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The Review team is to be complimented on achieving a survey of the issues around auditing which
manages to be both brief and thoughtful.

Rather than responding to individual points, we invite you to consider a monograph on audit reform
published by the Centre for Studies in Financial Innovation in 2003, a copy of which is

attached. Despite the passage of time, most of its observations remain valid today, and touch on
many of the questions raised in your paper.

The proposal for reform in the attached monograph is based upon breaking the link between
statutory audits of subsidiaries and the audit of the consolidated accounts (also known as the group
accounts, and which are generally the ones that are prepared for the benefit of shareholders). An
important consequence of breaking the link between the audit of the group accounts and the
statutory audit of subsidiaries is that, by enabling the audit to be done in a top-down way, it
removes the need for an integrated global network of auditors. One particular point to clarify is that
it does not involve the auditors of the group accounts placing reliance on statutory audit work,
which would make the group auditor primarily an assembler of audit opinions prepared by others,
but is a self-sufficient exercise in building up evidence to support an independent audit opinion. The
viability of this approach to group audit was successfully tested 20-odd years ago on large, complex
multinationals as part of an R&D programme for a global audit firm.

When freed from the obligation to share work within a global network of statutory auditors, group
auditors are more likely to visit locations themselves, possibly employing local expertise as a
supplement. Consequently, one of the principal barriers to entry in the large company audit market,
impairing both the existing challenger firms and preventing new entrants, is removed. If this were to
be combined with a different approach to audit reporting, one which made the audit’s quality more
transparent to users of accounts, then it would create increased competition in quality as well as in
price and service.

Various other changes that would be helpful in making this system work as well as possible are
outlined in the attached. All are foreseen by the questions asked in your paper.

One additional point relevant to the scope of your review is that commentary by those outside the
accounting profession generally betrays a conflation of financial reporting and audit. Some so-called
audit failures seem to have been at least partly due to aspects of the accounting requirements. So
long as the public conflate audit and accounting, it will be difficult to achieve a sustained increase in
public confidence by dealing only with the former.

Finally, a note of our credentials in this area. The author of the attached monograph was formerly a
partner in a large audit firm where he spent some years working on audit research and
development. He co-founded Independent Audit Limited in 2002. Our firm does not undertake
statutory audits and main part of our business is undertaking reviews of board effectiveness. In the
course of these we see a lot of audit committees and their work, including the oversight of the
external auditors. We have on occasion helped audit committees with their assessment of the
effectiveness of the external audit process, but this is not a significant part of our business.

Jonathan Hayward
Director
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NUMBER SIXTY APRIL 2003
Thinking not ticking:
Bringing competition to the public interest audit

Jonathan Hayward

Preface

This paper is about how our system of auditing large company financial statements could be made better. The topicality
of such a subject is obvious and needs no explanation. However, it may be helpful to say a few words on what this paper
is not about.

Most importantly, it is not about company reporting or accounting standards. There are papers to be written about this,
in addition to the several million already written; but this paper is quite long enough even without straying into this
territory. Instead, I make the simplifying assumption that the purpose of corporate reporting is to enable informed
decisions to be made on the basis of a proper understanding of a company’s past performance, present condition and
future prospects. (Most people seem to agree that this is a reasonable, albeit oversimplified, objective, even though many
would also say that corporate reporting could and should be improved to bring it closer to fulfilling that objective.) This
paper deals with the auditor’s role in giving assurance that a company’s reporting is good for this purpose — or at least as
good as is possible within the existing limitations of corporate reporting. There may be some implications for corporate
reporting, but these are not the focus.

Nor does it deal with the role and responsibilities of non-executive directors, other than where directly relevant to the
appointment and control of auditors. Again, this is a separate topic.

Finally, it does not presume that audit exists for the sole purpose of protecting investors. The fact that statutory audit
reports are addressed to the members of a company does rather suggest that it is for the benefit of sharcholders, and this
is a point that auditors are very keen to emphasise whenever the question of liability to anyone else comes up. Nonethe-
less, there are grounds for supposing that, irrespective of the legal liability, the actual purpose of audit goes beyond the
protection of shareholders.

If audit were only for shareholders, there would be no need for it to be a statutory or regulatory requirement. The
shareholders have the power to decide for themselves whether or not they want an audit. The fact that the state has
decreed that audit is mandatory is a clear indication that some sort of wider good is thought to arise from it.

The possible additional beneficiaries of audit include employees, local communities, creditors, customers, taxation au-
thorities, regulators, a wide variety of interest groups (such as environmental lobbies), and of course those who are not yet
shareholders but who are thinking of investing. In addition to this diverse group of stakeholders, there is another more
general public interest in the efficient functioning of the capital markets, and trustworthy information is essential for this.

It seems to be generally agreed that the public interest is in corporate reporting being as close to “the truth” as is possible.
It is important to remember that this interest is not necessarily shared by individual stakeholders — a fact that becomes
significant when considering who should control the appointment and activities of auditors. In particular, shareholders
benefit from the overvaluation that might result from overoptimistic reporting, so long as it continues until after they sell
their shares. The shorter-term their horizons, the more likely they are to benefit from any overvaluation. The prevalence
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of share option schemes has also turned many senior managers of corporations into investors with short-term horizons,
while the performance of institutional investors is increasingly being measured over periods of months rather than years.

The discussion in this paper is framed around large company audits, as that is where public interest issues become most
visible. It is also the area where the lack of competition has become an acute problem. However, the arguments and
proposals should be read as applying to all companies in which there is a high degree of public interest, irrespective of
size; I therefore use the terms “large company” and “public interest company” interchangeably.

Auditing is a very wide-ranging topic with lots of interconnections between its different aspects. I have dealt with this by
allowing occasional repetition, which makes for a longer but easier read than if the document was filled with internal cross-
references. Also, I have referred to auditors as “he”. This should of course be read as meaning “he or she”. In my
experience, women frequently make the best auditors, but the unfortunate fact is that there are relatively few women in the
senior ranks of the audit firms.

Finally, I must acknowledge the invaluable help given to me by a number of most perceptive critics, who between them
represented investment institutions, regulators, lawyers and two of the Big Four audit firms; by Professor Michael Power
of the London School of Economics, who, in addition to his astute advice on the content, was also able to reassure me that
I wasn’t inadvertently revealing secrets of my former firm; by my colleagues Richard Sheath and Laura Ball, whose
patience was severely tested but remained unbroken; and by the late Gabi Beau, who until her untimely death served as a
constant source of inspiration in the unlikely field of audit reform.

Jonathan Hayward
jonathan.hayward@independentaudit.com
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Current reform
proposals
miss the
point...

1. Summary
The audit problem

There are two fundamental problems with independent audit. The first is that it isn’t independent
atall. Itis inreality —and, as things stand, inevitably — closely aligned with company management.
The second problem is that it is an uncompetitive market, dominated by four large firms. This
paper shows how these two problems are interdependent and how they can be tackled together.

Our system of audit is built on compromise. In effect, we require an auditor to take on the role of
“honest broker” between the public interest and the interests of management. But the scales are
not evenly balanced. Not only is the auditor financially dependent on management, but there is
almost always some degree of emotional alignment. At its simplest, this is shown by the way that
auditors speak of “the client”, meaning not shareholders but management. This situation leads
to unconscious bias, even in the most honest and rigorous auditors; at worst, it sets the stage for
an Enron-type audit disaster.

Trying to tackle “the audit problem” by banning certain non-audit services misses the point and
would make no significant difference. Non-audit fees are a symptom of the supportive and
mutually-beneficial relationship between auditor and client, not a cause of the problem. Other
varieties of fine-tuning will also make little difference. What is needed is to break the commercial
relationship which is the basis for the alignment between auditor and management and so enable
an inherently more independent and objective view.

Proposals for putting greater responsibilities on audit committees will on their own do little or
nothing to alter the fundamental dynamics of the practical, day-to-day circumstances which for
decades have been encouraging auditors to become aligned with company management.
Furthermore, it will not be easy for audit committees to meet these new obligations. The audit
committee is expected to exercise greater supervision of financial reporting and internal control,
as well as of the external auditors. Its main sources of information are the management and the
auditors themselves. This is not an easy situation for the audit committee. The proposals
contained in this paper will not only alter those dynamics, but will also provide audit committees
with independent, expert support to help them fulfil their new responsibilities.

Global service providers to management

Over the last couple of decades, audit firms have evolved into global professional service firms,
with the audit as the basis for wide-ranging business relationships with clients. Good auditors
develop strong and supportive relationships with management, who come to rely on them for
help in getting things right. This includes help in producing financial statements that comply
with professional and legal requirements, and which both management and the auditor are prepared
to sign. This is not a wholly independent and objective view; but it is a valuable and necessary
function, and one whose importance will increase as business reporting moves closer to real
time.

So don’t try to force the Big Four to reverse their evolution and become pure audit providers
rather than global service firms. Apart from anything else, any such effort to put the genie back
in the bottle would certainly be slow to achieve results, and would probably fail, since the Big
Four’s business models are entrenched in dependence on non-audit work. Instead, let them
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The public
interest
audit

continue to pursue the strategies proclaimed by their websites. Let them be global service
providers to management, performing audits as part of a service to help management produce
accounts which comply with law and professional standards. It’s a valuable role, and it’s what
they are organised and resourced to do.

Evaluators - the new public interest auditors

Meanwhile, the public interest in large company audit can be met by the emergence of a new
class of public interest auditors who are genuinely — totally — independent of management and
external to a company’s processes. These small, specialist firms (here called “evaluators” to
distinguish them from existing auditors) would exist solely for the purpose of providing assurance
on public interest accounts. This means that they would audit only a relatively small number of
large and other public interest companies. Importantly, they would be prohibited from doing any
work that was in the gift of management, and they would not normally perform the statutory
audits of subsidiaries. They would not replace the existing system of audit, but would be
complementary to it.

There are a number of commonly held presumptions about audit which on examination turn out
to be incorrect. These include the presumption that only audit firms with extensive global
networks and large numbers of staff can audit multinational companies. In fact, the techniques
already exist for performing high-quality independent audits, at a group level only, with a small
number of expert staff and little or no network of offices.

Because the resource demands are small, these evaluator firms could be formed from scratch or
as newly created divisions of medium-sized accounting firms. They could even be formed by
insurance companies, rating agencies or specialist consultancies. They would be organised
around small teams of experienced, expert people, and not around trainee accountants. They
would compete on their independence, expertise and quality of assurance. They would be
profitable enough — and their work interesting enough - to attract high quality people.

Appointment

In principle, all auditors — and evaluators — should be appointed by a body which is totally
independent. In practice, it is likely that appointment will continue to be in the hands of audit
committees, whose own independence is variable — and, even after the recent report on non-
executive directors by Derek Higgs, this is unlikely to change overnight. But this weakness can
be overcome if evaluators are appointed for fixed, non-renewable terms of between three and five
years. After appointment, their only interest will be in the maintenance of their public reputation,
to help them win replacement work from other sources. Because the conventional auditor will
continue in place and serve as a source of information, this regular change of evaluator will not
cause a loss of client knowledge which might impair the quality of the evaluator’s work.

A proposal which should be investigated further is for independent evaluators to be appointed
by insurance companies as part of a “financial statements insurance” scheme. Ifit could be made
to work, this scheme would transfer much of the responsibility for audit quality to the private
sector.

Reporting

Today's formulaic audit reports contain almost no useful information — and consequently
brand has come to be used as a (very unsatisfactory) shorthand for quality. To encourage real
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competition on grounds of quality and independence, and to enable quality to be judged on the
basis of their outputs, evaluators’ reports should contain real content. Realistically, this will only
occur if the reporter’s liability is limited, which is one reason for keeping evaluators quite distinct
from statutory auditors, who are not allowed to limit their liability.

There are likely to be concerns about putting the evaluator’s analytical reports into the public
domain. To address these concerns, evaluators’ reports should be kept confidential to audit
committees. They would play a valuable role in helping audit committees to fulfil their governance
obligations. In due course, as the usefulness of these reports became established, it is likely that
demand would emerge for independent evaluators’ reports, or restricted versions for them, to be
published as “second opinions” alongside the existing auditors’ reports.

Cost

Evaluator fees are estimated to be in the range of 15-35% of current audit costs. These are
additional costs, but are not significant in relation to the benefit of making a dramatic improvement
in the independence and objectivity of public interest audit. And there need be no “invisible”
costs or disruption. Because evaluators are additional to the existing system, it does not require
any major change to existing structures. Nor does it create complications at an international
level. Everything which is currently in progress can continue.

Competition

The (new) evaluator market would be competitive from the outset, and would bring competent
small audit practices back into the picture.

Furthermore, the existence of evaluator reports — particularly when published — would over time
lessen the capital markets’ present unhealthy dependence on Big Four brands in the (existing)
market for combined global professional services and audit. Competition in this market would be
primarily on the basis of quality of service to management. Although the Big Four’s networks
would continue to provide advantage in many circumstances, there would still be new
opportunities for medium-sized firms to compete.

2. Introduction: Dead fish to
black sheep

It’s getting on for 25 years since I entered the UK audit profession as a trainee Chartered
Accountant. Almost immediately I found that parties had become more stressful experiences,
because there was bound to be someone there who would ask “and what do you do?”. The
truthful answer was invariably met with a somewhat distant expression, shortly followed by the
discovery of a need to go and fetch a drink for someone else. The temptation to invent something
more exciting was strong; but, being bound by the Chartered Accountant’s code of ethics and
integrity, [ was of course unable to enter into any deception that was likely to be found out.

Be careful what you wish for, they say, and it’s true enough. For much of the last year, owning
up to being an auditor wouldn’t leave you standing alone in a corner of the room. It would leave
you surrounded by non-accountants eager to share their effortless sense of moral superiority.
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Many of these people seemed to have a particular interest in shredding, of either documents or
reputations.

The epidemic of Enronitis that has been responsible for the auditor’s sudden change of social
status from dead fish to black sheep is now receding, but the condition has left its scars. Even
its most loyal supporters have had to admit that the audit profession has been badly damaged
by Andersen’s role in the Enron affair, coming as it did after a trail of other scandals. The larger
audit firms were even driven to the extremity of putting up the grand total of £40,000 to fund the
Institute of Chartered Accountants in England and Wales “as it defends the reputation of the
profession in the wake of the Enron scandal”.!

Audit reform may no longer be entertaining the public in the pages of the tabloids, but it still
features with unaccustomed frequency in the Financial Times. Select Committees have
enquired; the DTI has reviewed; think-tanks are thinking; academics are analysing (or at least
pronouncing); articles on audit, corporate governance and the threat to global capitalism are to
be found in almost all magazines.

And, of course, the fuss, like most things, is bigger in America. In a perverse way this has
played into the hands of those in Britain who think the status quo here is pretty much okay.
Their reassuring voices are not protecting the self-interest of the accounting establishment;
they are protecting British sovereignty. The country that gave us Enron is now presuming to
tell us how to manage our affairs? Harrumph.

In amongst all the noise, however, a few themes have survived to find their way into the British
Government’s official position on improving the independence and objectivity of audit. These
include:

e stricter audit regulation;
e more active audit committees; and
* restrictions on the provision of non-audit services.

The reforms are all very well as far as they go; but that isn’t very far. They are in fact dealing with
symptoms, and not with underlying causes.

There is also considerable disquiet at the fact that the large company audit market is now controlled
by only four firms. However, nobody seems to have any idea what, if anything, could be done
about it, and the generally preferred approach is to put this particular problem off to another day.

If we want to tackle the causes, rather than continue trying to fine-tune an imperfect system, then
we need to concentrate on two main areas: independence and competition. By tackling these
together, fundamental improvement becomes possible. This paper explains how it can be done.

! “Big firms bankroll fightback”, Accountancy Age, 16 May 2002.
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What’s wrong
with the

way we

do it now?

3. Problem? What problem?

Public servants or profiteers

Before reading —or, for that matter, writing —about reform of our system of auditing, it would be as well
to ask one important preliminary question. Is there actually anything wrong with auditing in the UK?

Opinions on the degree of brokenness vary widely. At one extreme, there is a small but vociferous
group which holds that accountancy firms are at the centre of a web of conspiracies to:

...operate cartels, launder money, facilitate tax avoidance/evasion, bribery
and obstruct enquiries into frauds and deliver shoddy audits.?

Coming at the end of this list, shoddy audits might seem to be one of the lesser evils, but they are
in fact central to the accusation of “anti-social practices” by which audit firms “pick up fees whilst
the public picks up the cost of lost jobs, savings and investments”.?

The accusations go further still: partners and employees of audit firms are not merely anti-social,
but complicit in an anti-democratic conspiracy:

...through their intimate knowledge and ability to work the international
financial system, the [large firms] are aiding in aggressive tax minimisation
that ultimately undermines democratic government; implicitly supporting
dubious financial regimes and other forms of sleaze.*

Not altogether surprisingly, this point of view is not widely held amongst auditors, regulators or
government.

