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The round table discussed the role of auditor and how to create greater awareness and knowledge what the auditor does and does not do.
Arvind Hickman, International Accounting Bulletin, editor: Thanks for that introduction Joshua, I think it is interesting how public perception concerns have often led changes in audit and the role an auditor should play. Reputational damage helped collapse Andersen, following its work with Enron.
Looking at the current situation, is now the right time to evolve the role of the auditor and do you think the public perception (negativity) is justified?
Pauline Wallace, PwC, head of public policy and regulatory affairs: Firstly, I want to declare my interest as a former partner of Arthur Andersen so some of the public perception issues are very close to my heart. I think you see public perception going up and down.
To be honest, throughout most of my professional career audit has been relatively invisible and inevitably when there is crisis it becomes an issue as it did following Andersen and Enron. I think we have seen a number of situations over the last years where there have been ups and downs in the way the profession is seen.
The biggest problem we have, and this is a historic problem which has been getting worse, is the question of expectations. The fact that not many people have a broad understanding of what the role of the auditor is and how it has evolved.
I think there is a real need for us to communicate what we do, why we do it, what is the value of it and what we contribute. And, more importantly, what we can’t contribute, because some debates recently have indicated a role for auditors which, at best, only a few people in the world would be able to perform.
For example, looking at forecasting the financial crisis – there are many people throughout the market and regulatory community that never saw it coming either.
I think we have to be rational and we have an obligation as a profession to communicate much more precisely and clearly what we it is that we do and also to consider if this is what people want us to do and if not what it is they want.
This is the exciting part of this debate given the opportunities for us to participate in the growth of the capital markets.
Ozge Ibrahim, The Accountant, editor: How would you go about that?
Pauline Wallace: The paper that was published by the Financial Reporting Council (FRC) on effective stewardship is a really good starting point.
It talks a lot about audit committees communicating with investors about what the auditor does, the risks the auditors discussed, the questions that have been raised and challenges that have been put forward.
We, at PwC, have been proposing this for a long time and have been talking for the last few months to audit committees about how they could incorporate these issues into their report.
That this now also recommended in the FRC paper and by investors indicates that there is a lot of enthusiasm for the proposal.
This kind of communication, which helps investors understand what goes on beyond the relatively binary report that we sign at the end of the audit, is fundamental to increasing understanding of the company and the level of assurance provided.
Jon Lisby, Kreston International, executive director: I think there is confusion between what the external auditor does and what the internal auditor does.
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From the role of the auditor to the expectation gap and ways to address this very commonly  discussed  problem.
Arvind Hickman: This brings us to the second question about the expectation gap. Richard, I am interested in your thoughts on the expectation gap and how to tackle this problem?
Richard Martin, ACCA, head of financial reporting: I think the expectation gap has always been with us and I suspect that with many professions there is an expectation gap between what the profession does and what the public might perceive what the profession does.
I quite agree and we do have to try and educate and state as clearly as we can what it is that the auditor does. As Pauline said, we need to articulate what the auditors don’t do.
I wonder if auditors are keen to say what they aren’t prepared to do as much as they are keen to say what they can do?
I suppose one can say the expectations on auditors, as accounting failures came to light such as Enron, is that the auditors are there and that auditors are a form of assurance for the shareholders.
I suppose in the simplistic way we could say the public generally thinks auditors have done more checking and are prepared to vouch more about the accounts than is reality.
The public should probably realise by now that the evidence is that auditors aren’t going to be held directly responsible for a lot of corporate failures or cases where companies have been seriously misvalued.
I think the evidence the public should be picking up is that actually they can’t be expected to do as much as what is expected of them.
Paula Elliott, C8 Consulting, managing director: Richard, are there any areas where it is clear or where it is a bit murky in what the auditor would or wouldn’t do?
Richard Martin: I don’t have any research in front of me but I think if one was talking about it simplistically then cases of fraud would come up. The public expect auditors to pick up fraud but that is not necessarily their role. I think this would be a simple example.
Christian Mouillon, Ernst & Young, global vice-chair for assurance: I can give some of my experience to this debate here. I have been discussing in many places of the world the views of investors as at the end of the day we have a duty to investors.
I think the crisis revealed that investors need more information from us than we currently provide.
I think investors have lost trust in the management and audit committees. We need the profession to narrow this expectation gap.
I am not totally sure, depending where you sit, whether the audit committee would be the only answer.
One of the discussion points in the Green Paper and what I am seeing in many countries is that the audit committee should be strengthened but I am not totally convinced that audit committees will take on these responsibilities.
They have a very strong view that we (auditors) shouldn’t be hiding behind them and spend more time looking at the books of the business, and they are not really sure they want to take the responsibility on behalf of the auditor.
I do think this is going to be a tough discussion, especially if there is more light shed on the audit committee with the next paper from the commission on corporate governance.
I think investors want to hear some of our voices.
Joshua Obeng-Nyarko: The discussion is also about ‘true and fair’ and if you ask professionals what ‘true and fair’ means it would be very difficult to obtain a single coherent answer.
Take the same question to the street and ask people, the response is even worse. On the whole, though widely accepted and used worldwide, the meaning of ‘true and fair’ continues to be evasive and that, in my view, is contributing to the ever widening audit expectation gap. Any attempt to reform audit cannot ignore this issue.
Arvind Hickman: The perception from the public is that when a firm or an auditor carries out an audit the level of assurance is 100%.
But of course that is impossible and the level of assurance auditors provide is incomplete.
Pauline Wallace: There is an interesting challenge in terms of closing or minimising the expectation gap.
You can approach it from two directions: firstly from top down, changing expectations and providing education about the auditors’ role. But you could also look at changing the responsibilities of the auditors to get closer to expectations.
I think this has to be a big part of the debate and we need to look at the problem from both angles. We can’t just assume that the only way to solve the issue is through education.
I think there are some things that would be unreasonable: for example I think an expectation that auditors could guarantee a company’s future existence is clearly something that we could not do. There are areas though where we could do more and the profession should be challenging themselves on this.
I think we all have a responsibility to address this from both perspectives.
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Lately there has been a lot of talk about the level of assurance that auditors can give and whether they can or should make any long term predictions for the business.
Arvind Hickman: And this brings us to the next question about what level of assurance is right. I know this is difficult to answer, but what are your thoughts on whether the level of assurance and should it be increased? As Pauline is saying, perhaps the expectation gap should be closed or is there anything else that can be done?
Neil Sherlock, KPMG, public affairs partner: I think, listening to Joshua, you would have thought that audit has somehow been murdered and has not recovered from the Enron crisis.
I think there is a change in the profession since then.
Many people, or probably everyone around this table, is supportive of proper audit committees, proper company transparency reports, annual accounts giving proper numbers, the independent regulation and public inspections, international standards, the introduction of non-executives and public resignations in places.
I think the profession hasn’t been hiding in the dark but has become part of this massive revolution in transparency. In my opinion, this is because we are a public interest profession.
