8

18.2

Some increase

9

20.5

Minimal increase

6

13.6

No increase

2

4.5

Decrease

1

2.3

Depends on circumstances

18

40.9

Total

44

100.0

represented a large part of total assets, then the increase in time would be considerable.
If, on the other hand, it was a more routine revaluation that was done every year by the

same valuer, then the effect on audit time would be minimal. The effect on time was also
seen as being dependent on whether the auditor had any doubts about the valuation.
Obviously, if discussion with the client and/or the valuer was required, this could
significantly lengthen the audit. The one auditor who viewed a revaluation as reducing
audit time stressed that there was a tradeoff because some of the audit procedures required
under historical cost no longer had to be undertaken.

This view was not shared by other

... -: .... -.: .. ,
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interviewees, with most agreeing that revaluations could potentially result in an increase
in audit time.

A.S.3.3 The Qualifications and Experience of the Valuer
Both AS-5 and SSAP-28 stress the need for valuations for financial reporting purposes to
be undertaken by qualified and experienced valuers.

Respondents were therefore asked

to indicate what qualifications they would expect a valuer to possess and how they would
assess whether the valuer had appropriate experience.

A.S.3.3.1 Valuer Qualifications
Table A.25 shows that slightly more than 50% of respondents believed that the valuer
should always be a member of the New Zealand Institute of Valuers (NZIV).

The

remaining interviewees were of the view that the valuer should hold a professional
qualification appropriate to the asset being valued. Of this group, eleven did mention
membership of the NZIV as being relevant for land and buildings and some plant assets
but also considered that valuers holding other qualifications may be more suitable for other
assets. The balance of this group of participants made no mention of the NZIV, suggesting
that acceptable qualifications would vary depending on the type of asset being valued. A
number of auditors argued that engineers were the most appropriately qualified group for
certain assets such as mining equipment and other specialist plant.

Some thirteen respondents, from both the above groups, pointed out that they placed more
weight on finn qualifications rather than individual qualifications.

Membership of a

professionally structured and reputable firm was generally considered to be very important.
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Participants
No.

%

Membership of the NZIV

23

52.3

A qualification appropriate to
asset being valued

21

47.7

Total

44

100.0

A.S.3.3.2 Valuer Experience
Responses concerning the experience of the valuer are summarised in Table A.26. More
than 45% of participants appeared to regard reputation as a surrogate for experience. If
the fInn of valuers or the individual valuer had a sound reputation in the market place then

it was safe to assume that they also possessed the desired level of experience.

Other

respondents emphasised the need for some indication of specifIc experience with a
particular class of assets while a smaller group stressed that a valuer should have
experience in the location of the asset as well as in the class of asset.

A number of

interviewees indicated, however, that it was diffIcult to question a valuer's expertise. As
one auditor stated, "if the client wants to use a particular valuer, we have to go along with
that or they will change auditors".

,
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Participants
No.

%

Assumed on reputation

20

45.5

An indiqttion of experience in
class of asset being revalued

18

40.9

An indication of experience in
class and location of asset

6

13.6

44

100.0

Total

A.S.3.4 Delegation of Work
I

The next question concerned the delegation of the work involved in verifying non-current
asset balances.

Interviewees were asked to outline the nature of the work that they

delegated and to indicate which members of the audit team generally undertook the
particular tasks.

The type of work delegated depended on the complexity of the revaluation and the amount
of judgment perceived to be involved. The majority of auditors considered that the routine,
more mechanical work could be delegated down to a senior. Very few tasks could be
delegated below this level. As one respondent stated, the only time junior staff were used
was when assets were revalued every year on a systematic basis. In this case, a junior
would be given the task of summarising and checking the figures, subject to close
supervision and review by more senior staff.

As would be expected, there was a high level of consensus that the judgment decision
could not be delegated. Some 75% of interviewees made reference to the fact that this

\--:----_:::-.--.-
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decision was always their responsibility. As a result, the partner or director was invariably
closely involved with any unusual or non-routine valuations as well as with any issues that
required contact with the client and/or the valuer. Some examples of the statements made
in this regard are as follows:
"For some valuations, it is easier to do it myself rather than have someone spend
twenty hours and still not know the answer";
"Revaluations are usually material and significant and so need partner
consideration" ;
"As partner on the job, I would read all valuation reports";
"Valuation issues are dealt with at partner or manager level. They are high risk
and so we have to have people who know what they are doing";
"You need to be sceptical - junior staff are not sceptical enough";
"I make a point of going through the valuation report myself... where there are any
issues and if we need to go back to the valuer, that would be me";
"Staff haven't got the knowledge or expertise to discuss it with the client".

While the above quotations suggest that the respondents perceived themselves as playing
an active part in the audit of revalued assets, they also emphasised the role of the audit
manager.

Many interviewees expected the manager to make an initial judgment and to

raise any issues that needed further investigation or analysis. A number of respondents
used the phrase "at manager/partner level", suggesting that they saw little difference
between the two levels while others stressed that work might be done by the manager and
reviewed by the partner.

Types of work regarded as being undertaken by managers
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included initial planning, reviewing calculations, assessing valuation reports, checking book
entries, raising potential audit issues and making initial judgments.

A.S.3.S Peer Assistance Within the Firm
A.S.3.S.l Second

Partn~r

Review

Interviewees were asked whether second or concurring partner (or director) review assisted
them to reach a conclusion concerning a non-current asset revaluation. Responses are
summarised in Table A.27.

Degree of Helpfulness

Participants
No.

%

Very helpful

20

45.4

Helpful

16

36.4

4

9.1

A little helpful
Not helpful

2.3

Not applicable*
Total

3

6.8

44

100.0

* No formal review system in place

Most respondents stressed that consultation with a concurring partner was a valuable
practice of which they availed themselves throughout the audit process. In general, the
practice was seen in a very positive light as one that gave support and added

to

the level

of comfort. Interviewees considered it important not to feel they were making decisions
in isolation, particularly in an area such as asset revaluations.
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A.S.3.S.2 Other Assistance Within the Firm
A number of participants pointed out that, in addition to second partner review, they
sometimes consulted other members of the firm.

Particular reference was made to the

need to consult the national technical partner or the national audit partner whenever an
I::.·:.::::.::::::

issue became difficult to resolve. This was especially the case where a revaluation resulted
in a dispute with the client. One respondent, for example, cited a case where two partners,
two managers and the technical partner had all been involved in discussions in an attempt
to resolve an issue.

.;

Only one firm advised that it has a formal valuation consultancy with qualified valuers.

I
I

Interviewees from this firm considered these in-house specialists to be a very valuable
adjunct to the audit function and the opportunity to refer valuation issues to this team was
regarded most favourably. Some respondents from this firm perceived that their approach
to the audit of revalued assets had improved as a result of the knowledge gained from
being able to consult with in-house valuers.

A number of respondents from firms not employing registered valuers advised that they
did sometimes consult other experts within the firm.

Partners in corporate services

divisions were occasionally consulted concerning the appropriateness of capitalisation rates,
being familiar with these issues from their experience in business valuations. At other
times, overseas experts within the firm were consulted, examples being oil and gas
specialists in the United States and, more recently, local government specialists in the
United Kingdom.

,.:
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A.S.3.6 Obtaining Independent Expert Advice
Interviewees from those finns that do not employ any registered valuers were asked
whether they have any other procedures to obtain independent expert advice.

Of the 35

respondents from these finns, eleven could recall incidents where another valuer had been
requested to resolve an issue. However, it was stressed that this practice was rare and was
used as a last resort when all else had failed.

A.S.4 Questions about the Audit of Specific Classes of Non-Current Assets
The fin~l section of the questionnaire consisted of a series of more detailed questions that
focussed on the audit of specific classes of non-current assets. Interviewees were asked
to select one or more classes of assets which they were involved with auditing. Thirty
participants selected one class, eleven selected two classes and three selected three classes,
giving a total of 61 cases covering six different asset classes.

Details are summarised in

Table A.28.

Class of Asset

Number

General Property

25

Specialised Property

11

Plant and Equipment

10

Infrastructural/Heritage Assets

6

Intangible Assets

5

Forests

4

Total

61
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Property was divided into two classes, general or non-specialised and specialised. General
property referred to land and buildings that are not specific to a particular industry or
business and which, as a result, can usually be bought and sold in the open market.
Specialised property referred to property which is unique to a particular industry or
business and can generally only be sold as part of the business. Examples of this type of
property included hotels, freezing works, hospitals, ports and marinas.

A similar

distinction was not made for plant and equipment because respondents concentrated only
on plant of a more specialised nature such as mining equipment, port and harbour
machinery and large industrial plant. As far as the other classifications are concerned,
infra structural assets included roads, stopbanks and sewerage networks, heritage assets
related to libraries and art galleries and intangibles comprised brandnames, trademarks and
designs.

A.S.4.1 The Valuation Report as Audit Evidence
In common with the audit of all financial statement balances, the auditor is required to
"obtain sufficient appropriate audit evidence .... to enable reasonable conc"lusions to be drawn
therefrom on which to base an opinion". (AS-8).

When a class of assets has been

revalued, the valuation report or certificate provided by the valuer to the client forms a
significant part of the audit evidence. In terms of AS-8, the report comprises documentary
evidence created by a third party and held by the entity. Participants were asked how often
inspection of the valuation report was accepted as providing sufficient and appropriate
evidence without the need to obtain any further evidence or to undertake any other testing.
This implied that the report contained sufficient information in enough detail for the
auditor to accept the valuation at face value. Results are summarised in Table A.29. In
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no case was the valuation report always accepted and thus only three categories of
acceptance have been given, ranging from never accepted to usually accepted.

.

Valuation Accepted from Report

Class of Asset

Usually
General Property

No.

Sometimes

Total

Never

11

12

2

25

%

44.0

48.0

8.0

Specialised
Property

No.

0

6

5

11

0.0

54.5

45.5

100.0

Plant and
Equipment

No.

0

'3

7

10

0.0

30.0

70.0

100.0

2

4

6

33.3

66.7

100.0

0

0

5

5

0.0

0.0

100.0

100.0

0

0

4

4

0.0

0.0

100.0

100.0

100.0
I.','

%

%

Infrastructurall
Heritage

No.

Intangibles

No.

%

%

Forests

No.
%

0
0.0

There is a clear difference between the level of acceptance of valuations of general
property and those of other classes of assets. Eleven auditors (over 40%) of general
property stated that a valuation is usually accepted after inspecting the valuation report
while only two (8%) stated that they would never accept a valuation at face value. For all
of the other classes, no auditor stated that the valuation is usually accepted from the
valuation report, while for forests and intangibles, all auditors stressed that they would
never accept the valuation at face value.

"
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Reasons given for acceptance at face value largely related to the degree of detail in the
report and the lack of complexity, particularly for general property. A number of auditors
pointed out that, for a straightforward valuation of land and buildings, the report usually
contains enough detail to enable a judgment to be made. As one auditor explained, the
methodologies for valuing land and buildings are better established than for other types of
assets. Another pointed out that clients generally know what the auditor will want and
they ensure that this information is provided in the valuer's report in order to keep the
audit fees to a minimum. Materiality and risk were also mentioned as factors affecting the
auditor's decision to accept a valuation at face value.

A.S.4.2 Additional Evidence and Procedures Used
Participants were then asked to indicate what additional evidence they gathered when they
considered that the valuation report was not sufficient appropriate evidence by itself.
Responses could be summarised into four broad classifications, as shown in Table A.3D.
(These responses are not mutually exclusive).

Further
Evidence
obtained
concerning:

General
Property

Plant and
Equipment

Spec.
Property

No.

%

No.

%

No.

%

Underlying
assumptions

13

52.0

8

72.7

5

50.0

Variables

12

48.0

8

72.7

5

50.0

Methodology

5

20.0

5

45.5

7

Comparative data

7

28.0

9.1

3

Infrastructural
& Heritage
No.

Intangibles

Forests

%

No.

%

No.

%

16.7

4

80.0

2

50.0

3

50.0

3

60.0

2

50.0

70.0

4

66.7

2

40.0

4

100.0

30.0

0

0.0

20.0

25.0

.-;-,
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The assumptions on which the valuations were based varied according to the class of asset
and the methodology used in the valuation.

However, they generally related to

capitalisation rates for general property and uncertainties about future income streams and
discount rates for more specialised assets such as plant, brandnames and forests.
Recoverable amount issues for specialised plant and equipment were considered important
and a number of respondents expressed concern about difficulties in estimating not only
the useful life of the particular asset but the future outlook for the business using the asset.

The variables of concern were those used as inputs to valuation models and included such
factors as lease and rental income, maintenance costs for buildings and occupancy rates for
hotels. In many cases the variables were dependent on the underlying assumptions made
and thus additional evidence gathered for the latter was also used to substantiate the
former.

Evidence concerning methodology involved the comparison and testing of alternatives as
well as considering the appropriateness of the methodology used by the valuer. These
issues were of particular concern in connection with the valuation of forests, intangibles
and infrastructural assets.

Those auditors involved in the valuation of forests all

commented on the complexities of the models used in the valuation process and the impact
that a slight variation in the model can have on the value derived.

The lack of a suitable

methodology for valuing infrastructural assets was of concern to those auditors involved
with assets of this nature. While depreciated replacement cost was regarded as the most
appropriate method for an initial valuation, there were many issues that remained to be
resolved. Those auditors with clients who had revalued intangible assets were faced with
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similar problems. The value of a brand or trademark was dependent on the choice of
model as well as the variables and underlying assumptions.

Comparative data mentioned included information such as relative capitalisation rates being
used, data concerning sales of other property in the area, previous years' data and
valuations, government valuations and instructions issued to the valuer.

Procedures used to gather additional evidence included inspection of other documentary
evidence, testing of variables and comparing against client records, enquiry of both the
client and the valuer and consultation with other firm experts.

To give some examples,

rental income was checked against the amounts recorded in the accounts, lease documents
were examined for terms and conditions, occupancy rates were verified and assumptions
concerning the useful life of plant were compared with accounting records.

