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STATUTORY AUDIT SERVICES MARKET INVESTIGATION 

Legal and General Investment Management 

Background 

1. Legal and General Investment Management (the Investor) was a major investor in 
the UK. It had a large index business that was managed passively and held approxi-
mately 4 per cent of UK listed shares. It also had an active investment business. The 
Competition Commission met two members of the Investor’s Corporate Governance 
team, []. Their backgrounds were in fund management and actuarial. 

2. The Investor held significant investments in nine of our case study candidates: 
[Company B], [Company C], [Company D], [Company E], [Company F], [Company 
G], [Company H], [Company I], [Company J],  with investments of around 3 or 4 per 
cent.  

Engagement with the audit process 

3. The Investor engaged with companies primarily via their Chairmen. In its discussions 
with a Chairman, the nomination, remuneration and audit committees were always 
discussed. The Investor focused primarily on the composition of these committees 
and the skills and experience of the board members. It questioned the Chairman on 
the quality of the management on the Board (it looked for diversity and at back-
grounds) and the succession policy in place. The Investor was alert to changes in the 
audit committee membership and sought to ensure that replacement members had 
suitable accounting experience. 

4. The Investor noted that audit committees generally did a good job and were more 
proactive now than they had been previously. The Investor relied on the audit 
committee to flag and be alert to risk in the company.  

5. The Investor considered that the audit committee matters were generally less 
contentious than the remuneration committee. If the remuneration committee met 
more frequently than the audit committee then the Investor would raise this with the 
Chairman, as it thought that this was inappropriate.  

6. The Investor never spoke directly with the auditor. In general whilst auditors attended 
AGMs, they did not speak. 

Shareholder influence 

7. The Investor had voted against management’s recommendation to reappoint the 
auditor in cases where there had been an issue with the accounts. For example, in 
Alfred McAlpine there had been a restatement of the accounts due to a fraud, where 
a significant amount of an asset £40 million of slate had been misappropriated. The 
Investor considered that it was for management rather than the auditor to spot this. 
The vote was a protest vote, used to alert the company to the Investor’s concerns. It 
did not result in a change of auditor. The Investor met with the Audit Committee Chair 
who explained the difficulties in detecting fraud. 

8. The Investor had not tried to force a company to undertake a tender process to 
switch auditor. It might have raised questions where there had been a long-term 
relationship (say, over 25 years) or may have expressed a preference for a change of 
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auditor (eg [Company A]) but in general, the approach was to try to influence the 
Board prior to the AGM rather than wait until the annual vote.  

9. Often the Investor preferred to vote against management directly (in the vote on 
remuneration) rather than against the auditor. For example, at: 

(a) [Company A] (where there had been a restatement of the accounts following an 
issue reconciling accounting systems), the Investor had voted against the pay of 
the Chief Financial Officer (CFO) (who had subsequently left the business) as it 
felt that the CFO should have been on top of the issues; and 

(b) a banking group (following the mis-selling of payment protection insurance), the 
Investor had engaged with the company to ensure a claw back of bonuses that 
had been paid out on profit that had not been earned. 

10. A shareholding of 4 per cent was influential (and might often be among the largest 
individual shareholdings) and in serious cases the Investor would often be able to 
collaborate with other shareholders under the Stewardship Code to exert greater 
pressure. The Investor thought that its views were listened to and that it had 
influence.  

11. The Investor explained that it met the CFOs of companies to discuss and better 
understand accounting treatment (including treatment of leases, capitalization policy 
etc). Investors were able to push companies to explain how their accounting 
treatment differed from peers and in some cases were able to use this influence 
management to better align accounting policies with the rest of the industry. For 
example:  

(a) a food retailer used a different treatment to other competitors in recognizing sales 
from []. The new CEO might be more amenable to bringing the accounting 
treatment into line with industry practice; 

(b) a consumer goods manufacturer had had a number of exceptional items for many 
years. Following pressure from investors it now included a 0.5 per cent restructur-
ing charge as a recurring item rather than as an exceptional/one-off item; and  

(c) in the Insurance sector subsequent to the financial crisis, companies were 
required under new solvency rules to classify assets in particular ‘buckets’. A 
banking group was one of the slowest to do this and had a very large ‘other’ 
categories. Following pressure from the Investor’s fixed-income team it had 
changed its approach. 