I agree with Joshua that you do raise and fall on professionalism, public interest and all that is very important. That is why I think the UK has a profession that is one of the strongest in the world.
The debate has worked in the UK and the profession has evolved. The people have helped define public interest – the investor community was very involved in the debate, as has been the reporting council and financial services council as well as companies themselves.
The post-financial crisis debate has opened up and there is now a lot of debate about what lessons can be learned.
That debate is ongoing with a range of suggestions of extra assurance – risk, business models, financial reporting, audit committee discussions, CSR reporting and dialogue with the regulators.
The profession is actively engaged in this.
Arvind Hickman: What more do you think auditors can do to increase the level of assurance?
Neil Sherlock: It’s important that regulators and governments in particular talk to companies that eventually have to pay for all these things in this still slow economic environment.
There is a cost benefit to more for more and that is what needs to be taken into account. I think there is a legitimate view that calls for broader assurance on things like the risk the business is looking at and how the business is looking at its future. This is driven by market participants, not the firms, and this debate has yet to conclude.
John Capper, RSM International, international regulatory specialist: Wouldn’t this increase the expectation gap?
Neil Sherlock: It is a very broad question. I accept John’s point that this would possibly create new expectation. But if this is the case that is what the market is demanding and I think what we need to do is to get into a serious conversation about how that could be achieved.
David Chitty, Crowe Howarth International, international audit and assurance director: The Green Paper says a great deal in the beginning about the role of the auditor, the expectations, exploring if auditors should reports on the future prospects, etc.
In our response we explored, alongside these issues, the corporate governance issue, because one way of reading the Green Paper is you push it all back on to the auditor and it’s up to the auditor to come up with the view.
We have dedicated a great deal of our response to corporate governance and looking at reporting by directors.
Of course, the role of the auditor when working with directors is when the auditor appraises the report by the audit committee but there is no reason why corporate governance reporting can’t be extended.
There is another aspect explored, which is the wider consideration of the full annual report. Picking up on Neil’s point, company directors must form a view on the point they are saying what is fair and true or whatever term they wish to use when communicating with their shareholders.
The way the auditor engages with the audit committee is part of the auditor’s reporting on the disclosures within the wider reporting package rather than the auditor becoming, per say, an expert on assessing future prospects and, as some of the responses have suggested, a proxy for a credit agency.
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The round table also touched on audit quality and whether further disclosure in some areas is a must.
Arvind Hickman: Chris, in your opinion how could audit quality be improved?
Chris Smith: Could audit quality be improved? I guess my answer to this is ‘yes’ and we shouldn’t be complacent. To answer the question a bit differently, do I think audit quality is of a high standard?
Certainly the larger firms, and I don’t only mean the Big Four, are at a good standard. If you look at the recent Audit Inspection Unit (AIU) reports and if anyone has been through an AIU review, you will know that they are very challenging.
Maybe there is something that could be discussed around expectations in terms of what happens when report is reviewed by the AIU.
If you look at those reports, Grant Thornton has certainly done very well. There wasn’t a single file that was noted as needing significant improvement. So from that perspective, I would say audit quality is good.
In terms of what further information could be disclosed, I think there is a lot that could be done to increase assurance and that debate is ongoing. It is also not just the debate on what should be done but on what do we do.
It has moved on and all the firms are involved and the policy and regulatory groups are actively working with the FRC on what and how things should be done.
They are talking about the sorts of assurance reports that could be given and I think my answer is ‘yes’, more can be done and the debate is currently taking place.
Arvind Hickman: Could you please tell us a bit about the ideas that have been flowing around?
Chris Smith: They have mentioned reporting on business models and things like that. Also, increasing the communication between auditors and investors. What sort of enhanced disclosures do people actually want?
In a way having that debate is not just about our ideas but it is about what you would like. It is not just about our ideas and how we can provide you with a level of assurance on that – it is a two-way street.
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The EC Green Paper presents several ways of increasing auditor independence. The IAB round table discussed some of the main proposals such as mandatory retendering, external auditor appointments and strengthening the audit committee.
Arvind Hickman: Looking at the governance and independence of audit firms, I am quite interested on whether you think there is a conflict with the auditors being appointed and remunerated be their clients? There are other options on how to appoint auditors being considered, such as third party appointment.
Pauline Wallace: I don’t think there is a conflict here. I think the part of the reason for saying that is that there are a number of safeguards – many more safeguards than, for example, in the credit rating agency world.
And these safeguards ensure the independence of the auditor is maintained.
We operate in a tightly controlled environment. The amount of money we spend on compliance to ensure that we remain independent from our clients is very significant. We regard this as absolutely fundamental to our business.
The impact of this ethical framework spreads beyond the audit practice and beyond the UK. It is a fundamental fact and we must not forget that we operate in an environment that addresses these issues.
Secondly – and I listened with interest to Christian’s points about whether audit committees are as strong as they could be – I do think the audit committee has in incredibly important role to play in this and it is one that I would personally like to see strengthened.
In the years I have been involved in the profession, I have seen a change from the time when auditors were appointed by management with relatively little external debate, to the current situation where the audit committee has a very big role to play.
The audit committee is there to represent the interest of investors and the more we can make that position known and strengthened the more likely it is that the appointment is seen to be independent.
However, there is something we mustn’t forget – the need to ensure the audit process is as efficient and effective as possible. That requires you to have an auditor with the right skills and expertise, not just somewhere in the world, but in the right location to deal with the client’s need.
That is actually quite a challenging issue when you are dealing with a multinational bank, for example.
You also need to ensure that there is a sufficient understanding of the business to be able to provide the services needed. So we are not starting from ground up, but we are actually coming in with the knowledge of the business.
You actually have to have a relationship between an auditor and the company and if you haven’t got a relationship you will never be able to provide a sufficiently high-quality service.
If you want to have people appointed by a third party, it will mean that the audit will become a much more forensic style audit. I have done a lot of forensic work in my time and let me tell you it is far more detailed, way more costly and far less efficient than the process of an audit.
I don’t really believe the markets are prepared to pay for that.
There are a couple of things we could do. Firstly, audit committees should be far more open about the conversations they have and the reasons why they either appointed new auditors or retained the existing ones. I think there is more disclosure needed around that. The Market Participants Group set up by the FRC post-Enron did make recommendations in this area, which are only just being implemented.
And another thing one could do, although this is a bit up in the air, is to look at some other models of appointment where investors are more actively involved. I am thinking of the Swedish model where investors establish a nominating committee that is involved in the process of appointing auditors.
I would like to see investors more involved in a lot of these discussions and I think some of the steps taken in terms of stewardship are very important in that respect but the reality is that investors are constrained in their resources and time and they invest in a lot of companies.
So a more rational basis might be to start by telling them more about decisions made. This should be a more efficient process.
 