Both formal

and informal enquiry procedures were used, with some respondents discussing issues of
concern verbally with both client and valuer, others communicating indirectly with the
valuer through the client and some obtaining written confirmation from the valuer about
certain issues. Those auditors who consulted firm experts were members of the firm with
a separate valuation consultancy and these respondents spoke very positively of being able
to take advantage of both the expertise and the database of the consultancy.

A.S.4.3 Communication with the Valuer
Interviewees were asked to indicate how frequently they communicated with the valuer for
each class of non-current asset they had nominated. Responses are summarised in Table
A.31.
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Always

Usually

No.

3

4

%

12.0

Specialised
Property

No.

Class of Asset

Occasionally

Never

16

2

16.0

64.0

8.0

4

3

4

%

36.4

27.2

36.4

Plant and
Equipment

No.

5

3

2

%

50.0

30.0

20.0

Infrastructurall
Heritage

No.

2

3

1

%

33.3

50.0

16.7

Intangibles

No.

3

2

0

0

%

60.0

40.0

0.0

0.0

No.

4

0

0

0

%

100.0

0.0

0.0

0.0

General Property

Forests

0
0.0
0
0.0
0
0.0

Total
25
100.0
11

100.0
10
100.0
6
100.0
5
100.0
4
100.0

The table highlights a difference in the level of communication with the valuer between
the various classes of assets.

In more than 70% of general property cases, respondents

only occasionally or never communicated with the valuer. While this percentage decreased
for specialised property cases, it was still higher than for the other classes of assets. For
plant and equipment and infrastructural assets, at least 80% of respondents either always
or usually communicated with the valuer while for intangibles and forests, all respondents
fell into one of these two categories.

I:
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Interviewees were then asked, when they did communicate with the valuer, whether the
fIrst communication was made before or after the valuation was undertaken. Table A.32
summarises the responses.

Before
Valuation

Class of Asset

0.0

78.3

21.7

100.0

3

6

2

11

%

27.3

54~5

18.2

100.0

No.

3

2

5

10

%

30.0

20.0

50.0

100.0

No.

3

2

1

6

%

50.0

33.3

16.7

100.0

No.

2

2

1

5

%

40.0

40.0

20.0

100.0

No.

2

1

1

4

%

50.0

25.0

25.0

100.0

Specialised
Property

No.

Plant and
Equipment

Forests

Total

18

No.

Intangibles

Depends

0

General
Property

Infrastructurall
Heritage

After
Valuation

%

5

*23

* 2 respondents in this class never communicated with the valuer.

Those respondents who stated that the timing of their communication with the valuer
depended on the circumstances gave a variety of reasons for this. In the case of general
property, the valuation was frequently undertaken without the auditor's prior knowledge
so that communication before the event was impossible. In other cases, the auditor would
become involved beforehand only if the revaluation was a major one which would have

.: ....... .; .. -.-.
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a significant impact on the balance sheet or if the client anticipated that it might become
an audit issue.

Some of those who communicated after the valuation pointed out that there was sometimes
a resistance from both the client and the valuer towards what could be perceived as
interference by the auditor. The following quotations illustrate this view:
"We're not in a position to direct the valuer. The valuer doesn't like interference
from the auditor";
"Clients generally don't expect us to get involved";
"We can't tell the valuer how to do his job";
"From the viewpoint of the client, why should the auditor question an expert?
Clients don't like us questioning outside experts".

Others stressed that the correct approach was to communicate with the valuer initially
through the client and it was the client's responsibility to ensure that proper instructions
were given to the valuer before the valuation was undertaken.

Any communication after

the event would again be done through the client.

It is apparent from Table A.32 that communication before the valuation is undertaken is
more common for specialised assets. As one respondent stated, "with assets of a specialist
nature, everyone needs to understand what we want".

This person pointed out that, with

a one-off valuation, a lot of work is undertaken before the valuation takes place, with terms
of reference and assumptions being agreed with the valuer in advance.
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A.S.4.4 Sighting the Client's Instructions to the Valuer
The client's instructions to the valuer should establish the tenns of reference of the
valuation and make it clear that the valuation is intended to be used for financial statement
purposes. In order to ascertain whether auditors place any significance on the written
.'

.. -:-.'.: :;.
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instructions given to the valuer by the client, respondents were next asked whether they
sighted a copy of these instructions.

Always

Class of Asset
General Property

Table A.33 summarises the responses.

No.

10

Usually

Sometimes

Never

4

8

3

Total
25

%

40.0

16.0

32.0

12.0

Specialised
Property

No.

5

3

2

1

11

%

45.4

27.3

18.2

9.1

00.0

Plant and
Equipment

No.

5

2

2

1

10

%

50.0

20.0

20.0

10.0

00.0

Infrastructurall
Heritage

No.

S

0

0

1

6

%

83.3

0.0

0.0

16.7

00.0

No.

2

1

1

5

%

40.0

20.0

20.0

20.0

100.0

No.

3

0

0

1

4

%

75.0

0.0

0.0

25.0

100.0

Intangibles

Forests

00.0

Some respondents pointed out that a request was sometimes given to the valuer verbally
and it was therefore not always possible to sight written instructions. This was the case
for three of those auditors who stated that they never sighted instructions and five of those
who only sometimes sighted instructions. It was also pointed out by a few respondents

"--'---0.-.. -•.
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that written instructions could be qualified or even contradicted by verbal discussions and
thus the auditor could not always place a great deal of reliance on them. It is apparent
from Table A.33, however, that the majority of auditors either always or usually made a
point of inspecting written instructions as part of the verification process.

A.S.4.S Qualities of the Valuer
A.S.4.S.1 Specific Expertise of the Valuer
AS-5 requires the auditor to be satisfied with the technical qualifications of the expert such
as professional certification and reputation and experience. SSAP-28 specifically refers to
valuers and states that they should hold a recognised qualification and have experience in
the location and category of the asset being valued.

Professional qualifications and experience were discussed on a more general basis in
section 5.3.3. In that section a number of auditors indicated that a valuer should possess
experience with the specific class of assets being revalued. This issue was addressed again
in this section of the questionnaire in an attempt to establish how the auditor determines
whether the valuer does have the desired level of expertise for the various classes of noncurrent assets. Table A.34 summarises the responses. (These responses are not mutually
exclusive).

From this table it is apparent that professional reputation is regarded as an indicator of
expertise by the majority of auditors in all classes of assets except for infrastructural and
heritage assets. The most probable explanation for this exception is the relative newness
of valuing assets of this nature and the resultant lack of expertise in the market place. A

....: .... -: .....
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number of auditors, particularly for those classes of assets other than property, stressed that
they carefully assessed whether the valuer did have expertise in the specific field, either
by enquiry or careful consideration of reputation. Enquiry included asking questions of
the valuation fIrm itself, asking other independent valuers and discussing with the client.
A number of respondents again mentioned the difficulties they could face if they did
question a valuer's expertise. Clients did not expect an auditor to challenge the expertise
of another professional and some interviewees suggested that they ran the risk of losing
the client if they did so.

Evaluation based
on:

General
Property

Spec.
Property

No

No

%

%

Plant and
Equipment

Infrastructural
& Heritage

No

No

%

%

Intangibles

No

%

Forests

No

%

20

80.0

10

90.9

9

90.0

2

33.3

4

80.0

3

75.0

Own knowledge of
market

7

28.0

4

36.4

0

0.0

0

0.0

0

0.0

2

50.0

Assessment of
experience in field

3

12.0

3

27.3

4

40.0

3

50.0

20.0

3

75.0

Enquiry

4.0

6

54.5

2

20.0

3

50.0

3

60.0

2

50.0

Representation letter

4.0

0

0.0

0

0.0

16.7

0

0.0

0

0.0

8.0

0

0.0

0

0.0

0.0

0

0.0

0

0.0

Professional
reputation

Not considered

2

0

A.S.4.S.2 Valuer Independence
AS-5 also requires the auditor to evaluate the relationship of the expert to the client, stating
that, where possible the expert should be unrelated to the client in order not to impair
objectivity. (Para. 5.9) This is reinforced in SSAP-28 with respect to a valuer. While this
standard does not preclude the use of internal valuers, the basis of valuation must be
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reviewed by an external valuer in these situations. Respondents were therefore asked how
they assessed whether a valuer was independent from the client. Results are shown in
Table A.35.

Evaluation based
on:

General
Property

No

%

Spec.
Property

Plant and
Equipment

Infrastructural
& Heritage

Intangibles

Forests

No

No

No

No

No

%

17

68.0

7

63.6

Own kIiowledge of
market

4

16.0

2

18.2

Enquiry

2

8.0

2

18.2

4.0

o

Professional
reputation

Representation letter
Not always
appropriate

3

12.0

Not considered

6

24.0

2

7

%

%

16.7

70.0

10.0

o

0.0

2

20.0

2

33.3

0.0

o

0.0

2

33.3

9.09

2

20.0

3

50.0

10.0

o

0.0

36.4

%
20.0

o

o

2

%

25.0

0.0

o

0.0

20.0

2

50.0

0.0

o

0.0

20.0

4

100.0

40.0

o

0.0

As was the case with expertise, professional reputation of the valuers was regarded as an
indicator of independence, particularly with regard to valuations of property and plant.
Examples of the kind of statements made are as follows:
"We rely on the reputation of the firm. We expect them to be professional";
"If they are registered valuers we assume they are independent";

"We rely on their professionalism and their reputation".

Some interviewees supported their reliance on reputation by reference to the code of ethics
adhered to by members of the NZIV. Others pointed out that they adopted a form of
negative confirmation, assuming independence unless anything points to the contrary. A
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number of auditors did not consider the independence issue compared to only two who did
not consider valuer expertise.

Table A.35 indicates that some auditors considered that it is not always necessary for
valuations to be undertaken by an independent valuer. Various reasons were given for this,
depending on the class of asset. For property, a few auditors indicated that some of their
larger clients employed competent in-house valuers who were probably equally if not more
capable of assessing current values than external valuers. It could be argued that the
significant costs involved in obtaining external valuations for large holdings of property
exceeded the benefits arising from independent valuations.

For assets of a specialised

nature, in particular, forests and infrastructural assets, in-house valuations were sometimes
more practical and also more reliable because of the detailed analysis involved. As one
auditor explained, "experience and expertise outweighs the loss of independence."

A.S.4.6 Consideration of Source Data Used by the Valuer
In deciding whether an expert's work constitutes appropriate audit evidence, the auditor
should consider whether the source data used is appropriate in the circumstances. AS-5
(Para. 5.13) requires the auditor to consider whether the data is sufficient, relevant and
reliable. The Standard states that the procedures used to make this assessment may include
making enquiries of the expert and conducting tests of data provided by the client to the
expert.

In order to provide an indication of how these requirements are applied in the

context of relying on the work of a valuer, interviewees were asked how they considered
whether the source data used by the valuer was appropriate. Table A.36 summarises
responses to this question.
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This table indicates that the majority of interviewees in all classes undertook some testing
of the source data. In general, these tests involved checking and reconciling the data
against information from the accounting system and other client records. For property, this
entailed checking rental income used by the valuer against the amounts recorded in the
accounts and estimated in budgets. As one auditor explained, "we test check back to the
client's originating records". A number of auditors pointed out the need to establish market
rents and to make adjustments for rent incentives and other concessions made to tenants
in the current environment. Other checks mentioned included sighting lease and tenancy
agreements and agreeing property descriptions to title searches.

As an example of the

significance of the latter, one auditor gave details of a recent situation where there had
been confusion over whether a client's land was freehold or leasehold. For other classes
of assets, when valuations were undertaken on a discounted cash flow basis, respondents
indicated that tests were undertaken to ensure the source data was reasonable by, for
example, checking against actual revenue and forecasted revenue.

Consideration
based on:

General
Property

Spec.
Property

Plant and
Equipment

Infrastructural
& Heritage

No

No

No

No

%

%

Agreeing and
checking of data

16

64.0

9

81.8

Own knowledge

5

20.0

4

36.4

4.0

Enquiry

Checking against
comparable data

2

8.0

No specific checks

6

24.0

2

7

%

%

Intangibles

Forests

No

No

%

70.0

5

83.3

4

80.0

10.0

0

0.0

0

0.0

9.09

3

30.0

18.8

1

10.0

9.09

0

0.0

16.7

20.0

0

0.0

20.0

0

0.0

0

0.0

4

%

100.0
25.0

0

0.0
25.0

0

0.0
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In a number of cases, respondents indicated that they used their own knowledge to assess
the reasonableness of the source data. This knowledge related to various factors including
the client's business, the specific industry and general market conditions. Comparative
data used in checking the appropriateness of source data included industry information,
statistics and property market information.

A surprisingly small number of interviewees indicated that they made enquiries of the
valuer concerning source data.

One possible reason suggested by some respondents was

that they expected to see this information clearly set out in the valuation report and further
enquiry was therefore not usually necessary. As one respondent stated, "this is usually set
out in the report. I would be concerned if it wasri't there."

A number of participants, particularly in the general property class, indicated that they did
not undertake any specific audit tests concerning the source data. The general view of
those in this category was that assessing the appropriateness of source data used came
within the valuer's area of expertise. Some examples of statements made are as follows:
"Generally speaking, we assume that the valuer has done the right thing";
"Valuers have usually done their homework";
"We don't address that issue in practice.

We leave it to the expertise of the

valuer";
"We do not audit the valuation - we are relying on another professional";
"We don't do the valuer's job for him".
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One respondent questioned whether the auditor could be held responsible if there was an
error in source data used by the valuer. There was thus a divergence of viewpoint in this
regard, with the majority of auditors believing that some checking of source data should
be undertaken while others firinly believed that this was outside their role as auditor.

A.S.4.7 Assumptions and Methods and their Consistency with Prior Periods
A further requirement of AS-5 is that the auditor should consider the assumptions and
methods used by the expert and, if appropriate, whether they are consistent with those used
in prior periods.

While it is stressed in the Standard that the appropriateness and

reasonableness of assumptions and methods are the responsibility of the expert, the auditor
is expected to gain an understanding of them in order to determine that they are not
unreasonable (Para. 5.14).