At the other extreme are the voices of the establishment, reassuring us that audit in the UK is
fundamentally sound, and that although some adjustments might be appropriate, the big audit
failures such as Enron and WorldCom are very much an American phenomenon, caused by
factors specific to the United States and in no way likely to happen in this country. For example,
the then Deputy President of the ICAEW, speaking to the Treasury Select Committee:

Chairman, might I pick up your point. You said if there is a lot to worry
about, we need fundamental change, and I think my position is that we
have had the fundamental change in the UK, and that is the distinction
with the US; the US has not learned the lessons from the late 1980s, the
early 1990s, and I think we have had the fundamental change in the UK in
both financial reporting, corporate governance, and in auditing. What

2 Austin Mitchell and Prem Sikka, Dirty Business: The Unchecked Power of Major Accountancy Firms,
Association for Accountancy and Business Affairs, Basildon 2002, page 50.

3 ibid, page 28.

4 New Economics Foundation, Five Brothers: The Rise and Nemesis of the Big Bean Counters, London 2002.
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we need now is to build on that, and it is quite a lot of, but it is incremental
change rather than fundamental change.’

In the first half 0o 2002, however, as much of the world gazed in rapt fascination at the spectacle
of Andersen hurtling over the edge of the precipice, commentators were increasingly clear that
more than this was needed. The Economist headlined an article “the entire auditing regime
needs radical change”, and concluded:

It is time for another effort to realign the system to function more in
shareholders’ interests.°

Implicit in this sentence is the suggestion that efforts had been made in the past, but without
success. However, as time passed, a certain weariness crept in, with the recognition that this
opportunity to realign the system in shareholder’s interests would also pass, unless a higher
authority stepped in to shake things up:

American auditors now face strict new laws on audit independence. But
British accountants reckon that their greater abilities mean that there is
no need for radical reform... The government is not so complacent...
since the profession, on both sides of the Atlantic, has come up with
little to stop its members cuddling up to clients, it may have to start
listening with a more open mind to ideas from outside.”

These hopes that the British Government would take on the role of Scourge Of The Accounting
Establishment proved to be misplaced. The omens were clear at quite an early stage:

For now at least accountants have persuaded government and regulators
on this side of the Atlantic that not all the industry’s current problems
are of its own making. .. Thanks in no small part to Peter Wyman [president
of the ICAEW and a partner in PricewaterhouseCoopers] ...ministers
currently appear convinced that an eye-catching sweeping reform of
accountancy is not necessary.?

The joint Treasury/DTI Co-ordinating Group on Audit and Accounting published its report in
January 2003. Described by the Secretary of State as “a balanced but robust approach™, it was
welcomed by the auditing profession but dismissed by the Financial Times as “terribly, terribly
cosy”:

¥ Accountancy Age, 6 February 2003.

5 Peter Wyman, then Deputy President of the Institute of Chartered Accountants in England and Wales,
giving evidence to the Treasury Select Committee on 10 April 2002. Recorded in Minutes of Evidence HC
578-1 of Session 2001-02, The Stationery Office Limited, London.

® The Economist, 7 February 2002.

" The Economist, 13 July 2002.

8 Accountancy Age, 5 September 2002.
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Were they breaking open the champagne bottles in the offices of Britain’s
Big Four accountancy firms last night? They certainly should have been
as the government’s post-Enron reviews of auditing and accounting
issues turned out to be remarkably benign for the industry’s leaders.

...the government has fallen in line with the industry’s pre-emptive move
merely to change the lead audit partner every five years; it has pushed
on to a new, independent accountancy regulator the task of examining
whether certain non-audit services, such as tax planning, pose conflicts;
and it has abandoned thoughts of an anti-trust inquiry..."°

The other main feature of the CGAA report is its enthusiastic support for the recommendations
of the Smith Report!', placing much of the practical responsibility for controlling auditors on
audit committees.

Altogether, it rather looks as if events are once again conforming to the pattern described by an
astute observer in 1997:

Particular audits may go wrong but not audit as such. Consequently, a
certain cosmetic reform is visible in the wake of crisis. Auditors are
censured, conferences are organised, articles are published and, very
often, new audit guidance is issued. Things settle down until the next
time. "

Riding two horses

It’s a great pity that one of the main alternatives to the establishment line on audit comes
wrapped up in anti-global, anti-capitalist polemic, causing most people to dismiss it out of hand.
Similar assaults have been made for at least 20 years without noticeable results.!* But there are
some important issues that need to be addressed by those who want to make our financial
system work better. The system isn’t corrupt, but nor is it the best of all possible worlds. It
could undoubtedly be improved.

I was a partner in a large audit firm for just under 10 years. At the time, it certainly did not feel
as if [ was engaged in a vast criminal conspiracy or busy undermining democracy. We were
indeed trying very hard to make a generous profit, but we were also always conscious that the
enormous value of our brand came largely from its association with integrity and trustworthiness.
Putting the firm’s name on an audit report is not lightly done.

Auditors view themselves as the guardians of the public interest, keeping an eye not only on
management’s external reporting but also on the general conduct of their business. After all,

1030 January 2003.

" Audit Committees — Combined Code Guidance, Report and proposed guidance by an FRC-appointed group
chaired by Sir Robert Smith, Financial Reporting Council, London, January 2003.

12 Michael Power, The Audit Society, London 1997, page 33.

13 See for example M Stevens, The Big 8, New York 1981.
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even though they employ practically every caveat known to the legal profession and can feel
fairly sure that there isn’t much an aggrieved claimant could get to stick, it still doesn’t reflect
well on them if a client goes spectacularly bust, or has its dodgy business dealings plastered
across the pages of The Sunday Times (or The New York Times).

At the same time as they stand on this high moral ground, auditors are also convinced that they
are some of the world’s best business advisors, whose invaluable insights will give those who
are fortunate enough to be their clients a real competitive edge. The more expert they can
become, and the more their audits come to be seen as valuable diagnostics of business
performance, the more they can grow a valuable relationship as trusted business advisors to
management.'* And quite apart from any question of earning non-audit fees, it’s this which
provides much of the intrinsic interest and job satisfaction for auditors.

When they stop to think about it, auditors acknowledge that this is riding two horses. On the
one hand, they are keeping something of a controlling eye on management on behalf of investors
and the public interest. On the other hand, as can be seen from a cursory glance at any Big Four
firm’s website, they are assiduously cultivating the status of management’s right-hand men,
able to provide almost any professional service to help them achieve their business objectives.
Keeping these two things going without falling between them is undoubtedly an extremely
challenging responsibility. Fortunately for the public, there can be no-one better equipped to
fulfil that responsibility.

The vast majority of auditors are indeed responsible professionals who are very conscious of
their public responsibilities. They know that the public can trust them, and so the system is
self-evidently as good as it could be. And of course, self-regulation is self-evidently the best
form of regulation.

The large firms’ responses to the present crisis of confidence in auditing are thus entirely
predictable. There is no reason for any lack of confidence; everything is quite all right really.
Just calm down, don’t do anything in a hurry — and most certainly don’t make any ill-considered,
knee-jerk changes (a category that seems to include any reforms that might actually have much
effect, or anything from America regardless of its merits).

From within, this attitude is a noble self-confidence. Auditors genuinely believe that they are
protecting the public interest, and that what they are doing is the best way to do it. But their
dismissal of public concerns can appear patronising to those on the outside, and exposes them
to the charge of placing their profits over their public responsibilities.

Our present system of auditing is not providing investors and the public with the degree of
confidence that it should. The profession’s response to this has been to label the phenomenon
“the expectation gap” and imply that it is the public’s fault for wanting too much, particularly in
relation to the discovery of fraud. As a solution to the problem, this cuts more ice with auditors
than it does with the public. But the situation has persisted, because there is a shortage of
practicable and convincing suggestions for how to make real improvements. Suggestions from

4 All of the big firms were pursuing similar strategies. Competitive differentiation lay in the speed and
consistency of implementation of the strategy, and in the personal relationships between the firms’ partners
and the senior management of actual and potential clients.
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outside the profession tend to be made without much understanding of what is possible, and
can easily be dismissed as “Kama Sutra” suggestions — interesting but impracticable.'

But many of the supposed barriers to change in auditing are actually matters of custom and
practice, rather than unalterable facts. If we take a fresh look at the problem, and think about
how to approach it from a different angle, we will find that some relatively simple measures could
cause far-reaching improvements.

Our analysis must begin with a look at some fundamental issues:

* the question of rule-based versus principle-based systems;
* the way in which the structure of our audit system is inherently compromised; and
e the lack of competition in the large company audit market.

4. Rules or principles?
True and fair

It has become something of a cliché in recent months to say that the self-evident (on this side
of the Atlantic, at least) superiority of the UK system over the system in the US lies in the fact
that here we are governed by principles, whereas over there the rule book is dominant. Under
our system, we are repeatedly assured, Enron could not have happened.

This statement is in fact only partly true. It is instructive to examine it more closely. It may be
true insofar as it relates to financial reporting. However, in relation to auditing — as distinct from
financial reporting itself — our system is, in practice if not in theory, rule-based.

The essential differences between the UK and US approaches is shown by the different wording
in audit reports on each side of the Atlantic. In both countries, most of the verbiage consists of
various caveats and descriptions intended to make it clear what the auditor cannot be blamed
for. The critical part is to be found in the audit opinion punchlines.

The UK version centres on “true and fair”:

In our opinion the financial statement give a true and fair view of the
state of the group’s affairs as at ... and of the group’s profit for the year
then ended and have been properly prepared in accordance with the
Companies Act 1985.16

The concept of “true and fair view” is fairly widely understood in the UK and might loosely be
taken as meaning that the story being told by the accounts does indeed give a reasonable
version of what actually happened.'” Accounting standards and Companies Act requirements

15 Stella Fearnley, Financial Times 11 July 2002.
16 Auditing Practices Board Bulletin 2001/2, emphasis added.
'7 This interpretation of “true and fair” is not to deny the existence of the well-established “expectation

gap”. It is clearly the case that public expectations of audit are greater than the profession’s, particularly but
not only in relation to uncovering fraud.
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are there for the purpose of helping companies and auditors achieve this objective on a consistent
basis, and are not an end in themselves. The Companies Act makes this explicit when it requires
that, should the strict application of accounting standards and Companies Act requirements
lead to the financial statements not giving a true and fair view, they should be overridden. The
obligation to give a true and fair view takes priority over any particular rule.

Perhaps in consequence, accounting standard-setters in the UK are clearly focussed on the
objective of giving a true and fair view. Allowing for the fact that they will never please
everybody in every respect, they have on the whole done a pretty good job of keeping standards
sensibly aligned with that objective.

The American version of the audit report, on the other hand, uses a form of words which is
different, although the uninitiated could be forgiven for not immediately spotting the significance
of the difference:

In our opinion, the financial statements referred to above present fairly,
in all material respects, the financial position of X Company as of [at]
December 31, 20X2 and 20X1, and the results of its operations and its
cash flows for the years then ended in conformity with accounting
principles generally accepted in the United States of America.'®

Auditors in the US take those words to mean something along the lines of “these accounts have
had a reasonable crack at complying with the rules”. In effect, companies and their auditors are
only required to follow the rules, and the responsibility for achieving a sensible outcome (namely,
accounts that actually mean something) therefore lies with the accounting standards, and not
with the preparers and auditors of accounts.

US accounting standards are more voluminous, more prescriptive and less grounded in common
sense than British ones. Their standard setting regime appears to have been more open to the
influence of vested interests. For whatever reason, US accounting standards permitted Enron
to exclude large losses and liabilities from its accounts. British accounting standards would not
have permitted this treatment. Even if they had, a UK auditor would have been required to
invoke the “true and fair override” in order to produce a set of accounts that showed a meaningful
picture. No such obligation exists in the US.

To this extent, then, our system is different from — and superior to — the US one, and would have
reduced the likelihood of Enron happening here. However, this is only half of the story.

A principle-based system of financial reporting provides a framework in which management can
employ the most suitable methods to convey the economic reality of a company (at least to the
extent that financial reporting can achieve this at all). Of course, freedom can be abused, and the
flexibility of the system also offers management the opportunity to choose methods which
achieve less than ideal results.

For the principle-based system to work properly, therefore, it is essential to have auditors who
operate in a way that is consistent with its objectives: who think in terms of principles, not

18 Statement on Auditing Standard 93, American Institute of Certified Public Accountants 2001, emphasis
added.
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rules, and whose mission in life is to ensure that management’s choice of accounting methods
has in fact achieved the most desirable outcome.

But when you turn to look at how auditing is actually regulated, managed, taught and even
thought about in the UK, you find that we aren’t very principle-based at all. In these respects,
our system is really not very different from the American one. We are trying to make our
principle-based accounting system work by employing auditing which is more than a little rule-
based.

Free from misstatement

Start with the question of what an audit is. It’s actually quite difficult to find a comprehensive
definition: it turns out that, in practice, audit is described in terms of either its purpose or its
process — and predominantly the latter.'

The UK auditing standard SAS 100 gives the objective of an audit as:

...to provide reasonable assurance that the financial statements give a
true and fair view (where relevant) and have been prepared in accordance
with relevant accounting or other requirements.?

Curiously enough, this inoffensive statement is not actually part of the “basic principles and
essential procedures” which technically constitute Auditing Standards, but is merely “guidance”.
That part of the text which forms the official Auditing Standard is set out in full below:

In undertaking an audit of financial statements auditors should:

a) carry out procedures designed to obtain sufficient appropriate audit
evidence, in accordance with Auditing Standards contained in SASs, to
determine with reasonable confidence whether the financial statements
are free of material misstatement;

b) evaluate the overall presentation of the financial statements, in order to
ascertain whether they have been prepared in accordance with relevant
legislation and accounting standards; and

c) issueareport containing a clear expression of their opinion on the financial
statements. (SAS 100.1)

In the conduct of any audit of financial statements auditors should comply
with the ethical guidance issued by their relevant professional bodies. (SAS
100.2)

19 The best general definition of audit that I have been able to find combines the two elements of purpose and
process, with process being given precedence: “An audit is a systematic process of objectively obtaining and
evaluating evidence regarding assertions about economic actions and events to ascertain the degree of
correspondence between these assertions and established criteria and communicating the results to interested
users.” American Accounting Association, A4 Statement Of Basic Auditing Concepts, Sarasota, Fl., 1971.

20 Statement of Auditing Standards 100, Objective and general principles governing an audit of financial
statements, Auditing Practices Board 1995.
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According to the Auditing Standard, the purpose of evaluating the financial statements is not
to determine whether they give a true and fair view — whether the story they tell is a realistic one.
That objective is merely guidance. The official purpose is to ascertain whether the accounts
have been prepared in accordance with relevant legislation and accounting standards.?!
Accordingly, audit activity is summarised as procedures aimed at determining not whether the
accounts give a true and fair view, but whether they are free of material misstatement.

You might argue that this is splitting hairs, that “free from material misstatement” means the
same as “true and fair view”. But there is a subtle — and important — difference between
something being right, and something not being wrong. The latter enables considerably more
emphasis on compliance with the rules. And I am not aware of any evidence to suggest that in
practice UK auditors approach their work with a mindset which is different in kind from that of
their American colleagues. There may be a difference of degree, but the same broad outlook on
life can be observed. A quality audit is one which has followed its proper process, as set out in
the applicable rule-book. Its purpose is to detect errors — and errors are most readily defined by
reference to whatever rules might apply.

The process of audit

The idea that an audit is a process to look for errors pervades auditing literature. Textbooks,
methodology manuals and academic papers almost all concentrate on procedures, rather than
on outcomes:

“Official and semi-official techniques define good auditing in terms of a
series of procedural inputs which can be more or less programmed into
the audit process and which leave room for practitioner judgement. But
they do not touch, other than by mere assertion and in the most general
terms, the relation between these procedures and the production of levels
of assurance.”

This philosophy underpins Auditing Standards. These originated in the 1980s. They reflect
the then current practices of the large audit firms who were the main providers of resources,
both human and financial, to the Auditing Practices Committee, and were drafted in a style
which enabled them to apply to a wide variety of audit approaches. This was not just to suit the
big firms, but was an inevitable consequence of trying to describe an audit in terms of process.
Every company is different, and its audit must necessarily be adapted to the characteristics of
its business, accounting systems, types of transaction, organisation, and other things. The
audit process will therefore vary from case to case; so it can only be described in very high level
terms.

Although the APC was replaced by the Auditing Practices Board in 1991 and auditing standards
were comprehensively rewritten to bring them into alignment with International Standards on Auditing,

2! The purist might point out that legislation requires accounts to give a true and fair view, and so this concept
does indirectly feature in the auditing standard’s purpose. This is logically correct, but does not affect the
face value emphasis of the standard.

2 Power, op cit, page 30.
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they retain both their essential vagueness and their process-based approach.”® For example, SAS
200 on “audit planning” consists of the following mandatory requirements, quoted in full:

Auditors should plan the audit so as to perform the audit in an effective
manner.

Auditors should develop and document an overall audit plan describing the
expected scope and conduct of the audit.

Auditors should develop and document the nature, timing and extent of
planned audit procedures required to implement the overall audit plan.

The audit work planned should be reviewed and, if necessary, revised during
the course of the audit.