Richard Martin: Pauline, I presume you do accept that the existence of the ethical safeguards is quite real and this does mean that there is fundamental issue otherwise there would be no need for these safeguards.
The other thing I was wondering about is whether there something to be said for trying to make it clear within boards that members of the boards have particular responsibilities to look after the interests of investors.
Perhaps calling them an audit committee might not be the best terminology, because it is sort of restricting them to some sort of role with internal and external auditors.
Perhaps we should be seeing board members have more responsibility to look after the interests of investors, because obviously we have seen executive remuneration is another area where they have got to be more active.
 
Pauline Wallace: I think this is an interesting point. Currently some of the analysis I have seen suggests audit committees have been more effective in the UK over the last few years than remuneration committees.
In some respects we are talking about semantics here and I am not really bothered if the committee is called the investors committee or the audit committee.
I think their role is to focus on risk management, to act as a conduit between the investor and the company and, to some extent, represent the public interest in what is going on.
So, I think you could do a lot of looking at roles. But the most challenging part is to find the right people. I think the more we put the focus on audit committees, the more difficult it becomes to find the right people to take on the job.
I believe we have some outstanding audit committee chairs in the UK, but it’s probably true to say not everyone is as of the same quality as the best and you have to work on how to develop more suitably skilled candidates.
There is probably an issue in education, training people up to do the role.
 
Richard Martin: You did equally say that another role for them was risk management and communication, which is not very well caught by the idea of audit. I don’t want to get too stuck on the role but I think there is some [need to define] the role and explanation that needs to go with it.
 
David Chitty: I just want to make a point about third party appointments.
When in our organisation we were preparing our response to the Green Paper we had a point made by a colleague not based in Europe and whose responsibilities cover a substantial part of the globe elsewhere.
The point made was that if you entrust in third-party appointments in some parts of the world then you are opening up to corruption in these appointments.
Within Europe there are clear concerns about asking third-party bureaucrats to make private sector appointments and if Europe takes a leadership position then this will spread to other parts of the world, which could be a recipe for corruption.
How is a third-party selection panel appointed, who are they and how will they make that work? Pauline covered a lot of the good things about the UK system, which in itself needs to be sold into the European system, where in some European countries corporate governance needs to advance further.
As part of a global debate, the Green Paper should lead by example on what corporate governance should be and how we need to keep advancing it in many parts of the world, especially those countries that are becoming economically very important but are yet to have the standards and ethics that we take as being normal.
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Arvind Hickman: That is an interesting point David. It would be interested to know if anyone on the table has some examples of whether a third-party appointment system works or not?
 
Richard Martin: Not commercially. Obviously there have been third-party systems in the public sector. In the UK, local government audits were nominated by a separate body, the Audit Commission, and not by the local authority itself.
 
David Chitty: In the Green Paper an example is given of external appointments to savings banks in Germany, though the Green Paper did go on to say this was a very narrow set of examples.
But I think there are not many in the advanced world where there has been research done on their effectiveness.
 