Relating these requirements to the work of a valuer,

respondents were asked, first, how they determined whether the assumptions and methods
were not unreasonable and second, how they checked that the basis of valuation was
consistent from period to period. Responses to the first question are summarised in Table
A.37.

No auditor stated that they did not consider the assumptions and methods when reviewing
a valuation.

It can be seen from Table A.36 that many respondents relied on their own

experience, understanding or knowledge, particularly in the area of property valuations.
As one auditor explained, "from experience, we become familiar with the methods
available.

We make sure we understand the valuation and are comfortable with it".

Various types of knowledge were mentioned, including specific valuation knowledge,
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knowledge of the client and the relevant industry and knowledge of the economic
environment in general.
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Consideration
based on:

No
Own experience,
understanding and
knowledge

Spec.
Property

General
Property

17

%
68.0

No
7

%
63.6

Plant and
Equipment

Infrastructural
& Heritage

Intangibles

Forests

No

No

No

No

3

%

30.0

3

%

50.0

2

%

40.0

2

50.0
","-'.

Checking basis
and/or methodology

5

20.0

5

45.5

5

50.0

2

33.3

Discussion with
peers and other
Firm experts

5

20.0

5

45.5

4

40.0

0

0.0

Enquiry of valuer

5

20.0

2

18.2

3

30.0

2

33.3

judgment

7

28.0

2

18.2

10.0

2

33.3

2

2

40.0

2

50.0

20.0

2

50.0

40.0
20.0

25.0
0

A number of interviewees stated that they assessed the reasonableness of the basis or
methodology of the valuation by checking such variables as capitalisation rates, recent
sales and rentals.

%

For more specialised assets such as intangibles and forests, the

methodology and the assumptions made were seen as critical and some respondents stated
that they did get closely involved with all aspects of the valuation of these classes of
assets. A few interviewees talked about cases where the valuation might be very sensitive
to a change in the assumptions. In cases such as these they assessed the reasonableness
of the assumptions very carefully. It was stressed by a number of auditors that, although
they considered the basis of the valuation, they relied on the valuer to have perfonned the
calculations accurately. As one interviewee stated, "provided I'm happy with the basis, I
would rely on the valuer to have crunched the numbers correctly".

0.0
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Discussion with other members of the firm was mentioned by some participants,
particularly in cases where there was concern about the methodology or assumptions.
Finn valuers or other partners involved in business valuations were consulted over the
appropriateness of capitalisation rates and other variables as well as over the basis of
valuation and the methodology used.

As with source data, surprisingly few respondents stated that they made enquiries directly
to the valuer in this regard. Some of these auditors stressed that enquiry was only made
when there was a concern with some aspect of the assumptions and methods or where
there was inadequate disclosure in the valuation report.· Others indicated that discussions
with the valuer were more likely to take place when the methodology was complex, for
example, in the case of certain intangibles, infrastructural assets and forests.

A number of interviewees acknowledged that the area of assumptions and methods was a
difficult one that often came down to a judgment decision. Statements such as "at the end
of the day it is a judgment", "it boils down to jUdgment" and "I have to be the judge of
what is reasonable" were used. In summary, as one auditor clearly expressed, "what is the
definition of reasonable? It is a matter of professional opinion".

Table A.38 summarises responses concerning the consistency of valuations over time.
Specifically, interviewees were asked whether they checked that the basis of valuation was
consistent from period to period. This gave respondents the opportunity to point out that
the basis may need to change if the circumstances or underlying assum·ptions have changed
since undertaking the previous valuation. While some respondents did comment on this,

~ - -:

-.
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they agreed that the audit procedures for checking consistency would be the same
regardless of whether any changes had occurred. A comparison with previous valuations
would be necessary in order to conclude, first, whether there was consistency, and second,
whether that consistency was appropriate.

The table shows that, for most classes of assets, a direct comparison with previous reports
was in fact made. A number of interviewees stated that copies of valuation reports would
be placed on the permanent file and checking could be undertaken easily. For general
property, less than half of the respondents made a direct comparison while almost a quarter
stated that they could assess from the detail in the current report whether the valuation was
consistent with prior periods. For example, one participant explained, "We don't look at
last year's report side by side but from our other checks it would stand out if it was
inconsistent" .

Basis of
Consideration:

General
Property

Spec.
Property

Plant and
Equipment

Infrastructural
& Heritage

Intangibles

Forests
~

No

%

No

%

No

%

No

%

No

%

No

%

11

44.0

8

72.7

5

50.0

2

33.3

4

80.0

3

75.0

Latest report

6

24.0

2

18.2

2

20.0

16.7

0

0.0

25.0

Confirmation from
valuer

2

8.0

9.09

2

20.0

0

0.0

20.0

25.0

Checking of client
instructions

2

8.0

9.09

0

0.0

0

0.0

20.0

0

0.0

Not applicable

0

0.0

2

18.2

3

30.0

3

50.0

0

0.0

0

0.0

No checks

5

20.0

0

0.0

0

0.0

0

0.0

0

0.0

0

0.0

Comparison with
prior report

~

~
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This question was not applicable in those cases where valuations had been undertaken for
the fIrst time.

This was the situation with a number of public sector assets such as

infrastructuraland heritage assets and some specialised plant and property.

With the

exception of these cases, some sort of check was undertaken for all assets of a specialised
-'.';.;: ...

nature.

However, some 20% of those auditors involved with general property

acknowledged that they did not check whether the basis of valuation was consistent with
a previous valuation.

A.S.4.8 General Evidence from Outside the Client
Respondents were next asked whether they obtained any' general evidence from outside the
client to support a valuation and, if so, what sort of evidence was obtained. This question
was designed to establish whether the interviewees considered it appropriate or necessary
to obtain any evidence external to both the client and the valuer. As inferred in AS-8,
external evidence obtained directly by the auditor ranks highly in its degree of reliability
(Para. 8.8). Additionally, increased assurance may be gained when evidence from different
sources or of a different nature is consistent (Para.8.9). Responses to this question are
summarised in Table A.39.

This table shows that a variety of additional evidence is used by auditors, including
comparisons with other sales and other valuations, reference to publications and use of data
held within the fIrm.

Publications mentioned ranged from general real estate brochures

and newspapers through to specific industry publications for specialised assets. For general
property, the majority of auditors stated that they applied their own or fIrm knowledge of
the market and the general economic environment to get a "gut feel" of whether the

--
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valuation is realistic.
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A few respondents referred to obtaining an independent valuation

and they stressed that this would be used only as a last resort when agreement could not
be reached.

Those who obtained no additional evidence were of the view that this was

the valuer's responsibility and they were entitled to rely on the contents of the valuation
report.

Type of Evidence:

General
Property
No

%

Spec.
Property

Plant and
Equipment

Infrastructural
& Heritage

Intangibles

Forests

No

No

No

No

No

%

Sales in area

5

20.0

Other valuations

3

12.0

3

27.3

Industry and other
publications

2

8.0

5

45.5

Finn database or
library

3

12.0

2

18.2

Independent
valuation

0

0.0

0

0.0

16

64.0

4

4

12.0

3

General knowledge
of industry or
market
No additional
evidence

9.09

%

%

10.0

0

0.0

3

30.0

0

2

20.0

%
0.0

0

0.0

0.0

20.0

3

75.0

0

0.0

20.0

25.0

10.0

0

0.0

0

0.0

25.0

2

20.0

2

33.3

0

0.0

25.0

36.4

3

30.0

16.7

2

40.0

0

0.0

27.3

4

40.0

20.0

0

0.0

. 2

0

%

-"----

33.3

A.S.S Other Issues
To conclude the interviews, respondents were asked if there were any other issues
concerning the audit of revalued non-current assets that they considered to be important.
Almost 75% of interviewees (32 out of 44) mentioned at least one other issue.

While a

variety of issues were raised, the main areas of concern have been collated into five broad
categories, as summarised in Table A.40.
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Issues Raised Concerning:

Participants
No.

%

Aspects of accounting standards

16

36.4

Specific classes of assets

12

27.3

Inconsistencies in practice

8

18.2

Public sector valuations

7

15.9

Exercise of judgment

7

15.9

A number of issues were raised that related to specific classes of assets.

For example,

four auditors commented on recent trends concerning the revaluation of intangible assets
and questioned the appropriateness of revaluing assets of this nature.

Others were

concerned with the complexities involved with valuing forests and certain specialised plant.

Various aspects of SSAP-28 were discussed, ranging from the appropriateness of market
value for assets held for use, the treatment of the revaluation reserve on disposal of the
asset, and the choices available within the standard. A few auditors reinforced the view
that where an asset is not going to be sold, the amount "it could be sold for has no
relevance whatsoever." One respondent went further to suggest that, in cases such as
these, annual revaluations to market value can be misleading because attention is focussed
on the short term. Using the example of a ship with a twenty year life cycle, he pointed
out that fluctuations in market value can give the wrong signals when there is no intention
to dispose of the asset.

A number of interviewees were critical of the choices still

permitted in the standard, such as the option of adopting pure historical cost or modified
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historical cost and the possibility of revaluations being undertaken on a cyclical basis rather
than annually. Some auditors were also concerned about aspects of SSAP-17, particularly
the choice of treatment relating to the revaluation increment.

Inconsistencies in practice were also perceived to be a problem. The piecemeal approach
of the modified historical cost system was criticised by several respondents, some of whom
were of the view that all classes of non-current assets should be revalued rather than just
property. One respondent was particularly concerned with situations where differing
practices between competitive firms resulted in a client being cast in a poorer light by
financial analysts simply because it had adhered to a more realistic valuation policy.

The audit of public sector asset valuations was seen as a major issue by almost all auditors
involved in this area.

Lack of accepted valuation methodology for heritage and

infrastructural assets was a problem that most public sector auditors believed needed to be
resolved fairly promptly. A related issue was the question of whether it is appropriate to
depreciate certain assets when they are continually being maintained.

The need to exercise a high level of judgment was seen as an issue by a number of
respondents, with some questioning how far they needed to go themselves and how much
they could simply rely on the valuer.

One interviewee felt that in general too much

reliance was placed on the valuer without due enquiry by auditors. Another questionedjust
how much judgment should be allowed in a set of audited financial statements.
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APPENDIX B
SPECIMEN RESEARCH INSTRUMENTS FOR EXPERIMENT ONE
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B.1 Explanatory Note

A complete version of the research instrument is provided for the high risk of breaching
the debt covenant and high risk of losing the client scenario. This is followed by the
background information and financial statements for the low risk of breaching the debt
covenant and low risk of losing the client scenario. In total there were eight different
versions of the research instrument, four for the independent variable manipulations and
a further four reversing the order of the valuations to avoid possible demand effects.
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B.2 Complete Research Instrument

This section contains the complete research instrument for the high risk of breaching a debt
covenant and high risk of losing the client scenario.
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AUDIT JUDGEMENT TASK - THE AUDIT OF REVALUED NON-CURRENT
ASSETS

INSTRUCTIONS:
This case study relates to the audit of revalued property. Two types of property are
involved:

1. Owner-occupied hind and buildings
2. An investment property.

You are asked to undertake a series of tasks in connection with each type of property;
Please answer the questions in the context of the scenario given.
You have been given four numbered packages. Please open each one in tum and
complete the tasks in each before going on to the next package.
Your responses will be treated confidentially and will be known only to the researcher.
If you wish to add comments to clarify any of your answers, feel free to do so next to
your response.
Note that there is no right or wrong answer. The objective of the task is to establish how
auditors exercise judgement in this area.

NOW OPEN PACKAGE ONE
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PACKAGE ONE

TIllS PACKAGE CONTAINS SOME BACKGROUND DATA AND FINANCIAL
INFORMATION RELATING TO MILLER CORPORAnON LID.

PLEASE EXAMINE THIS INFORMATION AND THEN COMPLETE THE TASK
ON PAGE 8.
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1
Introduction

The following data relates to Miller Corporation Ltd, a client your fmn has audited for the
past six years, each year receiving an unqualified audit report. You have been the partner
in charge of the audit for the past four years .. While you have had no major disputes with
the management of Miller Corporation, you were involved in lengthy discussions last year
concerning audit fees. Since that time, you have become aware that a rival fmn who has
been involved with Millers ~ a systems consultant is actively pursuing the audit

Background Data

Miller Corporation is a medium-sized manufacturer of camping equipment, other canvas
and PVC p'roducts, outdoor furniture and related leisure goods. The company was founded
in 1952 by Samuel Miller, the present chainnan. It remained as a closely held family
company until expansion opportunities led to a public float and subsequent listing on the
New Zealand Stock Exchange in 1982. Today, the Miller family controls approximately
45% of the company. John Miller (son of Samuel Miller) is the managing director and
Judith Robson ACA, (daughter of Samuel Miller) is the chief accountant and fmancial
director; There are three non-family directors, one being the company lawyer and two
being independent businessmen, both of whom are highly regarded in the business
community. Your perception of the board of directors is that, while they have on
occasions indicated a desire to portray a favourable picture, they generally act with
integrity.
The company markets its canvas products under the brandname "Rainsafe", a registered
trademark. It owns a patent for a unique method of joining canvas that eliminates the
need for seams in tents and has also conducted extensive research and development into a
new waterproofing system for canvas products. Its current share of the New Zealand
market approximates 25%. During the last ten years, the company has expanded its export
market to both Australia and the United States. Significant breakthroughs have been made
in the Australian market with a large retailer contracting to stock only the "Rainsafe"
brand of tents and market them through its monthly sales catalogues. Other products
including sunshades and awnings are manufactured for both the local and Australian
markets. The company is expanding its production of quality outdoor furniture for the
local market but has not as yet made any endeavours to export these products.
The company operates from a manufacturing plant in a suburban industrial area in
Auckland. Land and buildings were acquired freehold ten years ago and an extension was
built five years ago. The title deeds to the property were searched when your fmn took
over the audit and relevant copies are on the permanent fue. According to management
estimates, the plant and equipment are presently operating at approximately 85% capacity.
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2
Eighteen months ago, with a view to future expansion, the company took the opportunity
to purchase a neighbouring factory and office complex in a forced sale situation. This
property, which is located one block from the company's own land and buildings, is
secured by a bank mortgage which is due for renewal later this year. Title deeds to the
property were searched as part of last year's audit and copies have been placed on the
penn anent file. Shortly after the purchase, the company deferred any plans for immediate
large-scale expansion and decided to hold the property as a medium to longtenn
investment. The property is currently being leased by Globe Appliances Ltd, a
manufacturer of home appliances. Globe is a subsidiary of an Australian diversified
company which has operated ,in New Zealand for over twenty years. The company moved
from its fonner premises because they had become outdated and were subject to potential
rezoning.
Miller Corporation's shares are currently trading at $4.60 per share, having ranged from a
low of $4.40 to a high of $4.75 during the last twelve months.

