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We welcome this opportunity to comment on the Commission’s provisional findings on the 
market for auditing services, and possible remedies to the problems identified. We are 
grateful for the way in which the Commission has listened and responded to investor 
concerns, including those that we have raised in our written and oral evidence. Many of the 
Commission’s possible remedies closely reflect areas where we have been seeking 
improvement and change for a number of years; we welcome the impetus that should come 
from the Commission’s comments. 
 
By way of background, Hermes is one of the leading asset managers in the City of London. 
As part of our Equity Ownership Service (Hermes EOS), we also respond to consultations on 
behalf of many substantial institutional investment clients from around the world, including 
PNO Media (Netherlands), VicSuper of Australia, Canada’s Public Sector Pension Board and 
the UK’s Lothian Pension Fund, British Coal Staff Superannuation Scheme, and Mineworkers 
Pension Scheme (only those clients which have expressly given their support to this response 
are listed here), on issues of public policy which may affect the value of their investments in 
the financial markets. In all, EOS advises clients with regard to assets worth a total of £100 
billion (as at December 31 2012). 
 
 
Competition and the audit market 
Our reading of the Competition Commission’s approach, and particularly of the possible 
remedies to address the market problems, is in effect that you have found little evidence of a 
problem in terms of competition as such, but rather that you have found that in practice there 
is no market for auditing services. In the absence of an effective market for auditing services, 
there is no scope for competitive pressures to be felt. 
 
This is certainly our experience of the audit ‘market’: there is stagnation both of individual 
providers to companies and of the service provided. There is no apparent incentive to 
innovation, and opportunities to innovate do not seem to be taken up (most notably, to our 
minds, the Auditing Practices Board’s national version of ISA 700 on audit reports, which 
explicitly enabled more flexibility and whose flexibility was all but ignored). This has been our 
impression of the audit ‘market’ from the external and excluded perspective which is all 
shareholders can currently have; we are disquieted that these impressions have been 
reinforced rather than dismissed by the deeper insights which the Commission has been able 
to obtain through its research and the evidence provided to it. 
 
In the bulk of the rest of our comments we discuss the issue of the audit ‘market’ and the 
Commission’s possible remedies, but we wish to pursue the question of competition a little 
further. Generating more of a market for audit services may not be enough to address 
competition issues given the current market concentration. As we indicated in our initial 
evidence, the degree of this concentration is worse than it appears as certain sectors are 
concentrated in the hands of not four players but three or even two. It has long been our view 



that the only way to address the market concentration issue in the medium term is to set a 
maximum market share for any one firm – say 20% of the overall audit markets for FTSE 100 
and FTSE 250 companies – and importantly, a maximum also for market share in broadly 
defined sectors, perhaps of 30%. These maximum market shares could be set for a date in 
the middle future – say 2018. The expectation would be that over the intervening years, audit 
firms being associations of individuals, there would be a significant realignment of personnel 
between firms such that these market share maximums could be achieved with only limited 
disruption. The movement in the market that would result from this would, we think, be a good 
thing rather than a problem in and of itself. At the end of the period there would be a lower 
degree of market concentration and much more scope for effective competition – particularly 
if relevant elements of the Commission’s proposals for reawakening a market for auditing 
services are taken forward successfully. 
 
We would note that it is vital that the audit market that develops following any reform is based 
not on price alone but rather on audit quality. It is against this standard that the possible 
remedies need to be assessed. 
 
 
Specific possible remedies: individual brief commentary 
 

• Mandatory tendering: we would be supportive of this possible remedy, but do not 
regard this as a significant change from the FRC’s comply or explain approach to 
the issue as  we would not expect many explanations under that system – only 
when short-term tensions mean that a tender was not appropriate. We believe 
that a 10-year mandatory time-line is appropriate.  

 
• Mandatory rotation: we do not support this possible remedy. Most significantly, we are 

concerned that its removal of key decisions from the hands of audit committees 
risks undermining the more powerful possible remedy on enhancing the 
accountability of the auditor to the audit committee. 

 
• AQR reviews: we think that this is worth exploring, but we are concerned to ensure 

that any inspection regime focuses not on the technicalities and the paperwork 
associated with the audit but rather on ensuring the application of scepticism and 
the effective exercise of professional judgement. Until this is clearly delivered 
through AQR reviews we would hesitate to make them more frequent. 
 

• Ban on ‘Big-4-only’ clauses: we firmly agree that this should be done, and are 
concerned that this still appears to be a prevalent issue so long after having 
been identified by the FRC’s work in this respect. 
 

• Accountability of auditor to audit committee: we agree that this is a powerful and 
important remedy and would welcome its being taken forwards. We repeat our 
concern that mandatory rotation risks undermining this. 
 

• Enhanced shareholder-auditor engagement: we agree that this is a potentially 
powerful remedy and would welcome discussions as to how it might be delivered 
effectively in practice. 
 

• Extended reporting requirements: we believe that this is an important area (which is 
why we have expended some considerable efforts in this respect over the last 
several years). But we are not sure what more might usefully be done beyond 
the current FRC proposals, of which we are fully supportive. 

 
 
Mandatory tendering – issues for comment 
We support this possible remedy. 
 
(a) We believe that a 10-year mandatory time-line is appropriate. 
 