Christian Mouillon: In France, for any listed company the French Securities and Exchange Commission has the right to change the firm or the partners same as the Bank of France.
They could say: ‘No we don’t want this firm and you have to choose someone else, partly because we don’t believe he or she or the firm has the right skills.’
So, I think it is probably what the commission had in mind when they were thinking about should we further strengthen.
There could be a second look at the people and the firms who are appointed to lead the engagement.
Recognising that shift from management appointing auditor to the audit committee, I think it has to be more visible through reporting by the audit committee when they make this decisions and the audit committee chair could be more keen to take this responsibility than talking in detail about business risk.
In principle, we don’t agree that there should be third-party appointments because we don’t want to disenfranchise the audit committee or shareholder.
 
Jon Lisby: In the UK, the private sector should take a lead from the transparency of the public sector process, where there is far more regular retendering and much more open process. There is not regular retendering for large corporates in the UK.
 
Pauline Wallace: I think there has actually been an increase in retendering in the UK. We have certainly seen more activity.
You need to ensure the audit committee doesn’t just explain why they have put the audit out to tender or why they have appointed someone different but also why they have not because audit committees also make positive decisions on that as well.
The other thing we should not forget is there is mandatory rotation at the audit partner level and that itself is a challenging discussion to have with companies. Audit committee chairs do challenge the identity of the new partner coming in. It is not a done deal by any means.
 
John Capper: I forget the statistics though but isn’t it something like the average appointment of listed companies in the UK of publicly listed FTSE 250 is 35 years, which is unacceptable?
 
Pauline Wallace: That is looking at it over a long period of time.
If you look at what is happening recently there has been more change and certainly there is more challenge to incumbent auditors than ever before. I am not saying there shouldn’t be more audit tenders, but I do believe it is not as bad as when people quote this 35 year number. It gets distorted.
 
John Capper: There is another aspect of this question – if someone else other than the client remunerates the auditor, it is very difficult to think of a mechanism or a structure where that might be sensible.
If a third party is making the appointment and then they are also paying, where do they get their funds from to actually pay for that statutory inspection.
From our point of view, we think it is important to keep the responsibility and accountability for the job that the auditor does with the entity being audited, that’s the way of ensuring the quality is right because then the entity is making the decision to change if they are not happy with the quality or price.
 
Joshua Obeng-Nyarko: You have rightly said that one of the ways of strengthening the audit committee is to ensure their independence.
You also said that the audit committee should be far more open to looking at other models.
Considering the importance of the audit committee in the governance of organisations, would you suggest that there should be a professionalisation of the audit committees as one of the ways to ensure their true independence?
 
Pauline Wallace: That is an interesting question. I would be more concerned about making sure they had the right experience and background to do it. I don’t believe we want a ‘one size fits all’ audit committee. One of the great strengths in the audit committee is that you have people from different backgrounds.
You might have somebody who has come from a professional accounting background or you might well have somebody who’s an engineer.
Audit committees should not consist of people with a single skill set because their role is to challenge and if you are challenging you need different perspectives.
I know that often the best challenges I get are not from my partners or even from partners in other firms – they come from clients who have never been accountants or they come form investors who have never studied accounting.
It does not matter, what they have is a perception that is different and that mix is very important.
However, I do think that we need to ensure that audit committees have clear responsibilities and the UK Financial Reporting Council could take a role in defining the responsibilities of the audit committee better. I also think there is a role in helping the members of audit committees.
There is a lot of education for non-executives to make sure they understand the responsibilities they are taking on – helping them understand how they should be operating and the questions they should be asking.
What we do see in the UK financial services world, is the Financial Services Authority actually interviewing non-executives before they take on roles in banks. I think that has been quite an eye-opener.
I have talked to people who have been through the interviews and they are really challenging. They do help ensure that the candidates have the expertise necessary to challenge management. So, I think there is a need for education and your institution (De Montfort University) can do something to help develop those sorts of skills in people.
But I wouldn’t want to see audit committee members coming from a single professional background.
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One of the suggestions that caused some controversy and was discussed in greater detail was mandatory auditor rotation.
Arvind Hickman: Do you think mandatory rotation is a good idea and would it dynamise the market if it were to be put in place?
Paul Ginman, Baker Tilly International, COO and technical director: Mandatory rotation has an easy ring to it; if you want to change the way the audit market is structured you force everybody to change to somebody else but I am not sure it is actually quite as simple as that when it comes to the practicalities of it.
My own view is that mandatory rotation is not the answer to concentration in the marketplace and there are other things that we need to explore before we get to that stage. At this time a change in structure doesn’t seem to be warranted in terms of its overall benefit to the wellbeing of the commercial sector to just deal with the issue of auditor concentration.
I think you have to consider the whole process of appointment – is it transparent, are there factors which are hindering the opening up of the market and which can be addressed?
A change to mandatory rotation may increase cost and there are questions about the impact on audit quality that we need to resolve before going down such a route.
We have talked a lot about the UK experience with the issues raised in the green paper; we need to look at the issues across the EU remembering the rest of the world is looking at these outcomes. However, it isn’t a level playing field across EU countries and I think that’s what has to be changed first, making sure there are consistent audit and ethical standards, including obligations on partner rotation.
If you go through all of that and you come to a situation where you still have 100 years, 48 years, or whatever it is for the average time for an audit to be retendered, there is clearly something wrong with the market and something else needs to happen but I don’t think we are at that stage.
 
Jon Lisby: I think you can bring mandatory retendering into the same question. The Kreston viewpoint is there should be a more transparent and regular review of the audit and appointment and a mandatory transparent retendering process would address that.
 
Christian Mouillon: The Green Paper has raised the profile of auditor appointment as an issue and audit committees will now be under pressure to justify when the same firm is reappointed. I think in countries where we have seen mandatory rotation we have seen further concentration in the market based on the statistics.
I don’t think there is a real appetite right now from the clients or the audit community to have something which will be cumbersome and they want to be much more in the driver’s seat to decide what will be best for the company.
 
