
 

 

 

 

STATUTORY AUDIT: MARKET INVESTIGATION 

ERNST & YOUNG LLP - RESPONSE TO ISSUES STATEMENT 

 

INTRODUCTION 

1. This document is the response of Ernst & Young LLP ("EY") to the Audit Market: Statement of 

Issues of 7 December 2011 (the "Issues Statement"). 

2. In this response we set out briefly our initial views in relation to the key issues raised in the 

Issues Statement, and refer to evidence where that is readily available.  The fact that we do 

not address a particular issue, or provide the Commission with supporting evidence, should 

not be taken to mean that EY agrees with the suggestion set out in the Issues Statement.   

3. This response is divided into:- 

I. EY's initial views in relation to each of the potential "theories of harm" identified in 

the Issues Statement. 

II. The risk of failure and exit from the audit market of one of the four largest firms. 

4. In EY's experience, the market for the provision of statutory audits to large companies is 

competitive.  The potential theories of harm, and the potential adverse effects, identified in 

the Issues Statement do not reflect EY's experience.  Although this response sets out EY's 

initial views in relation to the key issues raised in the Issues Statement, EY makes a number 

of general observations by way of introduction: 

(a) The reference market has a number of particular features which impact directly on the 

issues under consideration which the CC will have to take into account in its analysis: 

(i)   The reference market comprises a small number of powerful purchasers 

with complex business operations who are experienced in buying professional 

services.  The choice of auditor and decisions on the timing of tenders rest in 

their hands; 

(ii)   The providers of the audit services are subject to extensive regulatory 

controls and oversight which drive audit quality and materially limit the scope for 

a number of the potential adverse outcomes identified;  

(iii)   Both the content of the product and the manner of its delivery are heavily 

prescribed by statute and regulation, as a result opportunities to innovate are 

constrained. 

(b) The Issues Statement refers to levels of concentration, switching and tendering, to 

suggest that there is insufficient competition in the market for the provision of statutory 

audits to large companies.   However, those measures are not reliable indicators of a 

lack of effective competition.  In particular:   
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(i)   The levels of concentration that can be observed do not justify a conclusion 

that the audit market is too concentrated, or that there is no effective competition.  

"Five to four" mergers are routinely cleared by competition authorities.  EY 

competes robustly to obtain new audit clients, and to retain its existing audit 

clients.  Competition is manifested in a number of ways, including audit quality, 

industry knowledge, expertise and innovation, firm culture and values, price and 

productivity. 

(ii)   The levels of switching and tendering that can be observed do not indicate a 

lack of effective competition.  A statutory audit appointment is for one fiscal year, 

and reappointment is not automatic.  Competitive actions are taken to prevent 

switching or tendering, particularly in response to "trigger points" that cause a 

large company to revisit its choice of auditor.  These "trigger points" occur 

frequently, and result in competitive outcomes. 

(iii)   There are no strategic barriers to entry or expansion.  The market 

characteristics identified in the Issues Statement as being potential barriers to 

entry and expansion constitute costs of entry or expansion that other audit firms 

may have chosen not to incur, not strategic barriers.  Those market 

characteristics also reflect the outcome of competition over time, in response to 

customer preference.  For example the creation of global networks has been 

driven by customer demand for consistent service and quality levels around the 

world. 

(iv)   EY does not consider that it has market power in the supply of audit services 

to large companies, and there is no evidence that EY has, or has exercised, 

market power.  

 
PART I - THE COMMISSION'S POTENTIAL THEORIES OF HARM 

(a) POTENTIAL THEORY OF HARM (a) – THE AUDIT MARKET IS HIGHLY CONCENTRATED AND THERE 

ARE HIGH BARRIERS TO ENTRY WITH THE RESULT THAT THE FOUR LARGEST FIRMS HAVE MARKET 

POWER 

5. EY does not agree with the Commission's suggestion that "[h]igh barriers to entry combined 

with a highly-concentrated market could give each of the firms market power, and the ability 

to set higher audit prices, supply suboptimal audit quality (either lower or higher) and/or less 

innovation" (Issues Statement, paragraph 29) because:-   

(a) the observed levels of concentration do not justify a conclusion that the audit market is 

too concentrated to ensure effective competition – competition in the audit market is 

robust, irrespective of the levels of concentration that can be observed;  

