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INTRODUCTION

1. General remarks on approach of Green Paper?

The Government welcomes the opportunity to respond to the Green Paper. In
the UK, the issue of audit has attracted significant interest. Apart from the
House of Commons Treasury Select Committee, quoted in the Green Paper,
we would like to draw the Commission’s attention to the Financial Reporting
Council and the Financial Services Authority’s publication of a Discussion
Paper® on “Enhancing the auditor’s contribution to prudential regulation” in
2010; the Institute of Chartered Accountants in England and Wales’
publication of Audit of Banks: Lessons from the Crisis in 2010?; and the
House of Lords Economic Affairs Committee’s inquiry into audit, which is
being conducted in the fourth quarter of 2010, and which is expected to report
in the Spring of 2011. (See Q2,3,17,26). The Government’s own
Memorandum of Evidence submitted to the House of Lords inquiry is attached
to this document as an Appendix.

We welcome the Commission’s commitment to better regulation principles, as
it is vital that any changes to audit regulation at EU or Member State levels
are evidenced by an assessment of the economic impacts which
demonstrates that the benefits exceed the costs.

2 Is there a need to better set out the societal role of the audit with
regard to the veracity of financial statements?

The Government’s view is that audit has an important role to play in ensuring
vibrant capital markets, and its importance is as one element in a multi-
faceted regime of corporate governance and regulation. There are other
elements available for regulators, companies and investors as an additional
support or substitute for audit and vice versa. These include accounting
standards, dispersed ownership, risk management committees, audit
committees®, internal auditors, credit ratings, insurance markets, investment
analysts, or additional disclosures above those mandated by accounting
standards and the law, and regulatory and supervisory bodies.

As already recognised by the Commission in EU law, the benefits of audit vary
according to company size so, although the Green Paper asserts that audit
reduces the cost of capital for companies, it is not surprising that the
Government has not found unambiguous evidence that mandatory audit
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decreases the cost of capital across the whole economy. But what the
evidence does show is that where a company has an audit voluntarily, (a) it
does benefit from a reduction in its cost of capital because of the signalling
effect of audit, and (b) the bigger the company, the more likely it is to have a
voluntary audit. This implies that the bigger the company, the more valuable it
finds the audit process.

Also the role of audit need not be exactly the same in all sectors of the
economy. For example, given the importance of key financial institutions to
the economy, the Government sees a clear need for auditors to contribute to
prudential supervision (see Q1,3,17,26).

3. Could the general level of “audit quality” be further enhanced?

It is clearly desirable to enhance audit quality (i.e. to ensure that current
procedures are followed to a higher standard). This may be enhanced by
improving auditor scepticism (Q6) and, in relation to listed companies, by
enhancing the content of the report of the audit committee (Q8). It can also be
enhanced by exposing the expectation gap (see Q 5). However, the
Government is inclined to be cautious about any proposals to add to the
scope of audit in relation to published accounts, in the absence of a robust
assessment of the economic impacts, in line with the Commission’s
commitment to better regulation.

There are also clear benefits to be achieved in enhancing the role of
assurance in prudential supervision of financial institutions, e.g. by enhancing
the interaction between auditors and supervisors, and this is already being
investigated in the UK. (See Q1,2,17,26)

COMMUNICATION BY AUDITORS TO STAKEHOLDERS

4. Do you believe that audits should provide comfort on the financial
health of companies? Are audits fit for purpose?

Audit already does provide comfort on the financial health of companies as
one element in a regime of corporate governance. There are other elements
which also provide comfort on the financial health of companies available for
regulators, companies and investors, as set out in our response to Q2.

It is clear that there has been an expectation gap in as much as the audit is
often assumed to provide a greater degree of assurance than any system can
actually provide.

The expectation gap has been well known for 50 years. Over that time
attempts have been made to reduce it both by increasing the quality of audit
through interventions such as audit inspections, auditing standards and
professional education, and publicising the limits of the audit by amendments
to the audit report requirements.



The Government’s view is that information about the company-specific issues
such as the degree of aggression in the company’s accounting choices, the
risk position of the company and the key judgements taken during the course
of the audit might be best disclosed in the report of the audit committee. The
audit committee could be required to give a view as to the extent to which and
how Directors have complied with accounting standards in arriving at a true
and fair view. The audit committee could explain the processes and reasons
for auditor (re)appointment. Whilst seeking an expanded audit committee
report, it is important to note that the audit committee is a sub-committee of
the Board and that relationship of Board responsibility needs to be
maintained.

