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"HS L(" AHS(&' & 6+&H #) *2%' |(<+.$ 6S$H()*6<.+.*, #A4tRYE reform process.’ 12%
2.&MH" ! HA' 6(- % "VAH'S' &' +.196"%-' =.%2' OfH-" )*06)3H)&' *26* -H#' JH *"6)&+6*Y
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1"06"1%6865.)%6*2%' %8 %6)*'6)- 44" 5 HA 6 (- 46 . +("%'.) $H)*068*"
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the room for manoeuvre within a valuation process, where opportunities to
overstate accounting items are taken because auditor judgement is compromised or
constrained, leading to information asymmetries between the acting party or
parties and those seeking accounting accuracy and accountability.
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Company statement of changes in equity
For the year ended 30 September 2011

Capital
Merger redemption Translation  Retained own
reserve reserve reserve  earnings shares Total
£m £m £m £m £m £m

At 1 October 2009 3,051.3 85 11263 3472 (13.1) 4,586.8
Loss for the year — - - (63.7) - (63.7)
Other comprehensive expense - (239 (0.7) - (442

Total comprehensi p for the year (243.5)  (64.4) - (307.9)
Equity credit in respect of share-based payments - 8.1 - 8.1
Purchase of own shares - — 0.2) 0.2

Dividends paid - - - 91.7) - 91.7)
At 30 September 2010 . 3 8828 1992 (133) 4,195.1

Loss for the year (1,522.9) - (1,522.9)
Other comprehensive expense . - - 5.9
Total comprehensive expense for the year (1,522.9) - (1,517.0)
Equity debit in respect of share-based payments (3.2) - (3.2
Issue of equity shares net of expenses — - 21.8
Release of merger reserve (1,463.3) 1,463.3 - -
Dividends paid - (92.5) - (925
Dividends received - - - 4029 — 4029
At 30 September 2011 1,588.0 8.5 8887 446.8 (13.3) 3,007.1

The merger reserve arose on the issue of shares of the Company in connection with the acquisition of the entire share capital

of Thomas Cook AG and MyTravel Group plc on 19 June 2007 and represents the difference between the nominal value and the fair
value of the shares acquired. Following the impairment of the Company’s investment in subsidiaries during the year, the Company
has, in accordance the Companies Act 2006, relieved the impairment loss through a transfer from the merger reserve to

retained earnings.

The share premium arose in connection with the issue of ordinary shares of the Company following the exercise of MyTravel
executive share options.

At 30 September 2011, the Company had distributable reserves of £446.8m (2010: £199.2m).

Details of the own shares held are set out in note 28 to the Group financial statements.
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I"#$ This example raises questions about the organisational and institutional context within
which audit practice is conducted and how this may create opportunity spaces for audit
failure. This focus helps us to understand the unevenness of audit failures. IFRS was adopted
across Europe in 2005, yet examples of rule-stretching appear on the surface to be more
common in the UK. Similarly, accountability problems cannot be explained by audit market
concentration in isolation because the Big Four are also dominant in countries with lower
levels of audit failure. This could, for example, reflect differences in board composition
where greater staff or union representation may introduce dissenting voices that act as a
check on managerial rule-stretching. It is important therefore to focus on the embeddedness
of the Big Four within national regulatory structures, corporate governance regimes, market
dynamics and accounting rules to better understand the UK’s particular vulnerability to audit
failure. All of these factors compose the opportunity space%vithin which audit failure
proliferates.
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I"6 To better understand the problem of public accountability in the audit industry, we
sought opinions from academics, journalists, civil society representatives, regulators and
industry/ex-industry figures. We conducted 14 semi-structured interviews, each between 40
minutes and an hour long, asking a standard set of questions which we provide in the
Appendix.

I"7 This chapter is an attempt to understand why the UK is so prone to audit failure by
examining the particular way accounting standards, corporate governance incentives and
regulations interact in the UK case to create opportunity spaces for weak auditing practice.
We subdivide this analysis into two sections: the first focuses on the ‘lost mission’ of
auditing, examining the opportunity spaces for unaccountable audit practice when the UK’s
shareholder value culture meets fair value accounting standards. The second examines
problems of institutional incompleteness when US shareholder-focused accounting regimes
meet UK light-touch regulatory systems.

A. Fair Value Accounting Standards and ‘Opportunity Spaces’ For Unaccountable Audits

I"l' The role or ‘mission’ of audit is plainly described in Section 393 of the 2006 Companies
Act, which states that:

(1)The directors of a company must not approve accounts for the purposes of this
Chapter unless they are satisfied that they give a true and fair view of the assets,
liabilities, financial position and profit or loss—

(a) in the case of the company's individual accounts, of the company;

(b) in the case of the company's group accounts, of the undertakings included in
the consolidation as a whole, so far as concerns members of the company.

(2)The auditor of a company in carrying out his functions under this Act in relation to
the company's annual accounts must have regard to the directors' duty under
subsection (1).