This is expressed in such high-level terms that it provides no practical guidance. So audit firms take the
outline processes described in auditing standards and turn them into methodologies. These set out the
steps to be followed from beginning to end of an audit, in a sequential process whose main phases are
often known as “planning, execution, completion”. Some firms have decision trees or expert systems
to help deal with all the variations in circumstances that might occur, while others seek flexibility
through careful wording. Either way, the audit is clearly seen as a process to look for errors.

Audit quality is primarily defined in terms of compliance with the required process. Computerised
audit systems check that mandatory steps have been recorded as completed, but cannot check how
much thought went into them. The firms’ internal quality reviews are designed to see if files show
that the steps in the firm’s audit process have been completed. Audit teams undergoing internal
quality reviews will scurry around to ensure that all necessary checklists have been completed and
are on file. They do not usually expect to receive much challenge on the extent or quality of the work
that was done.

This approach to quality is replicated by the Joint Monitoring Unit, the UK profession’s quality
review body, whose approach concentrates on ensuring that an audit firm’s own compliance
procedures have been operated.*

Preparers of accounts

Auditors are trained mainly from the perspective of preparers of accounts, rather than as users.

Almost all auditors in the UK’s large firms trained with one of the three Institutes of Chartered
Accountants, the English and Welsh Institute ICAEW) being the largest. Their training covers
arange of subjects: assurance and audit, taxation, business finance, and commercial accounting.
The accounting syllabus includes both preparing and understanding accounts.

23 Recent work by the APB on developing standards on “input” and “output” rather than just “process” is a
start, but much more needs to be done. As UK auditing standards are likely to be replaced by international
standards in 2005, this work should be continued by IAASSB.

24 “The visit always focuses on the firm’s own compliance review... The detailed work concentrates on the
selection and review of client files and may include reperforming a sample of your cold file reviews undertaken
as part of your compliance review... [in order to] confirm the firm’s results.” Your Monitoring Visit, ICAEW,
undated but available from ICAEW website in September 2002. See also Power, Op Cit, page 113.

CSFI 5 DERBY STREET, LONDON W1J 7AB Tel: 020-7493 0173 Fax: 020-7493 0190 E-mail: info@csfi.org.uk Web: www.csfi.org.uk 15



CSFI

...the UK

is not much
different
from the
uUs

The amount of time that ACA trainees spend learning about understanding accounts is much
greater than it used to be. There have been substantial changes to the syllabus to make accountants
more business-aware. In my day, the accounting syllabus was almost entirely about preparing
accounts. Understanding of accounts consisted of not much more than knowing what a gross
profit percentage was and how to calculate a liquidity ratio. It didn’t begin to improve until
relatively recently. The training regime that existed until only a few years ago was described in
disparaging terms by no less than the President of the ICAEW:

To become a chartered accountant became largely a test of the ability to
retain huge amounts of information in one’s head... Keeping up to date
with ever more new rules began to drive out the ability to use professional
judgement in real life.”

The new syllabus is certainly a great improvement, although opinions vary over the extent of the
improvement. But in any event, it hasn’t yet affected a significant proportion of the auditor
population.?

Of course auditors need to know about financial reporting standards, and need to know how
debits and credits get turned into a balance sheet. But because they have been trained from the
perspective of preparers of accounts, rather than users of accounts, they can be better at
recognising technical errors in accounts than at understanding what the accounts are actually
saying. This qualification sits well with meeting the auditing standard’s goal of determining
whether accounts are “free from material misstatement”.

Post-qualification experience fills out the accountant’s education. However, most accountants
leave their audit firms soon after qualifying, and only a relatively small proportion of the big firms’
total resources actually possess this experience.

A rules-based mindset

We like to think we have a principles-based system in the UK, but in practice it isn’t that
straightforward. The philosophy of audit in the UK is rule-based, and presumes that its purpose
isto detect errors. This is reinforced by professional literature, training and quality procedures.
Not surprisingly, therefore, the mindset of the UK auditor has been drifting towards that of his
US counterpart — particularly as the larger firms have all been introducing “global”
methodologies, which have to be capable of application across the firm’s entire network. The
US is the largest player in any firm’s network, and consequently its approach to audit will
always be the most influential in methodology development.

25 Peter Wyman, Financial Times, 27 June 2002.

26 There are some grounds for wondering whether the accountant, as we know and love it today, is a species
faced with extinction. With a world view formed around structure, order, process and classification of data,
the accountant is outstandingly well adapted to the conditions prevailing in Modernist times. The species is
much less well adapted to the Post-Modernist era, with its emphasis on networks, relationships and adaptability.
The collapse of the dot.coms and the continuing stories of corporate excess have caused a resurgence in the
old-fashioned accountants’ values; it remains to be seen whether this will be sufficient to stop Post-Modernism
in its tracks, or whether it is merely a ‘dead cat bounce’.

16
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We might not have gone to the extremes of the US, thanks mainly to our “true and fair view”
approach. But we have come close enough to make it possible for a UK auditor of average
imagination to see how easily an Enron-type situation could happen over here.

How this is so will become apparent in the following chapter.

5. Riding two horses

An inherently compromised system

It often sounds as if the problem of auditor independence is all about non-audit fees. But this
misses the real point. Non-audit fees are a symptom of the underlying problem, not a cause of it.

The fundamental problem is pervasive and inherent in the system of audit that exists today. It
is succinctly described by one of Britain’s leading accountants, the former secretary-general of
the International Accounting Standards Committee:

The essential conflict of interest is in the audit process itself... If policemen
were selected and paid by burglars, we would not expect the job to be
well done; and even the brightest student will hesitate before seeking
out the toughest examiner.”

The so-called “principal/agent problem” is at the root of the matter. Auditors are supposed to
protect the interests of shareholders by ensuring the truthfulness of the reports given to them
by management. Unfortunately, the shareholders are not a single or stable body, and have
neither the funds nor the formal processes to enable them to appoint auditors for themselves.
Consequently, the appointment is made by the company itself. In practice, this has meant
delegating the appointment of auditors to the management — the very people that the auditors
are supposed to be providing a check on.

In theory, audit committees may have recommended appointments, and investors approved
them at Annual General Meetings, but it was rare for these ever to be more than formalities.
Proposals to make audit committees more independent, and to have greater responsibility for
the appointment and control of auditors, might prove to be helpful, but they will not fundamentally
alter the dynamics of the relationship that is elaborated on in this section.

Who is the client?

My point here is not a new one. It has long been the case that, when an auditor speaks of “the
client”, he is almost invariably referring to the executive management in general, or to the
specific executive with whom he is dealing. Similarly, “client satisfaction surveys” are normally
sent to executive management, not to the audit committee. “Client service improvement
programmes” are about winning the hearts of the management, and “client entertaining” only
rarely involves taking the chairman of the audit committee to Wimbledon (unless he’s also the
CEO of another big company, of course).

27 John Kay and Sir Bryan Carsberg, Financial Times, 2 April 2002.
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In recent months, the audit firms have been trying to teach their staff that the audit committee is
a client, while the Smith Report has been following Sarbanes-Oxley and the SEC in requiring
audit committees to take responsibility for managing the audit relationship. But new processes,
however well thought out, do not automatically result in different behaviours. Even in the best
of likely scenarios, it can be expected to take quite a while for auditors to stop thinking that the
audit committee is something that has to be managed on set-piece occasions, and to start
thinking of it as the body that calls the shots.

The proposals for audit committees are a step in the right direction, and not unhelpful. But they
are facing an uphill struggle. The problem is not just that many years have gone into forming
the large firms’ management-centred client service cultures. Day-to-day practicalities have
always served to keep the auditor’s focus on the management, regardless of the formal processes
around audit committees, and this is not going to change. The working relationship is between
auditor and management, and it normally — and quite understandably — leads to some degree of
emotional alignment, grounded on commercial dependence.

The large firms have now all sold their big-ticket consulting businesses, which has caused
substantial reductions in the headline figures for non-audit fee income. But that actually has a
rather small effect on the daily life of an ordinary audit partner. The relationship between
auditor and management exists irrespective of the amount of non-audit fees that the auditor
earns in any given year.

In practice, if not in theory, management will negotiate the audit fee with the auditor. Only
management has the information necessary for these negotiations, and audit committees will
not be able to do it without them. The audit committee is supposed to review audit reappointments,
but once again members will depend on the management for information, which means that in
practice management can cause the audit to be put out to competitive tender.

Perhaps even more importantly, management has discretion whether to engage the auditor in
any of a wide variety of special projects, many of which would be regarded as perfectly acceptable
by even the most vocal critic of non-audit services; and even has considerable discretion over
the choice of auditor at subsidiaries.?® This means that a substantial proportion of fee income
is in the gift of management, even at a company which might take the strictest possible view of
non-audit services.

In addition, emotional alignment between auditor and client is entirely natural, and tends to
grow over time.” Like most people, management and auditors want to have a trusting and
supportive relationship, rather than an adversarial one, as this makes life both more productive
and more enjoyable for all concerned. And auditors are not trained to view the development of

28 Discretion over audits of subsidiaries is not total — professional practices limit the number of subsidiary
audits that can be done by firms other than the main group auditors — but it is substantial. For example, until
recently Citigroup was audited by KPMG but its subsidiary group Salomon Smith Barney was audited by
PricewaterhouseCoopers. Some companies appear to view this sort of arrangement as a good way of keeping
the auditors on their toes.

29« ..psychological dependence is only one of many problems that arise from a long-term relationship.
Other problems include the development of scripted behaviour with respect to an oft-audited client, and the
development of inter-organizational norms that inhibit the willingness of the parties to engage in open
conflict — with the result that inappropriate compromises are reached.” Kleinman and Palmon, Understanding
Auditor-Client Relationships: A Multi-Faceted Analysis, Princeton 2001, page 122.
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an adversarial relationship and the issuance of qualified audit opinions as successes, but rather
as failures. A success usually comes in the form of a compromise acceptable to both parties.

Audit teams work with client management on intensive projects, both audit and non-audit,
where they are working together under great pressure towards a common goal. This sometimes
leads to a breakdown in relationship, as people fall out under pressure; more commonly, however,
it leads to formation of the bonds which are entirely normal in such circumstances.

In addition, there is a steady movement of people of all levels from the audit firms into management
positions at clients. Although leavers might be more likely to retain feelings of loyalty to
specific former colleagues, rather than to their old firm in general, their personal relationships
can reduce the adversarial component of the auditor-client relationship yet further and increase
the emotional alignment between management and auditors.*

Bias

This alignment of auditor and management matters because of the existence of unconscious
bias. Unconscious bias affects every human being, a category that — contrary to widespread
opinion — does actually include accountants and auditors. The effect on audit is the subject of
recent research, which well describes what most people have at some time or other experienced:

Because of the often subjective nature of accounting and the tight
relationships between accounting firms and their clients, even the most
honest and meticulous of auditors can unintentionally distort the numbers
in ways that mask a company’s true financial status...

Psychological research shows that our desires powerfully influence the
way we interpret information, even when we’re trying to be objective
and impartial. When we are motivated to reach a particular conclusion,
we usually do... without knowing it, we tend to critically scrutinize and
then discount facts that contradict the conclusions we want to reach,
and we uncritically embrace evidence that supports our positions.
Unaware of our skewed information processing, we erroneously conclude
that our judgments are free of bias. ..

...even the suggestion of a hypothetical relationship with a client distorts
an auditor’s judgments. Imagine the degree of distortion that must exist in
a long-standing relationship involving millions of dollars in ongoing
revenues.’!

This bias is particularly dangerous because it “works by distorting how people interpret
information”. So a judgement that seems to all involved to be highly objective can in fact be

30 Despite Enron’s example, we should not rush to conclude that this always works to lower standards. There
are many times when ex-auditors bring with them high ethical standards, as well as technical expertise, and are
positive influences on their new employers. Unfortunately, these don’t get reported. There are also some
notable exceptions to the generalisation that auditors changing sides will increase the emotional alignment
between management and auditor, usually when somebody has left an audit firm in acrimonious circumstances.

3! Bazerman, Loewenstein and Moore, “Why Good Accountants Do Bad Audits”, Harvard Business Review,
November 2002 pp 97-102.
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biased, because it is based on selective information. And this problem arises not because auditors
are bad or even merely weak, but because they are normal people, and unconscious bias in favour
of ourselves and our friends, or those on whom we are dependent, is normal behaviour.

Keeping things in balance

The influence of the commercial relationship and emotional alignment with management, and the
bias that inevitably results from it, is supposed to be checked by a number of counterbalancing
pressures, which should serve to remind the auditors of their obligations to shareholders and the
public interest.

Increasingly high on this list of counterbalancing forces is the fear of litigation. As it has become
more common to sue auditors over company failures, firms have become much more alert to the
risks that they run should it become apparent that their objectivity was impaired or the work of
poor quality.*

Another counterbalance is the threat of a catastrophic loss of reputation if an auditor slips up.
This can and does happen — Andersen’s fate was sealed when, after the criminal indictment,
institutional disquiet reached such a level that client company managements began to calculate
that their share price would benefit from dumping Andersen and appointing a new firm — but it is
extremely rare. Until last year, the big firms had demonstrated a most impressive capacity to shrug
off embarrassing incidents and continue with business as usual.

A more common, and fortunately less all-or-nothing, way of keeping auditors honest is through
regulation. Regulators set rules governing the relationship between audit firms and clients, and
minimum standards for the qualification and behaviour of auditors, as well as for the processes to
be used in an audit, and then police compliance with those minimum standards. (At the time of
writing, the SEC is vigorously pursuing KPMG over its audit of Xerox, and reports from the US
suggest that the large audit firms there are bracing themselves for a very rough time over the next
year or two, as newly-invigorated audit regulators assert themselves.)

The system in the UK and the US requires pressures of this sort to balance the pressures that
arise from the auditor’s commercial relationship with management, so as to keep the auditor poised
between the public interest and the management’s interest. Itis nota very finely-tuned system, even
for dealing with conscious bias, let alone unconscious. We should not be surprised if every now and
then an auditor comes unstuck.

Self-regulation

One of the principal regulators on whom we have depended to keep auditors honest is the Institute
of Chartered Accountants in England and Wales, and its Scottish and Irish equivalents. The Institutes
have wide-ranging responsibilities: they regulate corporate finance, investment advice, insolvency

32 Some commentators (eg Cousins, Mitchell, Sikka and Wilmott, Auditors: Holding the Public to Ransom,
available from http://visar.csustan.edu/aaba/aaba.htm ) have argued that auditors have little economic incentive
to maintain quality. Irrespective of their theoretical case, that isn’t how it feels in practice. Firms have made
strenuous efforts to improve quality because of their alarm over the rising cost of claims against them. It is
arguable that these efforts may be less efficacious than the public would wish, perhaps partly because of the
way that quality is defined as compliance with process, or for other structural reasons, but it is not for want
of incentive.
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and general tax and accountancy services provided by Chartered Accountants, as well as audit.
More damagingly, they are also responsible for the promotion of the profession’s business interests,
which means that unsympathetic critics can dismiss them as mere trade associations. The current
President of the ICAEW is a partner of PricewaterhouseCoopers, the largest audit firm. Most of his
predecessors have also come from the large firms.

In fact, the accounting institutes operate with great integrity, and play a very useful and valuable role
in regulation and technical support. This should not be decried. But there is an intriguing circularity
at work here.

By the very nature of auditing, it is almost impossible for outsiders to have any real understanding
of what audit firms do or how they do it. Bad auditing is presumed when an audit firm is found to be
associated with a bad company or with a bad set of accounts. But good auditing has to be taken on
trust, and must be presumed to be the case if a company’s accounts appear to be satisfactory. This
leads to the situation where:

...the more we are concerned with. .. the financial health of our institutions,
the more we must rely on appearances created by organizations whose very
success is judged by the appearances they create.*

Seen from this perspective, the economic basis of self-regulation is clear. Business success depends
on the appearance of “technical” success. The profession will optimise its profitability if it enforces
standards on all its members so that major disasters are avoided and auditing’s technical success is
not questioned. But there is no commercial advantage in self-regulating any more than is necessary
to maintain the public confidence.

Even the Accountancy Foundation, the recently-created and apparently short-lived body established
to provide independent oversight of the profession, was, according to the ICAEW, set up as part of
the profession’s self-interest:

The current independent regulatory framework under the Accountancy
Foundation was established by the CCAB Bodies [the various accountancy
institutes] in order to provide the public with assurance that the conduct of
the profession, and the standards of all types of work carried out by it, meet
the public interest.**

This is not to say that the Foundation did not serve the public interest. But a self-regulatory
system which sees advantage in inviting independent scrutiny does not thereby stop being self-
interested.

So what appeared to be two opposing forces maintaining an equilibrium is actually a little more
complex than first appears. You might have hoped that regulation would be a direct counterbalance
to the pressures created by the commercial relationship with management. But self-regulation

33 J Van Maanen and BT Pentland, “Cops and Auditors: The Rhetoric of Auditors”. In Sitkin, Sim B and
Robert J Bies (Eds.), The Legalistic Organization, Beverley Hills: Sage, 1994, pp 53-90.