Financial Data
Income Statements and Balance Sheets for the financial years ending 31st March 1993
(unaudited), 1992 and 1991 are as follows:
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Miller Corporation Ltd

Pront and Loss Statements

for year ended 31 March

1993

1992

1991

(Unaudited)

(Audited)

(Audited)

($OOO's)

($000'5)

($000'5)

Gross Revenues

25312

Profit before Income Tax

5980

Less: Income Tax.

1763

Profit after Income Tax

Relained Earnings brought forward
Amount Available (or Appropriation

Less Dividends

Retained Earnings carried forward

5231

4174

4217

3664

2928

6255

4991

10472

8655

6191

_2400

1200

I
i,

.
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4
Miller Corporation LId

Balance Sheets as at 31 Marcb

Assets

1993

1992

1991

(Unaudited)

(Audited)

(Audited)

($OOO's)

($OOO's)

($OOO's)

Current Assets

60

45

1168

Receivables

14042

11'489

9996

Inventories

16246

13032

11938

360

712

·456

30708

25278

23558

Land

1520

620

620

Buildings

2480

1040

1080

Plant and Equipment (Net)

7848

5788

4796

11848

7448

6496

30

30

30

150

167

186

Total Intangibles

180

-.!.21

216

TOTAL ASSETS

45936

35323

30270

Cash on Hand

Other
Total Current Assets

Fixed Assets

Total Fixed Assets

Investments
Investment Property

Intangibles
Flotation Costs
Patent (less amortisation)

:-"
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5
Miller Corporation Ltd

Balance Sheets as at 31 Marcb (continued)

1993

1992

1991

(Unaudited)

(Audited)

(Audited)

($000'5)

($000'5)

($000'5)

Liabilities and Equity

Current Liabilities

4342

Bank Overdraft (unsecured)

7551
322

Commercial Bills

9252

7150

5950

Taxation Payable

882

734

687

Dividend Payable

1200·

1000

800

19207

13250

11487

Bank Loan

2000

2000

Debentures

7500

7500

7500

217

118

92

Total Term Liabilities

9717

9618

7592

TOTAL UABIUTIES

28924

22868

19079

Issued Capital

5000

Sooo

5000

Share Premium Reserve

1200

1200

1200

Asset Revaluation Reserve

2340
7672

6255

4991

TOTAL SHAREHOLDERS' EQUITY

17012

12455

11191

TOTAL LlAUlLlTIES AND SHAREHOLDERS' EQUITY

45936

35323

30270

Creditors and Accruals

Total Current Liabilities

4050

24

Term Liabilities

Deferred Taxation

'"'.-

Shareholders' Equity

Investment Revaluation Reserve
Retained Earnings

800

".-.--

....
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6
Relevant Extracts from the Notes to the Accounts:
Gross Revenues

1993

1992'

1991

Unaudited

Audited

Audited

$000

$000

$000

38648

30569

25312

390

195

1993

1992

1991

Unaudited

Audited

Audited

$000

$000

$000

81

79

72

Depreciation

1020

810

575

Interest

2670

2508

2009

36

36

30

Sales
Rental Income
Expenses
Expenses deducted include:

Audit Fees

Directors' Fees

Term Liabilities
Security for the bank. loan is in the form of a mortgage on the investment property.
The unsecured debentures have been issued in tenns of a Trust Deed dated 1st April 1985.
Maturity date is fixed at 31st March 1995 and interest is fixed at 12.5% p.a. payable twice
yearly.
The commercial bills are secured by a floating charge over inventory.

Fixed Assets
Freehold land and buildings have been revalued in accordance with the valuation report of
independent registered valuers, Holmes & Company, dated 31st March 1993. These assets
were previously recorded at cost (less depreciation on buildings). The increases in
recorded amounts have been recognised in the asset revaluation reserve.
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Investment Property
The investment property has been revalued in accordance with the valuation report of
independent registered valuers, Holmes & Company, dated 31st March 1993. The change
in valuation from the previous year has been recognised in the investment revaluation
reserve.
"

>.'
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Additional Information
Relating to the Valuations
Miller Corporation has in the past recorded all its fixed assets at historical cost (less
accumulated depreciation). Rather than obtaining an independent valuation for its land
and buildings, the company has for the last few years disclosed government valuations in a
note to the accounts. However, at the beginning of the financial year, Judith Robson
advised you that the company proposed to change its policy in this regard and independent
valuations would be obtained for both properties in accoi'dance with SSAP-28 and SSAP17. The directors' minutes relating to this decision pointed to the fact that an annual
revaluation was required for the investment property under SSAP-17 and it therefore
seemed appropriate that the company's own land and buildings should be recorded at their
current value also.
The fmn of Holmes & Company, who undertook the valuations, is a national fmn of
registered valuers who specialise in commercial and industrial property. You have not had
personal dealings with this fmn but have no reason to doubt their reputation.

Relating to the Company's Debt
Bank Loan
The bank loan is secured by a mortgage on the investment property. This was taken out
at a fixed rate for a period of two years and is due for renewal in six months' time. The
bank is normally willing to lend up to 75% of the value of this type of property. The
amount advanced was based on the bank's own valuation of the property of $2.8m. The
bank would require any amount exceeding 75% percent of valuation to be secured over
another property.

Debentures
The trust deed contains a number of financial covenants. In terms of these covenants,
Miller Corporation must ensure that, during the continuance of the deed, total liabilities do
not exceed 65% of total tangible assets and secured liabilities do not exceed 35% of total
tangible assets. As auditor of Miller Corporation, you are required to sign a certificate to
this effect.

(. . . :. . . . . .
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TASK
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Having examined the background infonnation, the financial statements, extracts from the
notes and additional infonnation, you are required to estimate the number of audit hours
you would expect the audit team to devote to the audit of the revalued assets. To assist
you in this, last year's planned and actual hours when no revaluations took place are
given.

Please enter your estimate in the appropriate box:
Asset;

1992 planned

1992 actual

Land and Buildings

1.5 hours

1.2 hours

InvesttnentProperty

3.2 hours'"

3.0 hours'"

... Including search of title deeds

NOW OPEN PACKAGE TWO

1993 estimate

:::-::-;:
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PACKAGE TWO

THIS PACKAGE RELATES TO TIlE AUDIT OF LAND & BUILDINGS OCCUPIED
BY MILLER CORPORATION.
I

I. .

PLEASE READ THE ATTACHED VALUATION REPORT FROM HOLMES &
COMPANY RELATING TO THE LAND AND BUll..DINGS AND THEN
COMPLETE THE TASKS ON PAGES 6 - 8.
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1
VALUATION OF INDUSTRIAL PROPERTY LOCATED AT
61-77 SMITH STREET, WESTSIDE INDUSTRIAL ESTATE

In accordance with instructions received we advise having inspected the industrial property
situated at the above address on 1st March 1993, and now submit the following report and
valuation for financial reporting purposes. The valuation is prepared on an existing use
basis as at 31st March 1993.

The property is presently owned and occupied by Miller Corporation Ltd, a manufacturer
of camping equipment, and other canvas and related products.
The following is our report and valuation:

LEGAL DESCRIPfION
The property to which this report relates is contained in three Certificates of Title as
follows:

1..

61-65 Smith Street
Lot 1 Deposited Plan 99995
Certificate of Title 12ANOO9
Area - 8,500m2

2.

67-71 Smith Street
Lot 2 Deposited Plan 99995
Certificate of Title 12ANOlO
Area - 5,600m2

3.

73-77 Smith Street
Lot 3 Deposited Plan 99995
Certificate of Title 12ANOIl
Area - 4,700m2

GOVERNMENT VALUATIONS as at 1 July 1991
(Lots 1 & 2 are not separately assessed)
61-71 Smith Street
Improvements
Land Value
Capital Value

$1,900,000
$850,000
$2,750,000
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73-77 Smith Street
Improvements

$1,150,000
$350,000

Land Value
Capital Value

$1,500,000

ZONING
Industrial 2.
The Industrial 2 zone pennits a full range of industrial activities subject to compliance
with certain performance standards. Noxious and dangerous uses are only permitted when
their noxious and dangerous elements are controlled to ensure safety and reduce nuisance
in the locality.
Permitted buildings and uses within the zone include a wide range of manufacturing plants
and industrial warehouses. There are controls in terms of the location of offices or
showrooms, provision of parking, air pollution and noise.
In our opinion, the development of the subject property complies with the Code of
Ordinances.

SITE LOCATION AND DESCRIPTION
The subject property is situated on the northern side of Smith Street between New Street
and Old Street. The property known as 73-77 Smith Street has side access from Old
Street while the propeny known as 61-65 Smith Street has side access from New Street.
The combined property therefore has three street frontages, the two side frontages being
approximately 82m and the Smith Street frontage being approximately 230m.
The combined property enjoys a favoured industrial location within 3 kilometres from the
city centre. The land is level and has no apparent detriments. All normal services are
available including sewer, high pressure water, electric power etc.

BUILDING DESCRIPTION
There are two buildings on the land. The first is a single storey construction comprising a
factory and a warehouse. The second is a three storey construction comprising a
showroom on the ground floor and offices on the first and second floors. Both buildings
were constructed in 1980, with an extension which now forms the warehouse being
constructed in 1988.
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Building One
The building comprising the factory and warehouse is constructed on concrete floors and
foundations with concrete block walls. It is a rectangular sha~ed structure approximately
128 metres wide and 47 metres deep giving a total of 6,016m of external floor area. The
factory utilises approximately three quarters of this space and the warehouse one quarter.
The roof is of corrugated steel on sisilation insulation and netting and timber purlins, also
supported on steel portal framing. Good translucent plastic skylighting is incorporated in
conjunction with fluorescent lighting. The factory section has a clear stud height of 1O.5m
while the warehouse extension has a clear stud height of 6m. Entry to the building is at .
four points, three on the Smith Street boundary and one on New Street. The New Street
entrance comprises an inwards goods area located next to the raw materials store. The
westernmost Smith Street entrance gives access to the factory and associated offices. The
centremost entry is an outwards goods area while the easternmost entrance gives access to
the warehouse. The front of the factory section comprises an entrance foyer and four
factory offices. Immediately behind the offices are toilet facilities and a recreational room
with kitchen facilities. The main factory is divided into four sections and there are further
toilet facilities at the rear of the building. Also at the rear of the building is an oil
burning hot air furnace of 800 kw capacity which provides heating. We believe that there
is an underground storage tank of 10,000 litre capacity for oil storage.

Building Two
The building comprising the showroom and offices is also constructed on concrete floors
with concrete block walls. Aesthetically, this building has a pleasing modem appearance
from the roadway, having been modernised at the time the warehouse extension was
constructed to the factory building. Window joinery throughout is aluminium framed of
good quality and the roof is a low pitched gable style of galvanized steel. The building
has the following external floor structures:

Ground floor
First floor
Second floor
TOTAL EXTERNAL FLOOR AREA

830m2
950m2
950m 2
2,730M2

The ground floor comprises two offices and a showroom. The first and second floors
comprise offices with good quality fixtures and fittings. Toilet facilities for males and
females are located on each floor. On both first and second floors there is a kitchen and
lunchroom. The second floor comprises the board room and executive offices while the
sales, marketing and accounting functions occupy the first floor.
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SITE IMPROVEMENTS
Sealed carparking for 125 cars and up to 20 trucks is provided on site. The parking at the
rear of the building, with capacity for 100 cars, is enclosed with security fencing and
gates. Truck parking for between 10 and 15 trucks is located next to the inwards goods
area with further parking for 5 trucks located next to the warehouse. Parking for 20 cars
is located at the rear of the showroom/office building. Some of these carparks are located
beneath the frrst floor which projects at the rear of the building, providing covered parking
for ten vehicles. A further five spaces for visitors are located at the front of the building.
Site landscaping around the office building is of a very high standard while there is a
limited amount of landscaping around the factory building.

VALUATION APPROACH
The valuation is undertaken on a "market value for existing use" basis.
Market value of any industrial property is linked to its income earning ability and is
dependent on numerous economic factors. It is stressed that the currently depressed state
of the industrial property market and the small number of comparable sales in the location
add to the difficulty of establishing a finn market value.

Comparable Sales
While only a few properties in this location have been sold during the last two years,
these have all been sold below their current government valuation. Two properties were
sold in the last six months at approximately 80% of government valuation while a third, in
a forced sale situation, sold for less than 70% of valuation. However, all three properties
were untenanted or had only limited term lease agreements. It should be noted that,
because of lack of demand from prospective tenants, the gap between the value of a well
leased property and an identical but unleased property has widened appreciably over the
last two years. On an existing use basis, it must be assumed that Miller Corporation, as
occupier of the property, would be a very sound longterm tenant. It would therefore be
unrealistic to make a direct comparison with properties that have been sold untenanted or
with shaky tenants.

Income Approach
The current investment market would suggest that an appropriate capitalisation rate under
the assumption of a longterm lease to a sound tenant would be 11 %. Based on our
knowledge of the market, we estimate that the factory could be leased at approximately
$45/m 2 p.a. while the office buildings and showroom could be leased at $65/m2 p.a.
Our calculations are therefore as follows:
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Offices and showroom:
Approx. lettable space 26OOm2 @ $65/m2

$169,000

Factory and warehouse:
Approx. lettable space 6016m2 @ $45/m2

$270,720
$12,500

Carparking @ $100 per space
ASSESSED CURRENT MARKET RENT

$452,220

SAY

$450,000

CAPITALISED @ 11 %

$4,090,909

SAY

$4,000,000

The value obtained by this approach represents approximately 94% of current government
valuation, which in our view is a fairly conservative value.