(b) We favoured the FRC’s model of comply or explain with regard to rotation because we 
understood that explanations would be a rarity, only arising when the state of the company 
meant that it would be inappropriate for it to consider any change of auditor for some short 
period of time beyond the 10-year deadline. We are content to agree a shift from the comply 
or explain approach to mandatory tendering. 
 
(c) and (d) We believe that the benefits of this possible remedy markedly outweigh the costs. 
We would suggest that the greater transparency provided by the disclosures on audit scope, 
risks and materiality under the FRC’s current auditor reporting proposals will provide rival 
bidders a substantial basis for assessing where to pitch their bids, in particular in terms of 
how to enhance audit quality. This should markedly simplify and facilitate the tendering 
process. 
 
(e) We agree that there would need to be some phasing in of the remedy, and firmly agree 
that those companies with the longest periods since their last tender should face a need to 
respond more quickly than others. 
 
 
Mandatory rotation – issues for comment 
We oppose this possible remedy. 
 
Given this opposition we do not respond on the bulk of the issues raised for comment, but 
note that the costs of this approach may well overwhelm the benefits, especially as there is a 
risk that movements of staff and other features of markets where rotation has previously 
applied have seemed to undermine the intention that firm rotation brings fresh thinking to the 
audit. We note our concerns that this remedy’s removal of key decisions from the hands of 
audit committees risks undermining the more powerful possible remedy on enhancing the 
accountability of the auditor to the audit committee 
 
 
AQR reviews – issues for comment 
We believe that this possible remedy is worthy of further exploration, but we are not 
wholeheartedly supportive of expanding any inspection regime unless it is clear that it is 
focused not solely on audit papers and processes but rather delivers a more effective 
assessment of scepticism within the audit and of the delivery of professional judgement. Until 
inspections clearly deliver the latter, they will not have the intended effects on audit quality. 
 
We would welcome the Commission’s intervention in this issue to help encourage the delivery 
of more effective inspections along these lines. We believe that this would have an important 
and salutary effect on audit quality and so help develop more competition on audit quality. 
 
 
Ban on ‘Big-4-only’ clauses – issues for comment 
We strongly support this possible remedy and have no further comments. 
 
 
Accountability of auditor to audit committee – issues for comment 
We support this possible remedy, though we would note that it reflects what the best audit 
committees are already doing – essentially, assuming ownership of the auditor relationship 
and ensuring that the finance director does not intermediate or control it. Sharing that best 
practice more broadly across the full range of companies would be a powerful and helpful 
step. 
 
(a) and (b) As with all matters of corporate governance, our firm view is that these issues 
should be taken forward by way of best practice codes on a comply or explain basis rather 
than through law or hard regulation. As the Commission implies, the drafting will need to be 
careful to avoid any suggestion of a breach of the unitary board framework. The enforcement 
mechanism should be through the accountability of directors to shareholders and the investor 
engagement which may be needed to encourage improvements; improved audit committee 
reports will assist with this accountability and stewardship. We therefore believe that the 



Commission should work closely with the FRC to see how these proposals can most 
effectively be taken forwards. We would note that, as the best audit committees are already 
acting in this way, we would doubt that member remuneration needs to be increased notably.  
 
(c) The costs of such moves, especially if achieved through best practice guidelines rather 
than rules, should be minimal. Bringing the bulk of companies and audit committees up to the 
standards of the best will have very considerable benefits. 
 
 
Enhanced shareholder-auditor engagement – issues for comment 
We agree that this is a potentially powerful remedy and would welcome discussions as to how 
it might be delivered effectively in practice. 
 
(a) and (b) We believe that it is worthwhile to explore mechanisms whereby shareholders can 
have more dialogue with auditors (or rather, given the current absence of such 
communication, some dialogue). We participated in a number of the Audit Quality Forum’s 
projects in this respect and believe that some of the proposals considered there are worth 
reopening and reconsidering. Not least among these is the scope formally to ask questions of 
the auditor at the AGM – and using modern technology to have scope to register these in 
advance and have the answers captured fully for those unable to attend the meeting. We 
would go further and suggest it is worth considering some mechanism whereby shareholders 
can send the auditor messages or questions, typically raising concerns about some aspect of 
a company’s reporting. These need not be responded to directly, to avoid issues around 
making a shareholder privy to inside information, but could be dealt with appropriately, either 
directly or obliquely, in the enhanced auditor report. Some have also suggested a formal, 
annual and public shareholder call with the auditor. We believe that these approaches are 
worthy of active consideration and debate. 
 
(c) There need not be significant additional costs involved in this remedy – marginal additional 
time for audit staff is all that is called for. The benefits would be notable, not least in reminding 
the auditor who their client is and to whom they are accountable. 
 
 
Extended reporting requirements – issues for comment 
We believe that this is an important area (which is why we have expended some considerable 
efforts in this respect over the last several years). But we are not sure what more might 
usefully be done beyond the current FRC proposals on auditor reports and the recent 
changes to the guidance on audit committee reports, of both of which we are fully supportive. 
 
 
Remedies not being considered further 
We are supportive of the decisions not to take forward these other possible remedies. 
 
 
Packages of remedies 
We repeat our concern that the proposal for mandatory auditor rotation potentially 
undermines the intent of the remedy on enhancing accountability to the audit committee, by 
removing key powers from the committee. Even the way these remedies are drafted is 
contradictory rather than mutually reinforcing. 
 

PAUL LEE 
Director 
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