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IMA Statement to the Committee on Legal Affairs of the European 
Parliament on "Improving audit quality across the European Union".

Thank you for inviting me here today.  I very much welcome the opportunity to give 
an investor’s perspective on what we want from an enhanced single market for audit.  

I am here from the Investment Management Association which represents the asset 
management industry in the UK.  Our members include independent fund managers, 
the investment arms of retail banks, life insurers and investment banks, and the 
managers of occupational pension schemes.  They are responsible for the 
management of EU5 trillion of assets globally, including holdings amounting to 40% 
of the domestic equity market.
  
The fact that companies’ accounts are subject to an audit is vital to confidence in the 
capital markets in that markets value the information and investors believe what they 
are told about their investee companies.   

Nevertheless investors have concerns which broadly fall into three categories – each 
of which the reforms seek to address:

 auditor independence and audit quality;
 the limited number of players; and 
 the outputs and the nature of the audit report.

Thus a number of the reforms are welcome but there are others where investors 
have reservations as to whether they will be effective or whether they will interfere 
with the markets and undermine shareholder rights.  

One of the concerns for investors is the long periods auditors hold office and the 
impact this can have on auditor independence and audit quality.  As a House of 
Lords report stated a FTSE 100 auditor remains in place on average for about 48 
years; for the FTSE 250 it is 36. Barclays Bank has used PwC or its predecessors 
since 1896.

To address this, the reforms include mandatory rotation requirements whereby a 
firm rotates after 6 years. This can be extended to 9 if joint audits are performed.  
Joint audits are not obligatory but are encouraged. 

Investors consider that mandatory rotation would be costly and disruptive.  It could 
mean that companies are forced to change their auditor at a time when its familiarity 
with the business would benefit the audit such as when there is a major acquisition 
or merger.  It could also conceal the fact that the auditor has stood down due to a 
disagreement and prevent it being reappointed when it is the preferred choice of not 
only management but also investors.
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The limited number of players is also an issue. In the UK the Financial Reporting 
Council identified it as a problem in 2006.  The House of Lords looked at it and as a 
result it has now been referred to the UK competition authorities.  The fact that the 
Big Four dominate the audits of the largest companies in the EU is not healthy.  Nor 
do investors believe it likely that there will be a naturally developed competitor in the 
medium term.  This situation could be exacerbated should one of the Big Four fail.

Thus investors support those reforms that remove barriers to audit firm growth such 
as relaxing restrictions on ownership, banning Big Four only clauses and contingency 
planning.  In particular, the proposed European quality certificate and enhanced 
transparency around inspection findings could promote competition on quality. 
However, investors do not necessarily believe that the limited choice would be 
addressed by certain of the other measures.  This is essentially an issue for the 
competition authorities.   

Reforms are needed not only to address the term auditors hold office, but also to 
provide more accountability to shareholders.   At present effectively the company –
at the instigation of its board - hires its own scrutineers. Investors ratify the 
reappointment at each AGM but are not involved in the process.  

The reforms require a transparent tendering process for appointing a new auditor 
and any recommendation to a meeting of shareholders has to include at least two 
choices, excluding the incumbent.  However, the fact that the auditor is to be 
appointed for a two year minimum period, which for a Public Interest Entity could 
only be renewed once, does not allow for investors’ annual approval.   Investors
value this.  Nor does it consider the possibility of the auditor resigning or being 
dismissed within this period.

Auditor appointments should be within a robust and transparent system of 
governance.  Investors would prefer companies being required to put their audits out 
for tender every 10 years or explain why they have not done so.  This disclosure 
would give a locus for investors to discuss the position with the audit committee and 
ensure that auditors that have held office for a long time are subject to scrutiny.

The reforms also seek to address other factors that can impact quality, such as non-
audit services.   Firms are to be banned from providing such services to audit clients 
and only allowed to provide “related financial audit services” up to 10 per cent of the 
audit fee.  Also, large firms will have to become audit only firms unless they shrink in 
size.  

Audit should be the key service.   When the fees for non-audit services, particularly 
those that are advisory, are significantly more than the audit fee, investors consider 
independence and objectivity could be compromised.  Thus they support non-audit 
services being prohibited when they give rise to a conflict of interest.  An EU 
measure is needed - standards on independence and non-audit services have been 
implemented differently throughout the EU.  Investors invest internationally.
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However, audit related services, for example, compliance work and regulatory 
returns, are important to companies.  Investors consider the limit of 10 per cent of 
the audit fee too prescriptive and an artificial barrier.  Very often the auditor can be 
the best supplier of such services especially if the need is urgent. 
  
Also banning large firms from providing non-audit services is a step too far.  There 
are fears that it could affect the firms' ability to attract and retain staff, and thus 
impact audit quality.  

On the matter of reporting, the only communication auditors have with investors is 
through the audit report, which can be months after the year end.  Its usefulness 
can also be undermined by the binary opinion, pass or fail, and the boilerplate, 
technical language that is often used.  Is it too little too late?

Investors would like to see a more enlightened report. However, certain of the
proposed two pages of disclosures within four pages or 10,000 characters, are too 
prescriptive and would come at a cost to shareholders.  

Nevertheless, many of the concerns about the quality of audits are a product of the 
fact that investors feel excluded from the audit process and real findings.   This 
includes evaluating: risks and controls; valuation judgements; and write downs and 
impairments.  We do not want to see dual reporting by companies and auditors – the 
accounts are the responsibility of the board.  But we do need better transparency on 
such matters whether it is from auditors or from audit committees, and auditors 
reporting on what the committee has said.   

Lastly the proposals are to apply to Public Interest Entities.  This not only includes 
financial institutions and listed companies but also UCITS and alternative investment 
funds.  The latter two are numerous, small and do not present any real systemic risk.  
Yet the costs of implementing the reforms would far outweigh any benefits and it 
would be disproportionate to include them within their scope.  

To conclude, investors have had concerns about audit quality for some time.  Steps 
have been taken to address these but they are slow to take effect.  It is therefore 
not surprising that the EU is proposing such wide ranging measures.  However, 
whilst we welcome a number of the reforms, as they stand, investors are concerned 
there is a risk that they could reduce rather than improve audit quality - particularly 
the proposals on mandatory rotation and audit only firms.  Moreover, certain of the 
reforms could impact shareholders’ rights.  It is vital that the reforms enjoy the 
support of the investment community – the real end clients of the audit process.
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