The Government agrees on the importance of users understanding what
auditors do. The sources of information available to users are:

- the report and accounts of the company

- disclosure by the directors of discussions that they have had with auditors

- information directly from the auditors, such as their audit report, or their
statement on ceasing to hold office. This statement has a longstanding role in
UK law (beyond that required by Article 38.2 of the Statutory Audit Directive).
This involves the provision of information to shareholders and the possibility of
discussing the circumstances connected with the auditor’s departure at a
general meeting.

5. To bridge the expectation gap and in order to clarify the role of audits,
should the audit methodology employed be better explained to users?
Auditing theory* suggests that audit works best in normal environments — that
is, in non-collapsing systems and non-fraudulent firms — where auditors can
expect that normal audit procedures will uncover normal errors and normal
managerial misstatements. This suggests that audit is unlikely to provide a
defence against systemic risk in an economy. Audit also provides only a
limited defence against material fraud in a company, especially where there is
significant collusion by senior management. These issues can give rise to the
expectation gap, where people expect to get more assurance out of an audit
than is in reality provided, or can be provided.

The suggestion is in response to Q4 and will help to bridge the expectation
gap but it is unlikely that it can ever be closed entirely (see response to Q3
above).

6. Should “professional scepticism” be reinforced? How could this be
achieved?

Professional scepticism is key to maximising the usefulness of audit, and is an
issue for auditors worldwide. In the US, research® has shown that the failure
to demonstrate an appropriate level of scepticism was a deficiency found in
60% of the cases where the SEC brought fraud related actions against
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auditors. The UK’s Audit Inspection Unit in their 2009/10 Annual Report®
reported that audit firms are not always applying sufficient professional
scepticism in relation to key audit judgements This has prompted UK
regulators to examine this issue carefully.

As a result, the UK Auditing Practices Board published a Discussion Paper in
August 2010 on this issue, entitled “Auditor scepticism: raising the bar.”” This
is probably best effected via ethical guidelines and the UK will continue to
move forward with this work.

7. Should the negative perception attached to qualifications in audit
reports be reconsidered? If so, how?

Reporting® systems in other fields, in health and safety for example, have
more finely-tuned and graduated forms of reporting and adverse reporting is
normalised to a certain extent. The lack of such a “graduated ladder” of
reporting options is one source of difficulty for auditors.

The Government supports an alternative approach to making changes to the
audit report: increased disclosure by the directors. This has already been
successfully put in practice in the UK. An example of this is the guidance on
Going Concern which was issued in 2009 by the Financial Reporting Council®.
This guidance resulted in additional information being provided to users of the
accounts by directors. The going concern assessments are considered by the
auditors in coming to their opinion on the financial statements. This sort of
additional disclosure could avoid the need for a graduated form of audit report.

Another source of increased disclosure that the Government favours is
through extensions to the report of the audit committee (see Q8), which could
be done on a voluntary basis.

8. What additional information should be provided to external
stakeholders and how?
See Q . 5 for the possible contribution of the audit committee report.

The audit committee could also explain the processes and reasons for auditor
(re)appointment. The Government is open to the possibility of requiring the
auditors providing some form of assurance or corroboration over the
information in the audit committee report.

This approach is currently being investigated in the UK and could avoid the
risk of boilerplate, which is a likely response to any enhancement of the
contents of the audit report.

6 Audit Inspection Unit Annual Report 2009-10 (21 July 2010) Financial Reporting Council
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Audit committees could also be asked to indicate (a) the length of time that
the current auditor has been in office; (b) their reasons for recommending the
current auditor for reappointment as opposed to a decision to retender; and
(c) in the event of a retender, the reasons for making the subsequent
appointment.

There are clearly costs associated with the various routes, and it may be hard
swiftly to achieve the benefits desired, but subject to the Commission’s
assessment of the impacts, we believe that, of the options available,
additional disclosure by the directors in the report of the audit committee is
likely to be the most successful route to follow.

9. Is there adequate and regular dialogue between the external auditors,
internal auditors and the Audit Committee? If not, how can
communication be improved?