VALUATION
Subject to the contents of this report, we value the subject property in its combined fonn
for financial reporting purposes at FOUR MILLION DOLLARS ($4,000,000).
Our valuation is apportioned as follows:
Land
Improvements

$1,100,000
$2,900,000

TOTAL

$4,000,000

Yours faithfully,

Holmes & Co
Registered Valuers
\.

Lt> ~

'
~-----'-"

C. Biddick A.N.Z.I.V.
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TASKS:

1.

After considering the valuation report along with the other infonnation contained in
Package One, indicate on the scale below your estimate of the likelihood that you
will ultimately accept the valuation as reasonable:

Extremely
Unlikely

o

2.

Extremely
Likely

1

2

3

5

4

7

6

9'

8

10

Indicate on the scales below the likelihood that you would discuss the
appropriateness of the valuation of land and buildings with the following
members of your fInn:
Extremely
Unlikely

Extremely
Likely

Concurring/Second Review Partner
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Senior Audit Partner
_

Technical Partner
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Other Finn Experts*
Ijrif so, please give examples:

...............................................................
...............................................................
...............................................................

.. - ..
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3.

Indicate on the scales below the likelihood that you would undertake the following
tasks:

Extremely
Unlikely

Extremely
Likely

Sight client's instructions to the valuer
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Discuss the valuation with client

Discuss choice of valuer with client

Obtain written assertions from client

Make enquiries of valuer
(a) verbally
(b) in writing

(c) indirectly through client

Independently verify experience of valuer
(a) verbally
(b) in writing

Independently verify relationship of
valuer with client
I

(a) verbally
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

01234

5

6

789

10

(b) in writing

Review the methodology of the valuation
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Extremely
Likely

Extremely
Unlikely
Confmn the government valuation of the
property
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Verify any details contained in the building
description

Check any other source data used in the
valuation

Obtain information about other sales in the area
(a) verbally
(b)-in writing

Obtain information about capitalisation rates used
(a) verbally
(b) in writing

Estimate the recoverable amount of the asset

1--,··

Recalculate numbers in the valuation report
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Check any other assumptions in the valuation
report

Obtain, or require client to obtain,
another independent valuation

NOW OPEN PACKAGE THREE

259

PACKAGE THREE

THIS PACKAGE RELATES TO 1HE AUDIT OF TIIE INVESTMENT PROPERTY.

PLEASE READ THE ATTACHED VALUATION REPORT FROM HOLMES &
COMPANY RELATING TO THE INVESTMENT PROPERTY AND THEN
COMPLETE THE TASKS ON PAGES 6 - 8.
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VALUATION OF INDUSTRIAL INVESTMENT PROPERTY LOCATED AT
47-59 LEE STREET, WESTSIDE INDUSTRIAL ESTATE

In accordance with instructions received we advise having inspected the industrial property
situated at the above address on 3rd March 1993, and now submit the following report and
valuation for financial reporting purposes.
The property is presently occupied by Globe Appliances Limited, a manufacturer of home
appliances, whose lease expires on 30th September 1995, with a right of renewal for a
further four years.
The following is our report and valuation:

LEGAL DESCRIPTION
The property to which this report relates is contained in two Certificates of Title as
follows:
1.

47-53 Lee Street
Lot 12 Deposited Plan 68994
Certificate of Title 12N103
Area - 9,500m2

2.

55-59 Lee Street
Lot 13 Deposited Plan 68994
Certificate of Title 12NI04
Area - 7,850m2

GOVERNMENT VALUATION as at 1 July 1991
(The lots are not separately assessed).
Improvements

$2,400,000

Land Value

$1,000,000

Capital Value

$3,400,000

ZONING
Industrial 2.
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The Industrial 2 zone pennits a full range of industrial and warehousing activities subject
to compliance with certain perfonnance standards. Pennitted buildings and uses within
the zone include a wide range of manufacturing plants and industrial warehouses. There
are controls in tenns of the location of offices or showrooms, provision of parking, air
pollution and noise.
In our opinion, the development of the subject property complies with the Code of
Ordinances.

SITE LOCATION AND DESCRIPTION
The subject property is situated on the northern side of Lee Street between Standish Street
and Mill Road. The property known as 47-53 Lee Street has side access from Mill Road
while the property known as 53-59 Lee Street has side access from Standish Street. The
combined property therefore has three street frontages, the two side frontages being
approximately 78m and the Lee Street frontage being approximately 212m.
The combined property enjoys a favoured industrial location within 2.5 kilometres from
the city centre. Many businesses in this location have display showrooms in addition to
nonnal factory, warehousing and associated office facilities.
The land is level and has no apparent detriments. All nonnal services are available
including sewer, high pressure water, electric power etc.

BUILDING DESCRIPTION
The industrial buildings on the land consist of two factory complexes with offices and
amenities at the front of each building. The fIrst building has both ground and fIrst floor
offices while the second building is a single storey structure. We believe that both
buildings were constructed about fifteen years ago.

Building One

Based on our measurements, we calculate this building to have the following rentable
areas:
OffIces and amenities - ground floor
Offices - first floor
Factory and store

425m2
740m2
4,200m 2

TOTAL RENTABLE AREA

5,365m2

The building is constructed on concrete floors and foundations and comprises a rectangular
shaped structure approximately 82.1m wide and 56.5m deep. The building has a clear
stud height of about 4.2m. Construction is of reinforced concrete column and beam with

262

3
reinforced concrete inftIl. The internal steel portal frame supports the roof of the structure
which is of corrugated steel.
Entry to the building is available at two points, one on Lee Street and the other on Mill
Road. The Mill Road access comprises a wide tilting steel framed and aluminium
sheathed doorway while the Lee Street access is a smaller and lower doorway which is
steel framed and galvanised iron sheathed.
The offices and amenities are at two levels. The ground floor incorporates an attractive
entrance foyer with stairway leading to the upper level, male and female toilets, and a
lunch room with modern kitchen facilities. There are also two offices and a workroom.
At the rear of the factory there is a further toilet facility. At the first floor level is the
main office area together with six further offices and a storeroom. There is also a small
kitchen area with sink and water heater.

Building Two
Based on our measurements, we calculate this building to have the following rentable
areas:
Offices and amenities
Factory

235m2
2,200m2

TOTAL RENTABLE AREA

2,435m2

The building is constructed on concrete floors and foundations and comprises a rectangular
shaped structure approximately 43.8m wide and 55.7m deep. The building has a clear
stud height of about 3.25m. Construction is of reinforced concrete column and beam with
concrete block infill. The internal steel portal frame supports the roof of the structure
which is of galvanised steel.
Entry to the building is available at two points, one on Lee Street and the other on
Standish Street. The Standish Street entrance provides access to the factory and consists of
sliding doors of corrugated steel while the Lee Street entry provides access to the office
area and comprises standard double glass doors.
The office area incorporates an entrance foyer with male and female toilets. There are also
two offices, a small showroom and a kitchen. At the rear of the building there is a further
male toilet facility.

SITE IMPROVEMENTS
There are sealed carparking facilities for at least 50 vehicles. There is also an area of land
on·the Standish Street side of the building that is at present unsealed and which could be
used for further carparking or for an extension to the second building. Overall, the site is
clean and tidy with a moderate standard of landscaping.
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LEASE DETAILS
We have perused the lease documentation in respect of the current tenancy. The following
terms and conditions apply to the lease:

LESSEE

Globe Appliances Ltd

TERM

Four years from 1st October 1991

RIGHT OF RENEWAL

Four years

RENTAL REVIEWS:

At two yearly intervals. Rental may not increase more than
12.5% upon review. There is a Ratchet Clause meaning that
the rent on review may not decrease.

LESSEE PAYS:

All outgoings except structural maintenance

INITIAL RENTAL:

$7,500 per week

VALUATION APPROACH
As with all investment property, the market value of the subject property is vitally dictated
by its income earning ability. The appropriate capitalisation rate or yield is established by
the market having regard to numerous economic factors including returns available from
other investments, interest rates, tenant strength, terms of lease, the location and quality of
the building and the prospects of future rental growth.
It should be noted that the current investment property market is sluggish, with a number
of industrial properties in this location being unoccupied. However, sales in the area have
started to pick up, with two recent sales being close to government valuation. Prospective
tenants are being offered attractive rental incentives and, for this reason, it is unlikely that
the lessor can expect any increase in rental income at the next review.
Based on information supplied to us by our client, we believe that the existing tenant is
considered to be reasonably sound and the prospect of rental default is not great.
However, it should be noted that the "gap" between the value of a well leased property
and an identical but unleased property producing no income has widened appreciably over
the past four years. An owner cannot expect to obtain a sound tenant with ease and
within a brief time frame. In our judgement, however, the subject property is a versatile
and adaptable unit in a popular location, which represents a sound longterm investment.
We are satisfied that a capitalisation rate of 12% is appropriate under all the circumstances
pertaining to this property and the current lessee. Our approach to the valuation of the
subject property is therefore as follows:
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AC1UAL RENT RECENED
Annual Rent

$390,000

$3,250,000

Capitalised @ 12%
ESTIMATED MARKET RENT

Office Space

6,4oom2 @ $45/m2
l,4oom2 @ $65/m2

Carparking

50 @ $100 p.a.

Factory Space

TOTAL

$288,000
$91,000
$5,000
$384,000

$3,200,000

Capitalised @ 12%

We are of the view that this property was purchased "cheaply" on a vacant possession
basis in a forced sale situation. The purchaser subsequently negotiated a lease that we
believe has enhanced the worth of the property significantly.

VALUATION
Subject to the contents of this report we value the property for financial statement
purposes at THREE MILLION TWO HUNDRED THOUSAND DOLLARS

($3,200,000).
Our valuation is apportioned as follows:
Land
Improvements

$1,050,000
$2,150,000

TOTAL

$3,200,000

Yours faithfully,

Holmes & Co
Registered Valuers

CW~~
C. Biddick A.N.Z.I.V.
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TASKS:

1.

I':.o·:,:·:·:c:·,,:,:::':~-:·:·

After considering the valuation report along with the other infonnation contained in
Package One, indicate on the scale below your estimate of the likelihood that you
will ultimately accept the valuation as reasonable:

Extremely
Likely

Extremely
Unlikely

o

2.

1

2

3

5

4

7

6

8

10

9

Indicate on the scales below the likelihood that you would discuss the
appropriateness of the valuation of the investment property with the following
members of your fInn:
Extremely
Unlikely

Extremely
Likely

Concurring/Second Review Partner
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Senior Audit Partner

Technical Partner

'.

Other Firm Experts'"
"'if so, please give examples:

...............................................................
...............................................................
...............................................................

','

----.-.","
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3.

Indicate on the scales below the likelihood that you would undertake the following
tasks:

Extremely
Likely

Extremely
Unlikely

- ~'~,' . - ~:-~,

Sight client's instructions to the valuer
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

.

-, -

."~

Discuss the valuation with client

Discuss choice of valuer with client
--

Obtain written assertions from client
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

o

1

2

3

4

5

6

7

8

9

10

Make enquiries of valuer
(a) verbally
(b) in writing
(c) indirectly through client

Independently verify experience of valuer
(a) verbally
(b) in writing

Independently verify relationship of
valuer with client
(a) verbally
(b) in writing

Review the methodology of the valuation

-'

..-

-

.
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Extremely
Likely

Extremely
Unlikely

!~:::-:::;~;-. ~:.: .:-.:~::

::.>--

Confmn the government valuation of the
property
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Verify any details contained in the building
description

I:::·::·:·';' .'

Verify the tenns and conditions of the lease

Check any other source data used in the
valuation

Obtain infonnation about other sales in the area
(a) verbally
. I

(b) in writing
1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

Obtain infonnation about capitalisation rates used
(a) verbally
(b) in writing

..

Estimate the recoverable amount of the asset

Recalculate numbers in the valuation report

0

1

2

3

4

5

6

7

8

9

10

o

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Check any other assumptions in the valuation
report

Obtain, or require client to obtain,
another independent valuation

NOW OPEN PACKAGE FOUR

_ .. _"
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PACKAGE FOUR

THIS PACKAGE RELATES TO YOUR OWN BACKGROUND.

TO ASSIST IN THE ANALYSIS OF DATA, PLEASE ANSWER THE QUESTIONS
ON PAGES 1 AND 2. AS WITH THE ENTIRE TASK, ALL RESPONSES Wll..L
BE TREATED CONFIDENTIALLY.

,
,

.. -.. _"-.

-_.-.-.-_ ........ _
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1.

How many years auditing experience have you had?

2.

What is your present position?

3.

How many years have you held that position?

4.

Approximately how ptany audits have you worked on where you have been
.involved with revalued owner-occupied property?
(b) In your auditing career:

(a) In your present position:

5.

Zero

0

Zero

0

Between 1 and 5

0

Between 1 and 5

0

Between 6 and 10

0

Between 6 and 10

0

Between 11 and 20

0

Between 11 and 20

0

Between 21 and 50

0

Between 21 and 50

0

More than 50

0

More than 50

0

Approximately how many audits have you worked on where you have been
involved with revalued investment property?
(a) In your present position:

(b) In your auditing career:

Zero

0

Zero

0

Between 1 and 5

0

Between 1 and 5

0

Between 6 and 10

0

Between 6 and 10

0

Between 11 and 20

0

Between 11 and 20

0

Between 21 and 50

0

Between 21 and 50

0

More than 50

0

More than 50

0
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6.

Please make an assessment of your experience with the audit of
(a) revalued owner-occupied property, and
(b) revalued investment property.

Circle the appropriate point on the scales below, where no experience indicates that
you have never been involved in auditing that type of revaluation and considerable
experience means that you are very regularly involved and often consulted to give
advice to others in your ftrm.
1--·-

(a) owner-occupied property:

Considerable
Experience

No

Experience

o

1

2

3

4

5

6

7

8

9

10

(b) investment property:

Considerable
Experience

No

Experience

o

1

2

3

4

5

6

7

8

9

THANK YOU FOR YOUR PARTICIPATION IN THIS TASK!

