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1. Introduction 

The Universities Superannuation Scheme (USS) is the second largest pension fund in the UK, with 

approx £32 bn assets under management. Due to the long term nature of our liabilities, we take a 

long term perspective in our investment process and place significant emphasis on our stewardship 

responsibilities. The large size of our portfolio and our broad exposure to the UK equity market 

means we pay close attention to matters we believe could impinge on the long term outlook for 

growth. In other words, USS is not only highly cognisant of our long term ownership responsibilities, 

but we are well aware of the need to promote a competitive economic environment that fosters 

sustainable growth. 

 

The financial crisis has caused lasting damage to the British economy. It has, however, thrown up 

some important opportunities to learn lessons. We believe the audit market is one area that 

requires urgent attention, and welcome the Competition Commission’s investigation.   

 

USS participated in a hearing for investors on the large company statutory audit market held with 

the UK Competition Commission on the 16th April. We welcomed the opportunity to share our views 

with the Inquiry Team. We are writing now to provide additional material. The points below set out 

our views on: 

 the purpose of the audit; 

 the inadequate quality of audits today; 

 the importance of independence and accountability as prerequisites for high quality accounts;  

 priority areas for regulatory action;  

 the need to examine potential regulatory capture; and 

 a more competitive audit market playing a pivotal role in raising auditing standards. 

 

It is important to stress at the outset, however, that we believe that it is difficult to examine the 

performance of the audit sector without also being aware of the underlying design faults with the 

accounting framework. The UK’s 2006 Company Law sets out a clear requirement that “accounts 

give [a] true and fair view” (Part 15, Ch 4), and company directors are expected to use these 

accounts to deliver on their obligations of ensuring solvency and that no distributions are made out 

of capital (Part 23). Furthermore, Part 2 of the 2008 Regulations on Reports and Accounts states that 

all amounts must be determined on a “prudent basis”. Auditors are responsible for checking that 

these requirements are met.  

 

We have concerns that the way in which the international accounting standards (IFRS) have been 

adopted by the UK over the last decade have weakened the ability of accounts to provide this “true 

and fair” view. This has serious ramifications for auditors (and also, of course, investors). Indeed, 
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auditors’ responsibility to shareholders to ensure that the accounts are delivering a “true and fair 

view” has, therefore, become even more critical.  We do not go into the detail on our concerns with 

IFRS in this paper, but are happy to provide further input if required. 

2. The purpose of the audit - a vital stamp of approval 

For investors, reliable and prudent accounts are vital for holding management to account for past 

performance and reviewing the use of capital. In addition, management remuneration is often tied 

to accounts, so they also play a critical role in managements’ incentive framework. Where investors 

suspect that the numbers are misleading/inaccurate, investors would face higher risks in entrusting 

capital to management, and thus companies’ cost of capital would rise. This in turn has important 

macroeconomic impacts via lower rates of investment and economic growth. It is, therefore, vital 

that the audit provides assurance to investors that accounts provide a prudent and “true and fair” 

reflection of the underlying economic health of the company as required by Company Law.  

3. The problem – inadequate audit quality 

Little transparency 

Despite the pivotal role the audit plays in underpinning confidence in markets, investors are not well 

served by the current audit process. The only written communication investors receive from auditors 

is the Audit Opinion, which is virtually always a series of boiler plate statements trotted out for all 

companies. The Audit Committee tends to provide a few paragraphs outlining their membership and 

general activities in the Annual Report to shareholders. Investors generally have no visibility on the 

discussions around major assumptions in accounts, areas of disagreement/debate or specific risk 

areas that the Audit Committee has explored in any detail.  

 

In this context, investors have not been in a position to monitor audit quality or the performance of 

the Audit Committee. We have had to rely instead on the auditors’ “brand” and a belief that 

auditors have strong incentives to protect their reputation, and this will ensure a high standard. We 

believe, however, that there is considerable evidence to suggest that audit quality is inadequate, and 

simply having a ‘Big 4’ auditor - with the associated brand - is not sufficient to guarantee audit 

quality.  