Current arrangements in the UK should already provide for adequate and
regular dialogue between these bodies.

10. Do you think auditors should play a role in ensuring the reliability of
the information companies are reporting in the field of CSR?

We are not yet convinced what role, if any, the auditor should play in the field
of CSR but are open to further examination of this issue.

The Government has recently consulted on the narrative reporting framework
with the objective of driving up the quality of reporting to the standard of the
best including on social and environmental matters. We are currently
analysing the responses but a first review suggests that, while some
respondents saw some merit in exploring a proportionate level of independent
assurance of narrative information in reports, including the CSR elements,
some also cautioned that this would be difficult in practice and could lead to
unintended consequences by encouraging more boilerplate reporting. The
Government will want to consider the responses to its consultation in detalil
before reaching any conclusions on the value of audit in this area but would
note that more detailed consideration would need to be given to the potential
impacts if this were to be pursued.



11. Should there be more regular communication by the auditor to
stakeholders? Also should the time gap between the year end and the
date of the audit opinion be reduced?

Our view is that the most appropriate way for investors and other stakeholders
to further improve the information flow about the audit is through an enhanced
audit committee report, as described above in Q8.

Apart from providing the audit report, and their regular meetings with the audit
committee, auditors have the right under UK company law to attend and be
heard at general meetings of the company and, on resignation may (or for
quoted companies must) make a written statement® to the company, which is
required to be circulated to the shareholders and the regulators. This
predates, and is in addition to, the UK’s implementation of the provisions of
the EU Statutory Audit Directive*. Thus the UK considers that there are
already well established channels of communication between auditors and
shareholders in these circumstances.

Companies are capable of very fast year end closes, which has the advantage
of providing markets with more timely information?, suggesting there may be
scope for reducing the time gap, particularly for listed financial institutions,
between the year end and date of the audit opinion. However this should only
be pursued if there was no risk of audit quality suffering, as most UK listed
companies have the same, 31 December year end and might therefore either
risk reducing audit quality or increasing audit fees.

12. What other measures could be envisaged to enhance the value of
audits?

It is vital that any changes to audit regulation at EU or Member State levels
are evidenced by an assessment of the economic impacts which
demonstrates that the benefits exceed the costs.

ISAs

13. What are your views on the introduction of ISAs in the EU?

The UK has updated its auditing standards to align with the new clarified ISAs,
and the new UK auditing standards will be effective for audits of financial
statements for years ending after 15 December 2010.

10 Companies Act 2006 s518-519
1 Art 38 Statutory Audit Directive (2006/43/EC)
12 BPM Close Cycle Rankings 2010 http://www.bpm-international.com/close.html



14. Should ISA’s be made legally binding throughout the EU? If so,
should a similar endorsement approach be chosen to the one existing
for the endorsement of International Financial reporting Standards
(IFRS)? Alternatively, and given the current widespread use of ISAs in
the EU, should the use of ISAs be further encouraged through non-
binding legal instruments (Recommendation, Code of Conduct)?
Since the use of ISAs is currently widespread in the EU, if there were
perceived to be a need for an EU endorsement process, we favour
encouraging the use of ISAs by non-binding legal instruments to avoid
imposing new regulatory burdens.

15. Should ISAs be further adapted to meet the needs of SMEs and
SMPs?

If, as a result of changes at EU level, more SMEs could be exempted from
audit, there would be little need for adaptation. If there is not such an increase
in the exemption thresholds, then the Government perceives a need for a
simpler approach for SMEs.

GOVERNANCE AND INDEPENDENCE OF AUDIT FIRMS

16. Is there a conflict in the auditor being appointed and remunerated by
the audited entity? What alternative arrangements would you
recommend in this context?

In the UK the auditor is not appointed by the audited entity itself, but by the
shareholders of the audited entity. In our view there is no evidence of
systematic problems of auditor independence, but the body best placed to
preserve auditor independence in public interest entities is a strong audit
committee.

17. Would the appointment by a third party be justified in certain cases?
The primary responsibility for appointing auditors should continue to rest with
the shareholders of the company.

If the Commission’s analysis of the costs and the benefits showed it would be
appropriate, we would not be opposed to regulators operating enhanced
licensing systems which might include restrictions on firms or individuals who
would be permitted to conduct public interest audits or the audits of banks, for
example. (See Q1,2,3,26).