Reliance on audit reports 

12. The audited financial statements were very important to the Investor (particularly to 
the active investment team). It was important to be able to trust the numbers and so it 
was on the audited accounts that the Investor focused. 

13. The auditor’s opinion mattered in itself in exceptional cases when the report was 
qualified. If a company’s accounts were delayed for any reason, the Investor would 
demand an explanation of the Chairman of the relevant company. Delayed accounts 
created massive uncertainty. The Investor cared about the going concern opinion 
and during the peak of the financial crisis there was much more confidence in the 
market after an audit opinion had been published than in the weeks leading up to 
publication.  
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14. The Investor did not have a specific requirement for a company to have an un-
qualified opinion for it to have a shareholding: in the FTSE 350 qualified opinions 
were rarely issued. If there were to be a qualified opinion, the Investor would go 
straight to the company or to its advisers (primarily the investment banks/listing 
sponsors) to understand why.  

Reputation of audit firm 

15. The Investor wished to see a large audit firm signing the accounts, one with an 
international reputation. It would include names such as Grant Thornton and BDO 
alongside the Big 4 as having such a reputation. It did not think that among the 
internationally recognized firms, the name of the auditor would affect its decision 
whether or not to invest. It was familiar with seeing non Big 4 names in its 
investments outside the FTSE 350.  

16. The Investor considered that the quality of audits in the UK was generally very good. 
It would be concerned where a company was seeking to list in the UK from overseas 
and where the accounts had been audited by an overseas local firm of which the 
Investor had no knowledge. It was important to have a recognizable audit firm signing 
the audit opinion. The Investor noted that it was now rare to see companies seeking 
to list without an internationally recognized firm as auditor.  

17. The inclusion of the individual lead audit partner’s name on the signed accounts was 
helpful, it was better than just having the firm’s name. However, the Investor did not 
know the names of any particular audit partners.  

Tenure of auditor 

18. A change in auditor was not in itself a concern for the Investor. The statement from 
the resigning auditor was useful but often said nothing more than ‘we lost the tender’. 
This was helpful in that it suggested that there were no issues between the auditor 
and management, but a statement from the relevant company explaining why the 
new auditor was selected and the benefits it was expected to bring would be more 
useful. 

19. The Investor expected CFOs to have auditor review on their agenda: well-functioning 
Boards should review auditor choice regularly (the same applied to a company’s 
choice of headhunters and remuneration consultants). The Investor was notified if, 
for example, the new Chairman was from the same firm as the new auditors, and so 
it was alert to what influences might lie behind selection decisions. 

20. The Investor did not expect or wish to see companies changing their auditors every 
three to four years, particularly at large, complex companies. There was a risk in 
changing and it did take time for new auditors to get up to speed. However, this did 
not mean that companies should not change auditor — the FTSE 100 average 
auditor tenure of 48 years sounded too long and the Investor would welcome more 
rotation.  

21. Individual partner rotation was a factor that investors relied on to maintain independ-
ence and they also looked to the Audit Committee and the audit firm to protect 
shareholders’ interests. The Investor noted that non-executive directors had a nine-
year tenure and that if this was extended, the Chairman had to explain why. It 
thought that a similar approach might be taken in respect of the auditor. 
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22. The Investor’s view was there had not been that many accounting scandals and so 
length of tenure was not a massive issue. 

23. The Investor saw no barriers from an investor’s perspective to more FTSE 250 audits 
being conducted by mid-tier firms, particularly for those FTSE 250 companies that 
were primarily operating in the UK. It considered that there would be a concern if a 
company of the size, scale and complexity of say, Unilever or GSK, was audited by a 
mid-tier firm—it would not want them to win the audit, ‘recruit 25 new people and just 
throw them in immediately, that would be a risk for everybody – that would be an 
audit risk’. 

Specific changes of auditor in the context of our case studies 

24. The Investor had no particular views on the change of auditor in any of the case 
study examples, or on the case study companies where there had been a long audit 
relationship.  

25. In the case of [Company A’s] decision to switch from one Big 4 auditor to another, the 
Investor was supportive of the executive decision to change. 