3 ICAEW “Response to the Consultation Document on the Review of he Regulatory Regime of the
Accountancy Profession”, 2002, available from www.icaew.co.uk.
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must inherently be directed at achieving just enough regulation to secure the profession’s position,
through maintaining the “appearances” of success. This is not the same thing as disinterestedly
representing the public interest.

At the time of writing, it has just been reported that the Accountancy Foundation’s responsibilities
are to be transferred to the Financial Reporting Council, a more independent body, and extended
to include setting standards for auditors’ independence, objectivity and integrity.>> It is to be
hoped that the FRC will seize the opportunity to make the regulation of public interest audit
substantially — and visibly — more independent. No system is perfect — occasional audit failures
are inevitable. But a system which is both visibly independent and centred on the public interest,
rather than the profession’s interests, would be better placed to withstand failures and maintain
the public confidence.

Global service providers to management

A system which requires auditors to ride two horses and be kept in balance between the pull of
opposing forces is inherently unstable. It has been made even more unstable by the audit firms’
diligent efforts to reinvent themselves as business advisory firms which also do audits.

The large audit firms have recently rediscovered the importance of audit. But like most deathbed
conversions, this one is less than wholly convincing. For years now, all of the big firms have been
evolving into what could best be characterised as “Global Service Providers to Management”.
One of the many services that they provide is to help the management get out a set of accounts
which meet professional and legal requirements, and to which the firm will put its name. Their
strategies, structures, resources and brandings have all been designed to this end. This will not
be reversed in a hurry. It’s easier to let a genie out of a bottle than to put it back.

One large firm’s Annual Review published in December 2001 devotes its entire first page to
defining the firm, in very large print, as:

...the global provider of advisory services whose aim is to turn knowledge
into value for the benefit of its clients, its people and its communities.

Later in the same document, it spells out how audit fits into the grand scheme of things:

Evolution of our risk-based approach to audit attracts more and more
adherents. By helping organisations and individuals to achieve their
objectives and succeed in the new economy through measuring
performance, managing risks and leveraging knowledge we increased
Assurance revenue last year by 21%...

The [Assurance] practice is... aimed at improving a client’s efficiency
and performance through intimately understanding their business and
the market in which they operate. Attestation services are an essential
part of the way in which we help clients to protect their businesses by
providing a highly valued audit opinion.

35 Review of the Regulatory Regime of the Accountancy Profession, Report to the Secretary of State for Trade
and Industry, London, January 2003.

CSFI 5 DERBY STREET, LONDON W1J 7AB Tel: 020-7493 0173 Fax: 020-7493 0190 E-mail: info@csfi.org.uk Web: www.csfi.org.uk



CSFI

Good reasons
for auditors
to provide
non-audit
advice...

It is possible to figure out from this how the audit firm serves shareholders and the public interest,
as well as management, but you really do have to work at it. Quite clearly, the primary purpose of
the audit service is directed at management.

It would be a little unfair to pick on one particular firm just because it has been more open than its
peers. The fact is that this description of the nature of the firm could have come from any one of
the then Big Five. All were pursuing very similar strategies, although some were rather more
effective in their implementation than others. Andersen was widely regarded as the most effective
in the implementation of this strategy, which might have some bearing on why it ran off the rails.

For some time now, the large audit firms have no longer seen the audit as the reason for their
existence.’® Important, yes; fundamental, no. Performing audits is an important part of the branding
for the firms, all of whom wish to portray themselves as associated with integrity and competence.
But the economic importance of the audit lies in the fact that it forms the bedrock of a close, long-
term relationship with management.

Being the auditor provides the opportunity to develop a relationship of trust, to get to know the
client’s business around the world, to develop personal relationships across all levels within the
company, and to identify areas where the client would benefit from further assistance.

From the point of view of management, there is tremendous convenience and value in having a
large international audit firm available to undertake other services. There are many things that
need to be done in a hurry and/or in remote locations, and the auditors, with their global networks
of professionals who already understand the company’s business and culture, are by far the best
placed to step in and help out with the minimum of bother.

The type of issue which the auditors might be called on to help out with can be straightforward
emergency firefighting, such as investigating trading problems in a subsidiary or providing teams
of junior accountants to help unravel the mess after the discovery of an accounting breakdown
somewhere. It might be more strategic, such as standing alongside the finance director in meetings
with bankers or potential purchasers, or performing due diligence on a proposed acquisition
target. Or it might be helping to identify or remedy weaknesses in the company’s systems.

The genuine merit of this is captured well by Robert Bruce in the Financial Times®', recounting a
conversation with the CEO of a FTSE 100 company:

He saw no reason why he should be forced to buy tax advice, or corporate
finance advice, from a firm that knew less about the intricacies and culture
of his business than the auditors, whose job it was to know the place
inside out.

He has a point. Everyone knows that you get better results if you go to a
supplier who knows you and your business.

3% A friend who was with one of the big firms (not Andersen) a few years ago remembers the celebrations that
were organised by the management when it was announced that audit revenues had for the first time fallen
below 50% of the firm’s total fee income.

378 August 2002.
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The big firms built some of the world’s largest businesses by responding to this need and
making the most of the opportunity they have. The fact that they have recently sold off their
big-ticket consulting businesses hasn’t really changed things. The headline figure of non-
audit fee income is down, and there are some specific services that they are no longer able to
provide. But there’s still a very extensive range of services available, as can be seen from a
cursory look at their websites, and auditors have not stopped aspiring to become trusted
business advisors to their clients.

There is a real benefit to management — and ultimately to investors —in having access to a global
pool of resources with a broad and deep understanding of their business. Clearly, it is also of
significant benefit to the audit firms, both financially and by providing a greater variety of work,
enabling firms to attract and retain higher quality staff.

The large audit firms have spent many years evolving to the point where their raison d’etre is
to provide a range of professional services, which happens to include audit and compliance
services. To adapt the well-known judicial expression, audit firms became neither bloodhounds
nor watchdogs, but Global Rent-A-Mutt, canine suppliers for a wide range of purposes.

Riding two horses leads to accidents

Our current system of audit, based as it is on auditors developing a commercial relationship with
management, counterbalanced by regulation, will inevitably cause auditors in their own economic
self-interest to push the boundaries of that commercial relationship as wide as the market and
the regulators will let them. It would be unrealistic to expect anything else. It would be equally
unrealistic not to expect these circumstances to produce the occasional disaster.

I have no more knowledge of Andersen’s work at Enron than anyone else who reads the
Financial Times (or The Wall Street Journal). But I don’t find it difficult to imagine how such a
disastrous situation could occur, even if the auditor started off with the best of intentions. You
don’t need to suppose either criminal conspiracy or gross incompetence. A perfectly plausible
story could go like this.

David Duncan would not have woken up one morning and thought “I know, let’s collude with
Enron management to defraud stockholders”. He was successful in Andersen, and that success
would have been built over many years by helping clients to achieve their business objectives,
while at the same time keeping them and the audit firm out of trouble. (With only very occasional
exceptions, audit firms have never been very forgiving towards partners and staff who get them
into trouble.)

So when Enron management came along with the first idea for using SPEs (special purpose
entities) to keep certain transactions off the balance sheet — no doubt for what at the time might
have seemed to be entirely valid business reasons — the successful auditor’s first instinct would
be to find a way to help management achieve its objective. Ifit could be made to comply with the
rules — and it has been reported that most of Enron’s SPEs did comply — then the auditor would
have fulfilled his public duty of preventing errors, while at the same time establishing himself once
more as a trusted business advisor and so earning credit from his firm. The firm’s profits would
grow as it followed its strategy of becoming an all-round business advisor, and the successful
auditor would be rewarded with status and an even larger share of those growing profits.

24

CSFI 5 DERBY STREET, LONDON W1J 7AB Tel: 020-7493 0173 Fax: 020-7493 0190 E-mail: info@csfi.org.uk Web: www.csfi.org.uk



CSFI

IfI’d been in that auditor’s shoes, I don’t think my judgement would have been influenced very
much by the size and nature of the non-audit fees that Enron was paying. I’d have been
delighted by these highly visible signs of the fact that I was indeed a trusted business advisor
to a valuable client, concrete evidence that the firm was right to entrust this precious relationship
to me. Losing non-audit fees would have made my success less visible, and probably less well-
rewarded by my firm. But rea/ failure — the only thing other than the threat of a lawsuit that
would have the capacity to keep me awake at night — would be to lose the audit client. If the
regulators had banned certain non-audit services, it would have made not the slightest bit of
difference to my relationship with the management. I would have continued to be economically
dependent on them, and to have measured my success by how well I served them.

This practical view of the fundamental irrelevance of non-audit fees to the issue of an auditor’s
(non-) independence is supported by recent research:

We have no evidence that the extent of non-audit services influenced
the behaviour of the partners faced with the possibility of losing a client.
The issue arising for the AEP [audit engagement partner] is the loss of
the client rather than the mix of the fees arising from the engagement.*®

It probably wasn’t even material, that first SPE of Enron’s. But then there would be another, and
then another, and then another. Seeing the wood for the trees can be difficult, even at the best
of times. I can imagine it being a while before an auditor woke up to the fact that he’d helped to
construct a house of cards. And then what to do about it? Confess, and bring the whole edifice
down on your own head? That wouldn’t be an easy decision for anyone to make. You can
imagine any auditor going through torments as he realised the size of the hole that he’d dug
himself into. No wonder David Duncan seems to have panicked and decided at just the wrong
time to comply with his firm’s official policy on document destruction.

The UK’s “true and fair approach”, combined with our more sensible accounting standards,
should reduce the likelihood of an Enron occurring here. But they won’t necessarily prevent
anything like it ever happening.

Auditors’ training as accountants encourages them to think that an avoidance of errors gives a
right answer. Their approach to quality encourages them to think that an outcome must be
defensible if it was arrived at by means of proper process. UK auditors have the same commercial
relationships with management as American ones. The same pressures are on auditors to help
their clients within the rules. Similar criteria are used on both sides of the Atlantic for judging
audit partner and manager performance.*

And it is unreasonable to expect that newly-invigorated Audit Committees will prevent audit
failures. An Audit Committee’s increased involvement in appointment and supervision of
auditors is a good thing, but there will inevitably be some ambiguity around the independence
of Audit Committee members themselves, and their increased involvement merely adds a further
complex dynamic to an already complex situation. Furthermore, technical expertise alone is not
the answer — Enron’s Audit Committee included a professor of accounting.

3% Beattie, Fearnley and Brand, Behind Closed Doors, Palgrave 2001.

3 No doubt the emphasis on audit quality has been increased in recent months, but it is not likely that whole
systems will have changed.
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two riders”

Horses (and riders) for courses

Having audit firms riding two horses, of management’s adviser and of protector of the public
interest, is inherently unsatisfactory — all the more so given the way the audit firms’ businesses
have evolved into global service providers to management. But the solution to this is not to shoot
one of the horses.

The large audit firms are actually doing something useful when they provide non-audit services.
They wouldn’t get paid otherwise. And as business gets more and more complex, and the pace of
events gets ever faster, the need for such services will become greater.

Instead of shooting one horse, we must recognise that two horses need two riders. Let public
interest audits be done by wholly independent firms who exist for that purpose alone, and not in
order to use the audit relationship as the basis for building global service businesses. Let the big
global firms continue to build their global service businesses by helping management get things
right.

6. Competition, or the lack of it

Going down...

The pace of this amble through the byways of the world of auditing should be able to speed up
here. It cannot take a lot of argument to prove that there is not much competition in the large
company audit market.

Twenty years ago we had the Big Fight. Ten years ago it was the Big Six. Four years ago it became
the Big Five, at which point the EU competition authorities said “thus far and no further”.
Unfortunately, Andersen failed to heed the directive and now we have Four.*

Of the world’s largest companies, all but a tiny handful were audited by the Big Five. Second tier
audit firms have not benefited from the redistribution of Andersen’s clients, virtually all of whom
have gone to the Big Four.

Does it matter?
Lack of real choice seems self-evidently a bad thing:
Consider now the position of a big company that wants to change auditors.

It essentially has a choice of three firms, but it may find that one works for
its principal competitor, or another has a conflict from non-audit work. In

40 This consolidation seems to have arisen largely because business has become more complex and more
global, causing the firms to seek competitive advantage through depth and extent of resources, and more
price-sensitive, leading to a search for economies of scale. Over the same period, presumably as a result of
these competitive pressures combined with the growth of the Big Four brands, we in the UK have seen the
smaller firms which once occupied niche positions in certain sectors of the audit market (such as Spicer &
Pegler in financial services, Neville Russell in insurance and Moore Stephens in shipping) lose their larger
public company audit clients.
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that case, it’s Hobson’s choice —and the one firm in the race will be able to
charge accordingly.”!

The tightening of the big firm oligopoly will undoubtedly create competitive difficulties. Even
with five large firms, it was sometimes difficult to find properly independent advisors in complex
transactions. And the Chairman of the UK Financial Services Authority has spelled out how the
situation is even worse than it might at first sight appear:

We are very concerned about the impact of further consolidation in the
accounting industry. I find it difficult to think that the current position is
in fact stable... because in some sectors, for example the insurance sector,
there are not really four competitors. It is now a position where it is
impossible for any one of these four to fail because anybody would
agree you could not go down to three or two.*

A virtual elimination of choice is inherently unsatisfactory. But it is worth taking a brief look at
some of the specific practical consequences that might be expected to arise from the tightened
oligopoly in large company auditing. These might include:

e increases in audit fees;
e reductions in audit quality; and
* anincrease in the oligopoly’s ability to stonewall any efforts at reform.

The actual likelihood of these possible consequences varies.

Increases in audit fees

It certainly didn’t take long for the auditors to start talking this one up, although of course they
attributed it to the need to do more work, rather than to opportunism.

Quite why more audit work is needed is not clear. Presumably the firms are not inferring that
previous audits were inadequate. In any event, it doesn’t seem to have been a shortage of audit
procedures which caused the problems at Enron, but a failure of judgement concerning facts
which were known to the auditor. It is not obvious how the auditor’s judgement would have
been improved if fees had been higher.

It remains to be seen whether or not the firms will succeed in making their hoped-for fee increase
stick. Reports suggest that so far they are being more than a little successful, with audit
committees not daring to resist demands for fee increases based on audit quality.®

4 Daily Telegraph, 18 June 2002.

4 Sir Howard Davies giving evidence to the Treasury Select Committee on 2 July 2002. Recorded in Minutes
of Evidence HC 758-iv of Session 2001-02.

4 The competitive dynamics in relation to new appointments have been different on the two sides of the
Atlantic. It appears that in the US, where Andersen simply disintegrated, there has been something of a
feeding frenzy as the other big firms fought over its clients, with fees being forced down. In the UK, by
contrast, most of Andersen’s clients were taken over by Deloitte & Touche, with relatively few of those
clients going out to competitive tender. (Those who harbour anti-American sentiments can take pride in the
fact that we seem to have a better-organised and more effective oligopoly than the US does.)
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Reduction in audit quality

This should in theory be a likely outcome of a tightening of oligopoly, but it is unlikely to
happen. For one thing, of course, the breathtaking spectacle of a respected firm vanishing in a
puff of smoke has concentrated the minds of the survivors to a most wonderful extent. This will
only last for a couple of years — human beings have short memories, and things soon begin to
look different — but it’s certainly making an impact now.**

But there is another, more fundamental, and rather unfortunate reason why a reduction in
competition will have no effect on audit quality, even in the longer term. This is because audit
quality simply does not feature to any meaningful extent in the competition between the big
firms. What they actually compete over is the quality of the service to management.

This can be seen quite clearly from the firm’s occasional advertising campaigns, when they are
at pains to market themselves as partners with the management. In fact, it isn’t very many years
since one of the large firms had advertising hoardings across Britain describing itself in those
terms. Today they’re a little more circumspect, but the general message remains the same. The
following text is taken from a Big Four website:

...we help CFOs manage the velocity intrinsic to today’s business climate,
increase the visibility of their organisation’s most important - yet often
intangible - assets, and lead the value creation process for shareholders.

It’s not entirely clear what, if anything, this means; but it certainly doesn’t sound as if it has
much to do with audit quality. Another big firm’s website, meanwhile, offers:

...aservice designed to help our clients reduce risks and inefficiencies in
their business processes. It applies the same skills and knowledge that
the audit relationship delivers to the wider operating needs of the
business... As auditors, we know our clients’ finance processes in great
depth and are therefore in an excellent position to help them review the
contribution that their finance processes make to their overall business
objectives, and to look at the options for improving the effectiveness of
the processes...

Since audit firms don’t compete on the basis of audit quality, there’s no reason to suppose that a
reduction in the number of firms will make any difference to quality.

Even more stonewalling

We have an audit system which is inherently flawed because audit firms are primarily global
service providers to management. But an oligopoly of four firms is unlikely to choose to reform
itself, and in the absence of alternative suppliers it can put up stiff resistance to the imposition of
reform.

4 History seems to show a regular cycle. In the immediate aftermath of a major audit failure, the pendulum
swings sharply towards audit quality, with the audit firms making the avoidance of audit failures their top
priority. Over the years that follow, it gradually swings back, with quality becoming a more routine affair and
the business focus being increasingly on sales growth until the next disaster.
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Even if they were willing to reform, they probably couldn’t. Because of their size and unwieldy
organisation structures, and because their businesses have evolved to be deeply dependent on
providing a wide range of services to their clients, the large firms would as a practical matter find
it extraordinarily difficult to convert themselves into truly independent audit specialists.

