
Response to CMA's update paper- Practitioner view

Is there a real concern about audit quality? 

The issue with audit quality is as old as the profession itself. Crises like Enron in the US and Carillion 

in the UK continue to remind us of the inherent challenge in assessing and improving quality. 

With the new EU rules for auditor rotation, there are some improvements to audit quality 

particularly due to a fresh pair of eyes. However, the negative unintended consequences have been 

underestimated. For example, audit partners are dealing with new audit tenders so their existing 

time (otherwise spent auditing) is being taken by this sales pressure which is detrimental to quality. 

Rotation rules have also put further pressure on auditor independence. Consider the period 

between the announcement of a new audit tender and the date of appointment. During this period 

the incumbent auditor's urge to please management and other decision makers puts even more 

pressure on their ability to challenge people who are either key decision makers or key influencers in 

their appointment. With these emerging pressures on audit quality, it is even more important that 

we fix this sector to restore trust in capital markets. 

Most stakeholders would agree that there is a serious issue with audit quality. However, as I will 

illustrate, CMA's remedies do not identify and address the root cause of poor audit quality and 

therefore CMA's proposed remedies do not present a comprehensive solution unless they are 

accompanied by solutions to address the root cause of poor audit quality. 

In the sections below, I will first define audit quality, then I will highlight critical limitations in CMA's 

methodology. Lastly, I will conclude by highlighting areas which require further deliberation. 

What is audit quality? 

Notwithstanding the challenge in defining 11audit quality", I think we should not overcomplicate the 

issue. The interest of shareholders requires auditors identify all material errors and fraud. As such, 

most stakeholders will not dispute that core ingredients of audit quality must include: 

1. Deep understanding of professional standards (auditing and accounting) and experience in

application of standards;

2. Incentive to spend sufficient time on the job, focused on assessing the company's

compliance with standards and whether management judgements are prudent; and

3. Incentive to identify instances of non-compliance and material errors and/or fraud {Note:

This is not referring to instances where they come across an instance of non-compliance.

Instead, it refers to the incentive to actively search for errors)

In my view, any attempt to improve audit quality must improve the above factors particularly no 3 as 

the third factor creates the conducive environment to bring the best out of an auditor's professional 

capabilities. The limitations outlined below will show how the current remedies do not go far 

enough to create such an environment. 



Limitations of CMA's methodology and proposed remedies 

Limitation 1: No Root cause analysis performed 

CMA's paper touches on a number of relevant factors that impact audit quality, however a detailed

root cause analysis was not performed. As a result, CMA's proposed remedies present a risk of

treating symptoms without treating the resistant bacteria that is causing the disease.

The most noteworthy section that did go close to the main root cause was the recognition of the

principal agent problem section 3.5 and 3.6 (page 43) i.e. the separation of owners and managers

and the challenge for the auditors to act in the interest of company's owners rather than in the

interest of the company's managers. This is the heart of the problem. It was then disappointing that

the paper narrowed down this issue to the "selection and oversight of auditors" which then leads to

CMA's view that some fixes around the selection by Audit Committees will solve the problem.

So what is the main root cause of poor audit quality? 

The root cause lies in the behavioural assessment of audit firms and professionals and

understanding whether their incentives align with shareholders. The most important question is:

What can incentivise auditors to find and report the maximum errors and fraud? Some may say the

answer is a tough regulator as an incentive. This begs the question: Should I do good because that's

the right thing and it's in my interest OR should I do good because of the fear of being caught? The

answer may be a bit of both. However, if we had left this on the latter as our general approach in

society, we would need an increasingly bigger police force to prevent crime!

If you look at the Key Performance Indicators (KPls) of auditors, they would invariably include vague
scorecards covering "quality", "client relationships", "teambuilding" etc. None of the KPls are
directly linked to identification of material errors for shareholders. Moreover, there is no upside if
you identify more errors or fraud. If this was a truly market solution, shouldn't reward (including

promotions) be directly linked to your core purpose? Imagine a situation where the auditfee isfixed

but with a possibility of an upside if material errors arefound. Would that not change behaviour and

ultimately align the interest of auditors with shareholders?1 

The audit industry not only lacks incentives to identify and report maximum errors/fraud but there

are significant disincentives do to so. CMA's paper does not even acknowledge (let alone discuss) the

biggest source of this disincentive: Remuneration of auditors. The fact that the audit partner

negotiates the fee with the CFO every year and the payment of the audit fee by management is the

single biggest source of conflict and at the core of this matter. The paper's proposal to rely on the

AC is equally disappointing since the non-executives, including the AC chair, is paid by management.

Unless and until this remuneration link between management and the auditor is broken, I fail to see

how auditor's incentives can be aligned with shareholders and how any of the proposed remedies

can make a significant dent in improving audit quality.

The conflict of interest is so blatantly obvious that even the most sceptic empiricists will not ask for

any further evidence of the control management enjoys in their ability to put pressure on auditor's

incentives. It is also not the first time it has been documented. A number of academic studies have

highlighted this issue and the aim of this paper is not to present all exhaustive evidence in this

regard. [ ].

1 This is to highlight the importance of incentives, not a strict recommendation per se. 
2 https://www.ft.com/content/91287d0a-c663-11e8-ba8f-ee390057b8c9



[ ].