10
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B.3 Extracts of Instrument for Alternative Scenario

This section contains the background information and financial statements for the low risk
of breaching a debt covenant and low risk of losing the client scenario.
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Introduction
The following data relates to Miller Corporation Ltd, a client your fInn has audited for the
past six years, each year receiving an unqualified audit report. You have been the partner
in charge of the audit for four years and during that time you have built up a strong
professional relationship with the management of the company. There have been no major
disputes in connection with the audit and any minor issues have been resolved promptly
and amicably. Your suggestions and recommendations relating to accounting and control
issues have always been well received and the directors have indicated that they are very
satisfied with your performance as their auditor.

Background Data
Miller Corporation is a medium-sized manufacturer of camping equipment, other canvas
and PVC products, outdoor furniture and related leisure goods. The company was founded
in 1952 by Samuel Miller, the present chainnan. It remained as a closely held family
company until expansion opportunities led to a public float and subsequent listing on the
New Zealand Stock Exchange in 1982. Today, the Miller family controls approximately
45% of the company. John Miller (son of Samuel Miller) is the managing director and
Judith Robson ACA, (daughter of Sam~el Miller) is the chief accountant and financial
director. There are three non-family directors, one being the company lawyer and two
being independent businessmen, both of whom are highly regarded in the business
community. Your perception of the board of directors is that, while they have on
occasions indicated a desire to portray a favourable picture, they generally act with
integrity.
The company markets its canvas products under the brandname "Rainsafe", a registered
trademark. It owns a patent for a unique method of joining canvas that eliminates the
need for seams in tents and has also conducted extensive research and development into a
new waterproofing system for canvas products. Its current share of the New Zealand
market approximates 25%. During the last ten years, the company has expanded its export
market to both Australia and the United States. Significant breakthroughs have been made
in the Australian market with a large retailer contracting to stock only the "Rainsafe"
brand of tents and market them through its monthly sales catalogues. Other products
including sunshades and awnings are manufactured for both the local and Australian
markets. The company is expanding its production of quality outdoor furniture for the
local market but has not as yet made any endeavours to export these products.
The company operates from a manufacturing plant in a suburban industrial area in
Auckland. Land and buildings were acquired freehold ten years ago and an extension was
built· five years ago. The title deeds to the property were searched when your fInn took
over the audit and relevant copies are on the permanent file. According to management
estimates, the plant and equipment are presently operating at approximately 85% capacity.
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Eighteen months ago, with a view to future expansion, the company took the opportunity
to purchase a neighbouring factory and office complex in a forced sale situation. This
property, which is located one block from the company's own land and buildings, is
secured by a bank mortgage which is due for renewal later this year. Title deeds to the
property were searched as part of last year's audit and copies have been placed on the
permanent flle. Shortly after the purchase, the company deferred any plans for immediate
large-scale expansion and decided to hold the property as a medium to longterm
investment. The property is currently being leased by Globe Appliances Ltd, a
manufacturer of home appliances. Globe is a subsidiary of an Australian diversified
company which has operated, in New Zealand for over twenty years. The company moved
from it~ former premises because they had become outdated and were subject to potential
rezoning.
Miller Corporation's shares are currently trading at $4.60 per share, having ranged from a
low of $4.40 to a high of $4.75 during the last twelve months.

Financial Data
Income Statements and Balance Sheets for the financial years ending 31st March 1993
(unaudited), 1992 and 1991 are as follows:
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Miller Corporation Ltd

Profit and Loss Statements

for year ended 31 March

1993

1992

1991

(Unaudited)

(Audited)

(Audited)

($OOO's)

($OOO's)

($OOO's)

Gross Revenues

25312

Profit before Income Tax

7339

6131

5624

Less: Income Tax

2120

1667

1746

Profit after Income Tax

5219

4464

3878

Retained Earnings brought forward

10405

7941

5263

Amount Available for Appropriation

15624

12405

9141

2000

1200

10405

7941

Less dividends

Retained Earnings carried forward

12424
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Miller Corporation Ltd

Balance Sheets as at 31 March

Assets

1993

1992

1991

(Unaudited)

(Audited)

(Audited)

($000'5)

($000'5)

($000'5)

Current Assets

60

45

1168

Receivables

14042

11489

9996

Inventories

16246

13032

11938

360

712

456

30708

25278

23558

Land

1520

620

620

Buildings

2480

1040

1080

Plant and Equipment (Net)

7848

5788

4796

11848

7448

6496

Cashon Hand

Other
Total Current Assets

Fixed Assets

Total Fixed Assets

Investments

2400

Investment Property

Intangibles

30

30

30

150

167

186

Total Intangibles

180

197

216

TOTAL ASSETS

45936

35323

30270

Flotation Costs
Patent (less amortisation)
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Miller Corporation Ltd

Balance Sheets as at 31 March (continued)

1993

1992

1991

(Unaudited)

(Audited)

(Audited)

($900's)

($OOO's)

($OOO's)

Liabilities and Equity

Current Liabilities
!";.';' .

6851

3342

Bank Oyerdraft (unsecured)

322

24

Taxation Payable

882

734

687

Dividend Payable

2400

1000

800

10455

5100

4537

Bank Loan

2000

2000

Debentures

7500

7500

7500

217

118

92

Total Term Liabilities

9717

9618

7592

TOTAL LIABILITIES

20172

14718

12129

Issued Capital

8000

8000

8000

Share Premium Reserve

2200

2200

2200

Asset Revaluation Reserve

2340
12424

10405

7941

TOTAL SHAREHOLDERS' EQUITY

25764

20605

18141

TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY

45936

35323

30270

Creditors and Accruals

Total Current Liabilities

'.-.-,',.. ; <>.;.

3050
I

I

Term Liabilities

Deferred Taxation

,",-

Shareholders' Eg';lity

Investtnent Revaluation Reserve
Retained Earnings

800
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Relevant Extracts from the Notes to the Accounts:
Gross Revenues

1993

1992

1991

Unaudited

Audited

Audited

$000

$000

$000

38648

30569

25312

390
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1993

1992

1991

Unaudited

Audited

Audited

$000

$000

$000

81

79

72

Depreciation

1020

810

575

Interest

1282

1221

938

36

36

30

Sales
Rental Income

.. .,..;.: .....

Expenses
Expenses deducted include:

Audit Fees

Directors' Fees

Term Liabilities
Security for the bank loan is in the form of a mortgage on the investment property.
The unsecured debentures have been issued in terms of a Trust Deed dated 1st April 1985.
Maturity date is fixed at 31st March 1995 and interest is fixed at 12.5% p.a. payable twice
yearly.
The commercial bills are

secure~

by a floating charge over inventory.

Fixed Assets
Freehold land and buildings have been revalued in accordance with the valuation report of
independent registered valuers, Holmes & Company, dated 31st March 1993. These assets
were previously recorded at cost (less depreciation on buildings). The increases in
recorded amounts have been recognised in the asset revaluation reserve.

I

I.

--

-
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Investment Property
The investment property has been revalued in accordance with the valuation report of
independentregistered valuers, Holmes & Company, dated 31st March 1993. The change
in valuation from the previous year has been recognised in the investment revaluation
reserve.

Additional Information

Relating to the Valuations
Miller Corporation has in the past recorded all its fixed assets at historical cost (less
accumulated depreciation). Rather than obtaining an independent valuation for its land
and buildings, the company has for the last few years disclosed government valuations in a
note to th~ accounts. However, at the beginning of the financial year, Judith Robson
advised you that the company proposed to change its policy in this regard and independent
valuations would be obtained for both properties in accordance with SSAP-28 and SSAP17. The directors' minutes relating to this decision pointed to the fact that an annual
revaluation was required for the investment property under SSAP-17 and it therefore
seemed appropriate that the company's own land and buildings should be recorded at their
current value also.
The finn of Holmes & Company, who undertook the valuations, is a national finn of
registered valuers who specialise in commercial and industrial property. You have not had
personal dealings with this firm but have no reason to doubt their reputation.

Relating to the Company's Debt
Bank Loan
The bank loan is secured by a mortgage on the investment property. This was taken out
at a flXed rate for a period of two years and is due for renewal in six months' time. The
bank is normally willing to lend up to 75% of the value of this type of property. The
amount advanced was based on the bank's own valuation of the property of $2.8m. The
bank would require any amount exceeding 75% percent of valuation to be secured over
another property.
Debentures
The trust deed contains a number of financial covenants. In terms of these covenants,
Miller Corporation must ensure that, during the continuance of the deed, total liabilities do
not exceed 65% of total tangible assets and secured liabilities do not exceed 35% of total
tangible assets. As auditor of Miller Corporation, you are required to sign a certificate to
this effect.
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C.l Explanatory Note

A complete version of the research instrument is provided for the proposal to issue -shares
to the public and the higher competence of the val uer scenario. This is followed by the
relevant extracts from the background infonnation for the no proposal to issue shares and
the lower competence of the valuer scenario. In total there were four different versions
of the research instrument.
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C.2 Complete Research Instrument

This section contains the complete research instrument for the proposal to issue shares to
the public and the higher competence of the valuer scenario.
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AUDIT JUDGEMENT TASK . THE AUDIT OF REVALUED NON· CURRENT
ASSETS

INSTRUCTIONS:
This task relates to the audit of revalued non-current assets owned by a port company. Four
types of asset are involved:
l. Freehold land

2. Buildings
3. Wharves and harbour structures
4. Other improvements including infrastructural assets.

You are asked to undertake a series of tasks in connection with the audit of these assets.
You have been given three numbered packages. Please open each one in turn and complete
the tasks in each before going on to the next package.
Your responses will be treated confidentially and will be known only to the researcher.
Note that there is no right or wrong answer. The objective of the task is to establish how
auditors exercise judgment in this area.

NOW OPEN PACKAGE ONE
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PACKAGE ONE

THIS PACKAGE CONTAINS SOME BACKGROUND DATA AND FINANCIAL
INFORMATION RELATING TO PORT OF SEABOROUGH LTD.

PLEASE EXAMINE THIS INFORMATION AND THEN COMPLETE THE TASKS
ON PAGE 11.
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Introduction

The following data relates to Port of Seaborough Ltd, a port company located in a mediumsized regional centre servicing an important farming, forestry and fishing area. The centre
is situated on the western edge of a large natural harbour. The company was formed on 1st
October 1988 to take over the commercial operations of the former Seaborough Harbour
Board in accordance with the Port Companies Act 1988. The Audit Office was appointed in
terms of the Port Companies Act and has acted as auditor since that date. As a director of
Audit New Zealand, you have 'been in charge of the audit of Port of Seaborough Ltd for the
last three years. Since its formation, the company has received an unqualified audit report.

Background Data

On its formation, Port of Seaborough Ltd purchased the commercial assets of the former
Harbour Board. The purchase price was based on the value of the port as a going concern
and was allocated to the assets in proportion to their existing book values.
The company also took over the longterm debt owed to the Reserve Bank by the Seaborough
Harbour Board. These loans mature at varying times until 2002 and security is provided by
way of a mortgage over freehold land and buildings. Other term liabilities consist of bank
bills secured by a composite debenture which creates a floating charge over the assets of the
company other than land and buildings.
The shares issued to the Harbour Board in settlement of the purchase price were, on the
dissolution of the board, allocated to the regional council (70%) and two district councils
(15% each).
Since the formation of the company, major restructuring has taken place, both within the
company and throughout the port industry nationally. Significant labour reforms have resulted
in staff numbers being reduced by over 50% while both cargo and ship visits have increased
by more than 20%. This has resulted in large increases in productivity per employee. Most
of the recent increase in cargo handled has been in the area of exports.
The company has been steadily increasing its market share during the last two years.
However, it is vulnerable both to changes in economic conditions and also to any expansion
by its nearest competitor, a port located approximately 150 kilometres away. While this port
is separated from the region by a range of fairly steep hills, the road network connecting it
to the region is being improved. In spite of an aggressive drive to increase market share by
this rival port, the management of Port of Seaborough Ltd believes that the company is well
positioned to take advantage of the upturn in the New Zealand economy. As a result,
management expects current levels of profitability to be comfortably maintained.
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Earlier this year, management advised you that they were proposing to revalue certain fixed
assets. Specifically, they planned to obtain valuations for the land, buildings, wharves and
harbour structures and other improvements including infrastructural assets such as roads,
sidings and bridges. The reason given for this change of policy was that, due to the
considerable changes that have been made to enhance the efficiency of the company, the
original cost of these assets no longer reflects their current value.
Following several successful public listings of port companies around the country, members
of the regional and district councils have recently discussed with you the possibility of
reducing their shareholdings in Port of Seaborough Ltd by offering 30% of issued capital to
the public. The regional council would retain 50% of issued share capital and the two district
councils would each retain 10% of capital. The council members anticipate that a public
offering would attract several large institutional investors as well as a considerable number
of small investors located in the region. You have just been advised that this proposal has
received the approval of the three councils and is likely to go ahead during 1994.

Financial Data

Profit and Loss Statements and Balance Sheets for the financial years ending 30th June 1993
(unaudited), 1992 and 1991 are as follows:

, ';'

','

.'-
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Port of Seaborougb Ltd
Profit and Loss Statements
for years ended 30 June
1993
Unaudited
$OOO's

1992
Audited
$OOO's

1991
Audited
$OOO's

22,831

18,617

19,345

13,686

11,184

14,582

166

166

166

21

21

22

Depreciation

1,378

1,185

1,034

Interest

1,437

1,536

1:942

16:688

14:092

17:746

6,143

4,525

1,599

2:027

1,495

526

PROFIT AFTER TAXATION

4,116

3,030

1,073

Retained Earnings brought forward

5:751

3,721

3,148

Amount available for appropriation

9,867

6,751

4,221

Provision for Dividend

2:000

1,000

500

RETAINED EARNINGS AT END OF
YEAR

7:867

5:751

3:721

GROSS REVENUE
LESS EXPENSES
Operating Expenses
Directors' Fees
Audit Fees

TOTAL EXPENSES
PROFIT BEFORE TAXATION
Taxation
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Port of Sea borough Ltd
Balance Sheets
as at 30th June

; .
.. -_ ....
-

1993

1992

1991

Unaudited

Audited

Audited

$OOO's

$OOO's

$OOO's

25,000

25,000

25,000

7,867

5,751

3,721

17,029

- --

---

49,896

30,751

28,721

6,032

6,320

6,572

13,996

13,929

11A57

20,028

20,249

18,029

1,083

1,005

950

468

339

276

Accounts Payable & Accruals

3,009

2,316

3,183

Provision for Dividend

2,000

1,000

500

Provision for Taxation

882

530

463

Current Portion of Term Loans

291
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-...ill.