Might the recent Sarbanes-Oxley Act, which prohibits US audit firms from providing a range of
non-audit services to audit clients, force transformation on the big firms? It’s possible, but
unlikely. And any change which does result is likely to be more form than substance.

Admittedly, many UK companies are showing signs of infection by the Sarbox virus, as are the UK
subsidiaries of US companies. Audit committees and managements everywhere are hastily
withdrawing consulting contracts from their auditors, while white-faced partners are rushing from
working party to working party trying to figure out how to get large numbers of accountants
excited by the prospect of having to sell to companies that are not audit clients.

But we’ve seen something rather similar before. The present circumstances bear a resemblance to
the situation that arose in the UK some ten years ago, when all but smaller companies were
required to disclose the non-audit fees paid to their auditors. For a year or two, there was a marked
downturn in non-audit business, as companies fought shy of having to disclose significant
amounts. (This time, the unpleasantness is compounded by the high levels of uncertainty over
how Sarbanes-Oxley will actually be applied and enforced, leading many companies to be ultra-
careful.) But it didn’t take long for the fees to make their way back up again, to levels which are
now far higher than they were before — for the simple reason that companies found it very useful
to be able to ask their auditors, who know them and are always available, to help out.

This basic practicality has not changed since then, and companies are already experiencing the
inconvenience and (often) extra cost that arises from excluding their auditors from special
projects. It should not take much time before companies’ knee-jerk reactions wear off and are
replaced by a growing realisation that Sarbox doesn’t actually prohibit much that wasn’t
prohibited already. At that point, business as usual will be resumed.

Pressures today are greater than they were ten years ago. But on the other hand, the firms’
business models are more deeply entrenched in a dependence on non-audit work than they
were then, and consequently will be even more resistant to change.

It does not help that most of the audit firms have already disposed of their large-scale consulting
businesses. Had these been retained, it might have been easier, although still very difficult, for
them to hive off their audit divisions to leave large, well-integrated consulting businesses. As
it is, many of their remaining non-audit businesses — such as tax, risk management and small-
scale consulting — are highly dependent on audit clients for work. Relatively few people in audit
firms actually have much experience of, or aptitude for, selling from scratch, because they have
spent most of their careers in a business which was dominated by audit client relationships.
The most likely outcome is that the firms will struggle along, doing the best they can and making
the most of what they have, until the business recovers. It will be painful, particularly as partner
profitability will be protected as far as possible by cost-cutting, but really radical restructuring
is unlikely.

Even if they did decide to restructure, the audit firms probably wouldn’t be able to get very far
with it before business recovers and the motivation diminishes. Despite their efforts to portray
themselves as global organisations, the big firms are actually confederations of self-governing
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national firms. Andersen was widely perceived as the best-integrated of the Big Five, but it took
no time at all for its non-American firms to put up large notices saying “Nothing to do with us”.
Confederal structures of this sort are very useful for risk management, as they help to keep
lawsuits contained within separate jurisdictions. But they could have been designed for the
express purpose of frustrating effective management and slowing down anything in the way of
significant change.

For example, the audit firms have been struggling for years with the problem of trying to maintain
audit quality in some of their more remote locations, such as across most of Asia. “Will it work
in Bangkok?” is a cry that can be heard echoing along head office corridors whenever anyone
has a new idea. But, despite often heroic efforts, their networks still tend to go their own ways:

The East Asian financial crisis highlighted a number of cases where the
level of assurance conveyed by well-known international firm names
differed significantly from one network member firm to another, and where
the absence of mechanisms normally associated with ownership and
control prevented the uniform enforcement of standards which the
network had agreed upon. #*

Given these difficulties, the firms stand little chance of being able to accomplish anything in the
way of major reform unless it is forced on them. And there is no global regulator with the
jurisdiction to do this — not even the SEC, although no doubt it would like to think otherwise.

There is, however, one global force that might do the trick. That is competition. If genuinely
independent, niche specialists were to enter the public interest audit market, and if the capital
markets were to show that they placed value on independence, then the Big Four would be forced to
choose. They could hive off part or all of their audit arms into separately owned businesses, to
compete as totally independent specialist providers, or they could continue to be Global Service
Providers whose audit businesses were clearly part of their client companies’ processes for getting
things right.

Ifreal reform of the system of audit is equated with reform of the individual large firms that constitute
the oligopoly and dominate the profession’s self-regulatory structure, then it is fairly safe to predict
that not much will happen. Competition is essential to effective reform.

Unfortunately, it is generally assumed that doing anything about the oligopoly is out of the question
because the barriers to entry in the large company audit market are too high. The chairman of the UK-
based Accountancy Foundation is well placed to express an authoritative view:

As a former head of the Office of Fair Trading, he said he thought grounds
existed for the Big Four accounting firms to be investigated by the competition
authorities.

But Lord Borrie, who stressed he was giving a personal view, questioned
whether a solution could be found to the way the Big Four firms dominated
the auditing of large companies. The competition authorities have

4 Claude Trolliet and John Hegarty, Regulatory Reform and Trade Liberalisation in Services, OECD-World
Bank, March 2002.

30 CSFI 5 DERBY STREET, LONDON W1J 7AB Tel: 020-7493 0173 Fax: 020-7493 0190 E-mail: info@csfi.org.uk Web: www.csfi.org.uk



CSFI

traditionally been reluctant to force the break-up of companies or
partnerships.*

Given the complex and nearly unmanageable structures of the Big Four firms described above, the
competition authorities’ reluctance to take them on is quite understandable. But does this really
mean that we are stuck with the status quo? Are the barriers to new entrants really insurmountable?

Barriers to entry in the large company audit
market

A review of competition in the UK professions commissioned by the Office of Fair Trading found no
evidence of cartel activity to account for the concentration of the large company audit market in the
hands of the then Big Five.*” It summarised the lack of competition as arising from the following
characteristics:

Multi-national clients often want their audit or other accountancy work to be
done consistently round the world by a firm with global reach. Although the
second tier firms have tried to set up their own international networks, their
coverage is only partial. Thus, only the Big Five effectively compete for this
work.

Even large national companies often prefer to use a Big Five firm because
they believe their investors feel more comfortable if their accounts are
signed by a firm with a strong reputation...

Barriers to entry in this segment are also high: a new entrant would lack
reputation and would find it difficult to build an international network (as
established second-tier firms have found). A new entrant would also
face a vicious circle in becoming established: it would be difficult to win
business without adequate numbers of staff, and it would be difficult to
attract staff until the firm had a substantial client base.*

In short, the real impediments to competition fall under two headings:
e the insurmountable difficulty of forming the international networks and armies of people
needed to audit multinational companies; and

* the unwillingness of the capital markets to accept unfamiliar brands.

These reasons are widely accepted and frequently repeated. In fact, neither of them should be
regarded as the state of nature.

4 Financial Times, 8 July 2002.

47 The report notes a small number of professional restrictions which reduce competition in the accountancy
profession in general, but these are not particularly significant in relation to large company audits, and they
pale into complete insignificance when set against the other characteristics of the market.

4 Report by LECG Ltd published as part of Competition in Professions, Office of Fair Trading, 2001,
paragraphs 303-5.
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It ain’t
like you
think...

Things are that way because we have allowed them to be that way. They do not have to be like
that.

This sweeping assertion will require some explaining. The best way to do this will be to digress
for a few moments in order to take a look at a few commonly-held presumptions about auditing.
We will find that the status quo rests on a raft of myths.

7. A brief mythology of auditing

Myth one: There’s only one way to do an audit,
and it’s boring

The case that audits really are boring is made at regular intervals by the big firms to support
their case that they need to be allowed to continue doing other things as well as audits. The
argument runs something like this: “Audits are boring. Therefore quality people would not
want to do them. Lower quality people would do lower quality audits. Ergo, if you want high
quality audits, we must be able to hire and retain high quality people, and we can only do that
if we are able to offer them some interesting work to counterbalance the appalling tedium of
doing audits.”

It is undoubtedly the case that audit staff do find much of their work very boring. Large
numbers of auditors leave the profession soon after qualifying, and the lack of interest in the
work is one of the most common reasons.

On its own terms, the firms’ apparently self-serving argument is both logical and borne out in
practice. The only trouble is that it is founded on a false premise. What if audits didn t have to
be boring? What if the boredom arises not from the fact that it is an audit, but from the way in
which it is done?

In fact, this is the case. Despite what some might think, being bored witless is not actually an
essential element of a good quality audit. It is perfectly possible to do an audit in a way which
is inherently interesting.

Fundamentally, the boredom arises from the way in which audit firms are organised and resourced.
The big firms employ many thousands of recent graduates who are training to be chartered
accountants. These may be quality people — intelligent, committed and eager to learn — but they
have little or no experience of business or of management. These people, who outnumber the
experienced members of staff, have to be put to work on audits.

To achieve a consistent quality of work from inexperienced people, it is necessary to define as
closely as possible the steps of the process that should be performed. The result: auditing
standards which define an audit in terms of the process to be followed; firms’ audit approaches
which set out structured procedures, often systematised through checklists, decision trees or
flow diagrams, and supported by specially designed computer software to control and record
the work; and a general presumption that auditing consists largely of junior people carrying out
the steps prescribed for them. This doesn’t sound very exciting, and often it isn’t.

But if the resource model were different — particularly if audit firms were to use experienced
people instead of trainees - then there would not be a need for the tedium of a process-based
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approach. Instead, there could be more thinking and less ticking. And thinking — about how
a business works, and how that is reflected in the financial statements - is an inherently interesting
activity. That’s why audit staff fight to get on to due diligence assignments.

More than that: it is also how to get a better quality audit. Although there may be the odd
exception, it is fair to say that, on the whole, the major audit failures in recent years have not
arisen because of a lack of ticking, but because of an insufficiency of critical thought.

The Barings case provides a clear example of how a failure to see the wood for the trees can lead
to embarrassment or worse. The profession’s disciplinary body reported that:

The overriding criticism of C&L London and of [the audit partner] is that
they missed a crucial part of the broader picture.

As the Appeal Tribunal said of them, the belief that Mr Leeson’s trading
activities ‘posed little (or no) risk to the Barings Group, but yielded very
good returns, is implausible and in our view, demonstrates a degree of
ignorance of market reality that totally lacks credibility’.*

The Tribunal also found that the auditors had not been generally slapdash or indifferent to the
quality of their work. On the contrary:

C&L carried out much skilled and detailed work in the course of their
audits... generally their work was of a high standard.*

Audit firms take their responsibilities seriously and do a lot of work for their fees, usually very
diligently and professionally. Unfortunately, a recurring theme of audit failures is that the
professional ability to count trees with a high degree of precision, in which accountants are so
carefully trained, does not necessarily bring with it the ability to see the wood.

So a way of auditing which focuses on seeing the wood for the trees sounds like a good idea.
Apart from anything else, it stands a very much better chance of detecting the management
frauds which are often behind large-scale corporate disasters. And this is precisely what all the
big firms have been working on. The idea of auditing through understanding the business and
the management, which is the basis for the approach taken by this paper, is not a revolutionary
one. It has been tried and tested.

Over the last few years, all of the big firms have been developing audit approaches around this
principle:

The findings of this research are that the business risk approaches are
the predominant trend in the direction of methodological development in
practice.”!

4 Joint Disciplinary Scheme, findings of Joint Disciplinary Appeal Tribunal summarised in Press Notice of 29
April 2002.

50 Report of the Joint Disciplinary Tribunal, 13 June 2000, paragraph 49.

5! Lemon, Tatum and Turley, Developments in the Audit Methodologies of Large Accounting Firms, ABG
Professional Information, May 2000, page 23.
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These “business risk approaches” have been inspired partly by the genuine (and justified)
belief that a better quality audit would result, but were also partly motivated by strategic
considerations:

Many firms are no longer content to use the audit as loss leader for high-
margin consulting work. They now sell the high-margin consulting work
in the name of the audit. Since they could not abandon the audit, they
have reengineered it...

The factors that underlie the success of the clients’ enterprise are now
that [sic] which the auditor needs to be concerned with...

This approach prioritises the development of deep knowledge about
industries and a full-scale mandate of industry specialization for audit
personnel.>?

This is quite a good summary of the firms’ strategic aspirations. Until Enron, it seemed to make
perfect sense. In the post-Enron environment, it doesn’t look quite so well-conceived.

This unfortunately gives rise to the real danger that, because of the association of the audit
methodology with the strategic goal of selling other services, it will be criticised for audit
failures, and that there will be a resurgence of demand for the good old-fashioned method of
auditing lots of detail (that is, counting trees with renewed enthusiasm). This would be to throw
the baby out with the bathwater. All of the large, and some of the medium, firms have invested
heavily in the development of business risk approaches, and all have found that they are
capable of delivering a high quality audit — so long it is done with the right resources and in the
right context of independence and objectivity. 1t is these questions — of resources and
independence, and the extent to which they are matched to the audit approach — that require
attention, not the business risk approach itself.

In practice, audit firms have not found it straightforward to implement this new approach. As
the extract quoted above shows, it demands expertise; without high levels of expertise, it would
be unacceptably risky. With the right sort of expertise, on the other hand, it can produce very
high quality work. The implications for the audit firms’ resources are immense:

Conducting financial statement audits through a business risk approach
redefines what should be regarded as the necessary expertise of the
auditor... This has implications for the nature of the formal qualifications
recognised as appropriate for auditors, for the structure of educational
courses accredited in the process of qualification and for the recruitment
and training of audit staff by the public accounting firms.>

What these dry words are saying is that audit firms need to be resourced in a way that is
different from the current model in every significant respect. But this is an enormous change,

52 Timothy J Fogarty, “Everything you know about auditing is probably wrong: Practice realities in the 00’s”,
Ohio CPA Journal, Columbus July-September 2000.

53 Lemon, Tatum and Turley, op cit, page 22.

CSFI 5 DERBY STREET, LONDON W1J 7AB Tel: 020-7493 0173 Fax: 020-7493 0190 E-mail: info@csfi.org.uk Web: www.csfi.org.uk



CSFI

which would be difficult enough in any business, let alone one as inherently conservative as
the auditing business. And in fact the firms’ resource models are not very different from ten
years ago. Their hierarchical “staff pyramids” might be slightly steeper-sided than they used to
be, but they’re still pyramid-shaped. Even though some of the firms have spent large amounts
on knowledge management systems geared towards making everybody smarter, there’s a limit
to what junior people can realistically be expected to do.

Ifthe team doesn’t change very much, the work can’t change as much as might be hoped.>* The
consequence is that the new approach to auditing, while well established as potentially superior,
has to be watered down if the firms are to make any use of it on a large scale. And this watering
down is then compounded by the need for methodologies to be acceptable across a firm’s entire
global network.

Part of the firms’ difficulty is the supposed chicken-and-egg problem. It is presumed that firms
need to train junior people in order to have experienced people in the future, and so they
continue to recruit graduates in large numbers.

In fact, this is only a problem if you make the presumption that the experienced people needed
for audits must be Chartered Accountants (or, in the US, CPAs) whose experience consists of
qualifying with an audit firm and climbing the post-qualification hierarchy. But of course, those
are not the only available experienced people.

For a start, in the UK at least, there are the other accounting bodies, most of whose members
train in industry rather than in the profession. And then, as the population ages, there will be an
increasing number of financially literate people with experience in areas such as management,
banking, investment, consulting and corporate finance, all of which could provide an excellent
basis for becoming a “thinking auditor”.

Audit firms, which must be among the most hierarchical organisations to be found in the
commercial world, often find it difficult to hire and retain such people today because their
cultures and their processes are totally committed to the “up or out” career plan. But that
doesn’t mean it can’t be done. There is a valuable resource pool out there, waiting to be used
by any audit firm that chooses to organise itself around expertise and roles, rather than around
process and hierarchy.

To sum up: it’s simply not the case that auditing has to be done by accountants following what
most people think of as the boring old process of audit. Much more interesting and useful
approaches have been developed in recent years. These “business risk approaches” give their
best results when they are carried out by experienced auditors who are expert in a range of
relevant disciplines — including, but not predominantly, accounting experts.

Audit firms are also known as accounting firms, and the methodologies that they can perform in
practice have to reflect the fact that the firms are primarily equipped to field audit teams containing
lots of trainee accountants. But if you were starting with a clean sheet, you could assemble a
resource pool of experienced people that would be tailor-made for doing interesting and effective
audits, using the existing, proven methodologies which demand more thinking and less ticking.

5% See, for example, Eilifsen, Knechel and Wallage, “Application of the business risk audit model: a field
study”, Accounting Horizons, September 2001, page 203.
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Myth two: Audit firms need armies of people
and huge international networks

The Big Four audit firms certainly save vast armies of people and huge international networks.
They do not actually need them in order to fulfil their public interest role of reporting on whether
the consolidated financial statements of large companies give a true and fair view. They use them
for this purpose, certainly, but that’s because they’ve got them. Not because there’s no other way.