The evidence - current audit quality falls short 

Circumstantial evidence and reviews by audit inspectors raise grave concerns over audit quality.  

 

Perhaps the most powerful sign that all is not well in the audit market has been the failure of the 

auditing firms to signal any lurking trouble, in some cases just weeks/months, prior to the financial 

crisis in 2007/2008. It is now known that the problems were not just related to a sudden drying up of 

liquidity, but they had their roots in concerns over bank solvency. In the EU alone, between 

September 2008 and the end of 2010, 182 banks received liquidity aid and/or debt guarantees, and 
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114 banks received either capital injections or asset relief aid1. None of these banks received a 

qualified audit report prior to the crisis. 

 

We also note criticism from auditor oversight bodies in Europe, as reported in the EC’s analysis of 

the impact of its proposed reforms in 2011. The UK’s Audit Inspection Unit found that in 2010/2011 

51% of those audits it reviewed either required “improvements” (37%) or “significant 

improvements” (14%). In Holland, the inspector, AFM, found 63% of audits reviewed in 2008 

suffered from weaknesses. In Germany, disciplinary proceedings were initiated in 27% of cases 

inspected in 2010. Key weaknesses identified by these bodies include:  

 lack of professional scepticism towards statements made by clients;  

 insufficient audit evidence to provide assurance to support some opinions; and  

 little evidence of quality control reviews2.  

In the US, from 2005 to date, 22% of 1,335 Russell 1000 companies had errors in their financial 

statements that went undetected and had to be corrected. Most of these had audits conducted by 

the Big 43. 

 

Another indicator of audit quality is the frequency of restatements. This is used in a number of 

academic studies on audit quality, but generally in relation to a specific question, e.g. is audit quality 

lower in the mid-tier firms versus the Big 4, or how does audit rotation impact on audit quality (both 

issues are touched on below). However, this indicator is quite limited in that where there is a lack of 

re-statements, it does not necessarily follow that we have a high quality audit. It is possible that 

assumptions/ decisions taken by auditors are borderline, or even aggressive, and produce less 

reliable audits, but are not severe enough to lead to a restatement. It is also possible that failures 

are not caught. 

 

Finally, we wish to draw attention to the lack of innovation around the audit and the audit report 

over recent decades as an indicator that audit firms have not sought to respond to shareholder 

needs. Greater willingness to report on key aspects of the audit process, decisions and risks to 

investors would be a positive sign of increasing willingness to compete on audit quality.  

4. Structural faults undermine auditor independence and accountability  

There is powerful evidence that the status quo is not delivering high quality audits. We believe this is 

- in part - a result of deep-rooted structural faults in the audit market, which undermine auditors’ 

ability and incentive to act independently. Three structural faults stand out: 1) excessively long 

tenures by the audit firms; 2) excessive non-audit business between firms and their auditors; and 3) 

a lack of transparency to shareholders (asymmetric information). All three of these failures also 

impede competition. 

 

                                                           
1 Recent data on aid to the financial sector in Europe can be found in “The effects of temporary state aid rules adopted in 
the context of the financial and economic crisis”, EC Staff Working Paper, Oct 2011 
(http://ec.europa.eu/competition/publications/reports/temporary_stateaid_rules_en.html) 
2
 See ESCP Europe, “Final Report – study on the effects of the implementation of the acquis on statutory audits of annual 

and consolidated accounts including the consequences on the audit market”. Paris, November 2011. 
3
 Audit Analytics, “A restatement analysis of the Russell 1000 companies”, Feb 2012 

http://ec.europa.eu/competition/publications/reports/temporary_stateaid_rules_en.html
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Excessively long audit terms undermine independence 

The average tenure for a FTSE 100 auditor is 48 years, with tenures of over 100 years not unheard 

of.  Long term appointments of auditors undermine auditor independence in two important ways: by 

allowing increasingly close relationships with management of the audited company to potentially 

develop, and by reducing the likelihood that auditors will challenge (their own) past judgments. Both 

loyalty to management and loyalty to one’s own firm will undermine professional scepticism with 

serious repercussions for audit quality. 