(b) whilst there are, inevitably, costs associated with entry and expansion of rivals, these 

costs are not strategic barriers to entry, properly understood; and 

(c) EY does not have market power, and there is no evidence that suggests that it has, or 

has exercised, market power. 
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The observed levels of concentration do not provide a basis for concluding that 
concentration in the audit market has restricted effective competition 

6. Levels of concentration in a market do not provide a proxy for the level of effective 

competition in that market.  In particular, it cannot be assumed that high levels of 

concentration are indicative of a lack of effective competition, and in each case the existence 

or absence of effective competition requires a detailed market analysis.  No credible evidence 

has been produced to support the view that the levels of concentration that can be observed 

in the market for the provision of audit services to large companies have restricted effective 

competition.  There are four main suppliers of audit services to large companies who 

compete intensively to win and retain audit work from large customers in what is, in EY's 

experience, a competitive market. 

7. Observations of indicators of market concentration such as the HHI are not a reliable basis 

for drawing conclusions on competitive intensity.  Competition authorities routinely clear "five 

to four" mergers where the concentration measures indicate similar levels of concentration.  

For example, in the supermarket sector both the Office of Fair Trading and the Commission 

assume that leaving four independent supermarket fascias in a local market provides 

sufficient competition to avoid any adverse consequences.   No inference can be drawn that 

concentration is too high from measures of concentration alone when the market, as defined, 

contains four major suppliers and a limited number of customers.  Rather, a deep, factual 

analysis of the market processes and outcomes must be conducted. 

8. In assessing competitive intensity it should be borne in mind that, in this market, customers 

are experienced buyers of professional services.  In particular, directors increasingly assess 

the quality of audits through the use of detailed questionnaires, which encourages 

benchmarking.  The directors of large companies, especially non-executive directors, also 

often hold board positions in more than one company, allowing them to compare different 

auditors from first-hand experience. 

9. Given the requirements of large companies, and the scale required to service large 

companies, there may be limits to the number of audit firms that can efficiently meet the audit 

demands of those companies.  The fact that there are four main firms is not necessarily 

indicative of a market concentration that is too high to ensure effective competition.  

There are no strategic barriers to entry preventing investment and expansion by 
competitors of the four largest firms 

10. As indicated at paragraph 31 of the Issues Statement, many of the market characteristics 

identified as being potential barriers to entry and expansion in fact reflect the outcome of 

competition over time.  The growth in the number, size and reach of multinational companies 

has necessitated the creation of global networks in order to audit those companies and 

maintain the highest levels of audit quality.  The creation of these global networks has been 

driven by market demand requiring consistent service and quality levels around the world, 

and is a direct result of intense competition between the leading audit firms. 

11. The following factors are identified in the Issues Statement as being potential barriers to 

entry: 

(a) the specific knowledge required to operate in the market; 
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(b) the costs of raising capital for audit firms other than the four largest firms;  

(c) the costs of attracting and training staff; 

(d) the existing size and reputation of an auditing firm plays a crucial role in a company's 

choice of auditor; 

(e) the perception that having a firm other than one of the four largest firms as an auditor 

can damage the reputation of a large company; and 

(f) sunk costs and economies of scale and scope. 

12. EY recognises the above as being important factors in EY's ability to win and perform audits, 

and that firms outside the four largest firms may lag behind the four largest firms in various of 

these dimensions.  The factors identified undoubtedly constitute costs of entry or expansion.  

But they do not constitute strategic barriers to entry or expansion.  In particular, none of the 

factors identified actually prevent entry or expansion by another firm that considers the 

investment worthwhile and justified by the returns.  The failure to make these investments is 

presumably a considered judgement on the part of the firms in question, and those firms are 

better placed to explain why they have not made those investments. 

13. That is, these investments are not only entirely possible to make, but the fact that others do 

not make them provides indirect, albeit telling, evidence that the market is competitive, and 

profit levels are not excessive. 