18. Should the continuous engagement of audit firms be limited in time?
If so, what should be the maximum length of an audit firm engagement?
There are two possible grounds for investigating the time limitation of the audit
appointment: (a) to promote auditor independence and/or (b) to achieve a
reduction in market concentration.

We do not believe that there is a systematic problem with the independence of
auditors and having reviewed the evidence on the effectiveness of rotation



there is no evidence that the existing system of partner rotation is failing to
work in maintaining the independence of the auditor.

However, issues of rotation and compulsory tendering need to be examined in
the context of remedying the current concentration in the audit market. See Q
29.

19. Should the provision of non-audit services by audit firms be
prohibited? Should any such prohibition be applied to all firms and their
clients or should this be the case for certain types of institutions, such
as systemic financial institutions?

There have been major changes to the EU regulatory regime for non-audit
services since the collapse of Enron in 2002. In the UK, requirements on
auditor independence are now more explicit and there is greater disclosure
and transparency. For directors, the Combined Code expects the company
audit committee to engage with the decision to purchase non-audit services in
the director’s report published with its financial statements. This approach is
designed to give investors information about what is being purchased. For
auditors, the Auditing Practices Board Ethical Standard 5 (ES 5 ) sets out
detailed caveats for the provision of specific non-audit services, which amount
to a de facto prohibition in many cases, particularly for listed entities. This
framework implements chapters 4 and 10 of the Statutory Audit Directive.

The Financial Reporting Council held a consultation earlier in 2010 about this
issue. The overwhelming response from a range of investors, preparers and

auditors, was against a ban on non-audit services. Such a ban has therefore
not been introduced in the UK, and we would not support one.

The UK would be reluctant to support additional rules for the audit of financial
institutions. There is no evidence that non-audit services were a factor in the
financial crisis.

20. Should the maximum level of fees an audit firm can receive from a
single client be regulated?

In the UK the Ethical Standards of the Auditing Practices Board set the
maximum level of fees that an audit firm can receive from a single client. For
listed companies this limit is 10% and for unlisted companies 15% of the
overall fee income to their firm. This ensures the continuing independence of
firms.

21. Should new rules be introduced regarding the transparency of the
financial statements of audit firms?

In addition to the transparency reporting requirements of the Statutory Audit
Directive, audit firms in the UK are already subject to the UK Audit
profession’s voluntary code of practice on disclosing audit profitability. In
addition, audit firms established as limited liability partnerships or companies
are obliged to publish accounts. For this reason, we believe UK audit firms
should already be transparent.



22. What further measures could be envisaged in the governance of
audit firms to enhance the independence of auditors?

The ICAEW and the Financial Reporting Council published “The Audit Firm
Governance Code” in 2010. This provides a formal benchmark of good
governance practice against which the eight audit firms which together audit
about 95% of the companies listed on the main market of the London Stock
Exchange can report for the benefit of shareholders in such companies.

23. Should alternative structures be explored to allow audit firms to raise
capital from external sources?

This could be useful in two circumstances, to allow firms to recapitalise in the
event of audit firm collapse, and to allow firms to grow their practices to
enable them to enter the audit market for the largest companies. The
Government would support an exploration of the likely demand for, and
consequences of alternative structures.

24. Do you support the suggestions regarding Group Auditors? Do you
have any further ideas on the matter?

The Government supports the Commission’s proposals in the Green Paper to
allow group auditors to have access to the reports and other documentation of
all auditors reviewing sub-entities of the group.

SUPERVISION

25.Which measures should be envisaged to improve further the
integration and co-operation on audit firm supervision at EU level?

The UK supports the aim of enhancing co-operation between national
regulators, perhaps by the formation of a college of regulators, rather than
additional layers of supervision which could risk adding to the cost of
regulation more than they add to the benefit of stakeholders. We would like to
play a constructive part in further discussions in this area, but we do not
currently see the need for a new, EU level, inspectorate.

26. How could increased consultation and communication between
auditor and the regulator be achieved?

The FRC and FSA have published a Discussion Paper®® envisaging a closer
working relationship between auditors and financial service regulators in the
UK in order to contribute to prudential supervision. See responses to Q1,2,3
and 17. The UK Financial Services and Markets Act 2000 (s. 343) provides an
information gateway for auditors of regulated bodies to provide information to
the regulator, and associated regulations** sets out the circumstances where
the auditor of a regulated body is to communicate such information to the
regulator.