I"8 However what constitutes a ‘true and fair’ view is the subject of almost existential
debate. It is rarely explicitly defined, and so has the capacity to summon quite different
understandings of the purpose of accounting and auditing. If accounting is understood as a
‘rationally consistent set of principles’ (Walton 1993, p.50) which become codified in rules,
then true and fair assessments by auditors should assess the extent to which those rules
have been faithfully adhered to at the aggregate by management (see FRC 2014, for
example). If accounting is understood as a ‘set of pragmatic responses to measurement
problems’ (Walton 1993, p.50), then auditor assessments of true and fair are established
through the exercise of judgement - a higher objective formed independently of accounting
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G)"6:4& 7"'$544btdends on an architecture of rules around how you calculate what profits a
business is making. This creates an architecture of yes/no answers about whether rules are
followed, and has nothing to do with what audits are supposed to be, which is to make
judgements about the sustainability and real health of the business. So you can have accounts
presented that show lots of capital for a business that has none at all. And therefore the basic
function of an audit, to give assurance, is confounded, and investors and wider public has no
knowledge about the business at all. '154%$!B:$C$$&.,0&
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Accounts don’t answer to most stakeholders, since IFRS it’s not answering the most important
questions. Changes to accounting rules means that accounts have become subjective,
diminishing the role of the auditor.. Unrealized losses go unreported, so profits are
overestimated. When the rules say it's OK; then accountants say it's OK. (154$!B:$C$$&S0

The reason why they have lost sight of it is that superimposed on this task is a lot of extraneous
stuff, irrelevant stuff, the sort of thing that you find with the accounting standards which had
been designed with a different thing in view, that accounts should give people good
information on the value of the company... My fundamental concern is that we are seeing
cases where it’s fairly clear that managers are using the rules and the system to game things
and to take a very aggressive view... A rules based system is problematic because a prudent
auditor might ask to delay the recognition of income, but managers say ‘No! This is the rule —
we are sitting within the standards’. The only option the auditor has is to confirm the accounts
because it is within the rules. Managers shelter behind the rules.&'|54%$!B:$C$$&.,0&
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The problem is with accounting standards, they do not relate to the real world. They need to be
tested against public opinion. For example “foreseeable future” is not 12 months anywhere
else. If changed to a 5-year definition that would already be a huge change (Interviewee 4)



3.7 The claim that fair value accounting leads to audit failure gains some support from our
analysis in section 2; the shift from historic cost to fair value does seem to coincide with a
greater incidence of audit failure. Even in some of those large failures before 2005, when
IFRS was adopted across the European Union, fair value was a cause. Enron’s valuations of its
contract profits and derivatives valuations were, for example, made on a mark-to-market
basis (Giroux 2008).

3.8 It is worth noting some dissenting voices to this argument. Some point to the role of IFRS
in standardising reporting across countries, and the improvement this should make to the
task of audit. Standardisation allows auditors to compile the group and parent accounts of
complex multinationals with multi-jurisdictional subsidiaries more easily and accurately, thus
improving the audit function (Interviewee 8). Others note that the ultimate client of the
audit are the shareholders, and that shareholders require forward looking information which
auditors should assess robustly. If there is a problem with the audit process, then new
mechanisms should be sought to improve accountability by making Big Four partners more
responsible for weak audits or by improving competition in the audit market (Interviewee 2).
A third view maintained that fair value was part of the solution because banks and other
financial services firms could game historic cost accounting by holding derivatives at their
transaction value even though market prices suggested they were worthless. Auditors just
needed to enforce those rules more robustly (Interviewee 1).

3.9 The relation between audit quality and accounting standards is therefore not clear cut.
On balance, it could be said the emphasis on the consistency afforded by IFRS is overstated
when there is considerable discretion and subjectivity involved in the compilation of
accounts on a fair value basis which leads to variance. Similarly, although accounting rules
may try to standardise, those rules are often differently interpreted and applied in different
national or organisational contexts; they are refracted through institutions and the cultures
they nurture. It could also be said that forward looking information means little to
shareholders or other stakeholders if it is too open to manipulation by managers who are
themselves responding to perverse organisational incentives.

3.10 This emphasises the importance of avoiding mono-causal explanations, and instead
identifying how different elements interact to create the opportunity spaces within which
audit failures are more likely to occur. In the UK case there is a risk of unwanted institutional
isomorphism when board remuneration is linked to short term shareholder value creation
and IFRS rules provide room for discretion in the reporting of those items which underlie
shareholder value creation. The two have the capacity to reinforce each other if shareholder
value creation becomes both an incentive for, and outcome of, poor accounting practice,
unless checked by auditors exercising judgement.

3.11 However auditors often perceive the adherence to IFRS rules as the best way to
evaluate ‘true and fair’ representations. Feedback from ex-auditors in our interviews
suggests this creates an ambiguity about where rules end and judgment begins, which can
lead auditors to defer to managements’ presentations. This can lead to a circularity which
allows poor accounting practice to flourish. The risk is that the isomorphism of shareholder
value pressures, remuneration structures, reporting discretion and audit role ambiguity is
potentially one source of the opportunity spaces which diminish accountability. Serious
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consideration should be given to the way audit becomes compromised when fair value
measurement discretion meets UK shareholder value corporate governance.

3.12 Critics could point to the role of historic cost accounting in other scandals, such as the
Savings and Loans (S&L) crisis which involved avoiding the booking of losses on underwater
assets (see Young 1995 for discussion). Others could point to the continued use of GAAP in
the US where audit scandals are still commonplace. More research is needed to examine the
role of fair value accounting on audit failure, in particular whether IFRS rules hand
management too much !"#3$%4&'()*in the reporting of accounting items+*whilst also
encouraging an over-proceduralisation of the audit process at the expense of auditor
judgement, creating a circular logic - that true and fair assessments of company accounts
produced within IFRS rules, are judged on the extent to which they comply with those rules.
Whatever conclusion that research draws, it is imperative in principle that IFRS rules are
subordinate to Company Law, and thus that auditor judgement can override accounting
rules. This point was raised by BEIS (2019, p. 24):

