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STATUTORY AUDIT SERVICES MARKET INVESTIGATION 

Summary of a hearing with Professor John Kay held on 29 August 2012 

Background 

1. Professor Kay is an economist and the author of a report for the Department for 
Business, Innovation & Skills (BIS) entitled “The Kay Review of UK Equity Markets 
and Long-Term Decision Making”. 

2. Whilst the audit market was not the subject of this report, the Competition 
Commission invited Professor Kay to a hearing to discuss matters in his report that 
may be relevant to its market investigation into the supply of statutory audit services 
to large companies in the UK. 

Principal agent issues, incentives and behaviour 

3. Professor Kay referred to the focus in his report about the divergence between the 
interests of fund managers (as agents) and end users (or individual shareholders) as 
principals.  With regard to audit, he thought that asking what the business 
imperatives of audit firms were was a key question. 

4. Professor Kay thought that there had historically been more of a formal sense of 
professionalism with regard to auditors compared to other agents in the financial 
sector (such as fund managers).  He thought that the profession of accountants had 
changed significantly over the past 20 to 30 years and that audit was now seen as a 
business with two main business imperatives: (a) to win business (ie audit clients); 
and (b) to sell other non-audit services.  He considered that it was therefore 
important to ask what incentives these business imperatives produced within 
auditing. 

5. A less important but relevant issue was the relationship between individuals and the 
firms they worked for.  Professor Kay noted that the last 20 to 30 years had seen a 
shift from a shared partnership to an “eat what you kill” model. 

6. Professor Kay referred to the conclusion in the Kay Review that regulation had relied 
too much on the provision of more information as a solution to problems in financial 
markets. He considered that there needed to be more emphasis on the qualitative 
content and usefulness of the information disclosed. With regard to the financial 
information disclosed in audited accounts, he thought that there had been too much 
emphasis on the demand for comparable data (across sectors and time). The result 
had been a disclosure of information, much of which was of limited value. Rather he 
thought audited accounts should provide more qualitative information.   It was 
important to emphasise the concept of ‘true and fair view” and to insist on the need 
for the exercise of judgement. He suggested that different types of investors had 
different needs in terms of what they wanted from an audit.  

7. Prof Kay also commented on the function of an audit. He did not consider that the 
purpose of regulatory obligations to disclose financial information to the markets 
should be seen as a mechanism to ensure a level playing field in the operation of 
equity markets. Rather he considered that such information had the more important 
function of providing shareholders with information to facilitate good corporate 
governance. He considered that over recent times there had been too much 
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emphasis on the provision of information with the aim of achieving an efficient capital 
allocation by ensuring a level playing field in financial trading markets.  

8. Professor Kay thought that competition in the audit market was distorted partly 
because of the standards set by the regulatory framework. In particular, the effect of 
the standards was that competition in audit markets was focussed on the ability of 
auditors to deliver to the required standards. He did not consider the accounting 
standards operated as minimum standards but acted as a de facto standard. This 
diminished the role of professional judgement in the preparation of accounts and 
inhibited innovation in the audit firms’ business models.  

9. He noted that audit was distinctive because it was a product that companies were 
compelled to purchase.  However, if investors were to be responsible for selecting 
auditors, he suggested that there may be more incentive for audit firms to be more 
innovative in order to appeal to shareholders. 

Trust and confidence 

10. As explained in his Review, Professor Kay considered that trust and confidence were 
key to the effective operation of financial markets, and that these were based on 
personal relationships.  As such relationships were largely absent from equity trading 
markets (ie holdings were held for short periods and there was no on-going 
relationship between shareholder and company), he thought that regulation was 
used in an attempt to make good the short fall.  This had not proved successful, and 
levels of trust in the financial sector were much lower than a decade ago. 

11. Professor Kay thought that there was a need for auditors to exercise and 
demonstrate more judgement by moving away from standard templates and going 
beyond simply declaring a company’s accounts “true and fair”.  He thought extending 
narrative reporting would be more useful to ensure good corporate governance.   

12. Professor Kay did not think that fragmented shareholdings inevitably meant that 
shareholders could not appoint and hold auditors to account, rather the difficulty was 
created bytransient shareholdings.  