13 FRC FSA Discussion Paper: Enhancing the auditor’s contribution to prudential regulation

(June 2010) http: //www.frc.org.uk/publications
¥ Financial Services and Markets Act 2000 (Communications by Auditors) Regulations 2001
(S12001/2587)
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CONCENTRATION AND MARKET STRUCTURE

27. Could the current configuration of the audit market present a
systemic risk?

While the market for the supply of audit for public interest entities in the UK is
highly concentrated, it is doubtful whether in fact the failure of a Big 4 firm
would cause systemic risk to the economy. This is partly because, as set out
in our answer to Question 2, audit is only one element in the regime of
corporate governance. The other elements of corporate governance act as a
support or substitute for audit. In the Andersen/Enron case, there was neither
a systemic effect upon US markets, nor a general decline in US share prices,
nor even a specific decline in the share prices of Andersen clients™. This
suggests that it is unlikely that there would be a systemic effect arising from
the collapse of a Big 4 auditor.

28. Do you believe that the mandatory formation of an audit firm
consortium with the inclusion of at least one smaller, non systemic audit
firm could act as a catalyst for dynamising the audit market and allowing
small and medium-sized firms to participate more substantially in the
segment of larger audits?

Joint audits are already legal in the UK, and the Government would not want
to inhibit companies from voluntarily opting for a joint audit. The experience in
the UK is that joint audits used to be more common, but companies moved
away from them because they found the single auditor model more efficient
and effective. The Government is therefore not convinced of the need for
mandation in this area.

29. From the viewpoint of enhancing the structure of audit markets, do
you agree to mandatory rotation and tendering after a fixed period?
What should be the length of such a period?

Mandatory rotation of audit firms would ensure that no audit firm retained an
audit beyond a fixed period. We have examined the evidence for whether
mandatory rotation increases competition in the audit market. When
mandatory rotation was introduced in Italy, it did not reduce concentration in
the audit market. Independent academics found that mandatory rotation
increased the probability of collusion among audit firms in order to coordinate
acquisition of clients®.

Mandatory tendering would add auditor selection costs to companies and
tender costs to the firms participating in the tender process. Mandatory
rotation would add additional costs to these tendering costs. We have

'K Nelson, R.Price, B.Rountree The market reaction to Arthur Andersen’s shredding of documents:
loss of reputation or confounding effects? Jones Graduate School of Management, Rice University
gMarch 21008)

® The Audit firm rotation rule: a review of the literature Cameran, Vincenzo, Merlotti Bocconi School
of Management 30 September 2005
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estimated®’ that if implemented in the UK, mandatory rotation once every 5
years would add at least £55m per annum of costs to UK companies, without
any guarantee that the audit would be awarded outside the Big 4.

However action might be taken to encourage rather than enforce rotation In
the event of any tender, companies might be encouraged to invite a non-Big 4
firm to tender as a norm. Such a system of voluntary tenders would be aimed
at promoting fluidity in the audit market.

A different approach might be via EU or Member State competition authorities.
However, this would need very careful analysis as there is a considerable risk
of unintended consequences.

30. How should the “Big 4 bias” be addressed?

The approaches discussed in the answer to Q8 (on audit committees) and
Q29 may give other firms the opportunity to tender for audits. The ability for
non-Big 4 firms to recapitalise themselves, as discussed in the answer to Q23
may also allow firms to change perceptions.

The issue of “Big 4 only” clauses is a matter for the competition authorities..

31. Do you agree that contingency plans, including living wills, could be
key in addressing systemic risks and the risks of firm failure?

It is unlikely that the failure of a single audit firm would cause a systemic risk
(see Q27). We do not believe that any single audit firm is "too big to fail" and
any contingency plan should be careful not to cause moral hazard. Itis
important that Member States, regulators and firms have contingency plans
against the risk of market disruption. Plans would need to be co-ordinated
cross border.

