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The fates of the Boavista, Econômico, Nacional, and Noroeste Banks have clearly exposed the weaknesses of external auditor action to the Brazilian financial system.  Along with non-existent income, capital deficiencies, bogus credits, and a voodoo sorceress went the credibility of external auditors in Brazil.  The Enron scandal served to remind us that these weaknesses are also present in the international corporate world.  The credibility of external audits has gone the way of funds misdirected to tax havens, documents shredded to confound the investigations of official regulatory bodies, and letters to the public giving answers that are anything but plausible.

Given these examples, all of us, investors, shareholders, monitoring bodies, clients, etc., can only stand incredulous before the charade that has been the role of the external auditors in these five episodes.  But, specifically, in relation to the Brazilian financial markets, what is the likely future of the external auditors?  Let us now examine five factors that, jointly could strengthen them.

The compulsory rotation required in the Brazilian financial market (Resolution 2.267/96) is one small step in the right direction.  Ideally, the work of an external auditor should be reviewed by another and, if found to be incorrect, should be reported to the regulating body and to the client.  Many are opposed to the rotation requirement on the grounds that it is detrimental to all concerned, since a certain amount of time is required to get to know the client.  This belief is valid only in the event the “new” external auditors are interested merely in getting the job done quickly, without accuracy or meticulous checks of any ambiguous points revealed, which is of no interest to anyone.  An important point to bear in mind is the existence of a technical report by the SEC, never publicly disclosed but, according to journalists familiar with it, revealing that in the US, audit principals do not document the errors found in the work of other audit firms.  In other words, the concept of a peer review is not enough – official monitoring bodies must also be involved. 

The Banking Supervision Committee recently issued a technical report describing the ideal relationship between banking supervision and external audits.  This document describes fundamental audit responsibilities.    Since the monitoring bodies have consistently and methodically sought to introduce such recommendations, it is our belief that most of them will shortly be in place in the local market.  Additionally, given the enhanced transparency that is sure to be required by the Basle New Capital Market Agreement, market discipline will be heightened when this Agreement is implemented in Brazil.  There will also be increased market discipline in the relationships between external audit firms, financial institutions, and official monitoring bodies.
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The principal external audit firms in Brazil all have an international presence.  The Enron scandal will lead to significant improvements in the modus operandi of each of these organizations, not to mention regulatory matters.  In this context, it is to be hoped that the need for segregation of activities such as consulting and audit services will be examined once again, after the repeated failed efforts of SEC in this direction in the past.  Since the local representatives of these audit firms follow the general rules of conduct established by their head offices, we should soon see compliance with newly revised and improved global standards arising from the Enron postmortem. Domestic audit firms with no international representation will be required to rapidly adapt to these standards under penalty of seeing their policies discredited and becoming obsolete if they fail to take these measures.  It is vital to remember that the selection of an audit firm impacts the analysis of the institutional rating and eventually affects the cost of its capital, as perceived by the financial market.

The increasingly specialized financial market has resulted in a significant increase in specialists such as compliance officers and corporate risk managers, who work independently of the auditors.  These professionals perform specific tasks, some of them highly technical, for which the majority of today’s auditors lack the experience or the required degree of technical knowledge.  The process of consolidating these three areas, i.e., audit (internal and external), compliance, and corporate risks, is not easy.  However, for organizations that are successful in this field, that can guarantee segregation of activities between these three areas thereby allowing its professionals to harmoniously and fully carry out their tasks, the risk management gains are substantial.

The speedy compliance of accounting standards with new products and organizational structures is vital.  For example, the so-called special purpose entities, that were mostly responsible for the Enron collapse, have been awaiting effective accounting criteria for over ten years.  International bodies in this sector, such as the Financial Accounting Standards Board, are fully aware of this delay and are striving to effectively bridge this gap in the very near future.  For this they must take no more than a few months (certainly not decades!) to issue new accounting standards and recommendations.  Bearing in mind that the creativity of the financial market is almost always several moves ahead of regulations and standards, a speedy confrontation with new realities and their new structures and financial products is paramount.

Adequate internal standards, transparency, effective regulation policies, consistency with new practices, as described above, are essential but not sufficient to reinforce the external auditors.  We are all in agreement that auditors must have moral character, competence, and integrity.  Their final opinion must be given with complete independence and must be unqualified.  For this, the investors, shareholders, monitoring bodies, clients, etc., will give thanks.