The specific knowledge required to operate in the market 

14. The end product of an audit (in the sense of the audit report page in the company's annual 

report) is the same whatever the size or complexity of the company being audited.  However, 

audits of large companies (whether or not they are within the FTSE 350) are complex 

products, and require considerable expertise.  In addition, more complex audits necessitate 

the introduction of specialist skills into the audit team, for example in relation to pensions, 

valuations, IT and tax.  EY therefore takes every step possible to innovate and keep abreast 

of relevant developments and innovations, so that it has the specific (technical and industry) 

knowledge required to conduct high quality audits (see further below).  The necessary skill 

sets include not only the capacity to evaluate the requirements of prescribed accounting and 

auditing standards, and the ability to analyse the business risks and the attendant systems 

and controls, but also the strength of character and independence of mind set to challenge 

management’s assertions.  These skill sets need to be deployed in a way that fosters 

consistency of interpretation, and consultation with specialists in areas of complexity. 

15. It is entirely open to firms outside of the four largest firms to develop these skills, or recruit 

staff with those skills (see paragraph 18 below).  Indeed those firms outside of the four largest 

firms that audit FTSE 350 companies (and those large companies just below the FTSE 350) 

must have already developed the specific skills necessary to audit those companies.  For 

example, all firms that audit listed companies will have invested in audit methodologies and 

demonstrated to the regulator that these are compliant with the requirements of International 

Standards of Auditing. Similarly, they will have demonstrated to the regulator that they have 

quality processes and controls that are compliant with the requirements of the International 

Standard of Quality Control 1 ("ISQC1"), which sets out an audit firm's responsibilities for its 
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system of quality control.  It should also be noted that the remit of the Audit Inspection Unit 

("AIU") of the Financial Reporting Council ("FRC") extends beyond the four largest firms. 

The costs of raising capital for audit firms other than the four largest firms 

16. EY does not consider that the costs of raising capital for smaller audit firms are prohibitive.  In 

this context it is noted that, in previous submissions to the House of Lords and the European 

Commission, a number of smaller firms stated that access to capital was not a problem.
1
 

The costs of attracting and training staff 

17. There are costs associated with recruiting and training staff of suitable calibre, and EY makes 

every effort to recruit individuals with rounded skills with the potential to learn and develop 

(which is realised through EY's investment in its employees).  However, it is important to note 

in this context that EY recruits graduates from the same pool of candidates as firms outside of 

the four largest firms.  EY frequently recruits staff from mid-tier firms, and vice versa. 

18. There are no limits on any audit firm investing in the education and development of their 

employees to the same extent that EY does, or from recruiting staff with the requisite skills, 

from the four largest firms, in order to make themselves an equally attractive proposition in 

the market, and to provide the same level of service to audit clients.   

The existing size and reputation of an auditing firm 

19. As with all professional service markets, reputation in the audit market is undoubtedly highly 

important.  As the Arthur Andersen episode demonstrated, a tarnished reputation can be fatal 

to an audit firm, irrespective of its size or previous reputation, and hence that reputation has 

to be continuously re-earned. 

20. EY's strong reputation has been earned over time through, for example, building up its 

national and global network, developing its expertise, and striving for the highest standards of 

audit quality.  That is a direct result of the competition that has existed, and continues to exist, 

between EY and other audit firms.  

21. However, EY recognises that the size of an audit firm is a factor that some large companies 

take into account when appointing an auditor.  In particular, most companies' preference is to 

appoint a single auditor for all of their subsidiaries (see paragraph 48 below).  In addition, 

given the unlimited liability of auditors, large companies may prefer to appoint large audit 

firms because of their perceived "deeper pockets" in the event of an audit failure. 

The perception that having a firm other than one of the largest four as an auditor can damage the 

reputation of a large company 

22. This is an issue that audit customers and others are better placed to comment on.  EY does 

not consider that the reputation of a large company would as a matter of course be damaged 

just because it was not audited by one of the four largest firms.  However, EY recognises that 

some investors, listed companies, other financial advisers and other stakeholders may need 

 
1
  See, for example, the statement made by Grant Thornton to the House of Lords Select Committee on Economic Affairs 

that it has the cash reserves to make the necessary investment (see page 133, Q121 of Volume II: Evidence, HL Paper 119-II). 
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to be better informed about the scale, geographic reach and skills of audit firms outside of the 

four largest firms. 