The simplest and most immediate response may include allowing more time
for filing audited accounts of a failed firm or to allow split filing of accounts,
that is, allow the unaudited accounts to be filed with the registry by statutory
deadline and then allow an additional period of time, say 2 months, to file the
audit. These options would require the introduction of a force majeure clause
to be introduced in the Transparency Directive, which requires all companies
on the main market to publish their audited accounts within 4 months of their

17 These costs have been infrequently examined by research, but they were reported on by The United
States General Accounting Office in 2003. United States General Accounting Office, Public
Accounting Firms: required study on the potential effects of mandatory audit firm rotation Report to
the Senate Committee on Banking, Housing and Urban Affair and the House Committee on Financial
Services (November 2003). They estimated that mandatory rotation would produce costs as follows:
companies would incur auditor selection costs in the year of rotation of 17% of the first year audit fees;
audit fees would increase in the first year of audit by 20%; auditors marketing expenditure would
increase by 5% - 10%, which costs would be added to audit fees. Assuming UK listed audits est.
£750m per annum (source: FAME database), if a fifth of audits rotated every year (audit fees £150m),
additional audit selection costs would be £25m, and additional first year audit fees would be £30m.
This gives a total cost of £55m. It is not possible to estimate additional marketing costs of all audit
firms.
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year end and an amendment (or force majeure clause) to the 4th Directive
that requires that the accounts are accompanied by an audit when filed at the
Registry. These changes would be useful preparatory moves at EU and
Member State levels.

We would encourage member states (and the Commission) to produce
contingency plans to allow a considered response should an audit firm fail.
Any plan must give regard to a range of legal and operational constraints, for
example, human rights, employment law and prohibitions on restraint of trade.

32. Do you consider the reversal of past consolidation of audit firms a
valid option for consideration in order to improve the service on offer as
well as the choice of service providers?

Any actual reversal of consolidation in the audit firms has to date been
divestment only of consultancy arms at the firms’ own instigation. Any
enforced break up of firms would have to be on a global scale, and this could
introduce a very high risk of unintended consequences.

CREATION OF A EUROPEAN MARKET

33. What in your view is the best manner to enhance cross border
mobility of audit professionals?

We are unaware of any significant problems requiring action at EU level. It is
vital that any changes to regulation at EU or Member State levels are
evidenced by an assessment of the economic impacts which demonstrates
that the benefits exceed the costs.

34. Do you agree with “maximum harmonisation” of the market for audit
services combined with a single European passport for auditors? Do
you believe this should also apply for smaller firms?

Whilst in favour of harmonisation of audit services, standards would need to
be set so as to preserve audit quality.

We welcome the creation of a single European passport for auditors and audit
firms. Smaller firms who wish to operate only within one Member State,
offering services only to unlisted small and medium sized companies should
not be required to obtain the passport, but they should be able to if they wish.

If this proposal is intended to replace the aptitude test operating at member
state level under Article 14 of the Statutory Audit Directive, we would want to
be assured that the registration requirements strike the right balance between
requiring the necessary capacity for registered auditors to provide services in
various member state legal contexts, and not imposing an excessive barrier to
entry as described above.

An alternative approach this might be for pan EU-registration to be required
for audit firms, while the registration of individual auditors and the recognition
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of their qualifications to sign audit reports (including the Article 14 aptitude
test) could continue to operate at member state level.

SIMPLIFICATION: SMALL AND MEDIUM SIZED ENTERPRISES AND
PRACTITIONERS

35. Would you favour a lower level of service than an audit, a so called
“limited audit” or “statutory review” for the financial statements of
SME’s instead of a statutory audit? Should such a service be conditional
depending on whether a suitably qualified (internal or external)
accountant prepared the accounts?

There are no systemic risks to reducing mandatory audit requirements for
unlisted companies. The UK has successfully introduced audit exemptions
permitted by the Directives for small companies without any ill effects, and
there are significant jurisdictions outside the EU where audits for unlisted
medium and large companies are not mandatory. The removal of mandatory
audit would have the added advantage of restoring the signalling effect of
audits of medium sized companies*® to lenders and might even lead to
reductions in the cost of capital.

We are therefore very much in favour of making audits for some, preferably
all, medium sized, unlisted companies voluntary. At present a company in the
UK that meets two out of the three EU criteria is classified as medium sized™®.
Preliminary analysis of the UK population of companies shows that 32,385 of
medium sized companies are unquoted®, and could be relieved from the
burden of a mandatory audit.

The table below analyses the p