James Mendelssohn, MSI global Alliance, CEO: I absolutely share that view but from a slightly different angle.
From the smaller networks and associations there is actually rather little appetite for enforced retendering. The commitment and the resources needed to retender are very significant and although it may provide a rather superficial attraction to people because we can take work form the big players actually we feel that it would be better if the more gradual changes evolved in a rather different way.
The risk is that we commit a lot of resources to retendering and end up seeing clients move from one Big Four firm to another.
 
David Chitty: This aspect of market intervention that the others have said does nothing to address competition or concentration.
Indeed, it could have negative consequences for quality because one of the benefits of long service is knowledge of the client and a University of Bologna study has been quoted at great length over many years.
What does need to be done is that there has got to be much greater transparency to the whole appointment process and it is good seeing those around the table from whatever type, size and structure of firm broadly agree with that.
Personally, I have no problem with a FTSE 100 company or its equivalent in another country having had the same firm of auditors since its creation in the 19th century but there needs to be transparency as to the fact that the audit committee had periodically considered that firm continues to have the right competencies and meet statutory obligations and market obligations.
In our response we have taken a corporate governance solution suggesting that by good practice there should be periodic retendering but in a comply or explain basis and if the audit committee would choose not to open up to tendering as other aspects of the UK code, which we are very keen to see adopted in other parts of Europe, then there is an explanation given to the reason why retendering should not take place.
Many aspects of the green paper can be dealt with through codes, voluntary adoption and through comply and explain.
 