Loyalty to management 

Auditors have conflicting loyalties where their reappointment as auditors depends on a good 

working relationship with the executive team. While the auditor is officially appointed by 

shareholders at the AGM, on the recommendation of the Board, in reality the lack of transparency 

around audit quality or the lack of choice offered to shareholders means this has tended to be a 

rubber stamp affair. Moreover, the executive team often has a heavy influence over the auditor put 

forward by the Board. 

Auditor’s loyalty to itself 

When an audit firm has been in place for a long period, it is less likely to robustly challenge previous 

decisions taken. This is true even where there is a change in audit partner who, given his/her equity 

stake, has little incentive to do anything that could lead to reputational damage, or - in the case of 

re-statements - potential legal action.  

 

Premier Foods provides a recent example of the way in which interdependence between a company 

and its auditors can result in questionable accounting treatment (see Box).  

 
Box 1: Premier Foods’ auditor signs off on its decision to capitalise non-audit fees  

In the run up to the Premier Foods AGM on 3 May 2012, one issue that has caught some investors’ attention 
(including USS) has been the company’s decision to capitalise some of its non-audit fees.  
 
The capitalisation of expenses is a key area in accounting where auditor scrutiny is vital. Where a company 
decides to capitalise an expense, e.g. R&D spending, then the spending is not recognised through the Profit 
and Loss account immediately, but rather the spending is viewed as “investment” and is added to a company’s 
balance sheet as an asset. The asset is then depreciated over time, and this annual depreciation is recognised 
as an expense. The net result, therefore, of a decision to capitalise spending is to boost near term earnings (by 
lowering expenses), but reduce future earnings as the expense is spread over time. 
 
In the case of Premier Foods, £1.6 m of auditors’ £2.2m non-audit fees have been capitalised in 2011, reducing 
the current expense on the income statement to £1.4 m (£0.6 to non-audit, £0.8 of audit-related fees). 
Premier Foods disclosed an aggregate capitalised remuneration to the external auditors of £2.6m being 
recorded on the balance sheet for the year ended December 2011.  The level of capitalisation could be viewed 
as material given the level of losses at Premier Foods in recent years.   
 
Auditors have an important role to ensure the capitalisation of expenses is appropriate and justified, and 
investors depend on the auditor to challenge questionable accounting by management.  In this example, the 
auditor may have an interest to make its non-audit fees appear lower in the near term, to boost current 
earnings for management. Management may in turn feel better about signing off on additional non-audit 
work.   
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The auditor faces a clear conflict of interest in exercising the requisite level of independence.  Moreover, the 
decision to capitalise these fees is limited to a footnote in the notes to the financial accounts, this could be 
viewed as an effort to “bury” this information, rather than publicise it.   
 
USS – amongst others – voted against the re-election of PWC as auditors for Premier Foods, approval of the 
remuneration to the auditors and the re-election of Ian McHoul, the Audit Committee chairman, as a director.   
Source: Premier Foods 2011 Annual Report 

Excessive non-audit business undermines independence 

The evidence on non-audit to audit fees is also worrying. In the UK, non-audit to audit fees at the 

same client average 48% for FTSE100, 60% for FTSE 2504. These are amongst the highest levels in 

Europe, where the average is roughly 19%. In France, non-audit fees are more tightly regulated and 

the ratio was about 5% in 20095. Thus UK audit firms depend more heavily on non-audit work for 

their revenue (and potentially even more for their profitability given that non-audit work tends to be 

higher margin business) than all of their European counterparts. Whilst this issue has been well 

covered by others, and has been the focus of past attempts to regulate the audit sector, e.g. the US 

Sarbanes-Oxley Act (2002), we believe there is a need for conflicts of interests to be controlled in the 

UK.  