23. The Issues Statement refers to the fact that certain lenders will only lend to companies that 

appoint one of the four largest firms as their auditors.  EY's longstanding view is that 

contractual restrictions preventing companies from appointing audit firms from outside of the 

largest networks, which are imposed by lenders without encouragement or support from EY, 

are undesirable. 

Sunk costs and economies of scale and scope 

24. Large companies and groups expect and demand a single audit firm or network to audit their 

entire group, and in particular expect the enhanced level of oversight and consistency of 

service that is provided by a single-firm / network audit. 

25. It is not entirely clear that the investments made can be properly characterised as sunk costs.  

Many of the investments have to be incurred repeatedly, indeed many such investments are 

made annually in order to maintain the levels of service expected.  Whilst there are some 

costs that have to be incurred irrespective of the number of large companies a firm audits – 

for example the development of technical training and technical communications, and the 

various quality and risk management functions (which in EY's case includes Audit Practice 

Protection, the International Financial Reporting Standards Desk and the Independence 

Team) – these do not constitute strategic barriers to entry. 

26. The economies of scale and scope of major accounting firms, to the extent that they exist and 

persist, have arisen as a result of the growth in the number, size and reach of multinational 

companies, and the need for scale in their global network to audit those companies in order 

to offer the service expected and required in order to maintain audit quality.  Developing the 

capacity to service those large companies has been and remains a key feature of competition 

between audit firms to serve the evolving needs of their clients and, as such, is the product of 

competition and not a barrier to competition. 

27. It is also possible for smaller audit firms to seek to build their own scale and/or scope 

economies. For example, it is open to smaller audit firms to establish networks, associations 

or alliances within the UK (see, for example, the recent merger between Baker Tilly and 

Stephen Hay & Associates), possibly with a view to common branding, or building 

relationships with firms in other countries in order to replicate the scale and scope of the four 

largest firms (for example Mazars is a member of the Praxity alliance, and Grant Thornton 

recently acquired Thomas May & Co in the UK).  Indeed, developing such relationships is one 

of the ways in which the Ernst & Young network established its global presence. 

There is no evidence of market power, or the exercise of market power 

28. At paragraph 29 of the Issues Statement it is posited that "[h]igh barriers to entry combined 

with a highly-concentrated market could give each of the firms market power, and the ability 

to set higher audit prices, supply suboptimal audit quality (either lower or higher) and/or less 

innovation". 

29. As noted earlier, EY contests the assumption that a market with four major firms is one where 

it can automatically be concluded, one way or another, that there is or is not market power for 

one or more firms.   EY does not consider that it possesses market power in relation to the 
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supply of audit services to FTSE 350 companies (or anywhere else).  EY’s experience is that 

it has to compete aggressively with its competitors in a number of ways, including in relation 

to audit quality, industry knowledge, expertise and innovation, firm culture and values, price 

and productivity. 

30. In respect of audit services to FTSE 350 companies, at present EY is the auditor to only 17 of 

the companies in the FTSE 100 and only 47 of the companies in the Mid FTSE 250 – 

resulting in a "market share" based on the number of firms of only 18 per cent.  In 2010 EY's 

market share in the FTSE 350, based on audit fee revenue, was 14.7 per cent.  A market 

share below 20 per cent would not normally be regarded as in any way indicative of market 

power and EY does not regard itself as enjoying market power in the supply of audit services 

in the UK. 

31. There is also no evidence that suggests the exercise of market power on the part of EY or 

any of the other large audit firms in the way suggested.  In particular: 

(a) Higher audit prices – There is no evidence that the four largest firms have the ability 

to artificially inflate audit prices higher than they would otherwise be.  Although the 

Oxera report, referred to in the Issues Statement, suggests that an increase in market 

concentration is "associated" with an increase in audit prices, as acknowledged at 

paragraph 19 of the Issues Statement, that report is subject to significant criticism, and 

cannot be relied on to support the assertion that audit prices are excessive.  In 

particular, audit requirements vary over time, which has an impact on audit fees. 