Christian Mouillon: One of the things you should remember is rotation is being proposed to deal with independence or the perception of independence.
I think we have to take into consideration that the duration of a 21st century management team is probably five to seven years. So, at the end of the day it is never the same people who will be facing each other. When you are considering rotation of firms you have to think that a lot is changing very quickly, maybe too fast.
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The EC Green paper expresses skepticism over audit firms offering non-audit services, however the industry appears to think those services are essential.
Paula Elliott: Should the provision of non-audit services be banned? And are there any cases where that has happened?
Christian Mouillon: There is two ways of looking at the question. One is to say you lose your independence by the mere fact that you get other fees that are not audit fees.
I come from a country (France) that has a tendency to have this view, which I think is the old fashioned way of the looking at the issue.
The reality is the audit committee is already looking beyond the regulation to the safeguards they are under. On average these non-audit fees are approximately 25-35% of the fees worldwide. Probably the UK has a higher percentage.
I know quite well the position of the six largest global audit firms – this debate has already taken place, it has been regulated and there is no real issue.
More importantly, we strongly believe that some of the permitted services that we are allowed to do and which are approved by the audit committees are enhancing our ability to understand the business and to do better audits.
Now there is another question in the green paper as to whether we should ban any services, even for non-audit clients in case this company can become an audit client. I think this is a very radical theoretical policy and I think it will harm the market by not using some of the unique skills we see in the profession to service the clients.
I think it will do exactly the contrary to what everybody wants to achieve, which is better quality, better skilled people to deal with the complexity and I can’t see personally any reason why this debate should reopen.
Arvind Hickman: Pauline, last time we spoke about this exact issue you had a very good proposal that perhaps more transparency was needed on non audit fees and exactly what those fees are because they often get lumped together without explanation.
Pauline Wallace: I think there is a lack of understanding about what’s meant by non-audit services. We have seen a very significant decrease in the amount of non-audit services that are provided to audit clients, even in the UK.
Part of that has been because we have had much more challenge from audit committees about the nature of the services and whether it’s appropriate for us to be doing them. I think if you try to understand why it is companies decide it is appropriate to use their auditors there are probably a number of different factors that play into it.
Very often it is because the work that is being done is very similar to what has been done on audit. So if you think of some investment circular work, for example, in some parts of the world it is actually required to be done by the auditor – that’s not the case in the UK but I think it is in the US and France.
So to say it wouldn’t be appropriate for the auditor to undertake that work, which involves understanding the same issues around the business, the risks that underpin the audit would impose an unnecessary cost burden on companies.
Companies do not want to have one firm providing assurance and then someone else coming in and asking exactly the same questions with the result that they have to provide pretty much the same numbers to a different firm.
It is not efficient and it is actually not helpful because there is no guarantee that the other supplier brings the same level of independence to the job as the auditor.
The other area where companies do prefer to come to their auditors is where they think the audit firm has a particular skill in an area. It is very difficult to say to a company you can’t use the firm with the best skills in the marketplace on a particular subject because it happens to be your auditor when there is no evidence it is going to create any kind of conflict of interest.
So, I think it is important to explain not only the amount of non-audit services the auditor provides to their client but also the nature of the work carried out and the reason why the auditor was appointed. This is where we got to in the UK recently after some fairly lengthy consultations.
What would be really interesting as well is how much the company spends on other consultants and other non-auditors because we don’t ever see the extent of this. If you could see the amount of professional fees paid to others for similar services you would actually get some understanding of how small a percentage of the professional services market is actually provided through the auditor. .
On another point around the audit only issue, it is very important to remember that the professional services industry is an area of importance to the GDP of most of countries and in the UK the government recognises the professional services sector is a key area for growth.
To attract the best graduates to develop the skills we need in the future we need to give them something more then just the chance of doing an audit. Most of them join us with the idea that actually there is all this other exciting work that is going on and they want to have a chance to learn other skills – advisory or tax for example.
Neil Sherlock: The types of firms around this table, just in the UK context, recruit 8% of the graduate market and I suspect it will increase. It is a massive investment in a variety of people.
I think that also ensures that companies large and small have access to the right people to help them down the road through a difficult economic period. We have had a long debate on non-audit services in the UK and consistently conclude that a multi-disciplinary firm will deliver a better audit within the "threats and safeguards" approach we have.
Audit round table: Audit fees
By IAB editorial
03 March 2011 
MSI Global Alliance chief executive James Mendelssohn is asked wheter the audit fees from a single client should be capped in proportion to the size of a firm.
James Mendelssohn: The simple answer is ‘yes’. You know anyone who suffered in the hands of Mr Madoff would bear that out very strongly. I forget the number of partners or the percentage of fees that firm took.
I have to say the whole question is much more about governance then anything else. When you are looking at any audit firm or any business, overdependence on only one client or customer is essentially dangerous.
When you are looking in an audit environment where there is a need for independence, a need for transparency, a need for an increasing role of scepticism amongst those looking at the audit report, it is very difficult to demonstrate independence and transparency if you are over dependant on one client.
This is not a new concept, it’s not something that has just come to the fore because of the green paper, it has always been there, but probably has additional prominence now.
Audit round table: Improving governance
By IAB editorial
03 March 2011 
Macintyre Hudson principal Bianca Silva shares her thoughts on improving audit firm governance.
Arvind Hickman: Bianca, do you believe the governance of audit firms could be improved and if so what would be the ideas?
Bianca Silva, MacIntyre Hudson, principal: It comes back to expectation gaps on investors’ understanding of an audit and independence that might be different to the understanding of these concepts by companies and audit firms.
So, what could be done to close the expectation gap: perhaps explain what independence means on websites or in company accounts; explain audit procedures for ensuring auditor independence; and perhaps for audit firms to include on their websites their procedures for independence.
Transparency reports already require a description about independence procedures and practices, information about partner remuneration and other financial information.
Is there any improvement that could be made to strengthen these reports? They could include more information, for example, from the Audit Inspection Unit reports about procedures supporting audit quality in independence.
Turning to the Code of Governance, this currently applies to eight firms, requiring appointment of independent non-executives, and I think a ninth firm has adopted the code as well.
These firms encompass the audits of 95% of companies listed on the London Stock Exchange.
It is suggested that non-executives will enhance governance by mitigating against potential threats, such as decision making that is private, and non regulated activities which may increase reputational risk. The independent non-executives can make a difference by initiating dialogue, giving prompt meaningful feedback and providing a sounding board for issues facing a firm.
A review of the implementation of the code will not happen until 2014 so one must wait to see if it has worked. The key issues are whether investors are aware of the code and the availability of individuals to take up the role of independent non-executives.
Audit round table: Systemic risk
By IAB editorial
03 March 2011 
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In light of the recent UK House of Lord inquiry into the audit market and the EC Green paper, there has been a lot of discussion whether there is fear of systemic risk in the audit market.
Arvind Hickman: Do you believe the current market has a systemic risk and what could be done to address this?
John Capper: The over-riding thing with audit, as explained in the paper, is independence and the quality of the job done. In terms of reducing systemic risk, there is obviously an argument for and against whether the current audit market represents a systemic risk.
I think the easiest way to find common ground on this is that it is a different systemic risk than in the banking sector because an audit firm failing won’t bring the audit market down, but there could some serious challenges.
The scenario to be considered is that if one of the main players was to fail what would happen then and views on that differ. However, generally there is a view that having more players would be a good idea. How many more? Well, I guess maybe seven or eight.
We are not suddenly going to get another four players so maybe the answer is to start with one and then two and then three and this is what the EC has been trying to explore. A number of mid tier firms/networks are keen to win more listed audit work if the market was properly open and competitive
Would a different investor model help with the process and the systemic risk? I do think the EC makes an unusual suggestion within the green paper that if firms could raise capital in the outside market they could somehow pay for the liability that was uninsured.
From my point of view, this is not a reason why most people would invest in an audit business and it seems a naïve suggestion. Whilst it would not be for uninsured claims there is evidence that more capital would enable more ‘non-systemic’ firms to grow faster and increase capacity, but it is not without its challenges. Businesses have to work hard on those challenges.
 