Lack of transparency undermines accountability 

Clearly, there is evidence of auditors and companies building close relationships in the UK. The lack 

of transparency around audit, and the inability of investors to scrutinise auditors’ work, compounds 

the problem by providing space for auditors to compromise on audit quality in favour of 

management interests.  

Potential power - annual vote on auditor & directors 

In theory, investors have powerful tools to make clear their dissatisfaction in the event that they 

have a basis for forming a negative view. Every year shareholders have the opportunity to vote 

against an auditor’s reappointment and remuneration, and against individual audit committee 

members’ reappointment.  

Actual dissent in a crisis – evidence that shareholders will act  

On the rare occasions that there is a crisis around audit, e.g. where an auditor resigns, or refuses to 

sign off the accounts, and investors are provided with information, dissent (either through voting, or 

discussions with companies) from shareholders has been quite high (e.g. KPMG’s initial refusal to 

sign of the accounts for Tui Travel in 2011).  

Non-audit fees a focus 

Apart from these audit “crises”, another area where investors do have information is on the level of 

non-audit fees. Consequently, most discussions between companies and shareholders on audit 

matters and negative votes have been around this issue.  

                                                           
4 UKCC, “Audit market investigation: issues statement”, 7 December 2011. 
5 See ESCP Europe (2011), Table 68. 
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Auditors are, for the most part, unaccountable 

Apart from the two narrow situations (audit crises and non-audit fee levels), shareholder activism 

over audit related matters is rare. This is not because shareholders are not interested in audit. 

Rather, investors have minimal visibility of the work done by the Audit Committee or the auditors, 

and little basis for holding directors/auditors to account. Consequently, annual votes to reappoint 

the auditor and Audit Committee directors tend to attract little debate. The result is that, as the 

system is currently structured, auditors are not genuinely accountable to shareholders.  

5. Priority areas for regulatory action: our proposals 

Audit firm rotation 

Our proposals 

No matter how professionally competent the audit firm, where independence/objectivity is lost (not 

just from management, but in terms of it defending the auditors’ own historical judgments) the 

value of the audit is compromised. For these reasons we are in favour of term limits for auditors that 

balance the need for expertise and regular robust challenge6.   

 

We have two proposals on audit rotation7: 

 Our proposal 1: We support mandatory rotation after two terms. The first term should be 6-7 years, in line 
with the EU’s 8

th
 Directive on Statutory Audit. Where the incumbent wins a second term, this should be a 

shorter 3-4 years to ensure a maximum audit term of 10 years. A buffer of up to 2 year should be 
permitted in the event of an unexpected crisis. There should be a ‘clear water’ period of at least 5 years 
before an auditor can be re-appointed. 

 Alternative: Audit Committees are required to set a maximum tenure period for auditors (something less 
than 15 years) to suit their company’s complexity and size. This proposal seeks to address the need for 
Audit Committees to retain the authority to determine the appropriate audit rotation period, but setting a 
maximum tenure to safeguard shareholders’ long term interests. At the end of the audit firm’s tenure, a 
replacement (which is not the incumbent) should be found through a competitive tender. 

The benefits of switching are underplayed 

We believe switching auditors at regular intervals is essential to protect audit quality. The benefits 

include: 

 Having a fresh pair of eyes to review assumptions and decisions taken by the previous auditors.  

 Ensuring incentives for incumbent auditors are better aligned with shareholders.  Where the 

incumbent auditors know that their work will be reviewed by an incoming competing firm 

following a change, they will be wary of weakening any assumptions, or being more flexible in 

the face of management pressure. 

 

A recent example (and there are not many) of the “fresh pair of eyes” that results from a change in 

auditor in provided in the Box below.  