Audits of major companies by the four largest firms are likely to be the more complex 

audits and as such the costs of provision can be expected to be higher.    

In this context, it is important to recall that: (i) large companies wield considerable buyer 

power as buyers of audit services; (ii) auditors are reappointed on an annual basis, and 

each reappointment is accompanied by a fee negotiation; and (iii) as there are a finite 

number of audits to be performed each year, and as there are a number of new audit 

client opportunities each year, EY competes aggressively to conduct those audits.  In 

EY’s view, competition is intense, which is reflected in the fees negotiated by audited 

companies.   

EY is not aware of any evidence, or credible indications, of excess profits, 

inefficiencies, lack of cost control or "gold-plating". 

(b) Sub-optimal audit quality – EY is not aware of any evidence that audit quality is of 

low quality or in any meaningful sense "sub-optimal", although there is always room for 

improvement.  One of the key drivers of competition in this market is audit quality, 

which is a process of continual, incremental improvement.  The audit market is highly 

regulated, and EY is subject to stringent external and internal controls to ensure audit 

quality of the highest standard (see further below).  Factors such as these controls, the 

need to maintain an untarnished reputation, and the existence of intense competition, 

protect against sub-optimal audit quality.   

Constructive criticism of individual audits by the AIU of the Professional Oversight 

Board does not provide evidence of sub-optimal audit quality, rather it is a 

demonstration of the effective operation of the regulatory system.  
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It is important to understand the limits of the role of an auditor.  The difference between 

the reality and the public perception of the role and responsibility of an auditor has 

given rise to an "expectation gap".  In considering whether there is "sub-optimal" audit 

quality, it is therefore important to bear in mind the limits of what is permitted and 

required by regulations and standards (and client demand).  

A statutory audit is a "standardised" product, and one which is heavily prescribed by 

applicable standards and regulations.  In broad terms, the scope of an audit (as stated 

at paragraph 2(c) of the Auditing Practices Board Bulletin 2010/2) involves "obtaining 

evidence about the amounts and disclosures in financial statements sufficient to give 

reasonable assurance that the financial statements are free from material 

misstatement, whether caused by fraud or error.  This includes an assessment of: 

whether the accounting policies are appropriate to the … circumstances and have been 

consistently applied and adequately disclosed; the reasonableness of significant 

accounting estimates made …; and the overall presentation of the financial 

statements". 

The current purpose of an audit is not (contrary to public perception) to report on the 

overall health of a company, uncover fraudulent conduct or provide a critique on the 

conduct of the company's business and its future prospects.  The responsibilities of 

auditors in this regard are limited to obtaining sufficient evidence as to whether the use, 

by a company's management, of the "going concern assumption" in the preparation 

and presentation of financial statements is appropriate, "and to conclude whether there 

is any material uncertainty about the entity's ability to continue as a going concern" (see 

International Standard on Auditing (UK and Ireland), 570 paragraph 6). If audits were 

intended to cover wider issues as to a company's financial health and future prospects, 

audits would necessarily involve a continuous forensic exercise, would require a 

radically different approach to the conduct of the audit, and would be significantly more 

expensive.  EY's experience is that, currently, there is little or no demand for an audit 

product that goes beyond the statutory audit product.  That an auditor performs a 

defined role that is narrower than some observers would like is not an indication of sub-

optimal audit quality, or indeed a failure to innovate. 

(c) Less innovation – Again, one of the key drivers of competition in this market is 

innovation, particularly in relation to larger companies where more complex audits are 

necessary, not least so that the highest standards of audit quality can be maintained.  

On-going innovation is necessary in order to remain competitive as, in EY's experience, 

any innovation is likely to be replicated by its competitors within a very short period of 

time. 