Nicole Kissun, PKF, technical partner: I don’t think the use of the term ‘systemic risk’ is helpful, as it can lead to semantic debates on comparing the nature of risks in the banking sector with those in the audit market.
However, we must consider what impact a failure of one of the Big Four would have on the audit market.
A key issue is the current perception within the market that the largest companies can only be audited by the Big Four. If that view remains and one of the Big Four fails, then there is a concern that companies would effectively find themselves without any choice of auditor.
Auditors work within a very strong ethical framework restricting the services one can provide to audit clients.
With the largest companies already using at least two or three of the Big Four firms, if one of them fails the companies concerned could be in a position where their appointment of auditor would be a matter of default.
The concern is that if there is no change to the existing status quo, including market perceptions and there is a failure of one of the Big Four, companies won’t have a choice.
Given the state of the economy most audit firms run much tighter ships than they used to with little excess capacity.
Given that a firm shouldn’t be taking on work unless it has the resources to perform it to the requisite quality, if there was suddenly a large number of assignments hitting the market at the same time the remaining firms are going to have to increase their own internal resources to meet these demands.
Even if staff are available from whichever firm fails, the amount of time that is spent in training staff and integration does pose a risk to audit quality.
Arvind Hickman: I’d like to hear a Big Four perspective?
Pauline Wallace: Yes, I’d like to address this. I worry about the use of the word systemic and I think John picked up that point very well. We are not systemic in the way banks are systemic.
There is clearly a difference in the context of market disruption, there would be market disruption if one of the mid-tier firms was to collapse as well. It’s a painful process and I understand what it does to clients as well as to the people within the organisation, but to say it is systemic implies that it could have an effect that ripples through the system.
If you look at how banks operate the issue there is much more complex and there a lot of instruments with different counterparties.
The banking system was joined up in a way that nobody had fully understood and the impact on confidence was so much greater as we saw the queues outside Northern Rock.
There is clearly a public interest concern there, which is far greater when you are dealing with retail customers.
Coming back on to the audit industry, I do think there is a problem. Not that I think that a big firm will fail, but if it were to happen there would be market disruption to some extent and there would be problems with clients and people.
I think this is an issue for regulators to address. It is important not to get the competition issue muddled up with the issue of systemic risk. You can’t create a firm overnight that will have the same capability as a large firm. What we should be doing is looking at contingency planning. There are probably two angles to this.
Firstly, we must maintain quality because quality in everything we do is what helps us to avoid these crises. That’s one angle and it’s the angle the regulators are very closely engaged with.
The second is to establish a contingency plan in the event that the worse case scenario does happen and that’s probably not as complicated as it sounds.
There are very few countries where the collapse of the local firm would lead to the collapse of the network. I suspect the UK and the US would be the most likely territories to have a possible knock on effect internationally.
In addition, you need to set up a plan that addresses all the key issues. You can’t make clients stay with firms as they don’t want to be associated with an auditor whose reputation has been destroyed.
And you can’t make people stay with a firm – our staff and partners have the right to move.
So you have to think about how you would control the situation in the event of a firm collapse. There are a lot of debates taking place already, but it is all at an early stage. I am keen to see the regulators engaging in these debates.
Audit round table: Big Four bias
By IAB editorial
02 March 2011 
IAB asked the participants on their view of Big Four bias and if this something that is effecting them in any way.
Arvind Hickman: Is there a Big Four bias and, if so, how should it be addressed?
Paul Ginman: We do believe that there is Big Four bias and to some extent we see this as inevitable given the number of former Big Four partners in management and on the boards of large corporates.
Non-Big Four firms are in most instances not invited to tender for the audit of major listed companies.
There are a number of ways this could, in our opinion, be addressed. Most importantly the whole tendering process needs to be more transparent and consistent corporate governance be introduced across the EU.
Measures to be considered in this respect include:
· Placing the mandate for auditor selection with the audit committee; 
· Disclosing the profiles of audit committee members and other non-executives; 
· Disclosing any agreements that limit auditor choice, such as restrictive covenants in loan agreements; and 
· Adding other stakeholders to the audit committee, such as representatives of shareholders and employees. 
At the same time, the profile of the alternatives to the Big Four should be raised. Although this is partly the responsibility of the firms and networks concerned, there are measures which could assist this.
A licensing system could be considered such as has recently been introduced in the Netherlands.
If a Dutch audit firm wishes to audit public interest entities, a special licence is required. As a result of this rigorous process 11 firms outside the Big Four have a PIE licence.
This in itself will not remove the Big Four bias, but it is one of the measures that can contribute to creating a wider choice of firms.
In most countries inspection reports of regulators are confidential. We believe these should be made public.
This creates more transparency about the quality level of firms and we believe will demonstrate that there is no difference between the Big Four and other leading firms in terms of quality.
Finally, we believe that governments themselves should be encouraged to favour non-Big Four firms for audit and other services to the commission itself, national and local governments as well as government-controlled entities.
This could help non-Big Four firms to raise their profile and size.
Nicole Kissun: One concern at the moment is the extent to which larger firms could be using their larger financial resources to absorb financial losses.
We are aware of some unusual pricing decisions going on in the market. I don’t know how easily you address that, but one of the ethical questions posed to audit firms is that the fee is commensurate with the job. Given some of the fees being quoted, it appears unlikely that the fees are commensurate with the work that is required.
There have been recent tender situations where it appears that the incumbent has been willing to reduce the fee significantly to retain the appointment. It seems inconsistent to see fees reducing with the introduction of a new suite of clarified ISAs requiring, in some areas, more work to be done and the regulatory demand for increased auditor scepticism.
Another issue is the potential influence of the Big Four alumni in audit appointments and, consequently, whether there is merit in ensuring greater transparency in the appointment of auditors. It doesn’t necessarily mean there is bias, but it would provide greater clarity if any previous relationships were disclosed.
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Arvind Hickman: What are your thoughts on the use of Big Four only clauses?
Nicole Kissun: I think most institutions have the mindset that they have to use a Big Four firm. Somehow or other that mindset has to be broken down. I think banning Big Four clauses is a relatively easy way to address some of these concerns.
Christian Mouillon: I think we agree entirely that it is discrimination. At the end of the day the Big Four bias is because we are perceived to have deeper pockets.
In fact, they prefer the Big Four because the likelihood that there is higher money in case something went wrong and that is not the case for smaller firms. We have constantly written to the commission and the regulators saying you have to get rid of that as it doesn’t make any sense.