 
Box 2: RPS Group rotates its auditor – a “fresh pair of eyes” 
                                                           
6
 It is worth noting the parallel for Independent Directors. The UK’s Corporate Governance Code B.1.1 suggests a 9 year 

term limit is appropriate for the independence of directors. 
7
 These proposals also form part of our submission to the European Parliament in March 2012 as it considers the EC’s audit 

reform proposals. 
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RPS Group (a FTSE 250 company) decided to replace BDO LLP with E&Y following a competitive tender in 2011. 

In their 2011 Annual Report, RPS Group highlights a change in accounting policy relating to contingent 

deferred considerations in the case of acquisitions by the firm. Essentially, E&Y questioned the decision to 

capitalise the contingent deferred expenses, favouring instead immediate recognition of the full amount 

through the profit and loss account. According to RPS’s 2011 Annual Report, the Audit Committee then felt 

compelled to get independent advice from another Big 4 company as well as their lawyers, before deciding to 

go with E&Y proposed change in policy. While investors rarely get insights of this nature over key accounting 

assumptions, this example provides evidence of how a change in auditor introduces a healthy check on the 

auditor’s judgments.  

Source: RPS Group’s 2011 Annual Report 

 

Broader empirical studies of rotation are inconclusive, suffer from endogeneity (since the audit 

rotation is often a result of management / Board decisions, so will be correlated to quality), or – in 

our view - lack rigour. This is in part a result of the difficulty of measuring quality. Where quality is 

measured in terms of restatements, we believe this will only touch on a small proportion of 

instances of low quality audits (see comments above in section 3). It is also a reflection of the lack of 

real world examples of where rotation has been effectively introduced over a sufficiently long time 

frame to draw conclusions. Italy is perhaps the only long term example, and the nature of rotation 

has been open to criticism. Italy is, therefore, probably not the most helpful benchmark.  

 

If we look beyond private sector examples, to audit rotation in the public sector, there is more 

experience. One study on US State level, where mandatory rotation is relatively common, suggests 

that while very short tenures lower quality due to a lack of expertise, excessively long audit tenures 

tends to impede independence. A two-term limit (where each term is 4 years) was found to be 

correlated with increased credit ratings8. 

The costs of switching are exaggerated 

Switching auditors will be disruptive. Inevitably there will be a learning curve for the new auditors, 

especially for international and complex companies. However, we believe these costs tend to be 

exaggerated by incumbent (Big 4) auditors, and this has provided a powerful barrier to entry for 

smaller auditing firms.  Indeed, we are in favour of a manageable level of disruption at reasonable 

intervals since this process of checking existing assumptions, challenging management afresh and 

reconsidering past judgments is exactly what the auditor needs to do on behalf of shareholders. 

 

Another commonly cited cost of switching to mid-tier auditors is the lower quality of audits 

produced, or their inability to be able to deal with larger firms. All the mid-tier companies, including 

Mazars LLP, Grant Thornton UK LLP and BDO LLP, that submitted evidence to the House of Lords 

Economic Affairs Select Committee hearings on audit, believe these concerns are ill-founded or 

exaggerated.  The Audit Inspection Unit in the UK finds no evidence to support claims that the mid-

tier firms produce lower quality audits. In evidence to the Lords Economic Affairs Select Committee, 

Iain Richards (at that time from Aviva Investors) highlights other evidence that such claims about the 

mid-tier firms cannot be substantiated. Surveys of CFOs, Financial Directors and other financial 
                                                           
8 Schelker, “Auditors and corporate governance: evidence from the public sector”, University of Fribourg, Switzerland, 
2007. 
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controllers (e.g. 2009 Accountancy Age and Financial Director study of audit firms) suggested that 

mid-tier firms provided a better service than the Big 4. Academic studies also suggest no evidence of 

difference in quality9.  

 

With respect to firm capacity to undertake audits for the FTSE 100 companies, the mid-tier firms 

indicate that they are already in a position to undertake this work for most firms, and where they do 

not currently have that capacity, they would not find it difficult to access finance to expand to meet 

this demand. We find the argument on capacity circular, since it would not make sense for mid-tier 

firms to sustain this capacity if they were never in a position to deploy it. Indeed, it is the genuine 

opportunity for new business from the larger listed companies that would be needed to stimulate 

the investment and, thus, competition. 