To set the scene for this discussion, let’s look at a situation in which the overseas network can
sometimes be not merely unnecessary to a quality audit, but a positive hindrance.

There has been a trend in the last few years, particularly in the European single market, for
companies to organise themselves across national boundaries, for example with the management
of functions such as supply chain being on a pan-European basis, rather than a national basis.
Statutory companies continue to exist in the various countries in which the company operates,
but those companies exist for tax and legal compliance purposes, rather than as separately managed
entities with an economic life of their own.

You don’t need to be a professional auditor to see that, if you were setting out to audit such a pan-
European business, the best way to do it would be to understand the business in the way that it
is actually organised: its risks, how it is managed, the information that is used and the controls in
place. In other words, apply the “thinking not ticking” business risk approach described in the
previous section to the actual business organisation, which is likely to be defined primarily by the
management organisation structure. But despite this being fairly readily apparent to non-auditors,
it remains common to find the group audit revolving around the statutory entities, even when they
have little or no economic meaning.

Quite frequently, there is nobody in a management position who has any interest in or understanding
of the profit or loss shown in the statutory accounts. The local auditors, on the other hand, take
a great interest. The Belgium firm wants its share of audit work; so do the French firm, the Italian
firm, the Spanish firm and the German firm, to name but a few. After all, “the international networks
consist of multiple member firms linked by contract” — and contracts must provide benefits as
well as costs. The local auditors are in a strong position because all of these European countries,
and most others, have statutory audit requirements for locally-incorporated companies, and
statutory audits can only be done by locally-licensed auditors.

Consequently, a high proportion of audit time and cost can go into this work, when common sense
suggests that a much better approach would be to audit the business in the form in which the
business actually operates, and to deal with local compliance as a separate matter.>

These statutory audits of subsidiaries are not being done because they are the best way to audit
the consolidated accounts of the cross-border entity. They are done because local custom and
practice require local audits - and, unfortunately, the consolidated audit is made to fit around that
local work.

55 Trolliet and Hegarty, op cit, paragraph 39.

¢ One further implication of all this is to raise a question mark over the effectiveness of the statutory audits
of these subsidiaries from the point of view of local compliance. However, this is more of a problem for
Continental Europe than it is for the UK, and is not explored further here.
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This is the crux of the matter. The public interest relates to the consolidated accounts of the
group, not to the individual elements of it. As far as the public interest is concerned, auditing the
various subsidiaries has to be a means to an end, not an end in itself. And that end can be
achieved in other ways.

We’ve grown so used to the idea that a group audit involves auditing all the subsidiaries that it’s
not easy to take in the idea that subsidiary audit is something distinct from the public interest
audit. But it’s worth making the effort, because where this distinction leads to is the realisation
that extensive networks are not necessary for the public interest audit alone. They are necessary
for other things. And what that means is that one of the principal barriers to entry in the public
interest audit market is actually illusory.

Multinational companies publish consolidated accounts, and these are the accounts that the
capital markets react to. The public interest is in these consolidated accounts. It really doesn’t
matter if a small subsidiary in Botswana gets its statutory accounts wrong. In fact, it probably
doesn’t matter to the UK (or US) public interest if a large subsidiary in Germany gets its statutory
accounts wrong, except to the extent that it has an effect on the consolidated accounts. The
important issue for us is the accuracy of the consolidated accounts, not the local compliance.

The whole point about consolidated accounts is that they present the financial result and position
of the group as if it were a single business. So if you want to use the “thinking not ticking”
approach to the audit of the consolidated accounts, and if you want to be sure that you see the
wood for the trees, you must start by understanding the business of the group as a whole — what
it is, how it is organised and managed, and how it is measured. And of course you will start this
process of understanding at the top of the organisation, the head office, because that is where the
business as a whole is managed.

Accountants are trained to prepare consolidated accounts by taking the separate accounts of
subsidiaries and adding them up; so it is not surprising that they think of auditing them the same
way. It’s only fair to note that until relatively recently there was little alternative. In the days
before network computing, when the audited consolidated accounts might well have been one of
the main sources of information for the head office, and when there was usually not much difference
between the statutory, management and geographic organisation structures, there would be little
opportunity to view the group as a single business. Approaching it as a collection of separate
entities was usually the most efficient, and perhaps the only, way.

Nowadays, though, the picture is different. Most multinational companies invest large amounts
of money and effort in managing their worldwide activities. They have strategic planning systems
to set directions; budgetary systems to set goals; management information systems to monitor
progress; internal audit to keep everyone on their toes.

They also have complex management matrices covering every imaginable (and some unimaginable)
dimensions of the business, and performance management systems that seek to keep everyone
motivated. They have automated consolidation systems that collect data from around the world
at frequent intervals.

And they have financial control systems scrutinising the financial information reported all the way
up the chain, because exercising discretion over reporting is a prerogative that top management
wants to keep for itself. If you’re a group finance director, the last thing you want is to have no idea
what the real profit is, because every subsidiary has been squirreling away reserves for a rainy day.
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Now, none of this is to say that every multinational company is perfectly organised and controlled
and doesn’t actually need an audit at all. Of course, there are usually many imperfections and
problems across diverse and complex groups. Often the most corrosive is a badly managed
target-setting system. If you threaten subsidiary managers with the loss of bonuses, or even of
their jobs, if they don’t meet targets, you shouldn’t be too surprised if a few of them succumb
to the temptation to report success when they ought not. And there can still be errors caused
by plain old processing failure, although modern technology means it’s getting much less
frequent.

Nonetheless, the point is that the consolidated group is not a special fiction prepared by
accountants a few times a year for shareholders, but is actually a management entity. With or
without weaknesses, it exists. And an auditor who wants to see the wood for the trees should
start at this level, and then work his way down the organisation structure, digging deeper and
seeking corroboration where necessary.

An auditor who properly understands the management performance measurement and
remuneration systems, for example, from the head office downwards, will do a much better job
than one who dives straight into a subsidiary’s general ledger. Our thinking auditor will very
probably do less work at that detailed level than a ticking auditor would do; but his work will be
better informed and more perceptive, and will contribute more to the total audit picture.

This is nothing more complicated than the application of the new audit methodologies. These
presume that the auditor will start at the top of the organisation and work down, identifying the
risks and controls, and performing more detailed investigations where required. All that [ am
doing here is to point out that there is no practical or theoretical reason why that approach
should not be applied to the business organisation of a multinational company. All it takes is for
the auditor to have the consolidated accounts as his sole focus, so he can switch off the
autopilot leading him to the separate audits of subsidiaries.

So how does this mean that you don t need a big network? The easiest way to explain is to use
the example of due diligence. Business risk audits have a lot in common with due diligence:
both rely on experienced people to gain a detailed understanding of the business.

When an audit firm is commissioned to do a due diligence investigation of a company with
significant overseas operations, it does not usually begin — as it would in a traditional audit — by
preparing written instructions detailing what it would like its offices in each of the relevant
overseas locations to do. Instead, it is much more likely that the partners and managers who are
working on the due diligence at head office will actually jump on planes and go to visit the
principal locations. Ifthere is detailed work to be done, they might utilise the local resource, but
they are just as likely to fly out staff from home base and hope that the local office never finds
out.

There is a good practical reason for this (quite apart from minimising the amount of fees diverted
from the home office to the local office). When experienced people are working to build up an
understanding of the strengths and weaknesses of a business, they can achieve far more by
getting out and about themselves than they could by sending in teams of people who know
nothing about the big picture or how the local work fits into the overall context.

Exactly the same principles apply to doing the audit of a group’s consolidated accounts. The
audit team would be relatively small, but experienced. Some would be expert accountants, but
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others would be expert in the relevant industries or in technical disciplines. As already explained,
much of the work would take place at global and divisional head offices, since this is where the
high-level management and control activities take place. In the course of this work, it would
become apparent that the auditors needed to visit many outlying locations, either because of
identified issues or to confirm that there are no issues. The audit team would pick itself up and
make those visits, just as it would on a due diligence investigation.

A big global network has plenty of uses, but those uses relate to the audit firm’s role as Global
Service Provider to management. The audit of subsidiaries is often (although not always)
something that is valued by management, and audit firms are often selected by management
because of their global capability. Nonetheless, the network is not a prerequisite for doing the
public interest audit of a large company’s consolidated financial statements. When we
understand this to be something distinct from the audit of subsidiaries, it is easy to see how it
could be done with little or no international network and very small — but specialised — resources.
One of the supposedly insurmountable barriers to entry in the large company audit market need
not be a barrier at all.

In addition to the implications for competition, there are implications for independence too. In
fact, if you want to make auditors properly independent, then you’re better off arranging matters
so that they don’t audit subsidiaries, and therefore don’t need networks. There are two reasons
for this.

The first is that, under the existing scheme of things, auditors do not automatically get the
audits of all subsidiaries. They have to be separately appointed to each separate subsidiary.
There are some restrictions, but in general there is nothing to stop management giving a third or
even more of the total business to other firms. In a big group, this is a lot of fees which are for
all practical purposes in management’s gift. Even if an audit committee were to decide to impose
a complete ban on non-audit services, this commercial dependence would remain.

The second reason takes us back to the principal/agent problem. It’s complicated enough that
the parent company auditor sees the parent company management as his client. It gets much
more complicated when you remember that, in most cases, a subsidiary auditor will see the
subsidiary management as his client.

The dynamics of auditor-management relationships described earlier in this paper apply
regardless of a company’s place in the corporate hierarchy. Local audit firms want to become
business advisors to their local clients, because that’s how they will get the most job satisfaction
and the opportunity for selling other services. They want a mutually supportive relationship
with their local clients because they’re the ones they have to work with. So inevitably, and
entirely naturally, you end up with auditors who have a mixture of loyalties: to the local
management, to the local regulator, to their local firm, to the parent company auditor. This can
make for a certain lack of predictability. It doesn’t contribute a great deal to the public interest
in the parent company.

Finally, a word on medium-sized audit firms. The fact that these firms have practically given up
trying to compete in the large company audit market because of their lack of global networks
does not prove that such networks are essential. The medium-sized firms are not independent
providers of specialist audit services any more than the Big Four are. The second tier firms
would not object to being in the first tier, and when it comes to large company audits they try to
compete with the big firms on the big firms’ terms. They also want to be management’s business
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partners, and they have similar ways of working. They would expect to audit a multinational
company in exactly the same way as would a big firm, by auditing all the subsidiaries. They
have to be appointed by managements which are looking for global service capability. Of
course, their weaker networks place them at a disadvantage.

If the medium-sized firms want to compete in the large company audit market, they will have to
do so on different terms. The distinction between public interest audit and the audit of
subsidiaries gives them the opportunity to do just that. They may not have the networks to
compete with the Big Four, but they do have brands, know-how and resources that equip them
to be wholly independent auditors of public company consolidated accounts.

Myth three: Auditing is unprofitable and must
be cross-subsidised by consultancy services

This myth plays an important part in defending the audit firms’ evolution into Global Service
Providers to management. After all, if a plain old audit is impossible to do at a profit, then you
won’t get many specialist providers competing for the business. Perhaps we should be grateful
that the big firms, in a spirit of true public service, earn fees from doing other things and then
pour their money into providing audits for the benefit of society?

The economics of audit firms

For many years, the basic economics of accounting firms were expressed as the “three-thirds”
rule. One third of fee income went on salaries; one third on overheads; and one third was the
partners’ profit. But over the last couple of decades, this has changed.

Salaries have increased substantially. When I entered the profession, my starting salary was
one-third that of my wife, who was then a head of department in a smallish private school. The
ratio today would be closer to two-thirds. Even though the big firms have responded by
reducing the number of graduates they recruit, total staff costs are still heading up.

Overheads have also risen, fuelled by a number of things including the growing complexity of the
firms’ international networks and the ever-rising cost of insurance and defending claims. The
proportion of fees which makes it through to the bottom line has therefore dwindled steadily.

The firms’ attempts to make up for this by increasing audit fees have been partially successful,
but not wholly. There are two reasons for this. One is that — surprisingly, for an oligopoly —
competition does hold down audit fees, at least to some extent. The other is that the audit
profession has systematically devalued the audit and, not surprisingly, clients are less and less
inclined to pay high prices for it.

Competitive pressure on fees

An oligopoly whose members all operate the same business model would not normally be
expected to show much differentiation on costs, but in fact there is a surprising amount of
downward pressure on audit fees. It has not been uncommon for an important competitive bid
to be won at fee levels which are well below a firm’s normal target levels. Every time a firm loses
an important bid there is much shaking of heads and mutterings about the winner’s ruthless
price-cutting. It does appear that the potentially restraining effect of oligopoly has been offset
by the fact that the rewards of success in a competitive tender go far beyond the audit fee.
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There is not much prospect of growth in the large company audit market. Companies normally
grow slowly and new large companies appear relatively rarely. Inrecent years, mergers have been
much more common than demergers, reducing the number of large company audits available.
Since audit appointments come up for tender at only infrequent intervals, the firms’ growth strategies
have, out of necessity, been focussed on non-audit services.

The audit appointment, with its relative security of tenure and its opportunities for learning about
a client’s problems, makes a wonderful platform for the sale of other services — and for the
development of a relationship as Global Business Advisor. The mere fact of being able to win
even small projects without the cost of having to tender is worth enough to make other consultants’
mouths water.

In an audit tender, price competition between firms usually occurs only over the audit itself.
Although the proposals will place much emphasis on each firm’s ability to provide other services,
it is relatively uncommon for there to be much indication of pricing for these services. On the other
hand, fixed prices will usually be quoted for the audit. Consequently, all of the competitive
pressure on pricing is focussed on the audit fee.

Given that audit firms are competing not just for the right to do an audit but for a long term business
relationship, we should not be surprised if audits fees in competitive tenders are set at levels which
take into account the overall value of the relationship. It would be very odd if they were not.”’

Profitability

Audit’s profitability has been declining, and it undoubtedly commands lower hourly rates than
most non-audit services. But this is not the same thing as actually being unprofitable, as any
accountant should be able to tell you.

As none of the Big Four firms publishes full accounts (except KPMG UK, and even it provides no
information on the profitability of its different business segments), it is difficult to make any
definitive statement about audit profitability. It is in fact very difficult to measure with any
accuracy.® Even the best of information systems would not conclusively settle the matter,
particularly in where work is carried out in more than one country and consequently has the
potential to becomes a highly political issue.

In any event, even though partners in audit firms like to make themselves feel impoverished by
comparing themselves to investment bankers,* the fact is that their average earnings place them

7 There is some concern over whether the so-called practice of “low-balling” in order to win audit tenders
impairs audit quality. For a number of reasons, I do not think this is a significant issue in practice, but in any
event it is not relevant to the main argument of this paper.

8 This is partly because of the problem of allocating largely fixed costs between businesses with very different
characteristics. Audits are a stable and recurring source of fees but are highly seasonal, with a big peak in
demand for staff in the winter and downtime in the summer. Non-audit services, on the other hand, are not
particularly seasonal but they are very unpredictable, and are highly sensitive to the economic cycle. In
addition, there are difficulties of definition over what constitutes non-audit services, and the costing is
further complicated by the fact that the same staff are likely to work on a variety of types of assignment.

5% A diagnosis also made by Paul Volcker, Financial Times, 25 September 2002. From standpoints other than
those of investment bankers and audit partners, it is easier to argue that the former are overpaid than that the
latter are underpaid.
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well towards the top of any league table. Even in years of economic slowdown, when non-audit
fees can reduce sharply, there are few occasions when partners have to take their children out
of private school.

Any assessment of the profitability of auditing has to take into account two things. One is the
fact that wholly independent auditors would have no possibility of cross-subsidy, and therefore
competition would be unlikely to drive fees down to unprofitable levels for any length of time.
The other is the fact that auditing is currently practised in an inherently inefficient way.

Having work done by relatively unskilled people increases the amount of supervision and
rework that is needed. Junior staff who are learning the trade (and, in the UK, studying for their
professional examinations) spend lots of time on training courses and study leave, so their
productivity is low. The seasonality of work means that excess staff must be carried in the
summer in order to have enough in the winter. The process-based approach to quality means
that time is spent on activities whose only purpose is to show that an audit has been done,
rather than to generate real information.®® The “up or out” approach to career management is
wasteful of people in whom the firms have invested substantial amounts. And complex
international organisations and unwieldy matrix management structures are not cheap to run.

Financial modelling of firms designed and resourced to be specialist independent auditors
suggests that they would in fact be highly profitable, even at existing levels of audit fee.
Auditing is quite capable of being a profitable business in its own right without cross-subsidy.
If it were to be done efficiently by specialist firms, without the high costs of training large
numbers of staff and of trying to manage a complex network, it would be even more attractive.
It is safe to predict that the public interest audit market will be attractive to specialist independent
providers as soon as the barriers to entry come down.

8. Audit reports

The power of the brand

The Big Four have fabulously powerful brands. No upstart competitor could ever hope to
replace one of these brands on a large company audit report. To understand how this arose, and
what might be done about it, we must look at how audit reporting works.

