THE REFORM OF THE AUDIT REGULATORY REGIME IN THE UK AND EU

Auditing is a critical area of business for organisations as they need to ensure their financial statements show a true and fair view. There are many companies that offer audit services in the UK, but the four largest organisations, which are Deloitte, KPMG, PWC and Ernst and Young, are dominant over smaller firms. An overwhelming majority of the organisations listed on the FTSE 100 have their financial statements audited by one of the big four auditing firms. In April 2014, the European Union (EU) voted in key auditing reforms that will affect different aspects of auditing. These are valid from June 2016.

BACKGROUND TO CHANGES IN AUDIT REFORM
It has been considered that the reform of audit regulations is a result of the financial crisis that occurred in 2008. Auditors have repeatedly been accused for their role in the financial crisis as more should have been done to identify the major risks taken and improper balance sheets provided by banks and financial institutions. The reform is perceived as a safeguard to help prevent any future financial crisis from occurring, by implementing regulations that allow auditors to provide a thorough, quality audit.
Additionally, the big 4 audit firms (KPMG, Ernst and Young, Deloitte, and PWC) control a large proportion of the market share which has been one of the major issues in previous years. The big 4 control a large proportion of the industry revenue, where mid-tier firms such as Mazars, Grant Thornton and BDO struggle to obtain contracts from companies that reside in the FTSE250. The reform aims to reduce the market share of the big 4 creating a more competitive market.
Finally, large organisations very rarely change auditors, and the average tenure of auditor among FTSE 100 companies is 48 years. This can result in high levels of familiarity and a cosy relationship between auditor and client and changes were brought in to attempt to eradicate this.

CHANGES IN AUDIT REGULATION
1	ROTATION OF AUDITORS
One of the major changes is the mandatory rotation of auditors. Under the new legislation, listed companies and other public interest entities (PIEs) will be required to put their audit out for tender every 10 years, however this can be extended by 10 years if the same auditor is reappointed from the tender, but the auditor must be changed after a cumulative 20 years. An extension of 14 years can be carried out if there is a joint audit appointment. The transitional arrangements vary (see table below), with the first rotations required in 2020.
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2 PROVISION OF NON-AUDIT SERVICES
[bookmark: _GoBack]A second significant change concerns the provision of non-audit services. The reforms include a prohibition on the provision of non-audit services to PIE audit clients. These include; tax compliance, tax advice, corporate finance and valuation services. Member states may also allow some tax and valuation services providing they do not affect the financial statements or, if they do, the effect is immaterial. The legislation also imposes a cap on fees for permitted non-audit services at 70% of the statutory audit fee. This cap will be calculated as 70% of the statutory audit fees for the previous three years and will be calculated at group level where the audited entity is part of a group of companies.

3	EXPANSION OF AUDIT REPORT
Furthermore, the legislation expands the auditor’s report, now requiring a description of the most significant assessed risks of material misstatement along with the a summary of the auditor’s response to the risks. This is aimed at enhancing investors’ understanding of the audit process including critical judgements made during the audit and also helps justify the audit opinion.

4	USE OF RESTRICTIVE CLAUSES AND AUDIT COMMITTEES
An additional measure, in order to promote market diversity, is prohibiting the use of restrictive clauses in contracts which limit a company’s choice of auditor. This can create a single market for statutory auditing and prohibits ‘big four-only’ contracts. Audit committees are also affected and will have explicit responsibility for the tender of their company’s audit, must consider appointing smaller firms and not just the big four, and recommend at least two options for auditor selection with a justified case for one of them.



CRITICAL DISCUSSION OF KEY CHANGES IN AUDIT REFORM 

[bookmark: _Toc405914059]Mandatory Rotation of Auditors

The mandatory rotation of auditors is a key area of change in the EU reforms. One of the benefits that come from this change is that there is increased competition and more opportunities for smaller players in the auditing field. (Baker Tilly International, 2014). This, along with the eradication of ‘big four only’ contract clauses, can give companies more choice in deciding who audits their financial statements and give smaller audit firms a chance to compete with the big four. Ernst and Young (2012) insist there is competition for the job on an annual basis. On the other hand, Martin Van Roekel (2014 cited by Jones, 2014) of BDO, says that “BDO is now being asked to tender for audit work usually rotated among the big four but it will take years to see a wider diversity of audit firms”. A second argument in favour is an increase in auditor independence. Long tenure of the auditor can lead to excessive familiarity between auditor and client and these changes seek to eradicate that (Ewelt-Knauer, Gold, & Pott, 2012).
A drawback of mandatory audit rotation is that there are additional costs, it adds complexity to multinationals with different rotation requirements and restricts shareholders and directors over the choice of auditor (Baker Tilly International, 2014). There could also be a drop in the quality of an audit if auditors are changing where an existing auditor may know the business but competitors may not. Ernst and Young’s view (2014) is that although they support auditor independence, there is no evidence that auditor rotation increases auditor independence or audit quality. PWC (2012) agree that mandatory audit rotation will harm audit quality and the quality of financial statements and also risks undermining reforms that have improved audit quality. An additional argument against audit rotation is the fact that a company may have an exceptional auditor and have no need to change but are forced to. Sir David Tweedie (2012 cited by Crump, 2012) favours a ‘comply or explain’ approach where if a company wants to change auditor then they change, but if they do not then they can explain reasons why. He adds that the big four must change the perception that they are too cosy with FTSE 100 companies. 