Note: Mandatory competitive tendering is not sufficient 

The FRC has recently proposed a 10 year competitive tendering cycle for audits of large firms, but 

without the essential element of firm rotation. We have serious reservations as to whether 

competitive tendering would lead to greater rotation or, most importantly, improve audit quality. In 

fact, we are concerned that the proposal could be detrimental to audit quality as auditors become 

even less inclined to challenge management where they believe this might reduce their chances of 

winning the next tender.  

Limits on non-audit work by auditors 

Our proposal 

Auditors should be permitted to undertake audit related work, but we favour restrictions on non-

audit related work. We would support a requirement that where the value of non-audit work rises 

above 50% of the audit work, the Audit Committee must select a new audit company at the next 

competitive tender. 

Auditor/Audit Committee transparency 

Our proposal 

Given the vital importance of restoring audit accountability to shareholders, we propose that new 

requirements for greater disclosure are introduced. Specifically, we would like to see greater 

transparency around key areas of judgment, estimates and any weaknesses in the financial system, 

assumptions underlying fair value estimates and any disagreements with management. We would 

recommend that the “Audit Committee Reports – Global Disclosure Guidelines” (The Enhanced 

Disclosure Working Group, 2011) be reviewed as a possible basis for required disclosures. 

6. Risk of regulatory capture 

Asymmetric information around the audit means shareholders are not in a position to hold auditors, 

or the Audit Committee, to account. In this situation a strong and independent oversight body, 

which conducts regular and thorough checks of auditors and their work, could help restore trust. 

However, the current system of monitoring in the UK needs to be examined to ensure the body 

                                                           
9 Oral and written submissions by Iain Richards recorded in the House of Lords Select Committee on Economic Affairs, 2

nd
 

Report of Session 2010-2011, “Auditors: Market concentration and their role, Vol II: Evidence”, 30 March 2011. 
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responsible for oversight – the Financial Reporting Council (FRC) – is able to undertake its role in an 

effective and impartial manner.   

7. Concluding remarks: auditor independence, competition & quality 

We favour the promotion of more competition in the sector as a means to improving audit quality.  

We define high quality audits as those which deliver a prudent and “true and fair view” of 

companies’ economic health. Where competition is combined with improved transparency to 

shareholders, it should lead to more choice, more innovation and higher audit quality. It will also 

facilitate more frequent audit firm rotation.  

 

The key features of an improved audit market are, in our view: 

 Independent and robust scrutiny of accounts: It is vital for actual and perceived audit quality 

that auditor independence (from management as well as past judgments) is put beyond doubt. 

We are in favour of limiting audit firm tenure to 10/15 years, and limiting non-audit fees to 50% 

of audit fees. 

 Increased transparency around audit reports: Information asymmetries need to be addressed 

between shareholders and audit committees/auditors. We would specifically like to see a fuller 

audit report that outlines key areas of judgment, estimates, weaknesses in the financial system, 

assumptions underlying fair value estimates, any disagreements with management, etc.  

 Greater innovation and responsiveness to shareholder concerns: We believe that there is 

significant scope for auditors to innovate in the audit related services they offer Audit 

Committees / shareholders. Apart from more transparency around key assumptions noted 

above, Audit Committees could, for instance, be given a menu of options to tackle areas of 

shareholder concern, e.g. potentially deep-dives in specific areas. 

 A robust and independent regulator: We believe attention should also be given to ensuring 

independent and effective oversight of the sector. 
 

Finally, as noted in the introduction, these proposals - whilst extremely important - are dealing with 

the monitoring of an accounting system, which is itself flawed. The underlying design faults of IFRS 

must also be urgently addressed as part of a package of measures that will ensure high quality audits 

carried out in a competitive environment. 