&~ HE-$B()H*-%0&* 0%&0-%6&*")*-$B(%o!-)$&* 1"/2%-$$(.)) 3*H#/-)1-Volttd*-)1*- I"/(Yott* Y&
128* -SS()H* -3-"VH* [28H8&* H#]-)1-Yol#A* [2&* B6(70-)"&H* 8/* 9:7* &<."YU&T&)H* Y6l
)&BEHH-Y0"=>*T &I* 2+ +$-H&*(@*$(70-)>*=-1*@ (==(1")3*#/-) |- Yo #4*%-128%6*2-)*/28*(/2&

A B#L'()-=*")$(70=8/&)&#HC*DE*%.=8&#*1"/2(./'DE*&) @ (%$&7&)/*

3.13 The lost ‘mission’ of auditing has also been attributed to regulatory failure. One concern
raised by some of our interviewees was that the UK regulator lacks the willingness or ability
to enforce those rules when they are abused.

3.14 The limits of the UK’s current regulator, the Financial Reporting Council (FRC), were
noted in both in the BEIS (2019) Future of Audit report, and was the specific focus of the
Kingman Review (2019). The Kingman review provides a far-reaching critique of the remit
and practices of the FRC. The report criticised the FRC’s ‘excessively consensual
approach’ (p.8) and ‘perceived closeness to those it regulates, its reliance on recruiting from
the major audit firms, and an associated concern that the FRC has an ingrained cultural
sympathy towards the accounting profession’ (p. 52).

3.15 Kingman advocates the establishment of a new public regulator to replace the FRC: the
Audit, Reporting and Governance Authority (ARGA). It would have a clear statutory base,
enhanced enforcement powers, lines of accountability to parliament, and funding via a
statutory, rather than voluntary levy (p. 60).

3.16 We agree that voluntary funding arrangements are unlikely to produce a sufficiently
robust regulatory relationship; and that revolving doors between the Big Four and the
regulator should be countered with re-tooled, formal recruitment procedures. We also
endorse a shift from procedural-ist verification to professional judgement via an enhanced
market intelligence function, upgraded viability tests and graduated findings, with the latter
providing room for the expression of auditor opinion on management estimates and
judgements in accounts, and a venue for the communication of the rationale for audit
outcomes (p. 52).
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I"6 Poor audit practices thrive when organisational and institutional incentives are
misaligned with the public interest. It is therefore important to consider the relation
between the market dominance of the Big Four accounting firms and the opportunity spaces
for audit failure that have been observed recently.

Market Dominance

I"7 By any reasonable measure the Big Four are highly concentrated and wield market
power. The Big Four are not only the largest players in the audit market, but dominate the
lucrative audits of larger firms. Of the S&P500 the Big Four audit 495 companies. Adding
their other services, their relationships with the largest firms are even more comprehensive.
For illustration, PwC publishes how many firms out of different company indices they service.
Of the FTSE100, PwC service 60% with non-audit work and audit 30 % - leaving just 10% of
companies with which they have no commercial relationship. For S&P Europe the
breakdown is 59% non-audit, 34% audit, and just 7% with no relationship. The pattern is
replicated for the other three firms. The Big Four have strong consulting or auditing
relationships with almost all of the largest companies in the world — a point raised by a
number of interviewees.

Big Four are an oligopoly and they are extremely big and extremely powerful, and they are
commercial organizations primarily even though as auditors they have regulatory
responsibilities and duties, they are extremely conflicted in terms of their interests. The partner
incentives and culture of these organizations is a real problem in my view. (Interviewee 10)

"8 This dominance generates large profits, particularly from non-audit service lines. The
global revenue for these firms varies from USD 29 billion to USD 46 billion for the latest fiscal
year (PwC 2019, KPMG 2018, EY 2018, Deloitte 2019). Auditing work represents about a
third of income for the Big Four. The more lucrative activities are tax consulting, advisory and
business consulting.
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Figure 5: Big Four Revenue, USS5bn, 2018
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This study finds that public doubts concerning the performance of independent auditors of
major corporations are well founded. Moreover, the problems causing an erosion of confidence
in the “Big Eight” accounting firms and other independent auditors are inherent in their present
system of practice, the procedure by which they are chosen, and their relationship to standard-
setting bodies. Restoration of public confidence in the independence and competence of such
auditors depends upon reforming the manner in which they perform their responsibilities.

The most important requirement of independent auditors is that they be regarded by the public
as truly independent from the interests of their clients. The “Big Eight” firms have seriously
impaired their independence by becoming involved in the business affairs of their corporate
clients, and by advocating their clients’ interests on controversial issues. It appears that the
“Big Eight” firms are more concerned with serving the interests of corporate managements
who select them and authorize their fees than with protecting the interests of the public, for
whose benefit Congress established the position of independent auditor.