John Capper: I would like to explore some other areas that came from the RSM International response because it’s important that the issues are tackled from a number of angles to be successful.
We should go back to the conversation we were having earlier about encouraging regular, fair and transparent tendering. I think this is something a lot of people would agree on.
The other one that we haven’t covered yet is the possibility of exploring shared audit arrangements that are called the consortium arrangement within the green paper. Those seem to be quite powerful in terms of giving other firms beyond the leading four a chance to get some credibility, profile and reputation within the listed markets.
Not necessarily to be doing joint audits, but that could be one of the considerations, but to be doing an audit as part of a group, some of the subsidiaries or some elements of the group.
This actually could create some helpful knowledge of the group should it come to position where a change is needed later.
Chris Smith: We have no problems with joint audits whatsoever. And we get involved in a number of them ourselves.
In the UK, Grant Thornton will do a number of audits where we audit a number of subsidiaries. We might not be the group auditors. And I think this was discussed: getting other firms involved in larger components of the group and giving them experience and knowledge.
We do it already and I think it works very well. I think there were some comments that wouldn’t work, but guess what, we do it and it does and we would advocate more of that.
It is a very large group and we audit n number of the components, at the request of their management, they asked for us to get involved because they were unconformable with their group auditor being involved with everything. There is a desire out there and as I say it works very well.
Arvind Hickman: Is this something the Big Four would support?
Pauline Wallace: I think audit quality is paramount. If you look at some of the research that has been done on audits where different subsidiaries were audited by different firms, they are far more likely to have problems.
In the past if you wanted to hide things from the auditor you made sure the auditor of the parent was not the same as the auditor of the subsidiary.
It is very much easier to ensure a quality audit, in particularly a complex one, if you have an awareness of what is going on everywhere.
The other things I would say is that it has been open to companies for a long time to have joint audits in the UK and we have seen over the years companies voluntary moving away from this, most recently Shell. I think it would be really interesting to see why they did this.
Certainly the messages we get is that joint audit is too costly and too inefficient. Having been involved in joint audits myself, I can understand why companies and audit committees believe that’s not the best way to go. But Christian must be the expert on this.
Christian Mouillon: We do not support joint audits because they do not benefit audit quality. When you have a joint audit you are consuming two firms and further reducing the choice.
Richard Martin: I just want to say, Pauline, I certainly remember the Bank of Credit and Commerce International case and that is a very good case where the audit was divided up and bits were missed between the two.
I don’t think this is a solution. The other issue I wanted to remind everybody is that I was interested by the reports/evidence of some big fund managers given to the House of Lords enquiry and they were stressing the importance of changing the structure we have at the moment in some way. They said the current market structure was not in their interest.
Of course, it was pointed out to them that to some extent it is up to them and in their hands as shareholders to make a change in this regard.
David Chitty: I think if we go back to what the green paper says in great length and what commission officials have been saying, they have largely come to the conclusion that the market is too concentrated and the market is not competitive.
The Big Four are leading world organisations, super organisations that many of us have spent our earlier parts of our careers with and would not do what we are doing today without the benefit of that initial training and experience.
They have become very large and the markets have become very concentrated. The commission wants us to explore ways to open up the market. Richard has rightly said and the newswires lately have been saying the comments of fund managers who are starting to acknowledge that there needs to be change.
Now, there are various ways of opening the market and we have talked about joint audits, dividing up the audits with the group, maybe again this is not perfect but we can not accept that status quo will continue.
The challenge for those of us in the middle market is to demonstrate that we have the competence and the skills to act for more public company clients than we are at the moment.
We have to demonstrate to the marketplace and investors that we have the skills, competence and the quality standards to achieve that. All of this is achievable if we have a will.
Whatever firms we come from, whether we are in practice or professional, the market has to recognise the call for change rather than try and justify the system as it currently is.
Audit round table: Alternative ownership structure
By IAB editorial
02 March 2011 
The debate also touched upon alternative ownership structures. John Capper presented us with his opinion.
Paula Elliot: Should alternative ownership structures be explored to allow audit firms to raise capital from external sources? What has been the experience of RSM Tenon, and RSM McGladrey, for example?
John Capper: My opinion, and that of RSM International, is that alternative ownership structures should be explored to enable audit firms/networks to raise capital from external sources.
This could well enable non-systemic firms/networks to gain access to more capital and allow them to increase capacity and grow more rapidly. Indeed, that is the case for two of the RSM International member firms namely RSM McGladrey in the USA and RSM Tenon in the UK.
Capital would have been one of many factors which enabled these member firms to grow rapidly and to make the significant investments in people and quality. Raising capital in this way is clearly not without challenges which the management of such firms have to deal with.
Our member firms have been successful in doing this and as a result have become fifth largest firm/network in the USA and seventh largest firm/network in the UK respectively.
Audit round table: Should the Big Four be allowed to acquire large mid-tier?
By IAB editorial
02 March 2011 
Some of the responses by the mid-tier to the EC warned of the Big Four buying large mid-tier firms in order to grow their business. IAB asks the participants on their views.
Arvind Hickman: Should the Big Four be prevented from merging or acquiring large mid-tier firms?
Chris Smith: I think the position, certainly on the largest four firms, would be ‘no’. Further consolidation should not be permitted and that ties in with the fact that this debate is happening. Outside of that, we don’t feel there should be any restrictions.
We have merged with RSM (Robson Rhodes) ourselves not long ago. From a competition and choice perspective, that is what we need to get firms up to a level where they could compete (with the Big Four on large audit tenders).
Certainly, I think consolidation will be one of the ways of achieving that, giving you a more vibrant market and there is no reason why M&A should not be permitted. If you look at the numbers even if the firm’s ten to five were to merge, you are still looking at something not as big as E&Y.
What we strongly disagree with is where a number of the Big Four acquired various network firms in different territories. For example, I know BDO lost one of their member firms in France and we lost one in Brazil.
We think this should either be banned or we should ensure that appropriate competition approval process has gone through in those territories.
I just want to re-emphasise the point on the subject of audit quality. We just want to get rid of this myth that only the four largest firms are able to provide audit quality and that is not true.
There is that perception and certainly in our last publicly available AIU report, where we had no files that had significant weaknesses, that clearly demonstrated that we are more than capable of doing a good job.
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