[bookmark: _Toc405914060]Prohibition of non-audit Services to Audit Clients

Another significant change coming from the reforms is the prohibition of non-audit services to audit clients. One distinct advantage of this is that it can be argued to enhance auditor independence. The prohibition of services means an auditing firm may have more clients and consequently can stop auditors and clients becoming too cosy, which can affect the quality of the audit and audit approach (Gwilliam, Min Teng, & Marnet, 2014). Another advantage is that it opens up the market for service providers such as tax and these providers may have enhanced roles. Peter Carville (2014), of KPMG, states that tax advisers may become the first port of call for clients for non-audit services and tax partners will need to assume lead roles and have board level relationships. However, he thinks that shaking up the tax services market is not necessarily good for market competitiveness. From a company’s perspective, Tony Cates (2014, cited by Crump, 2014) head of audit at KPMG, believes prohibition will not be a problem for the largest companies. “Further down the FTSE it will have more effect where people want more of a one-stop shop where auditors will do their tax work.”
As a consequence of this prohibition, the quality of the audit could be compromised. This is because auditors need to draw on the knowledge and experience of colleagues in other risk areas such as tax, financial management, due diligence etc. and separating audit and non-audit services would result in a deterioration of audit quality (ICAEW, 2014). Ernst and Young (2014) believe it improves the quality of the audit for auditors to be able to provide certain non-audit services to their clients. At the same time they support the prohibition of non-audit services that would or could be seen to compromise an auditor’s independence. Wayne Berson, (2014) of BDO, reports that it could be argued the provision of non-audit services can create a restrictive environment through the profession, but  the knowledge and experience of colleagues in all business aspects has enhanced their ability to offer an increased range of services and has become a competitive advantage. A further drawback is that the overall costs to businesses would increase. Non-audit services can usually be provided for less by auditing firms who use their cumulative knowledge. There would need to be one firm to advise and another to audit and this will increase costs and could impact the overall service which would hit small and medium businesses hardest (ICAEW, 2014). In general, PWC (2014) oppose a ban on the provision of non-audit services as they believe it is not in the interests of investors or the markets. 
CONCLUSION

To conclude, the EU reform of audit regulation can be seen to have many changes which include changes to audit reports, audit committees and more significantly the introduction or mandatory rotation of auditors and the prohibition of non-audit services. The latter two changes have been having effects throughout the industry as to whether they are worthwhile or not and who could benefit. Mandatory rotation of auditors presents an opportunity to smaller firm to compete with the larger ‘big four’. A consequence of rotation is that the overall audit quality could drop. Small and medium sized businesses have felt the benefit of mandatory rotation whereas the big four firms are against the change. The prohibition in non-audit services has created a market for services such as tax that would be carried out by other departments of audit firms. On the other hand, audit quality could again be compromised as auditors will not be able to draw on knowledge from other business areas. Many auditing firms, including smaller ones are against this change as many believe it to be an advantage to them. Overall, the most significant changes are aimed at enhancing auditor independence and the big four audit companies in the UK are against most of the changes as they do not want to lose competitiveness in the market.
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EU MOVES CLOSER TO ADOPTING AUDIT . n
REFORMS

Reform of the audit market has long been on the EU's agenda and the legislative process is
nearing its conclusion with the final proposals expected to become law this month. It is likely
that the UK Competition Commission will echo the EU proposals when publishing its ovn draft
orders (also expected this month) - changes to UK company law will then be required to
implement the proposals.

Mandatory audit rotation

Under the new rules, listed companies and other public interest entities will be required to
put their audit out to tender every 10 years. Member states will have the option to allow
auditors to continue for a further 10 years if the existing auditor is reappointed as a result of
the tendering exercise, but the auditor must be changed after a cumulative 20 years.

Where there was a joint audit in place originally and this continues after the 10 year
retendering exercise, the second period can run for 14 years before the joint auditors must
be changed. Transitional arrangements will apply where a company has had the same auditor
for a significant period - as set out in the table below.

Transitional arrangements

Encumber auditor Rotation required

engagement has run

20 years or more rotation due within six years

11 to 20 years rotation due within nine years

Less than 11 years 10 year retendering with compulsory rotation after a further 10

years (or 14 years if joint auditors throughout)

Non-audit services

Companies will be prohibited from using their auditors to deliver a number of non-audit
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