The management advisory services provided by “Big Eight” firms are intended to aid corporate
managements in operating their businesses, and necessarily involve “Big Eight” firms in the
business affairs of their clients. Such involvement creates a professional and financial interest
by the independent auditor in a client’s affairs which is inconsistent with the auditor’s
responsibility to remain independent in facts and in appearance’.! @G*99.Q$$! *(
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Fundamentally the problem ~*+!&/0.1is! insufficient scepticism, which is about culture, rather

than competition or the integration of firms @Y (1$64.$<$$!"
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Figure 6: Number Of Partners As A Percentage Of The Total Workforce 2010-2019 (EY
2017-2019)!
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4+>1 2@ABC! DEFGH! &' +/4$/! )41 0,8'),8'1 <++41 2-8&$)! [$-,(+'%1! AJ5 *4&)+Y%o! +/1 #:
2-+96$-11 6&)H ) H$! &' 4*%0)/11$J.- &' SA #+61 )H&Y! 2-8$')53+2*%6$4 2+-)*/$1%6$$.$41 &)+
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If my client (audit) doesn’t go well, ..; even though there is not technically a reason to say they
might have a going concern issue, but longer term you cannot convince yourself they will make
it, ... the auditor has a very difficult time to say to a client “I will consider you not as a going
concern”. That is an absolute clash with your clients (interests). (Interviewee 5)

I"#08 M'AS/! %o*2#1 2&/12%0%),"25%:! %+0$! ;*$%(+'1 )#S! $I)$))! )+! 64#&2#! /+33%%&+,-
BH&2HIH,OB)/ A&(+ - 1I<+OS/'SANHS!./,2(28!,/BI12*//$")-116+/K&'<! Yo HSL1%6#+*-4L !

Professional norms are wholly unsatisfactory (Interviewee 4)

There is a culture of familiarity. They have forgotten how not to have too close relationships,
and take clients wining and dining instead. (Interviewee 6)

The awareness within the profession that it is definitely not only about serving the interests of
your clients has grown. And it is continuing to grow. | am not saying it is where this should be
but it has changed and | think it has changed in the right direction... Is the profession able to
keep up as the wider public or civil society would wish? Potentially not, but | think there is more
and more thinking about it. They are, more and more, trying to do this. But they seem to
always be a little behind. and it is something that is difficult to actually grasp because | would
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I"#$ It should be noted that some respondents saw this as a problem of individual auditors,
rather than being solely related to the internal culture or market power of the Big Four:
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K-"-,/")$3(*56,%!4$/%L!$D6!%$%&"%$%&'$"65/%* (1$5/5$-*%$5*$"$1**5$D*7:$,<-%'(=/
I"#%However most highlighted organisational problems, specifically the denigration of the
status of audit as an activity and occupation within the average Big Four company: $
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I"&' Finally, others highlighted the political clout of the Big Four, and the strong links
between them and policymakers: $
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1"&# In terms of what should be done, some felt that client-based conflicts of interest meant
that other actors should appoint auditors:
'<I6('('$!&*6)5%$"33*/-%%$"65/96*(Interviewee 9).

Others thought there were pros and cons to increasing intervention in the commissioning

process: $
H&"-1/-1$%&'$,*CC/11/*-[-1$*+$%&'$"65/%$!"C!$)/2'$"$7)6-%$/-1%(6C'-%4$>&" "% $/+$
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Some suggested the greater problem was partner liability:
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5. The Role of Civil Society
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I"# The lack of diversity in discussions of audit is replicated outside the UK. In 2010 the EU
published a Green Paper, ‘Audit Policy: Lessons from the crisis’ to invite discussion of a range
of issues. These included the supervision of the auditors, the structure of the audit market
and the governance and independence of audit firms. 688 comments were submitted with
407 (59%) coming from the audit profession, 145 from preparers, 22 users, 57 public
authorities, 9 audit committees, 28 academia and 20 categorized as other. The European
Commission reports that of ‘other’ the majority came from private individuals (EC 2011).

I"# Respondents from the UK were more consistent in opposing reform proposals than
respondents from any other country. Of interest in terms of identifying change coalitions,
the 213 responses that came from small German auditors and firms strongly supported
reform proposals (Bocking et al. 2011). Subtracting these respondents from the audit
profession category shows that large audit firms almost unanimously opposed reform . “..
(M)ost of the stakeholders did not see a necessity for fundamentally changing the status
quo. This result prevails even more when, in a separate analysis, we treated identical
statements by several German small practitioners as a single response’ (Bécking et al. 2011:
1). Auditors, financial statement preparers and users dominate discussions on audit reform

in support of the status quo. Civil society is silent.

I"$ The silence of civil society on the important matter of audit reform is a public
accountability problem. As Ramanna notes, ‘a relatively higher awareness among the public
of [these issues] induces intermediaries such as politicians or the media to act as safeguards
for the public interest’ (Ramanna 2015, pp.7-8). The challenge is how to energise civil society
to become involved in the reform process, when for many this is simply a boring, technical
activity with little connection to their own lives.

I"%&he absence of a civil society voice in audit reform and the challenge this poses to public
accountability was a concern for many interviewees. Some commented that the purpose of
audit should be reframed to include a wider range of stakeholders, and argued for a civil
society with capacity to speak for those interests in the reform process.
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I"#$ Building civil society engagement on issues often considered boring and technical is
challenging. Although there are some signs of encouragement. The work of financial
journalists at the Financial Times have increased the public prominence of this issue through
their coverage of detailed accounting failures and of Big Four culture, for example. But the
readership of the FT is relatively eclectic and well-written exposes alone will not
automatically lead to civil society momentum on audit issues. That requires organisation,
and the key problem is that there are few organisations campaigning about audit failure.

I"#%Tax is a case in point. It provides precedent of another campaign issue that was deemed
arcane and captured by vested interests and technocratic barriers to entry. Tax justice has
despite this history of insulation from public contention, increased in salience with new
regulatory tools such as Country by Country Reporting (CbCR) originating in civil society and
now adopted in policy (Seabrooke and Wigan 2016). The Tax Justice Network has been at the
fore here and provides some clear pointers on direction of travel.