Why qualified audit opinions are rare

The profession’s more vocal critics can sometimes be heard to say that audits can’t be tough
enough, or there would be more qualified audit opinions. You sometimes also find this belief in
the most junior members of an audit team, who are still doing their professional examinations
and are therefore likely to see everything in black and white. Those who remain in the profession
for more than a few years, however, find that their understanding matures. As they start to have
more direct contact with senior client management, and indeed with the senior members of the

 This is a frequently-heard complaint. For a micro-sociological analysis of the phenomenon, see Brian T.
Pentland, “Getting comfortable with the numbers”, Accounting, Organizations and Society, Vol 18, No. 7/8.
This argues that much audit work is best seen as ritual, whose purpose is to give the emotional sense of
meaning necessary for an audit to be brought to a conclusion and an opinion committed.
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audit team, they come to realise that confrontation is not helpful to anybody, and that a qualified
opinion is more likely to be a sign of failure than a sign of success.

When it comes to giving opinions on financial statements, auditors have a strictly limited range
of options available to them under Auditing Standards. They can say that the accounts are
satisfactory; they can say that they are wrong, and explain why; or they can say that they were
unable to form an opinion because, either by accident or design, the necessary information was
not given to them.*!

If the management of a client is proposing to publish accounts which the auditor thinks are
wrong, he can threaten to give an audit report which says that the accounts are wrong. Not
surprisingly, management rarely views this as an acceptable outcome. It wants to publish
accounts with an unqualified opinion.

In fact, this is so much taken for granted that an audit partner who is unhappy with the accounts
is extremely unlikely to say that he will give an adverse opinion. What he will actually say is “I
can’t sign that”, meaning that the accounts must be changed to his satisfaction before he can
give an unqualified opinion. Management and auditor then embark on a series of negotiations
to find an outcome which is acceptable to them both.

The most desirable outcome for the auditor will be to end up with a set of accounts that he is
entirely happy with, but without having soured the client relationship so much that it is difficult
for them to work together in future. The most successful auditor is one whose client produces
perfect accounts and then thanks the auditor for his help in getting them to that state.

Brand value or valuable content?

What this means is that when a reader receives a set of accounts with an unqualified audit
opinion, he has no way of knowing whether it is the result of a perfect audit as just described,
or whether it is the result of an inadequate or acquiescent audit. Perhaps the auditor was so
aligned with management that he had failed to ask the right questions? Or perhaps he was so
afraid of damaging the relationship that he failed to stand up to management when he should
have? The more doubts there are over the auditor’s independence, the more opportunity there
is for such suspicions to take root.

Audit reports have grown substantially in length over the last decade or two. But all of these
extra words are about trying to reduce the “expectations gap” by defining the auditor’s
responsibilities more precisely. None of them are there to provide additional information about
the accounts to which the reports are attached, or about the nature and quality of the audit work
that was actually done.

Because of this, the information value of a standard, clean audit opinion is very low. It might
mean that the accounts are good, or it might mean that the auditor is not. Consequently, it is not
wholly surprising that there should be calls for more qualified audit opinions. At least they do
communicate something.

' There is one further option, known as the “emphasis of matter”, which the auditor can use to draw
attention to significant facts affecting the accounts. In practice, this is rarely used except where there are
“going concern” problems.
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This absence of information in audit reports is a principal contributor to the commaoditisation of
audits, and therefore to the maintenance of the oligopoly in large company audits. With no other
information to enable quality to be assessed, users have to make do with brand names.®

Communicating useful information

If audit reports are to have real value to the readers of accounts, not only do they need to be given
by properly independent auditors, but they should also contain some real information about what
went on in the audit and the nature of the assurance that was produced. This would do two
things.

In the first place, the audit would be substantially more useful if the audit report were to help
readers interpret the accounts. Financial accounting is a highly inexact science, with enormous
scope for judgement. There is no “right” answer in estimating profit, but a range of alternative
outcomes depending on the assumptions and methods used. A useful audit report would help the
reader understand these issues, and the probability of different outcomes.®

Secondly, an informative audit report would provide a basis for a more informed judgement about
the quality of the audit which had been done. Not only could this be judged from the report’s
usefulness, and the extent of insight shown, but the report should contain information about the
auditor’s activity which would further help an assessment of quality.

Some examples of the sort of thing that might usefully be included in a public interest audit report
are set out below:

* the material uncertainties affecting the accounts, and the effect of making different
assumptions about the future;

¢ the principal risks affecting the sustainability of the business, and information concerning
how those risks are managed;

* reasons for the selection of the accounting policies used, and the effect of using
alternatives;

e details of any matters which the auditor believes to be incorrect or inadequately described;

* any areas where the auditor could not obtain all the information that he required;

¢ areview of how what was said in the previous year’s audit report turned out in practice;

e an explanation of the difference between cash flow and profits;

* an explanation of the relationship between the management reward system and the
reported profits;

e details of the time spent by audit staff of different skills and experience levels;

e asummary of how this time was spent;

¢ theactual audit fee for the year, an explanation of any difference from the fee estimated at
the start of the year, and an estimate of the fee for the forthcoming year; and

* the name of the individual audit partner taking responsibility for the report.

2 The consensus that large firm brand equals quality appears to be surviving the fact that one of those brands
suddenly started giving grounds for suspicion rather than confidence. We need to believe that Andersen was
an exception and that the generalisation of quality is still there for the remaining firms. The consequences
of believing otherwise would be too uncomfortable.

% An interesting approach to this topic is described in “Balancing the Odds: Stochastic Accounting”, Mainelli
and Harris, Balance Sheet, Volume 10, No 2, pages 22-27, MCB University Press 2002.
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Sticking their necks out without having their
heads chopped off

Auditors have an entirely natural desire to avoid being sued into oblivion, and this is one of the
main reasons why they say as little as possible in audit reports. Bitter experience has taught
them that the less said, the less there is to get wrong, and the fewer people likely to try and claim
damages.

Auditors will generally accept that they should take responsibility for the quality of their work.
But, not surprisingly, few of them feel much enthusiasm for the idea of being left to pick up the
entire bill for every corporate disaster. If you expect auditors to act as an insurance policy for
aggrieved investors, then you can expect them, like some insurers, to do their best to lose their
liability in a mass of small print. Turkeys won’t vote for Christmas or Thanksgiving, and the
survival instinct of auditors is no less strong. It’s no good fulminating about their lack of moral
fibre, or pointing out that they’ve been well fed for years, and so should march cheerfully up to
the chopper. Life isn’t like that.

If we want to get some useful content into audit reports, not only do we need auditors who are
independent of management. We also need to have auditors who are willing to stick their necks
out, rather than sheltering behind a barricade of caveats. This means allowing them to limit their
liability. And in turn this means that management, investors and bankers must accept that what
they have to look for in an audit report is assurance, not insurance.

Some practicalities

But limiting auditors’ liability is evidently a very sensitive issue. The UK Company Law Review*
accepted the need for it in principle, but the subsequent White Paper has merely described the
question as “difficult” and said that:

“The Government will announce its response in due course.”

This doesn’t sound as though immediate action is likely in the UK, and it’s even less likely in the
US; but without it, you can’t expect audit reports to become any more useful.

This is one of the reasons why this paper recommends that properly independent audit should be
introduced in addition to existing statutory audit, rather than instead of it. The status quo can
continue, with its unlimited liability matched by low-value audit reports. Meanwhile, a new class
of specialist firm (here called “evaluators” to distinguish them from existing auditors) can provide
wholly independent reports on public interest accounts. Because they would be able to limit their
liability by contract (something which statutory auditors may not do) they would be able to put
some real meat into their reports. And because they would have no basis for competition except
the quality of these reports, they would have a real incentive to make them worthwhile.

A further practicality arises in relation to the question of publication of the evaluator’s report.
Although it’s nice in theory to argue for having all of this information put into the hands of

% Modern Company Law: Final Report, The Company Law Review Steering Group, London 2001.

8 Modernising Company Law, HMSO July2002, CM5553-1 page 41.
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investors (as recommended in a recent Investors Chronicle article that approaches the audit
problem from a similar perspective to mine®), you can imagine it leading to all sorts of difficulties.
Auditors know that if they ever have to write anything about a client which isn’t bog-standard
boilerplate, they are headed for endless debate with the management. Hours, if not days, can be
spent agreeing not just the wording but the precise position of every comma. Management is
very, very sensitive about anything that’s headed for the public domain.

The fact that evaluators have no commercial relationship with management (and that they
should be appointed for fixed, non-renewable terms, as explained in the next section) means that
they would approach the drafting of a report rather differently from existing auditors. Their
future business success will not depend on having a supportive relationship with management;
it will depend on their public reputation, particularly amongst audit committee members,
institutional investors and the press.

On the other hand, there will be many occasions where the facts are not absolutely black and
white, and the evaluator’s judgement is then just that — a judgement, which others can disagree
with. In such circumstances, it would be a brave evaluator who would stick to his guns if faced
with the threat of a libel action from a client company’s management.

So as a practical solution, to avoid the danger of being trapped in blandness and technical
circumlocutions, evaluator reports should be kept confidential to audit committees. The audit
committee, in its own report, should describe how it has dealt with the evaluator report.

This arrangement won’t remove all of the practical difficulties in reporting, especially at those
companies with highly politicised cultures where auditor’s observations are used as weapons
to beat people with. But it would enable a substantial improvement.

It would also give time for the content of reports to settle down, and for management, audit
committees and — through their representation on boards — investing institutions to get used to
the new type of report, and to learn how to interpret it. And over a period of years, it is likely that
market demand will pull evaluator reports, or versions of them, into the public domain, possibly
on a non-statutory basis.

9. Revitalising audit

The ideal solution

Our present system of public interest audit is inherently flawed. Moreover, the market for large
company audits is uncompetitive to the point of being oligopolistic. It can be changed for the
better. The supposed obstacles to significant change are based on myth, not fact, and it is
possible to make a difference. A4 system in which wholly independent, specialist, auditors
compete with one another on the basis of the quality of audit, and the usefulness of their
reports to users, is entirely conceivable.

In a perfect world, a public interest company would be required to have its public interest
accounts audited by a firm which did nothing else for that company — no subsidiary audits, no

% Alistair Blair, “Poachers make good gamekeepers”, Investors Chronicle, 22 November 2002.
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consulting, no advice. This would cause the emergence of small, specialist firms. Their liability
would be limited, and their reports would contain real information that would help a reader of the
accounts to understand the risks and uncertainties involved. They would be appointed either
by an independent third party, or by audit committees whose independence should be very
much greater than it is today.

This would be the ideal solution. However, direct introduction of such a system would create
considerable disruption, require significant legislative change and complicate moves towards
international harmonisation. The barriers to rapid, radical change are high, and a more pragmatic
approach is called for.

The practical solution

These proposals preserve the good elements of the present system, do not threaten the legitimate
interests of the Big Four firms, and can be implemented by means of relatively few measures. By
virtue of being complementary to the existing system rather than a replacement for it, this
proposal is low risk and minimises upheaval.

Policy point 1: Concentrate on where the public interest in audit lies — that is, the
consolidated financial statements of public interest entities.

Make a clear differentiation between this and the audit of subsidiaries, or anything else
which is in the gift of management.

Policy point 2: Let the existing audit system continue, more or less.

There are some currently proposed reforms of the existing system which should be taken
forward. These include increasing the role of independent Audit Committees in appointing
auditors, and making the system of audit regulation more independent. On the other hand,
restrictions on non-audit services should be relaxed, so that existing audit firms can continue
to provide a useful and necessary service as management’s auditors and advisors, without
arbitrary and possibly unhelpful limitations.

For example, auditors are supposed to keep a distinction between preparing accounts and
auditing them. This distinction does not make a lot of sense for an auditor who is there to
help management get things right, and will make even less sense as automated financial
reporting becomes increasingly common. The distinction could quite reasonably be dropped.
Similarly, there would be no reason to prohibit auditors from involvement in systems
implementation, tax planning or internal audit.

Policy point 3: Require the audit committees of public interest companies to obtain
“independent evaluator” reports on their public interest accounts

These reports would not replace the existing statutory audit reports. They would be
additional to it, and — at least to begin with — confidential to audit committees. The audit
committees’ own reports should make reference to the appointment of evaluators and
explain how the evaluators’ report had been dealt with.

In due course, as the market gets more accustomed to these reports, and as corporate
reporting starts to broaden (as for example through development of the Operating and
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Financial Review proposed in the UK’s Company Law White Paper), it is likely that
evaluators’ reports, or versions of them, will begin to seem less threatening, and companies
will begin to publish. First of all, those companies who have the best story will publish;
market pressure will then work to pull others into it.

Evaluators would be prohibited from auditing subsidiaries, except where a subsidiary is a
public interest company in its own right, and from providing any other service to the
management of companies for which they are the independent evaluators.

They should be appointed for fixed, non-renewable terms of between three and five years.
The normal arguments against rotation of auditors do not apply to evaluators who are in
addition to, rather than instead of, existing auditors.’” Because of the independence that
this arrangement would promote, it would be good enough if the appointment were to be
made by audit committees rather than by an independent body.

To be useful, and to enable judgements of quality, evaluator reports should contain real
information. Some suggestions for the sort of content that might feature were given above.

The evaluators’ liability should be limited, in order to enable them to provide real content in
their reports. The visible quality of reporting should in time become the main basis for competition
between evaluators.

What would it cost?

Evaluators’ reports would be an additional cost, but not as much as you might expect. The
global audit fee of a large public company today includes the cost of auditing the subsidiaries.
Work back by removing this cost. Then allow for the efficiencies that will result from employing
a small number of experienced people, rather than a large number of people of whom a high
proportion are inexperienced. This leads to an estimated cost for an evaluator’s report of
perhaps 15-35% of what a large company’s global audit currently costs. (The exact amount will
depend on its complexity, the quality of its management information and control systems and
the nature of the issues arising from the work.)

These costs are small in relation to the potential positive impact on market capitalisations. For
instance, the stock market capitalisation of the FTSE 100 is around £1,000 billion. An average
additional cost of (say) £500,000 each would be covered if increased transparency and credibility
were to result in an increase in share price of just 0.005%.

A recent survey indicated that UK asset managers were prepared to pay an average premium of
over 11% for shares in companies that demonstrated good corporate governance.® The quality

7 One of the main arguments against rotation of sole auditors is that there is some evidence of audit quality
being reduced in the early years of an auditor’s appointment, due to the auditor needing time to get to
understand the business and its issues. This proposal substantially mitigates that problem, because the existing
auditor has knowledge and experience which can be shared. Unlike today’s joint auditors, the auditor and the
evaluator will not be competitors, and are therefore more likely to have an constructive collaboration.
Obviously, companies should be discouraged from changing both their auditor and their evaluator at the same
time.

88 “Corporate Governance: The Opinions of UK Asset Managers”, KPMG, London 2002. The report quotes
a McKinsey Global Investor Opinion Survey (2002) as suggesting an average premium of an approximately
similar amount.
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and integrity of financial reporting must be a significant element of this — more than 0.005%,
at least. ®

If we are to suppose that a significant increase in the credibility of corporate reporting
would make a difference of less than one-twentythousandth to stock market prices, then we
might as well not bother with any audit reforms of any sort. But the mere fact that there has
been so much controversy over audit, and so many calls for reform, suggests that it does
matter to the capital markets. In that case, 0.005% is a modest amount to spend for getting
it right.

Smaller companies

Moves to tighten up auditing always provoke cries of pain from the auditors of smaller
companies. With considerable justification, they complain that audit regulation is directed
primarily at the larger firms, and that it tends to be inappropriate, expensive or both, when
applied to smaller firms.

The requirement for an evaluator’s report as proposed in this paper would apply only to
public interest companies, and so would exclude most smaller companies. The existing
system would continue to apply, and smaller companies and their auditors would benefit
from the relaxation of the independence restrictions that would be possible after evaluators
are introduced for higher public interest companies.

The dividing line between higher and lower public interest companies is necessarily arbitrary
and there is some room for manoeuvre in setting it. A simple basis for classification as
higher public interest on grounds of size, and therefore requiring an evaluator’s report on
their public interest accounts, might be public companies in the FTSE 350 (or the NYSE or
Nasdaq equivalent), together with private companies of similar size. In addition, certain
categories such as financial services companies or providers of important public services
might be deemed to be of higher public interest, irrespective of size.

It would be better to set the bar too high, rather than too low, and to err on the side of
requiring too few companies to have evaluators’ reports. From the point of view of enabling
a newly competitive market for specialist, niche firms, a few hundred relevant companies
would create enough demand. As the market becomes accustomed to evaluators’ reports,
demand for them should increase.

Regulation and auditing standards

The proposals set out in this paper are not dependent on regulatory change to be effective.
It is possible to do a “thinking not ticking” audit within the existing auditing standards, and
a specialist independent audit firm could comply with all regulatory requirements.

% There does not seem to be much in the way of empirical research on the value of audit. On the whole, it
is taken as self-evident that information which has been independently attested will be more trusted by the
markets, and therefore more valuable, than information which is the unsupported assertion of management.
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But although existing audit regulation and auditing standards need not be impediments to
the implementation of the proposals set out in this paper, it would be desirable to modify
them in order to increase their relevance to the new approach.”