Another way to analyse the issue of incentives is to look at the role of FRC as the regulator. Despite

criticisms on the quality of FRC as a regulator, there is no doubt that FRC has changed the way

auditors operate. For example, they have instilled a sense of seriousness with auditing and auditors

are continuously fearful of inspection risk. However, the reason FRC inspections have not

fundamentally improved audit quality is because there is a significant asymmetry of incentives

between the audit firm, their clients, and the FRC. The asymmetry can be best illustrated by way of

an example:

FRC inspects auditor files and identifies poor work over certain areas and lack of challenge to 

management. The auditor accepts those findings. Now the problem is that the auditor cannot go to 

the other side (i.e. the client) and have the same conversation in the same tone. On the one hand you 

have a regulator which is not paid by the audit firm and is therefore independent and powerful. On 

the other side you have the beloved client who pays the auditor so little (if any) challenge gets 

passed on to the client. The auditors therefore end up absorbing this pain and the remediation or 

future improvement manifests itself in the auditors' attempt to "improve documentation" or window 

dressing of their files instead of fundamentally changing their attitude to identify deficiencies on their 

clients. After all, auditor files are a reflection of their clients so in most cases poor files are nothing 

but a reflection of the poor control environment of the client. 

Has FRC inspection results also resulted in an increase in significant control deficiencies or qualified

audit opinions? It is therefore na'ive to assume that more toughness on the part of the regulator will

change the world. It will not. One cannot expect the auditor to significantly challenge management

who are ultimately putting bread on the table for their children.

To further prove this asymmetry of incentives, consider a structure where the FRC is being paid by

the audit firm. No matter how professional FRC is, how good their technology is, or how well they

are trained, the tone of inspectors when they are face to face with auditors would fundamentally

change. If I pay you, I control you.

I am supportive of a tough regulator. I am also not implying that auditors are always succumbing to

management pressure and not complying with their obligations. However I do believe that, in the

absence of an environment where auditors are fully incentivised to findmaterial errors/fraud, and

the asymmetry of incentives between the auditor, FRC and the client is fixed, we will not see a

significant shift in audit quality.

In summary, there is a problem with audit quality but it's because incentives are not aligned with

shareholders. CMA's paper does not identify all root causes and the main root cause of the toxic

relationship between auditors and their clients has not been sufficiently addressed.

Limitation 2: Concept of Empowerment 

Consider a big terrorist event in the state of New York. One could argue the law enforcement

agencies failed to prevent the event and assume there's some truth in that. Now, would you

consider punishing the police force or would you empower the police force (more resources,



training, or more powers via legislation). Punishing your police force (unless there is criminal 

conduct) is never going to be the solution. In the current context, it may be fashionable to score 

points by threats of "break up" (which has a connotation of inflicting pain) but I think if the role of 

audit is important and if there is agreement that auditors do serve a purpose, then any remedy 

needs to be analysed from the lens of "empowerment". I would like to understand which (if any) of 

the CMA's remedies leads to empowerment of auditors. 

Limitation 3: Where is the human side, CMA? 

Market imperfections aside, the majority of auditors have consciously chosen audit as a career. The 

last few years have been tough on individual pride, and questions from family and friends haven't 

been hugely motivating. There is empirical evidence {CMA is requested to obtain) of an increase in 

early retirements by senior audit partners. Auditor motivation is an important lens as the basis of 

audit quality lies in the eagerness of audit professionals to do a good job. The simple question is: 

How will CMA's proposed remedies impact audit quality by impacting motivation levels of audit 

professionals? 

Limitation 4: The myth of competition 

As the CMA's update paper acknowledges, "Academic research evidence on the link between 

competition and audit quality is relatively limited and inconclusive". Competition works best for 

most companies. For example, more choice in the mobile phones market has meant lower prices 

and better customer service amongst various providers. However, the same concept does not apply 

to the audit industry because of a number of reasons. Firstly, as the paper acknowledges, the 

ultimate customer i.e. the shareholder does not directly observe quality of service. Introducing 

more players in the market (who are all still controlled by management and work with the same 

toxic incentives) may lead to more auditors in the market i.e. a bigger club but very little, meaningful 

change in quality. I am equally unconvinced if this will lead to lowering of prices either but that is still 

more likely than improvement in quality. 

Secondly, as the paper notes, audit quality is hard to measure. Most stakeholders resort to FRC 

grades as a gauge in the absence of any other objective metric but we know that this metric has 

inherent limitations. In other markets (e.g. utilities) you could simply have customer surveys or 

ratings as an indicator (e.g. BT vs Vodafone) but this cannot be extended to the audit market due to 

its inherent nature. 

Thirdly, CMA's current view is that more firms will make the environment more competitive and that 

clients will choose auditors based on the best quality is not grounded in empirical evidence. Granted 

there are only 4 firms but why is 4 too small a number? [   ]. In such circumstances, it is hard to 

imagine how an addition of another firm will significantly shift the current focus af firms on audit 

quality. 

Overall, there may be benefits in adding more members to the club, the biggest of which may be the 

trickle down of profits from the elite 1% to the middle class through the smaller firms (e.g. profit per 

partner increase in BOO) but the high intensity of competition and the resultant impact on audit 

quality is a myth that is not supported by theoretical or empirical evidence considering the unique 

nature of the audit sector. 