I"#& Figures 10 and 11, below, provides an issue crawler depiction of the organizational
websites involved with tax justice issues for 2012 and 2016. Issue Crawler (issuecrawler.net)
is a network mapping software that captures outlinks from specified sites and ‘crawls’ along
them to establish issue linkage from website presence (Marres and Rogers 2005). It permits
a visualization of existing links between organizations based on the issue, such as tax justice.
This technique locates links between websites and is an established method for locating
agenda setting in transnational networks (Carpenter et al., 2014). Researchers in this team
conducted Issue Crawler searches on tax justice issues in 2012 and 2016. Figures 10 and 11
show the betweenness centrality of nodes (websites) in the network, with the size of the
nodes a reflection of the number of times it acts as the shortest bridge between two other
nodes.
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I"#! Figure 10 shows the tax justice issue space in 2012. By this time the tax justice issue had
been well-established and given a significant boost with post-financial crisis moral outrage
about tax abuses and bailouts. Tax Justice Network had led this charge since 2003 as an

34



I"H#$%&'(()*'++,&-(,.* /0,%12-'+, *345* 67, -%$$8,* ™ *I:"* 1 <=>2@** A/*BC+DE,*3,1F$%
61/GC+DE,@",17* I+* (SE'L,.* 1$* 1H,* +$C1H, +1* $#* 1H,* 1"%'&I* " * 1H,* JI""EV'(* KE
IBUE,* " % LHOAIH+D™* KI.* 06, * '(+$* 0%$&!","1* 1$F'%.+* 1H,* E,"1,%* $#* 1H,* 1&", @*
1"1,%,+D"*'-$C1* LHI+*" 1F$%8*.,01EDS$" * 1+* TH'1* 1H,*"$.,+* . $M,.*'%$C".* 1'/GC+DE, (
D,.*1$:,1H,%@* AH!+*I"E(C.,+*AB3*-%"EH, +*-C1*'(+$*.IN,%,"1*F,-+11,+* 1H'1*+0,'8* 1
'C.1,"E,+@* J$%* ,/&O(,* 1%, +C%, 1+(" +@$%:* 1+* * F,-+11,* #$%* * 0$0C('%* ;<=;* -$$!
H'O,"+* F9%IM,"* -)* * G$C%"(1+1* 'P(I'L,.* FI1H* AB3* 67H'/+$"™ ;<=;2@* 1'/%,+,'%EH(
Q!EH'%.*RCY%O0H)I*'*8,)*.%10!" *#$%E, *-, HI" *L-LQ*" *1H,*J'1%A*R'%8I**0%$(! SE*-(
ES"S&IE+* 1++C, +I* ™.* "$F* 106, E1$%* $#* 1H,* L$%0$%'1,* KEESC"1'-I(11)* .
S"™E!(+,E%,E)!". /@ES$&* % #,%+* 1$* 1H,* JI""EV'(* 7,E%,E)* T"./* 0%$.CE,.* -)* AB
'P(I'L,+I*FHIEH*0%$0!.,+*'* C"IUC * & 1H$.$($:)* 1$* &,'+C%,* LTH,* /1,"1* $#* S""El'(*+,E
0%$0!.,.* -)* * GCY%!+.|[ED$"™ 6L$-H'&* ,1* '(@* ;<=V?2@* AHI+* - "EH&'%8* I+* '&
0$(IE)&'8I"*ES&&C"I11)I*.,(1-,%'1,()*+,,8!"*1$*&$0,*'M,"D$"*'F)*#%$&* LH,*., *$#*W1'/
H'O,"+X*'+*1%$0IE'(*.,+D"D$"+*:, Y"*' F)*FITH* ") (L H1*%$--, %) *" *O(E!":* &OH '+ +*$™
E$%0$%'1,*" * (11,* 1'/*'O$L."E,* FILH!"* 1H * E$%, * $#* 1H,* 5ZL[* & &-,%* +1'1,+* 67,
xR <=\R2@* T J1:C%, *=<* 1H,%, *'06, * +$&,* D,+* 1$*1"1,%:$0,%"&,"1'(* $%:"\'D$"
1H,* JI"Er(*KED$"™* A'+8* J$%E, I* 1H,* 9$%(.*]"81* ™" * 1H,*A_*[,0'%1&,"1*#$%* T"1,%"|
[,O,($0&,"11% -C1* THI+* " 1F$%8* 1+* &'1"()* 0$0C('1,.* -)* 345+1* I"E(C.I"* ('%:,* 0('),%+* (
A%"+0'%,"E)* T"1,%"D$"(@* K1* 1H,* D&,* 345+* F,%,* E$&0,D":* #$%* 'M,"D$"* $"* 1
GCADE, *4++C,*" *+1:"((I":*1$* 'EH*$1H,%I*E%, 'D":*1H,*., "+ *" 1F$%8*. 0IE1, . *-$O,@*

I"H#$9%68&'(()*+,'-$./0&'1..$&'2%+348%'5&637%89":;(<="