6,650

4,437

4,604

TOTAL LIABILITIES

27,761

25,691

23 1 583

TOTAL LIABILITIES &
SHAREHOLDERS' FUNDS

77,657

56,442

52 1304

SHAREHOLDERS' FUNDS
Share Capital
Retained Earnings
Asset Revaluation Reserve
TOTAL SHAREHOLDERS' FUNDS
TERM LIABILmES
Term Loans
Bank Bills
TOTAL TERM LIABILITIES
Deferred Taxation
CURRENT LIABILITIES
Bank Overdraft

TOTAL CURRENT LIABILITIES
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Port of Seaborough
Balance Sheets
as at 30 June (continued)

1993

1992

1991

Unaudited
$OOO's

Audited
$OOO's

Audited
$OOO's

12,070

6,556

6,556

6,200

4,559

4,630

Wharves & Harbour Structures

24,359

17,342

15,502

Other Improvements

·4,220

1,997

1,763

Plant & Equipment

17,249

13,675

11,731

3,430

3,388

22984

67528

47517

43)66

21

24

16

7,422

6,650

6,599

762

624

648

1,924

12627

12875

TOTAL CURRENT ASSETS

10,129

8 2925

9 2138

TOTAL ASSETS

77 2657

56,442

52304

ASSETS
FIXED ASSETS
Freehold land
Buildings

Vessels & Motor Vehicles
TOTAL FIXED ASSETS

CURRENT ASSETS
Cash and Deposits
Receivables
Prepaid Expenses
Inventories
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Relevant Extracts from the Notes to the Accounts
Change in Accounting Policy
The company has changed its basis of accounting from historical cost to modified historical
cost. Specifically, certain classes of fixed assets have been revalued to reflect changes in net
current value. The assets that have been revalued are land, buildings, wharves and harbour
structures, and other improvements. Any accumulated depreciation for these assets was
written back to the asset accounts prior to revaluation.
The effect of this change in policy has been to increase the amount recorded in the balance
sheet for fixed assets by $17.029 million. The corresponding increase in shareholders' funds
has been reflected in an asset revaluation reserve.
All plant and equipment, motor vehicles and vessels continue to be recorded at cost less
depreciati<?n.

Depreciation Policy
All fixed assets other than land are depreciated using the straight line method. The following
estimated economic lives have been used:

Buildings
Wharves & Harbour Structures
Plant & Equipment
Vessels
Motor Vehicles
Other improvements

50 - 75
25 - 100
10 - 30
15 - 20
5 - 10
20 - 100
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Fixed Assets
Valuation

Cost

Ace.
Depn.

Book
Value

$OOOs

$OOOs

$OOOs

$OOOs

12,070

0

12,070

6,200

0

6,200

24,359

0

24,359

4,220

0

4,220

21,604

4,355

17,249

4,286

856

3,430

46,849

25,890

5,211

67,528

Valuation

Cost

Ace.
Depn.

Book
Value

$OOOs

$OOOs

$OOOs

$OOOs

Freehold land

6,556

0

6,556

Buildings

4,808

249

4,559

19,351

2,009

17,342

Other Improvements

2,206

209

1,997

Plant & Equipment

17,423

3,748

13,675

4,108

720

3,388

54,452

6,935

47,517

As at 30 June 1993

Freehold land
Buildings
Wharves & Harbour Structures
Other Improvements
Plant & Equipment
Vessels & Motor Vehicles
TOTAL

Comparative Values 30 June 1992

Wharves & Harbour Structures

Vessels & Motor Vehicles
TOTAL

Freehold land, buildings, wharves and harbour structures and other assets comprising the basic
port infrastructure have been revalued in June 1993 by Johns Willis Valuation, Registered
Valuers. The valuations are based on net current values on an existing use basis. The
increases over net book value (after allowing for the current year's depreciation) have been
credited to an asset revaluation reserve.

-.

..
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The latest Government valuations for land, buildings, wharves and harbour structures and
other improvements as at 1 October 1991 are as follows:

$OOOs
Land
Buildings
Wharves & Harbour Structures
Other Improvements
TOTAL

10,600
5,200
23,620
3,600
43,020

Additional Information Concerning the Valuations
The valuation report has been signed by Murray Willis of Johns Willis Valuation, a national
firm of registered valuers. This firm has offices in all the main centres of New Zealand and
has a sound reputation. While you have not had any previous professional dealings with Mr
Willis, you are aware that he is a senior partner in the finn and that he specialises in complex
commercial valuations of this nature. He has undertaken a number of commercial and
industrial property valuations in the region.
Freehold land used in port operations and fringe areas is contained in seventeen certificates
of title, each of which has been valued separately on the basis of market value for existing
use.
Buildings include an administration block, a marina services centre, a cold store, two silos
and various sheds and workshops. All of these have been valued separately, based on either
current market value or depreciated replacement cost
Wharves and harbour structures, comprising two long arm wharves, one short arm wharf and
a marina facility, have been valued using depreciated replacement cost methodology.
Other improvements include hardstanding, secure compounds and infrastructural assets such
as roads, bridges, sidings and in-ground services. These have also been valued on a
depreciated replacement cost basis.
The following extracts from the fixed asset register as at the end of the previous year (June
1992) provide further details of these assets.
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EXTRACTS FROM FIXED ASSET REGISTER
(as at June 1992)

Reference

Description
(Cert.of Title)

Cost
$

LlOOO

6S/9899

1,203,463

LlOOI

6S/9900

686,417

LlO02

6S/9901

566,774

LlO03

6S/9902

487,647

LlO04

8T17734

136,563

LlO05

8T17735

209,162

LlO06

8T17736

242,680

LI007

8T17701

16,230

LlO08

4P/271

683,958

LlO09

4P/272

189,170

LlOlO

4M/112

116,042

LI011

4M1114

16,115

LllOl

6B/6531

178,760

Lll02

6B/6532

698,760

Ll103

9W1781

484,600

LI105

9W1782

143,208

Lll06

9W/984

496,575

Total

6,556,124

,

,,"

.

~

---,,"-

- ..
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Description

Cost
$

Acc. Depn
$

-

"

BN
$

Buildings:
1,410,000

55,100

1,354,900

490,000

29,300

460,700

Cargo Sheds. (4)

1,339,000

77,600

1,261,400

Marina Services

435,000

25,400

409,600

Workshops (2)

422,000

16,800

405,200

Site Office

43,000

3,200

39,800

Toilet Block

13,100

2,100

11,000

600,000

34,800

565,200

56,000

4,600

51,400

4,808,100

248,900

4,559,200

Office/Admin
Cold Store

Silos
Other Sheds & Huts

Subtotal

Wharves & Harbour Structures:
Wharf No.1

6,272,500

710,400

5,562,100

Wharf No.2

6,709,100

614,200

6,094,900

Wharf No. 3

3,463,000

423,000

3,040,000

Marina

2,906,400

261,400

2,645,000

19,351,000

2,009,000

17,342,000

212,700

16,300

196,400

18,200

2,400

15,800

Roads

762,000

34,000

728,000

Bridge

415,500

31,300

384,200

Footbridge

110,000

9,000

101,000

Rail Sidings

218,000

42,700

175,300

In-ground Services

366,800

61,800

305,000

Sundry

105,000

13,700

91,300

2,208,200

211,200

1,997,000

26,367,300

2,469,100

23,898,200

Subtotal
Other Improvements:
Hardstanding
Secure Compounds

Subtotal
Total

...

-

-

~>;<-':~-.:.-:.;:-:;- :;~::;.:: :~::
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TASKS
Having examined the data provided, you are asked to estimate the total number of
additional hours you would expect the audit team to devote to the audit of fixed
assets as a result of the revaluations (i.e. excluding the time spent on normal
procedures concerning depreciation, additions and disposals).

Please enter your estimates in the boxes below, showing the number of hours you
would expect to be devoted to general issues relating to the valuations and to each
specific class of revalued assets.

Estimated
additional
audit hours
General issues relating to the valuations
The audit of specific assets:
Freehold land

Buildings

Wharves and harbour structures

Other improvements

TOTAL ADDITIONAL AUDIT HOURS

NOW OPEN PACKAGE TWO
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PACKAGE TWO

THIS PACKAGE CONTAINS THE VALUATION REPORT FOR THE REVALUED
ASSETS OF PORT OF SEABOROUGH LTD.

PLEASE READ THE VALUATION REPORT AND THEN COMPLETE THE TASKS
ON PAGES 10· 12.
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VALUATION OF FREEHOLD LAND, BUILDINGS,
WHARVES AND HARBOUR STRUCTURES AND OTHER IMPROVEMENTS
PORT OF SEABOROUGH LTD

prepared by
Johns Willis Valuation
Registered Valuers

30th June 1993
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1. Introduction
In accordance with instructions received, we advise having inspected the site on 14-15 June
1993, and now submit the following report and valuations for financial reporting purposes.
The valuations are prepared on an existing use basis as at 30th June 1993.
The freehold property and associated assets included in this report are those legally owned
by Port of Seaborough Ltd.
It is stressed that we have not placed a value on any interests in the underlying seabed.

2. Nature of Assets
The assets that we have valued can be categorised as follows:
- {,-and
- Buildings
- Wharves and harbour structures
- Other improvements including infrastructural assets

3. Valuation Summary

Assets
Land
Buildings
Wharves & Harbour Structures
Other Improvements

Total

Valuation
$12,070,250
$6,200,162
$24,358,850
$4,220,098
$46,849,360
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4. Basis of Valuation
The relevant accounting standard relating to fixed assets, SSAP-28, requires valuations to be
prepared in accordance with the New Zealand Institute of Valuers' Asset Valuation Standards.
These standards provide guidance as to the appropriate methodology which should be
followed in the valuation of specialised assets such as those under ,consideration. The
standards comprise both guidance notes (GN) and background papers (BP) and apply to the
valuation of fixed assets for financial statements.
Fixed assets are those assets intended for use on a continuing basis in the activities of the
undertaking (GN 1.1).
When valuing land and buildings occupied by the undertaking, the valuer will normally report
valuations either on the basis of market value for the existing use, or where a market value
cannot be assessed, on the basis of depreciated replacement cost subject to adequate potential
profitability (GN 3.10). A depreciated replacement cost basis of valuation requires an
estimate of the market value of the land in its existing use and an estimate of the new
replacement cost of the buildings and other site works. Deductions may then be required for
age, condition, functional obsolescence and other factors which result in the existing property
being worth less than a new replacement (BP 3.5).
Because of the specialised nature of the assets owned by Port of Seaborough Ltd, our
valuation in general adopts a cost based approach. This involves estimating the cost of
replacing the assets in June 1993 and then depreciating them to take account of their
remaining economic life. The exceptions to this approach are those assets for which there
is a readily ascertainable market value.
We stress that the valuations are subject to adequate potential profitability. Accordingly, no
estimates have been made of the recoverable amount of any of the assets. This is the amount
that can be recovered from the future use of the asset including its net realisable value on
disposal (GN 3.3). No asset should be included in any financial statement at an amount that
exceeds its recoverable amount (GN 3.8).

5. Land
The value of land assets has been assessed on the basis of existing and continuing use to the
business. There are no direct comparable land sales in the region and land values cannot be
established by reference to commercial, industrial or residential sales in the region. Because
there is a shortage of land for future expansion of the port, land value is at a premium. Any
future expansion would involve the need to embark on an extensive reclamation programme,
and the cost of reclamation can be used as an estimate of the upper limit of land values in
the area. Current reclamation costs have been estimated at $500,000 per hectare with
additional finishing costs of approximately $250,000 per hectare. The replacement cost of
land is therefore estimated at $750,000 per hectare. This represents the value of harbour edge
land and commercial port facilities. Appropriate discounting from this figure to reflect

,
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normal supply and demand factors associated with a port facility can be applied to establish
the value of other land owned by the company. In-ground services have been classified as
improvements and are valued in a separate section of this report.
Our assessment of the value of land owned by Port of Seaborough Ltd is summarised in
Schedule A attached to this report and totals $12,070,250.

6. Buildings
Buildings have been valued in accordance with valuation standards. Current market value for
existing use (CMV) has been adopted where possible. Where CMV cannot be assessed, the
depreciated replacement cost (DRC) methodology has been used. As noted earlier, valuations
using this method are subject to adequate potential profitability. All buildings have been
inspected and we have discussed ages and·conditions with appropriate staff members of Port
of Seabor~ugh Ltd. We understand that maintenance procedures are strictly adhered to and
all assets of this nature are kept in a good overall condition.
Our assessment of the value of buildings owned by Port of Seaborough Ltd is summarised
in Schedule B attached to this report and totals $6,200,162.

7. Wharves and Harbour Structures
Wharves and harbour structures have been valued using depreciated replacement cost
methodology. Gross current replacement costs have been established from information
supplied by senior staff of Port of Seaborough Ltd. Discussions were also held with
consulting engineers concerning appropriate economic lives for these assets and we believe
that the depreciated replacement costs reflect realistic valuations for financial statement
purposes.
Our assessment of the value of wharves and harbour structures owned by Port of Seaborough
Ltd is summarised in Schedule C attached to this report and totals $24,358,850.