As evaluators will be competing on the basis of audit quality, the regulator should periodically
verify the quality-related information that evaluators report. It might need to set minimum
standards for disclosure of quality-related information, at least initially, and it should also
monitor the auditor’s total independence from management.

Over the longer term, for all auditors as well as for evaluators, there should be a gradual move
away from the rules-based approach to regulation. Principle-based financial reporting requires
properly principle-based auditors. Regulation — and auditor training — must place a greater
emphasis on outcomes rather than on process, and give a new level of attention to the cultures
within firms and the mechanisms that maintain awareness of the auditor’s public responsibility.

How can it be made to happen?

There are a number of ways in which this change could be made to happen. At one extreme, it
could be left to the self-interest of audit committees, for whom evaluators would be an invaluable
support. At the other extreme, government could make this system mandatory, after a couple of
years’ transition to allow evaluator firms to emerge. In between these extremes, it is open to
exchanges and/or listing authorities to require it, or to investment institutions to demand it.

The most practicable approach is probably some combination of these things. Self-interest of
audit committees and institutional demands for better governance can be powerful forces,
which government should support in every way short of legislation. The legislative option
would remain open if necessary.

Financial statement insurance

There is one further idea that should be considered. It might particularly commend itself to
government, as it transfers responsibility for maintenance of audit quality to the private sector.

The essence of the idea is that insurance companies should underwrite losses made by investors
through reliance on incorrect financial statements.”” Not all losses — this would rather
overstretch the industry’s underwriting capacity. But at least an amount equivalent to the
levels of cover that are presently available but dispersed over Directors’ and Officers’ insurance,
auditors’ liability insurance, and other policies. All this cover would be brought together and
directed towards financial statement accuracy. Claims, should any arise, would be made by
investors as class action suits.

70« ..care has been taken to ensure that their methodologies are consistent with international standards and
the standards in [the UK, Canada and the USA]. Nevertheless, the extension of the conventional audit
approach embodied in the business risk approaches raises the question of whether audit methodologies have
evolved such that they are no longer well described by current auditing standards.” Lemon, Tatum and Turley,
op cit, page 22.

"' The idea is fully described by Professor Joshua Ronan of New York University’s Stern Business School in
“Post-Enron Reform: Financial-Statement Insurance and GAAP Revisited”, Stanford Journal of Law, Business
& Finance, Volume 8, Autumn 2002, Number 1.
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As part of their own risk management, insurance companies would need to perform detailed
investigations of company accounts, and would appoint auditors to report on all insured
information. The auditors would not be permitted to do any consulting work, and would be
answerable only to the insurers.

This proposal has high novelty value and is easy to dismiss out of hand. It may also be rather
countercultural for Europe: we are less inclined than the Americans to presume that more
litigation, actual or threatened, will improve matters. However, although there are some theoretical
and practical issues to be dealt with,” the idea does have considerable attractions:

e itbreaks the commercial relationship between auditor and management;

e companies could be required to publish their financial statement insurance premium
rates, which would be an extremely valuable piece of information about the amount of
risk inherent in the financial statements;

* the private sector would be responsible for independent appointment and control of
auditors; and

* by being built around a repackaging of existing levels of cover, it minimises the
incremental cost.

If insurers were allowed to appoint only the Big Four, this proposal would also solidify the
present oligarchy. However, it would be possible for financial statement insurance to be
introduced in parallel with the requirement for evaluators’ reports, and for the newly-formed
firms of evaluators to provide the service that the insurers would require.

Government should consider asking the insurance industry to investigate further.

10. Conclusion

The proposals in this paper are not complex, risky or expensive. They involve using market
forces to create a small but specialist profession of wholly independent public interest auditors,
here called evaluators, who would operate in tandem with the existing auditors. Those existing
auditors, although retaining a public interest responsibility, have the entirely legitimate role of
global service providers whose function is to help management get things right.

The evaluator market would be competitive from the outset. Over time, independent evaluators’
reports would reduce the capital markets” dependence on Big Four brand names and increase
the opportunities for medium-sized and specialist firms to compete as service providers to
management.

2 The insurer’s interest is not in avoiding any financial statement misrepresentation, but in avoiding
misrepresentation that may give rise to a claim. In theory, the insurer should be concerned about undervaluation
just as much as about overvaluation. In practice, however, over-valuations often emerge suddenly and in
dramatic circumstances which make them highly visible, and are therefore more likely to give rise to claims
than are undervaluations, which often emerge as higher profits over a period of time and are happily ascribed
to smart management. When this is combined with the fact that auditors have a deeply ingrained belief that
overvaluation is a much greater risk than undervaluation, there must some risk of audits which are consistently
over-conservative. However, the cynic might say that this merely compensates for management’s tendency
to lean the other way, while the economic theoretician might argue that consistent undervaluation reduces
volatility and is therefore a good thing in its own right.
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Other proposals for reform of auditing are all variations on the theme of helping a single auditor
keep his balance while riding two horses. The proposals set out in this paper deal with this
fundamental issue and offer a major improvement in the quality of assurance given by audit, both
real and perceived, while at the same time enabling much greater competition. They are made
possible by the simple recognition of the fact that the public interest in financial statement auditing
relates only to the truth and fairness of the consolidated accounts of public interest companies,
and not to any of the other things that auditors customarily do. Require these accounts to be
audited by wholly-independent evaluators, and change will follow.
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Appendix one: Non-audit services
and technological trends

Banning selected non-audit services

If we want to keep the present system going, then banning selected non-audit services seems
to make good sense. Riding two horses is exciting enough; it’s positively foolhardy to have one
foot on a Shire horse and the other on a Shetland pony.

But trying to regulate the riding-two-horses system by banning certain non-audit services
reveals the contradictions and tensions inherent in this system. There is endless opportunity
for further debate over what should be in and what should be out. Is the objective simply to
prevent auditors from reporting on their own work? If so, we should surely ban auditors from
giving advice on accounting.

But despite the unhappy example of Andersen advising Enron on the accounting policies
relevant to keeping SPEs off the balance sheet, most people would think it quite unreasonable
to prohibit auditors from telling their clients how to account for things if they want to get a clean
audit opinion. In the context of accounting, we take it for granted that auditors should have a
get-it-right-first-time role, and don’t stop to think that there is therefore no independent, objective
view on the suitability of the accounting treatments actually adopted in the final published
financial statements.

Tax is another area where it seems to be accepted that auditors can give advice, and as a
practical matter they are usually very well placed to do so. But the tax charges in the accounts
—which can be very significant items — are usually estimated figures, because liabilities are not
agreed with the tax authorities until after the accounts have been published. These estimates
are based on assumptions. Those who gave the tax planning advice in the first place, or who
provide tax compliance services, are not the obvious choice of people to ask for an independent
view on the figures.

But after swallowing these camels, we then strain at gnats. For example, there seems to be
widespread agreement that auditors should not be involved in systems implementation, and the
regulatory pressure on this type of work was one of the main drivers for the big firms spinning
off their consulting arms. However, I am not aware of any significant instances of audit failure
that have arisen from the consultancy arms of audit firms being involved in systems
implementation. Ifit has happened at all, it must be very rare.

The regulators’ concern, which predated more general concerns about the impact of non-audit
fees, originally appeared to relate to the possibility that a newly-installed system would operate
incorrectly, and that the auditors would not detect this because they simply presumed that the
new system must be sound and did not test it adequately. Either that, or they might detect it, but
would sign off on incorrect accounts rather than admit to the failure of the new system. Neither
of these possibilities looks very likely in the face of business reality. In today’s world of
networked systems used for operational purposes right across companies, the chances of an
auditor discovering that a new system isn’t working, while all the users of the system are fooled
into thinking it’s fine, must be very remote indeed. And as for the likelihood of an audit partner
choosing to sign off on incorrect accounts, knowingly running the risk of professional disgrace
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and unlimited liability, just in order to help the consulting division get away with having given a
bad service to his client... I’ve never met an auditor with such a capacity for self-sacrifice, and
don’t suppose that I ever will.

The problem with consulting arises not from the type of work but from the fact that it —along with
any other work beyond the essential audit — extends the commercial relationship with management.
PricewaterhouseCoopers was recently fined $5m by the SEC for matters relating to systems
implementation at two audit clients. But it wasn’t because its work on the systems had somehow
interfered with its ability to do an audit. The problem arose because PwC had permitted the
companies to capitalise its own non-audit fees, rather than charging them against profits.

The underlying issue in this case —and practically all other cases —is the lack of independence and
objectivity that comes from auditors having a commercial relationship with management. Selective
restrictions leave auditors commercially dependent on management. The thin end of the wedge is
still in place and ready to be knocked further in. If we want auditors to be independent, then they
should have no commercial relationship with management at all.

Conversely, if we recognise that management’s auditors are providing a useful quasi-insider
function, then we should allow them a relatively free rein. Let them act wherever their depth and
breadth of expertise and resources can help companies get things right, and let evaluators provide
the wholly independent view.

Technology trends

There are trends in technology and reporting that will make this issue starker. These arise from the
use of XBRL for company reporting, together with reporting coming quicker and more often.

XBRL (eXtensible Business Reporting Language) is a way of labelling the separate elements of
data used in financial reporting so that they can be understood by other computer systems. This
means that if a company’s financial information is posted on the web, individual users can access
it, pull out the pieces they require, and assemble their own tailor-made financial report.

Clearly, the present system whereby auditors give their opinion on a single “official” financial
report isn’t going to work when every user has the ability to create unique reports. Instead, it will
be necessary for auditors to assure the integrity of the various pieces of data that are the building-
blocks of possible reports, as well as the integrity of the distribution system that gets them to the
users’ computers.

Now put this together with another trend: that towards faster and more frequent reporting. This
trend has been evident for many years and there is no reason to suppose it will end now that web-
based technology is enabling significant improvements in timeliness and frequency. The likelihood
is that reporting will move closer and closer to real time.

For real-time reporting, or anything approaching it, to work, companies must have right-first-time
processes. There simply won’t be time for the type of after-the-fact checking that takes place
before publication today. No company would dare publish its information in real time unless it had
complete confidence in the reliability of its systems.

3 Accountancy, August 2002, page 11.
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No auditor, on the other hand, could individually check more than a tiny proportion of the
millions of pieces of data that might make up a large company’s XBRL reports. The auditor
could only give an opinion that the data was valid if he had complete confidence in the reliability
ofthe systems. And if his report was required in real-time, or within a few hours of he company’s
report, his confidence in the systems would also have to be continuous and real-time.

In other words, in this technologically-driven scenario, the interests of the auditor and those of
the management will converge on making sure the systems and the controls work properly, all
the time. This is going to create major problems with the traditional idea of independence:

...the growth in on-line auditing systems raises the level of interaction
between the auditor and the client’s operations since it provides the
auditor with an almost constant involvement in the activities of the client...
they extend the ability of the client to interact with the auditor, thereby
raising the salience of client behaviour and opinion to the audit firm.
Further... it may become more difficult for auditor personnel to remain as
cognizant of the clear distinction between the audit firm boundaries and
those of the client firm as it had been before.™

If you take an auditor whose mission in life is to help management get things right, and give him
a common interest with management in the proper functioning of right-first-time systems, there
doesn’t seem to be a lot of sense in letting him do some things to help those systems work, while
preventing him from doing others. If the auditor is going to be in the thick of things at all, then
he should be allowed to be properly constructive and to do whatever it takes to help ensure that
the systems are indeed designed and operated to right-first-time standards.

The alternative is for the auditor to stay right out of it, completely detached from the process,
and to report on whether or not the company did get it right first time. This would mean that his
report would have to come some time after the company’s publication. This would be more
valuable to users of the information, as it would be totally objective, but it would be of no use
at all to management.

Technology will make it impossible for the auditor to ride two horses and still claim to be
independent. The logical response is to have auditors and evaluators performing the two
different roles.

7 Kleinman and Palmon, op cit, page 141.
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Appendix two: What about...

Joint audits

Joint audit seems at first sight to have some merits. It provides an opportunity for medium-sized
firms to compete in the large company audit market. As explained by the senior partner of a
second-tier UK firm with strong connections to France, where joint audit is the norm, it should
also increase quality:

Joint audit does more than foster competition in the marketplace; it also
provides other significant benefits. Joint audit provides a check and
balance on each firm and support on contentious audit issues increasing
the credibility attaching to the financial statements, something the capital
markets in the US and UK need now more than ever. The coordination
cost involved is minimal compared to the overall cost of an audit and
miniscule compared to the loss to shareholders and others of corporate
failure or of a loss of confidence.”

These benefits undoubtedly exist, at least to some extent. However, it is by no means universally
agreed that the coordination cost is insignificant. And there are other reasons for doubting
whether the overall outcome is as beneficial as its proponents argue.

A joint audit involves two (or occasionally more) firms agreeing between themselves to divide
up a company so that each audits a part. They review each others’ audit plans and audit
findings, and put their work together so that when combined it forms a complete audit. This
means that each firm has first hand knowledge of only part of the picture, which is not helpful to
audit quality.

A good working partnership between the firms might overcome the limitations that this imposes,
but in practice this is rare. The firms are competitors, not just in general, but in relation to this
particular client, and, unsurprisingly, tend to be protective of their greatest insights.

Competition between the firms is bound to arise when each firm has the same sort of commercial
relationship with management, similar opportunities to extend the relationship into other services,
and the same interest in impressing management with their perceptiveness and helpfulness.
This is not helpful to their independence.

The combined benefits of increased quality and increased competition that the proponents of
joint audit describe are indeed available. But it does require the second auditor to be wholly
independent from management, along the lines described in this paper, rather than merely
carving up the status quo between two firms who compete on similar terms.

Internal audit

If audit in its present form is accepted as a valuable but quasi-insider role, it begs the question
of what, if any, difference there is from internal audit.

S UK: Joint audits could solve crisis, Mazars Neville Russell, August 2002; available from www.mazars-
nr.co.uk.
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This is not actually a new problem. A considerable degree of overlap — indeed, competition —
between internal and external audit exists today. External auditors usually believe that they
could do a better job than the incumbent internal auditors, and if not restrained by regulation are
happy to take on the role if they can. The internal auditors, on the other hand, often define
success in terms of the reduction in the external fee that they have won by doing the external
auditors’ work for them. The proposals set out in this paper do not create this issue, but they
do make it more obvious.

Internal and external auditors do in fact bring different resources to bear and they should not fall
into the trap of competing with one another as if they were straightforward alternatives. The
internal auditor will have much greater inside knowledge of his own organisation and industry,
and is very often (although not always, if properly costed) less expensive than external audit.
The internal auditor has no explicit public interest role, although individuals may have public
interest responsibilities arising from membership of professional bodies.

On the other hand, the external audit firm will have much greater resources, in more locations
and with a wider range of expertise, than any individual company can afford. It will have the
ability to benchmark across its client base. The external audit firm is regulated in its role as
auditor and has a specific public interest function.

Large, complex businesses have a lot of things that need to be done if they are to be well-
governed and get most things right most of the time. In theory, either the internal or the external
auditors might make a bid to do all of these necessary things. In practice, it is much better for
such a large task to be divided between the two according to their different strengths.

Rotation

Rotation of audit firms

At first sight, it seems sensible for companies to change their auditors at regular intervals. The
chances of the auditors being “captured” by the management must reduce substantially if
auditors know that their tenure is limited and that a fresh pair of eyes will take over at some point
in the foreseeable future. However, enthusiasm for the idea has been waning, as it has become
clear that countries which have tried it have found little or no benefit to outweigh the
disadvantages of regular changes of auditors. The principal disadvantages are the increased
cost of regular tendering and the fact that auditors are most likely to miss things when they
don’t know their clients very well.”®

Irrespective of the arguments for and against it, compulsory rotation of auditors is unlikely to
deliver benefits if there is no increase in competition. With only four firms to choose from - or
frequently even fewer, as some will very often be ineligible owing to conflicts of interest —
rotation would become a “Buggin’s turn next” merry-go-round.

However, if companies were to have evaluators as described in this paper, then something like
rotation could in fact have a useful part to play. The evaluator would be appointed for fixed,
non-renewable terms of three to five years. This would greatly reduce the risk of “capture” by

® The only major country to have maintained mandatory rotation of auditors is Italy. Research findings
from that country are described in “Rotation of auditors ‘has no impact’”, Financial Times, 17 September
2002.
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management. The auditor, on the other hand, could continue as long as the management
wanted, and would provide a continuity of knowledge that would help a newly-appointed
evaluator to get up the learning curve quickly.

Rotation of audit partner
Audit partners in England and Wales were previously limited to seven consecutive years on a
client. This has now been reduced to five years by the ICAEW.

It would be unduly cynical to deduce that, because the profession has done it voluntarily, it
must be low impact. Different auditors do have different standards and different strengths, and
rotation will mean that a fresh look is taken a bit more frequently.

But audit partners do not work alone, and changing one person, even the most senior one, out
of a large audit team is not a significant step. Nor does it do anything to alter the fundamental
dynamics of the commercial relationship between auditor and management.

Rotation of all the partners in an audit team would make more of an impact, but could also cause
so much upheaval that it would be akin to a change of firm, with all the same objections

applying.
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