+gbrd.com
?,ISdb'mg » dfid.gov.uk
. < norad.no
weLndiobalcompact.org seuropa.eu  weingoaccountabiitycharter.arg
@somo.nl > ' we diplomnatie.gou. fr
“eib.org
e eentwicklung.at warldbank.org
; ) ® ¢ opengovpartnership.org
Houiam.org.u »@aidtransparency.net @undp.org.
L 4 ratfgafl.org .ﬁtransparency.org
o glectronicswatch.org *unodc.org 5.0rg -
W ; N > JC1).0r
oillo.org v - v ?‘"-J g
s eiadb.org » .
I ) g 0200019 e foolsgold.international +actionaid.org.uk
Peceuropaey - A
ofairtrade.org.uk  peopleandplanet. org@ = o i
ﬁgthicalfashionblog.com taxjustice.net ,,qguardian,co,uk »* financialtransparency.org ‘ et
4 i academire<tand.on
v . Peiaiit d
+financial-ombudsman.org.uk . pes.org.ul ’ » .@ ofintegrity.org ;
1 P+ nytimes.com
e ethicalconsumer. oksecrecyjuriscictions.com | © 20dstiee.no i . treasureislands.org » forbes,com
o fsa.gov.uk " W 4 o
poffscs.org.uk S\ fairtaxmark ret @ fnancialsecrecyindex.com ¥*globalwitness.org
R3 “imf.org f@ taxresearch.arg.uk P diverseethics.com
*eico.gov.uk
icrict.org wiisar.csustan.edu ) “eictd.ac
Beft.com
. ) ewaronwant.org  “edlobaltaxiustice.ora 4
eheartunions.org ‘@ newleftproject.org vanityfair.com*s jnternationaltaxreview.com

e@economicjustice. jubileedebt.org.uk *

5.16* J:.C%,* ==* 0%3$0!.,+* 1H,* ", 1F$%8* #$%* ;<=>@* 1'/GC+DE,@",1* |+* -)* #%* 1H,
"$.,@*9,*E"*+,,*1H,*1H!""I"*$C1*$#*345+*E$&0'%, . * 1$*$" () *#$C%*),'%+*,'%(!,%I*-C1
$#* 1%,E1* D,+* 1$* 1"1,%:$0,%"&,"1'(* 'EDO!1)I* +CEH* '+* FI1H* 1H,* 5ZL[I* 1H,
LE&&!++IS"1**%0™: *$#*.,0,($0&,"1*-""8+I*" . *('%:,*345+*(18,*A%"'+0'%, "E)*T"1,%"D$" (¢
AH,%,*'%,*'(+$*+C-+1"DO,*(1"8+*1$*:%$CO0+*+CEH*'+*1H,* C-(\E*"" . *L$&&, YoE!"(*7,%0(

aVv



I"HBYOREH " (\Yor+HE&(,-"#+ #1.0),1&("+"H# 1232456H# T8HO: <H (+# ("#*&Yo!)#+=1+#+1>#/C
=I'# B.C%'# D).B# +=0%# E%)(E=%)8# (,+.# D.)BI&# '%*("(., FB!-(,G# *()*&%"# @'*-%'# @
* 0&HIEE&SH" (G, (H*, +#EO@&(*#E)%""0)% 64

I"HSH | VoH -, 5,4 SIBH + . *)%!+%# B.BY%, +OB# . # +96*=, (*1&# ("0%"# ("# +=).0G=H# +=0o#
@Y%, *=BI)-"#1,'#(, (*%"6#3(C(&#" . *(%+8#.)G!,(J12.,"#* #%,GIGY%#K)%D.)B("+L#@%,*
I&&(,GH . # Yo>EY)+"H +.# "% # | ' 18&8" Yot E)I*P+0%"# $(+=(,# "*YE+9%'# (,'0"+)8# "
%18 &Y' HKY>E %)+ 1*2C ("+"L#* #EO"=#D.)$!) #K)%C.&07?.,))8L# @%,*=B!)-"# @8# .N°
L) G S=(*=H# E)FP00"H K1 # @%# I"%"%'6# O%)%# .,%# *| # %>E%*+
EE."(?.,# D).B# %,+)%,*=%# (,+%)%"+"# 1IM%!@)..-%# |,'# P(G!,# 9::Q56# 7.+=# )%L
)%C.&07.,)8# D.)B"# .D# G%,%)1?,G# *(C(&# " *(%+8# %,GIGYBYo, +# .. # +%*=, (*I&# ('
E."(?C%"#!,'#,%G!2C%"6#R0)"0(,G#10'(?, GHS(+=#1"*.0,+1@ (&(+8#)%S0()%"#" . BYo#"
+ H@YHBIVoH. H= SH+ H@Y"+H#%, GIGYHI*2C (" " THIO+=.) (2%"TH, #@).'Yo)#*(C(&#".

"Gt U=0%# '%B,'# D.)# W ,.("(Yo)# E.&(*"# . # 10'(+# | '# 10" (+# )%D.)B# ("# ., # +=9%# )(
'%6B!,'#("#G).$(GTH(,"?+0?.,|1&# "OEE&SH&IG"6#V"# . +00'# (#)%G!) # + # +=Y#E.&(?*
+=0ot 3(+8# .DHW.,". #1,'# #KH, !, *%o# *0)"VoL# +=I+# +=06# 3(+8# ,.0)("=%"# 13=)("+%,"
$=00)%# (,"?+07.,1&# "OEE&SH# ("# 1@"%,+# |,'# 0,&(-%&8# +.# "E.,+!,%.0"&8# %B%)C
"1)4+06G(*1&&8H!, HEO)E."(CY&SBH.)*=06"+)1+%'# 171-%)#! '#P (G #9:;X56#2+# ("#(BE.)
OON.)+"#!)%o# . +# ., &8H#YZF@!"%'# @O+# 18" #+)1," 12, |&T#H"(,*%#E).D%""(.,|&H# E)1*2*0
10'(?, GTH#)%#'%C%&. E%'#1, #I[)BY%'#+=).0G=#+)]," 12.,1&#* BBO,(?%"# 1\)%6%6# Yo+ #1¢
O.$%CY6) THYON. ) +"#5 H@YoH" Y00 Vo H(, #+=Yor Y ZHI"#IHE) *2¥18#"+1)?, GHE. (,+6#V,'#)
BISH=ICY6#(,+%),12.,1&#H(BE&(*1?., " TH@8H %B.,"+)1?, GHS=I+#*=1 GU#("HE." (@&Y6H#