Regulation of auditors 

13. In relation to the issue of “who guards the guardian”, Professor Kay said the solution 
did not lie in multiple layers of oversight, but in the quality of relationships.  He 
thought that every additional agent in a chain of regulation supplemented the initial 
principal agent problem.  However, he accepted that this was a product of a world 
where – as a result of financial markets being restructured since the 1980s - levels of 
trust and confidence were not high.  Regulation was introduced to compensate for 
this and the problem was exacerbated as more attempts to substitute regulation for 
trust and confidence undermined trust and confidence.   

14. Professor Kay observed that increasing regulation was being driven by the European 
Commission (EC), but that the underlying ideas had originated largely in the UK. 
Therefore it was important to change thinking in the UK in order to change the 
approach taken by the EC. 

Exit and voice 

15. Professor Kay referred to the point made in his Review that public equity markets 
currently encouraged exit (the sale of shares) over voice (the exchange of views with 
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the company) as a means of engagement.  He agreed that whilst the law (and court 
judgements) around the duties of auditors had voice in mind (ie audit reports were 
said to allow shareholders to monitor the performance of company directors and 
exercise their rights under corporate law more effectively), this did not correspond 
with the reality of modern securities markets.  Unhappy shareholders were more 
likely to sell shares than take issue with management. 

16. Professor Kay agreed that whilst audit reports may be somewhat mechanical, it was 
still important for people to see them.  However, he added that the figures contained 
therein may bear little relation to the performance of a company. Standard 
performance metrics and time periods may not be appropriate in some sectors.   

The auditor-client relationship 

17. Professor Kay suggested that the personal objectives of an audit committee chair 
may sometimes be to secure positions on other boards and would have a strong 
incentive to ‘avoid trouble’.  For this same reason, he no longer thought that having 
‘professional non-executives’ was a good idea. He thought that long-term institutional 
investors should be involved in non-executive Board member appointments, but that 
an annual general meeting did not constitute a “real vote”.  However, he accepted 
that shareholders did have some influence on the appointment of a company 
chairman. 

18. With regard to the issue about a high proportion of audit committee chairs or finance 
directors in FTSE 350 companies coming from one of the Big 4 audit firms, Professor 
Kay considered that whilst this could distort competition and act as a  barrier to 
innovation, it was secondary consideration. In particular, it was symptomatic of a 
general problem with financial market regulation in that relevant experience was 
considered necessary, but this could limit the range of alternative viewpoints.   

How statutory audits can contribute to regulatory policy and market practice 

19. Professor Kay considered that statutory audits could contribute to encouraging a 
more long-term perspective in UK equity markets in three main ways: (a) by the 
depth of information provided by auditors; (b) by the extent to which shareholders 
were involved in the audit process; and (c) by substituting judgement for rules and 
detailed standards.  He felt that the minimum standards in the audit function were 
perhaps interpreted as absolute standards, thereby contributing to self-protectionism 
amongst auditors and preventing auditors from asking “what is the best way....?”  
Professor Kay said that the existence of standards did not legally remove the 
requirement for auditors to make the “true and fair” judgement, but that this was to 
some degree the case in practice. 

Equity markets and capital allocation 

20. Professor Kay referred to a point in his report where he noted that FTSE 350 
companies were overwhelmingly self-financing and therefore their principal 
mechanism for capital allocation was the internal decisions they made.  He 
considered the role of equity markets was to provide oversight of these decisions and 
the role of auditors was to support effective corporate governance. He did not 
necessarily consider this more limited role of the equity market to be a problem in 
itself which needed to be addressed. Rather he considered that the role equity 
markets have in the allocation of resources is important background to considering 
the issues we had discussed.   
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Information disclosure 

21. Professor Kay spoke about how an undue reliance on information disclosure as a 
response to divergences of incentives across the equity investment chain had led to 
the provision of large quantities of data which might be of little value to users.  This 
included, for example, symbolic quarterly earnings data and company annual reports 
– effectively representing the totality of statutory information disclosure.  He 
considered that companies were wary of publishing anything that was not required by 
statutory regulation.   
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