Given the regulatory constraints placed on both the output and the standards applied in 

conducting the audit, some areas where innovation is likely to occur in less regulated 

sectors are not open to innovation in the audit market.  Innovation is necessarily limited 

to that innovation which can take place within the regulatory constraints, which 

prescribe in some detail the auditing work that has to be undertaken.  However, 

innovation can and does occur, particularly in improving the efficiency of the audit.  EY 

in particular takes every step possible to maintain high levels of innovation, including 

innovation as to:  
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(i)   the methodology used during audits, especially in response to regulatory 

developments and standards (for example, EY periodically challenges its audit 

methodology on a global basis to see whether it is efficient and effective, and 

uses 'Quality Circles' where experienced coaches work with audit teams on their 

audit approaches from efficiency and effectiveness perspectives); 

(ii)    systems and processes (for example, EY has recognised that  low risk 

audits do not need an equity partner to lead them safely and so created a 

Director class to lead such audits, and has developed a system of offshoring low 

risk audit procedures to a centre of excellence owned at a global level with a view 

to increasing quality and reducing cost); 

(iii)  the tools deployed during an audit (for example, EY has developed a 

product which can interrogate Enterprise Resource Planning ("ERP") systems, 

which can be deployed in appropriate cases). 

32. In summary, given the very specific features of the market under consideration, in particular: 

(a) the limited number of customers with complex, international needs; 

(b) a highly regulated product / environment with extensive ex post review of audit quality; 

and 

(c) significant risk of rapid adverse consequences if there is a quality failure. 

It cannot be assumed that there is not sufficient competition between the four major audit 

firms without reference to extensive evidence and detailed analysis.  In any event, such an 

assumption is entirely inconsistent with EY's experience. 

 

(b) POTENTIAL THEORY OF HARM (b) – THE FOUR LARGEST FIRMS COULD BUNDLE TOGETHER 

SERVICES IN ORDER TO CREATE BARRIERS TO ENTRY IN THE MARKET FOR STATUTORY AUDIT AND 

IN RELATED MARKETS 

33. The Issues Statement raises the question of whether the four largest firms engage in the 

bundling of services.  However: 

(a) EY does not engage in pure bundling of audit services and non-audit services - it is 

willing to supply audit and non-audit services separately, and does not insist on selling 

audit and non-audit services as a single package; 

(b) EY does not tie the purchase of audit services to the purchase of non-audit services, or 

vice versa - it frequently supplies non-audit services to firms that do not choose EY for 

audit services, and it frequently supplies audit services to firms that do not choose EY 

for non-audit services; 

(c) EY does not have market power in relation to audit or non-audit services. 

34. The opportunity to supply non-audit services to audit clients is constrained by regulatory 

restrictions (see below) and the rules on auditor independence.  However, as and when 
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permitted, EY does in some cases supply audit and non-audit services to the same client, but 

only in response to customer demand.  That said, EY does not believe that it has market 

power in relation to either audit or non-audit services (where, in particular, it may face 

competition from a variety of sources) that it could use as a source of leverage.  It should also 

be noted that, in many cases, the internal buyers of those services are different. 

35. Where EY supplies audit and non-audit services to the same client, EY will offer a discount 

on the stand-alone prices to reflect any costs savings that are achieved, which is a feature of 

mixed bundling.   This would usually reflect the existence of some economy of scope 

between the two activities.  That said, in EY's experience the bundling of audit and non-audit 

services is not a significant feature of the provision of audit services.  

36. For the avoidance of doubt, the audits of parent companies and subsidiaries are typically 

supplied by members of the lead audit firm's network as a result of customer preference (see 

paragraph 48 below).  However, EY regards these as constituent components of an 

integrated product in an entirely natural way. 

 

The opportunity to supply non-audit services to audit clients is constrained by 

regulatory restrictions and the rules on auditor independence 

37. There are various sources of restrictions on UK auditors' ability to bundle services: 

(a) there are limitations (including those contained in the UK's Auditing Practices Board's 

(APB) Ethical Standards 1-5 – see (c) below) on auditors providing aspects of certain 

services, for example, accounting and book-keeping, internal audit, financial 

information technology services, and valuations;  

(b) any UK listed company also listed overseas is subject to the jurisdiction of the UK and 

the jurisdictions of any other countries in which they are listed.  For example, UK 

company audits are subject to the APB and if they are also listed in the US they are 

also subject to SEC regulations. In reality this can mean that FTSE 350 companies that 

are also listed in the US are subject to the provisions of the Sarbanes-Oxley Act and 

SEC regulations.  Section 201 of Sarbanes-Oxley prohibits audit firms from providing 

certain non-audit services including "financial information system design and 

implementation", "appraisal or valuation services" and "investment banking services".  