&"()*+,,)-/0+-1'

&"#H0)#%>1B(,1?2.,# . D#10'(+#D1(&0)%# !, '# .0)# ,+%) C(%$"#)%C%!&#.,G.(,GH#*. *%),"}
'O+ &(,%0# . DHI0'GYB Yo, +# 1, H"VE 2+ ("BH# (#+=Y6#10' (+#E). %06 TH+=06#*. N*+"#.D# (-
* "0&?,G# 1, #10'(?,G#).&%" # $(+=(,#+=06# 7(GH#\.0)#.)G!,("12.,"TH#| '#_#B.)%#@).I'&8
&M # D#10'(?,G# $(+=(# | # )*=(+%*+0)%# .D# (BE.C%)("=%'# *=0%*-"# | '# @!&! *¢
*)01+0bH-+=0%0#. EE.)+0, (+8#"EI*06"#D.)HE. . JHE)*2+%66#

&"FVO (+#("HIH" *(18H0P&(+8 H(+#"=.08 #" %) CYb#t | &&H"+1-%=.&'%) "THS=06+=0b)#"=!
%BE&.8%%" TH 0EE&(%)"TH#. J#*.,"0B%)"6#V0'(+#D!(&0)%#+=9%6)%D.)%#("HHEO @& (*

&"3H0)#)%*.BB%,'1?.,"#)%6#+=%)%D.)%H#GO( %' #@8#+=%#D.&&.$(,GHE)(,*(E&%" #

a U=0%#(BE.)+!*%#.D#)%!""%)?, G#+=YHHESIDWH (+#E)1*2%00 #+ #%>%)*("%o#/0'C
+#9%,"0)%H+=1+#1%+.0,2,G#(,D.)BI?. #E).C(%"#+=%# @%"+#EE).>(B!?.,#.D#0
0%, B(*#I*2C(+ 86

a U=%# (BE.)+!,*%¢# .D# )%(,C(G.)\ 283 W # .D# "0E2*("B# |,'# E)0'%, *%o# (,# +=%ot
E).*%6""#

a U=%# (BE.)+!,*%# &)+ % -".+% (/$% "00"1('+*(1% JOR&SP6) %t "*UE?*("B# BIS:
* BE).B("%'#!, #E. . )#E)*?2*%#BIS#E).&(D%)!+ %66

a U=%#(BE.)+!,*%#.D#B.@ (&(&CH%)" 8&*$(1% 4 HCBYeH +=00# +=(,#E.&(?*1&#B!
S=(=H&Y6!'"H+ H#(,"(Yo)#*E+0)%#.DH#)%GO&!?. #, H+=%%#)%D.)BH#E).*%""6#

b<



With those principles in mind, our recommendations are:
A. In terms of the role of audit:

6.4 We acknowledge the importance of accounting rules as a mechanism for standardising
reporting practice, allowing investors and other stakeholders to make commensurable
comparisons between firms. But there is a legitimate concern that the move to IFRS has led
to an over-proceduralisation that has reduced audit to an architecture of yes/no debates
around whether rules are fulfilled or not.

6.5 Audit has lost sight of its mission, enshrined in the 2006 Companies Act which is to form
a judgement about the sustainability and health of a business by providing a true and fair
view of its assets, liabilities, financial position and profit or loss.

6.6 In recent times an ambiguity has emerged, both in the FRC’s (2014) interpretation of
‘“true and fair’ (see LAPFF 2015) and in auditors’ own view that their role is to implement
IFRS rules. It is not.

6.7 Similarly the concept of prudence was removed from the IFRS 2010 Conceptual
Framework for financial reporting.

6.8 We therefore recommend a rewriting of the accounting framework to ensure greater
symmetry with the 2006 Companies Act about the role of auditing: that whilst rules should
standardise the process of constructing financial reports, the role of audit is to verify them
by providing a true and fair view of its assets, liabilities, financial position and profit or loss.
Accounting rules should be subordinate to the law, and the law demands the exercise of
independent judgement and professional scepticism by auditors to encourage prudence. We
do not want to be overly-prescriptive about which body or bodies should be charged with
this rewriting process, but in principle those bodies should be intellectually plural and
include civil society representatives to prevent industry capture.

B. In terms of the culture of audit:

6.9 We recognise that a restatement of the role of auditing is a necessary prerequisite for
changing audit practice, but is unlikely to change practice on its own.

6.10 Our history of auditing has shown that the conduct of audit and audit’s relationship to
other practices are often shaped by informal rules which play at the edges of what might be
deemed legitimate; and that new rules may simply enshrine and legitimise informal
behaviours that have been long practiced.

6.11 This has often led to conflicts of interest between audit and non-audit functions when
those activities are carried out within the same organisation.
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I"#$ Such conflicts may also lead to a compromising of audit quality if maintaining a good
client relation with management becomes an important commercial concern.

I"#%This culture did not start with the Big Four. Similar problems are noted when there were
‘Five Brothers’ (NEF 2002; Suddaby and Greenwood 2005) or even eight large accounting
and audit firms (Committee on Government Operations, United States Senate, December
1976, p.7) This culture has long structural and institutional origins.