8. Other Improvements
Other improvements such as in-ground services, roads and bridges, have been valued using
depreciated replacement cost methodology. Gross current replacement cost for these assets
has been ascertained from discussions with civil engineers employed by the regional council
and with senior management and staff of Port of Seaborough Ltd. Economic lives have been
determined by evaluating on-site information provided by management and staff, and after
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discussing maintenance procedures with the appropriate staff. We believe that the economic
lives are realistic for valuation purposes.
Our assessment of the value of other improvements is summarised in Schedule D attached to
this report and totals $4,220,098.

9. General Statement of Valuation Principles
We stress that any estimate of value based on depreciated replacement cost is subject to an
assumption of adequate potential profitability. The specialised nature of the port assets are
such that they are most unlikely to be sold other than as part of the established port business
and their value is therefore dependent on the continued profitability of the company.
The valuations have been prepared on the assumption that full disclosure of all information
and facts ~hat may affect the valuation have been made to us by the management and staff
of Port of Seaborough Ltd. If full disclosure has not been made, we can accept no liability
or responsibility for this valuation.
Our responsibility in connection with this report is limited to Port of Seaborough Ltd only.
We disclaim all responsibility and will accept no liability to any other party. While this
valuation has been prepared for financial reporting purposes, we stress that no part of this
report should be referred to or included in any published document without our written
approval of the form and context in which it may appear.

Murray Willis
Registered Valuer
Johns Willis Valuation
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Value per
sq. metre

CIT

Land Area
sq.metres

LIOOO

6S/9899

27,246

$75.00

$2,043,450

LIOOI

6S/9QOO

18,678

75.00

1,400,850

Ll002

6S/9901

22,491

45.00

1,012,095

Ll003

6S/9902

16,379·

50.00

818,950

Ll004

8T17734

8,754

30.00

262,620

LI005

8T17735

9,960

35.00

348,600

LI006

8T17736

14,445

35.00

505,575

Ll007

8T17701

1,002

30.00

30,060

Ll008

4P/271

220,631

5.00

1,103,155

Lloo9

4P1272

60,060

5.00

300,300

LIOlO

4M/112

42,200

5.00

211,000

L1011

4M1114

6,715

5.00

33,575

LI101

6B/6531

16,248

20.00

324,960

LI102

6B/6532

28,562

50.00

1,428,100

L1103

9W1781

30,478

30.00

914,340

LI105

9W1782

35.00

298,340

LI106

9W/984

30.00

1,034,280

Company
Reference

Value

','-." <,.,

Total

8,524.
34,476

$12,070,250

-.,.-'
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Dep

DRC

CMV

Value
Adopted

20

$1,965,600

$1,600,000

$1,600,000

. 720,000

15

612,000

612,000

2,200

946,000

30

662,200

662,200

Cargo Shed 2

2,200

946,000

30

662,200

662,200

Cargo Shed 3

1,250

537,500

30

376,250

376,250

Cargo Shed 4

640

275,200

20

220,160

220,160

Marina Servo

810

761,400

10

685,260

Workshop 1

948

407,640

15

346,494

346,494

Workshop 2

886

380,980

15

·323,833

323,833

St'dore Sheds

150

52,500

40

31,500

31,500

Site Office

120

64,800

20

51,840

51,840

Toilet Block

40

17,200

20

13,760

13,760

Wharf'r Hut

35

12,250

10

11,025

11,025

Sundry Sheds

120

21,000

10

18,900

18,900

900,000

20

720,000

720,000

Company
Description

Area
sq.m

GRC

Office/Admin

2,520

$2,457,000

Cold Store

1,200

Cargo Shed 1

Silos

Total

%

550,000

550,000

$6,200,162

:--::::.

:--.-.-.
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Replacement
Cost

Dep
%

Current Value

Wharf No.1· long arm
Steel reinforced concrete piled and constructed heavy duty
wharf serving container berth, approx. 200m long x 11m
wide; 10 bollards, timber piled, framed and picketed .
fendering with rubber cell fenders on southern side:
Steel reinforced concrete piled and constructed medium
duty wharf, approx. 60m long x 5.5m wide; 4 bollards,
timber piled, framed and picketed fendering with rubber
cell fenders to southern side:
Timber piled, framed and picketed berthing dolphin with 4
rubber fenders, shackles and bolts:

- .-;; ~; -".;. - .-

$9,500,000

40

$5,700,000

2,000,000

40

1,200,000

300,000

12.5

262,500

Wharf No.2· short arm
Timber and reinforced concrete piled and constructed
medium duty wharf, approx. 90m long x 16m wide; 8
bollards, timber piled, framed and picketed fendering with
rubber cell fenders to both sides:

9,055,555

Timber piled, framed and picketed berthing dolphin with 8
rubber fenders, shackles and bolts:

350,000

10
12.5

8,150,000
306,250

Wharf No.3· long arm
Steel reinforced concrete piled and constructed medium
duty wharf, approx. 150m long x 7m wide; 6 bollards,
timber piled, framed and picketed fendering with rubber
cell fenders on northern side:

6,500,000

50

3,250,000

Timber and reinforced concrete piled and constructed
medium duty wharf, approx. 65m long x 6m wide; 2
bollards, timber piled, framed and picketed fendering with
rubber cell fenders on northern side:

1,485,715

12.5

1,300,000

Timber piled, framed and picketed berthing dolphin with 4
rubber fenders, shackles and bolts:

300,000

12.5

262,500

550,000

10

495,000

4,428,572

30

3,100,000

20,000

12

17,600

450,000

30

315,000

Marina
Timber piled wharf, approx. 65m long x 5m wide;
supports and fittings:
Floating jetties with 600 berths and fittings:
Floating pontoon, approx. 12 metres x 5 metres and
fittings:
3 fixed timber jetties each with 15 berths and fittings:
Total

$24,358,850

304
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Company Description

GRC

Dep
%

Value
(DRC)

-$320,000

5

$304,000

Secure Compounds

20,632

5

19,600

In-ground Services

960,500

20

768,400

Roads

1,849,430

5

1,756,958

Bridge

630,000

10

567,000

Footbridge

255,300

20

204,240

Rail Sidings

431,000

10

387,900

Sundry Improvements

265,000

20

212,000

Hardstanding

Total

$4,220,098
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TASKS:

1.

After considering the valuation report along with the other infonnation contained in
Package One, indicate on each of the scales below your estimate of the likelihood
that you will ultimately accept the valuations as reasonable:
Extremely
Unlikely

Extremely
Likely

Freehold Land
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Buildings

Wharves & Harbour Structures

Other Improvements

2.

Indicate on the scales below the likelihood that you would undertake the following
tasks:

Extremely
Unlikely

Extremely
Likely

Sight auditee's instructions to the valuer
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Discuss the valuations with auditee

Discuss choice of valuer with auditee

Obtain written assertions from auditee

Make enquiries of valuer
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~_

Extremely
Unlikely

"_C -:'

Extremely
Likely

Independently verify experience of valuer
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Independently verify relationship of
valuer with auditee

Review the methodology of the valuations

Conftml the government valuation of the
land and improvements
<".;".>

Verify 'any of the source data used in the
valuations

Estimate the recoverable amounts of the assets

Recalculate numbers in the valuation report

Obtain any comparable industry data

-_ ..

Check any other assumptions in the valuation
report
0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Obtain, or require auditee to obtain,
other independent valuations*

* If so, for which assets:
Freehold Land

Yes I No

Buildings

Yes I No

Wharves & Harbour Structures

Yes I No

Other Improvements

Yes I No
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3.

Please note briefly what you perceive to be the main audit issues concerning
the valuations.

4.

Please indicate what other information, if any, you would seek or use in reaching
a conclusion about the reasonableness of the valuations.

NOW OPEN PACKAGE THREE
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PACKAGE THREE

THIS PACKAGE CONTAINS A NUMBER OF QUESTIONS THAT WILL ASSIST IN THE
ANALYSIS OF THE DATA.

PLEASE ANSWER THE QUESTIONS ON PAGES 1 AND 2. AS WITH THE ENTIRE
TASK, ALL RESPONSES WILL BE TREATED CONFIDENTIALLY.
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The first two questions relate to the case study you have just completed. Please do not
refer back to the study when answering them. (Please tick the appropriate box).

1.

Did you assess the likelihood that Port of Seaborough Ltd would issue shares to the
public in the near future as
High

2.

0

Low

0

0

Weak

0

-'--.-:-.

Did you assess the valuer's experience as
Strong

The remaining questions relate to your own background.

3.

How many years auditing experience have you had?

4.

How many years have you worked at Audit
New Zealand (the Audit Office)?

5.

What is your present position?

6.

How many years have you held that position?

7.

Approximately how many audits have you worked on where you have been
involved with any revalued assets?
(b) In your auditing career:

(a) In your present position:

Zero

0

Zero

0

Between 1 and 5

0

Between I and 5

0

Between 6 and 10

0

Between 6 and 10

0

Between 11 and 20

0

Between 11 and 20

0

More than 20

0

More than 20

0
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8.

Have you been involved in the audit of any port companies?

9.

Please make an assessment of your experience with the audit of

YES / NO

(a) revalued land and buildings;
(b) revalued assets other than land and buildings.

Circle the appropriate point on the scales below, where no experience indicates that
you have never been involved in auditing that type of revaluation and considerable
experience means that you are very regularly involved and often consulted to give
advice to others in your office.

(a) revalued land and buildings:

No

Considerable
Experience

Experience

o

1

2

3

4

5

6

7

8

9

10

(b) other revalued assets:

No

Considerable
Experience

Experience

o

1

2

3

4

5

6

7

8

9

THANK YOU FOR YOUR PARTICIPATION IN THIS STUDY!

10

311

C.3 Extracts of Instrument for Alternative Scenario

This section contains relevant extracts from the background information for the no proposal
to issue shares and the lower competence of the valuer scenario.
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Earlier this year, management advised you that they were proposing to revalue certain fixed
assets. Specifically, they planned to obtain valuations for the land, buildings, wharves and
harbour structures and other improvements including infrastructural assets such as roads,
sidings and bridges. The reason given for this change of policy was that, due to the
considerable changes that have been made to enhance the efficiency of the company, the
original cost of these assets no longer reflects their current value.
The three regional councils have recently announced that they do not have any plans to issue
shares in Port of Seaborough Ltd to the public in the foreseeable future. They believe that
it is in the best interests of the communities served by the port that the councils retain their
existing shareholdings on behalf of the people of the region.

Financial Data

Profit and Loss Statements and Balance Sheets for the financial years ending 30th June 1993
(unaudited), 1992 and 1991 are as follows:
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The latest Government valuations for land, buildings, wharves and harbour structures and
other improvements as at 1 October 1991 are as follows:

$OOOs
Land
Buildings
Wharves & Harbour Structures
Other Improvements
TOTAL

10,600
5,200
23,620
3,600
43,020

Additional Information Concerning the Valuations
The valuation report has been signed by Murray Willis of Johns Willis Valuation, one of three
local fmns of registered valuers in Seaborough. You are aware that this fmn is comprised
of two partners, Peter Johns and Murray Willis, but you have not had any previous dealings
with either partner in a professional capacity. Mr Johns has been in practice in Seaborough
for thirty years, mainly in the area of residential and rural valuations. Mr Willis graduated
from university four years ago and had, until recently, been employed by a firm of valuers
in another regional centre. He joined the business approximately three months ago following
the retirement of a former partner.
Freehold land used in port operations and fringe areas is contained in seventeen certificates
of title, each of which has been valued separately on the basis of market value for existing
use.
Buildings include an administration block, a marina services centre, a cold store, two silos
and various sheds and workshops. All of these have been valued separately, based on either
current market value or depreciated replacement cost
Wharves and harbour structures, comprising two long arm wharves, one short arm wharf and
a marina facility, have been valued using depreciated replacement cost methodology.
Other improvements include hardstanding, secure compounds and infrastructural assets such
as roads, bridges, sidings and in-ground services. These have also been valued on a
depreciated replacement cost basis.
The following extracts from the fixed asset register as at the end of the previous year (June
1992) provide further details of these assets.
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APPENDIX D
THE MAIN AUDIT ISSUES CONCERNING THE REVALUATIONS FOR
EXPERIMENT TWO

In Experiment Two, subjects were asked to note briefly what they perceived to be the main
audit issues concerning the valuations. This question was included on the suggestion of
one of the partners involved in the pilot testing. This person commented that some of the
issues in the case study were complex and responses to this question could add further
insight to the judgments made by auditors.

Responses to this question are summarised in Table D.l. The expertise and competence
of the valuer and the valuation methodology were mentioned the most frequently. Of the
28 subjects who indicated that the valuer's expertise was a significant audit issue, 22 were
from the weak valuer group, further supporting the effect of the manipulation of this factor.
As noted in Chapter 5 (subsection 5.8.4), 17 subjects stated that they did not agree with
the basis of the land valuation. Another issue considered important by many subjects was
the future profitability or earnings potential of the company. This is closely linked to the
recoverable amount check also noted as an issue because, for assets held for use,
recoverable amount is measured by the expected cash inflows that the assets are expected
to generate. Other issues of concern were the reliability and completeness of the source
data, with a number of subjects specifically mentioning that heavy reliance appeared to
have been placed on information obtained directly from port company staff. A variety of
other issues were mentioned, indicating that there was considerable variability in what
subjects regarded as the main audit issues.
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Issue

Subjects
No.

%
~

Expertise, competence or skill of the valuer

28

49.1

Valuation methodology in general

28

49.1

The method used to value land

17

29.8

Future profitability or earnings potential of the company

17

29.8

Reliability of source data and reliance on client staff

17

29.8

Completeness of the base data

11

19.3

Assumptions on which valuations are based

9

15.8

Independence of the valuer

9

15.8

Underlying motivation behind the revaluations

8

14.0

Valuations not exceeding recoverable amount

8

14.0

Specialised nature of some of the assets

7

12.3

Disclaimer by the valuer

6

10.5

Judgmental nature of the valuations

6

10.5

Expected useful life of assets/depreciation issues

5

8.8

"4

7.0

Subjects' own expertise

4

7.0

Ensuring valuer understood and followed instructions

4

7.0

Accuracy of calculations

3

5.3

Value of underlying seabed

3

5.3

Condition of assets

3

5.3

I

Consistency/comparability with other ports

I·::: ~.:.':

,.- ..
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