Audit fee 

26. The Investor looked at the audit fee (information was provided on this ahead of the 
AGM). It was concerned with the balance between audit fees and non-audit fees 
rather than the size of the audit fee in itself. The Investor looked at the profit and loss 
account as a whole and the audit fee would never be a significant item in the context 
of a company’s overall expenses. It might be alerted if the fee had been increasing 
significantly year on year and would want to know why. However, the recent trend 
had been for audit fees to be pared back. 

27. If the non-audit services provided by the auditor exceeded the audit fee, the Investor 
would be aware and certainly if it reached 200 per cent it would have real concern. 
The Investor would want to know why and would speak to management. There might 
have been a rational explanation, such as a major transaction that had required 
particular non-audit work.  

Audit quality 

28. The Investor was not able to judge the quality of an audit directly. It was able to tell 
the quality of the accounts in a more nuanced way, by analysing the accounts and 
considering the company’s approach to accounting policy. It was possible to tell 
whether a company had adopted policies that meant it was ‘sailing close to the wind’ 
and the stock market put different valuations of companies based on this perception. 

29. This was not a question of poor auditing. The company accounts might be legally 
correct but analysts and investors were able to see where particular approaches had 
been taken. Management would always be able to explain why and justify their 
approach. It was for the investors and analysts to decide whether to make their own 
‘auditing’ adjustments to make the accounts more comparable or reflective of a long-
term position by adding back exceptional items or adjusting for different capitalization 
policies etc. For example: a food retailer for many years had had a more conserva-
tive depreciation policy than the other supermarkets. This did not mean that the other 
supermarkets had had a poor quality audit, it was just something investors were 
aware of. See also paragraph 11 regarding a consumer goods manufacturer’s 
treatment of exceptional items.  
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30. The Investor ‘believed in the capital market’ and therefore considered that the market 
would be aware of company issues, and would price these in to its valuation, well in 
advance of the issue of the annual accounts and auditor’s report. For example, it 
noted that for pub companies at one point, the capital markets perceived a going 
concern issue well in advance of the audited accounts being published and share 
prices fell up to 80 per cent before these accounts were made public.  

31. The Investor looked for clarity, consistency and transparency in the audited accounts. 
In discussing what additional information might be provided by the audited accounts, 
the Investor focused on the statements made by the Board. It suggested that the risk 
statements given by many companies could be more tailored: some companies listed 
out 30 risks which were too many, it clouded the information provided and it would be 
better for investors to be presented with a shorter list of key risks. The risks consid-
ered by the Board included non-financial risks which depended on the company 
specifics such as reputational issues (eg the use of child labour, phone hacking etc). 
The Investor considered that the auditor was present at meetings where these risks 
were discussed and was likely to give a view to management on these. The auditor 
should therefore cover these risks in its review of the Annual Report. The Investor 
referred to this as ‘integrated reporting’ (ie reporting on the linkages between 
strategy, governance and financial reporting) and wanted to see more companies 
adopting this approach.  

Audit and the banking crisis 

32. The Investor did not blame auditors in general for the banking crisis. It noted that 
there were specific examples where auditors should have done more; for example, at 
a former building society the systems were so poor that management was working 
from figures and trends that were three months old. The auditors should have 
pressed management on this. The market knew there was (and had priced in) an 
issue well before the audit report came out.  

Independence and non-audit services 

33. Independence was an important criterion but not an area where the Investor had 
faced many issues. The Investor trusted figures audited in the UK more than figures 
audited elsewhere. It thought that regulatory returns was an area of work that should 
be undertaken by the auditor and that headhunting and consultancy work should not 
be. Tax service provision by an auditor was a grey area that fell in between these two 
extremes. There was a perception that tax service provision was the ‘cream’ (ie 
higher margin work). The Investor looked at the ratio of audit to non-audit fees as it 
would not want to see the audit being used as a mechanism to win higher value 
work. 

34. The Investor was keen on Board evaluation reviews. These were a Financial 
Reporting Council (FRC) requirement undertaken by all FTSE 350 companies every 
three years by an external party and yearly internally. The reviews commented on 
independence, succession plans, board composition and audit quality.  

Influence over regulations 

35. The Investor was consulted on regulatory change (eg, FRC, Barnier review, Kay 
review, Independent Commission on Banking report etc). It was a member of the 
Association of British Insurers, which also lobbied on behalf of investors. There were 
two individuals on the FRC with an investment background. However, investors had 
no formal say. 
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