I"#& It is rather the case that the Big Four represents a continuation and consolidation of
that culture. For that reason we do not think there to be any natural mechanism through
which the introduction of more competition of similarly integrated accounting and audit
combines would resolve this fundamental cultural problem.

I"#' However we do believe the culture of scepticism and challenge necessary to conduct
robust audits is often sublimated to the optimistic problem-solving culture of consulting.
Auditors must be fearless. And, they are only able to be so if there is a separation between
the two activities. ()* +,)-)./-)* 0122/-+* 3* 0+-14+1-35* 367* 5)835* 0)23-39/6* /.* +,/
349:;9)0<*-3+,)-*+,36*3*0/=)-*8/:)-6364)*/-*/2)-39/635*>-;687.)64,68@*0)23-39/6

I"#!' We note that this is politically practicable. The industry responses given in the BEIS
(2019) report suggest that many within the Big Four believe this may resolve some of their
accountability problems, and that this is the direction of travel they are moving in, in any
case. Audit is similarly no longer a major profit centre, and so would be a tolerable loss. We
also note that some coordination will always be required in complex audits, but that this
could be managed through more sophisticated information systems.

I"#A However, we note some risks associated with this separation. First, the separation of
low-profit audit services from high profit non-auditing services raises legitimate questions
about the financial viability of audit post-separation. Audit costs will have to rise and those
costs will likely be passed on to consumers. Second, the risk of capture by clients may be
more pronounced if the audit market fragments and smaller auditors become dependent on
a handful of large audit contracts to survive. Third, there may be information asymmetries if
the audit sector fragments whilst non-audit services remain at their current level of
concentration.

I"#B On the first risk, there is a strong case that audit failure has now got out of hand and
that higher audit costs are a social price worth paying for more robust, accountable audits.
There may be efficiency enhancing outcomes which offset some of these costs (see para 6.33
below). Similarly, those higher upfront costs should lead to a smaller number of corporate
failures, the costs of which are, in many cases, already socialised. On the second and third
risks we believe the rentier problem outlined in para 4.15 could be ameliorated through the
C;+,7-3C35*/.*5;D;+)7*5;3E; prifleges in both audit and non-audit services. That would
incentivise prudence in audit and more caution in non-audit. Partners are not suppliers of
risk capital in the classic sense and so it is unclear what purpose limited liability serves other
than protecting partner privilege. Limited liability in this situation is a moral hazard that
helps privatise gains and socialise losses, and so needs to be withdrawn.
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Document Document Document

Company Count Company Count Company Count
Koninklijke Ahold Delhaize N.V. 378 Versailles Group PLC 31 Rhodia SA 16
Tesco PLC 204 Bristol-Myers Squibb Co 27 Bain Capital, LLC 15
Steinhoff International Holdings N.V. 176 Carillion PLC 27 Verizon Communications Inc. 15
Toshiba Corp 169 Royal Bank of Scotland Group PLC 26 Boosey & Hawkes Ltd 15
MClI Inc 129 Warner Media, LLC 25 KKR & Co. Inc. 15
BT Group PLC 115 Qwest Communications International Inc 25 Lehman Brothers Holdings Inc 15
Fannie Mae 113 Royal Dutch Shell PLC 24 Rite Aid Corp 15
Patisserie Holdings PLC 100 Cadbury plc 23 Sony Corporation 15
Freddie Mac 98 Ford Motor Company 22 Berkshire Hathaway Inc 14
American International Group Inc. 87 Fuiji Xerox Company Limited 22 Deutsche Telekom AG 14
RSA Insurance Group PLC 87 Mayflower Corp PLC 22 Aptiv PLC 14
Nortel Networks Corp 74 TransTec PLC 21 Elan Corporation plc 14
PricewaterhouseCoopers LLP 71 Johnson Controls International PLC 21 Mpac Group PLC 14
Enron Creditors Recovery Corp. 67 iSOFT Group Plc 21 Bundesanstalt fur Finanzdienstleistungsaufsicht 13
Olympus Corporation 67 SK C&C Company Limited 21 Carl Fischer 13
Wirecard AG 63 Speedy Hire PLC 20 Refco Inc 13
KPMG International 61 JPMorgan Chase & Co. 20 UBS Group AG 13
Bausch Health Cos Inc 55 Encompass Health Corp 20 Britax International plc 12
Citigroup Inc. 49 Citigroup Japan Holdings Corp. 20 Merrill 12
Avis Budget Group Inc. 47 Wickes Ltd 20 Noble Group Ltd 12
Xerox Holdings Corp. 46 Banco Espirito Santo SA 19 Asia Resource Minerals Ltd 12
Ernst & Young LLP 45 Carrefour SA 19 International Consolidated Airlines Group S.A. 11
HP Inc 45 Allied Carpets Group plc 19 Powerscreen International Plc 11
Thomas Cook Group PLC 42 Zurich Insurance Group Ltd 17 Cisco Systems Inc 11
Autonomy Corporation plc 39 Barclays PLC 16 Hillshire Brands Company 11
Deloitte Touche Tohmatsu Limited 39 CAlnc. 16 Samsonite International S.A. 11
Adecco Group AG 36 Deloitte LLP 16 Interpublic Group of Companies Inc. 11
The Goldman Sachs Group Incorporated 33 Fujifilm Holdings Corporation 16 Pearson PLC 11
Healthcare Locums Plc 33 ISS A/S 16 Rolls-Royce Holdings PLC 11
Andersen 32 Glencore PLC 16 Senior PLC 11
Parmalat SpA 32 Bank of America Corporation 16 Booker Group Plc 10 |
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