Choosing Auditors

Lets imagine you are the fictional alien who has viewed this planet from afar and has decided it wants to run a multi national conglomerate.

Let’s further assume this alien has a detailed and intimate knowledge of Accountancy and Audit regulations and has acquired it ‘Matrix like’ and been downloaded straight into the equivalent of it’s Cerebral Cortex. He is a CEO and a CFO rolled into one 

Now this Alien knows that he is going to be held Accountable for his actions by his interplanetary Shareholders, and there are some ‘local ‘ compliance issues which necessitate having the inconvenience of an Annual Audit.

He is now faced with a Dilemma, who does he appoint as an Auditor and hence a key partner in running his affairs?

Firstly he will probably look at the qualifications required of an Auditor and naturally he will gravitate towards the ICAEW .

He will look at his ‘competitors ‘ and see who is currently in the market.

Let’s say he is London based and speaks English, how does he choose?

Market Analysis

I think he would probably gravitate towards the Big 4

A recent survey (Accountancy March 2008) showed that Pwc, Deloitte, KPMG and Ernst&Young  pretty well have the market sewn up

Not only do they train prospective FD’s ( hence my ‘Alien’ ) analogy, these bright young things mature into well rounded individuals who presumably have been indoctrinated not only with the four fundamental accounting concepts but also the values of their  alma mater 

This same survey concluded that 22 out of the then FTSE 100 companies had a match between alumni and auditors.
This is taking the Institute’s business model ( educate, train, qualify, leave and  then appoint someone in the same profession) to a degree of market segmentation that is quite sophisticated, almost a self maintaining oligarchic approach to perpetuating Audit Fees.

(sometimes called ‘payback’)

If we take a micreconomic view of this then the big four have developed this iterative model to a fine art, sometimes developing a double whammy whereby the CFO has moved to CEO and appointed  a CFO who shares the same pedigree! 

It is also noteworthy, the article mentions, that FTSE 100 companies rarely change auditors (one notable exception has been Royal & Sun Alliance)

Now , this is not a rant at the business model per se, as we all know there is a degree of professionalism  and expertise required in Audit which enables the Audit process to be carried out reasonably efficiently.

It is equally important that The CEO and CFO ( not to mention the Audit Committee) have a reasonable relationship with the Auditors, and it is therefore not surprisingly that 22% of FTSE 100 Companies have a close bond.
Indeed, because of their reputation, size  and quality of service there may even be a covenant imposed by the banks that they have their audit conducted by these boys.

There is also the concern that the big four have a quasi oligopolistic hold over the market place, and it is only recently that the DTI (as was) voiced concerns over the functioning of the market in which these firms operate, making it very difficult for lesser sized firms to break through

(See Oxera study in 2006 commissioned by the Financial Reporting Council)
But let us examine what is going on here and go back to our Alien.

He does not have the benefit of having trained with the Big 4, he is unaware of the differences between these Accountancy firms and how they are portrayed, so how does he choose?

A  look at the Marketing material would elict very few differences and indeed show a whole host of similarities

Take a look at some words pasted from the respective websites 

KPMG

KPMG provides audit, tax and advisory services and industry insight to help organizations negotiate risks and perform in the dynamic and challenging environments in which they do business. 

EY

We provide global services to help you retain the confidence of investors, manage your risk, strengthen your controls and achieve your potential.

Deloitte

Deloitte brings together, within one organisation, the broadest range of services of any professional services firm and real depth in key industry sectors

Pwc
Our ambition is to be increasingly recognised as (the UK's) leading professional services firm by bringing real value to our clients, investing in our people, supporting our local communities, and helping to shape our industry and rebuild public trust in corporate reporting.
Some firms talk about Risk, others Professionalism, some have an external view, others have an internal view, it is very difficult to differentiate and choose looking dispassionately at these headlines ( admittedly this is a broad brush approach)

But what is going on here, whilst a dive into these websites and concomitant marketing material will see they all have a  qualitative commitment beyond providing a basic service and if our Alien were to read back copies of Accountancy he would see all these firms have had some negative publicity about  their involvement in high profile collapses.This would confuse our Friend even further.
So what is the process,having gemmed up on Corporate Governance and  has put the audit out to Tender, held the beauty parade and probably got very confused as to the price differentiation between the various Big Four (maybe one low balled which would confuse him even  further)

Now remember, he does not have the benefit of an accountancy  hinterland or the benefit of direct training with one of these firms. What  advice can we give?

Firstly and foremostly

Values.

He needs to understand a value based philosophy in providing personal and professional services, has he asked the basic question at the tender process, what are the values underlying the way each firm behaves? He can get a feel for these by exploring the written material beforehand but quite often what a Business says ( in any sector) and how they behave are different.

There is a school of thought that Businesses have a ‘Soul’ that is a set of immutable core beliefs that guides them through difficult times, when relationships come under stress, people and businesses revert to type and this ‘Soul’ becomes apparent, it is deeper than philosophy .

This is why the self perpetuating business model referred to above has worked, it is because when relationships get strained then the communication flow remains in place as the FD and the Auditor still speak and understand the problem, it is vital communication does not break down and it’s maintenance is easier with a kindred spirit

We then come to choice, and yes, it is down to the quality of people that you will deal with on a day to day basis. Then Big Four , or any Auditor for that matter has a duty to ensure that it places people in positions who are capable of two things

· Professional Competence

· Customer Empathy

We can deal the first through training, the second comes from the type of individual that is being presented to the client, how many times have we met people who seem to fit the bill but there is a nagging doubt that it does not feel right. This is our instinct telling us it is not right and our unconscious memory influencing what appears to be a rational decision. The Auditor has to have an ability to perform his core duties with an empathic approach to the Clients needs and should convey this feeling at the first meeting.

I am going therefore to turn the Four Accounting concepts on their head and apply them not to numeric material but to this relationship. If the Alien went back to first principles he would want to know that his values and the values of the Auditor were in line and- 

Adopted the matching (accruals) concept and had concomitant values

Ensured these values were applied consistently in all interactions

Ensured that the going concern principle was applied properly in the sense that there will be a long term relationship and neither party wants to curtail significantly the relationship

Applied Prudence, ie. sound judgement and wisdom in dealing with practical affairs

These rules are the bedrock of our Profession and should therefore be applicable in any relationship, choosing Auditors, be it the Big Four or the  smaller firm should be governed by this principled based approach.

Secondly

Review the relationship after every audit or major piece of work to ensure that the Accountant’s behaviour is not at variance with the espoused values

In his quest for Interplanetary Truth and Fairness our Alien friend should be mindful of these Earthly (close) encounters. 
. 