The provision of any other non-audit services have to be approved by the company's 

audit committee;  

(c) more generally compliance with the UK APB’s Ethical Standards on Integrity, 

Objectivity and Independence limits the extent to which non-audit services can be 

supplied to audit clients.  In brief, an audit firm must avoid providing services which 

would threaten the objectivity and independence of the auditor.  The principal types of 

threat identified include self-interest threat, self-review threat, management threat, 

advocacy threat, familiarity (or trust) threat, and intimidation threat (see ES5, paragraph 

5.25); 

(d) listed companies adopt policies to safeguard auditor independence, and these are 

generally published – for example, an Audit Committee may exercise scrutiny of the 
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level and scope of services that an auditor may provide, and may require "pre-

approval" in relation to the provision of certain services; 

(e) in relation to UK listed companies, if the fees for non-audit services provided by an 
auditor for a financial year are expected to be greater than the annual audit fees the 
audit partner is required to provide details to the ethics partner of the audit firm (see the 
UK APB’s Ethical Standards (ES5)).  

38. Within EY, there is a bright line of independence driving all non-audit sale considerations. 

Certain decisions on the provision of non-audit services to an audit client have to be reviewed 

by the firm's internal independence team.  Compliance with the above requirements is the 

responsibility of the audit partner, and EY has in place a series of internal supervision and 

review systems in order to ensure compliance with independence rules.  Audit firms are 

required to establish policies and procedures to ensure that auditor independence is 

maintained.  EY also adopts a single global independence policy, incorporating all of the rules 

to which EY is subject to.  It should also be noted that audit partners are not permitted to be 

incentivised to sell non-audit services to audit clients, and in particular are not permitted to 

seek financial recognition for selling non-audit services to their audit clients.  All firms operate 

quality controls over the proper conduct of independence processes and these are reviewed 

by the appropriate regulator.    

39. In practice, therefore, the ability of audit firms to bundle is limited (but not entirely precluded) 

by these regulatory constraints. 

EY does not engage in either pure bundling or tying nor, in the absence of market 
power, would these be feasible strategies 

40. The Ernst & Young network's global business model is built on the premise of offering clients 

a range of services (to the extent permitted without compromising independence) and 

allowing the client to select the services they wish to purchase.  Consequently, EY does not 

engage in either pure bundling or tying in respect of audit and non-audit services.  (For the 

sake of completeness, when pricing an audit service EY will include the services of 

appropriate experts in areas such as IT or pensions, where their assistance is necessary in 

order for EY to conduct an audit in accordance with regulatory requirements.  However, these 

specialist services are an integral part of the audit service and this should not, properly 

understood, be viewed as bundling.) 

41. EY would not submit joint tenders for audit and non-audit services unless specifically 

requested to do so by a client, and this would be very unusual.  Most non-audit projects are 

for shorter time periods than the annual audit cycle and EY is unable to recall any instances 

where listed clients have sought a joint tender for audit and non-audit services.  Also, as 

noted at paragraph 34 above, in large companies the buyers of these services are likely to be 

different. 

42. In any event, for a strategy of either pure bundling or tying to succeed, the supplier must have 

a position of market power in one of the products.  EY does not have a position of market 

power in either audit services (see paragraph 28 et seq above) or any of the non-audit 

services referred to by the Commission.   

43. In offering non-audit services to its audit clients, EY is in competition with: 
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(a) other audit firms, not just the other three large firms but a wider group of audit firms.  

The range and scope of projects for which FTSE 350 companies may need non-audit 

services means that not only the four largest firms are in competition for such projects; 

and 

(b) for some types of non-audit services such as tax advice, corporate finance, 

management consultancy, IT consultancy with a much wider range of professional 

services providers including lawyers, investment banks, and other IT consultancies. 

44. There is also no evidence that EY has market power in relation to the provision of any of the 

non-audit services that it provides.  Consequently, in the absence of individual market power, 

a theory of harm based on pure bundling or tying appears unrealistic. 

Any provision of non-audit services to audit clients is in response to customer choice 

45. EY does (within the constraints imposed by the regulatory framework) provide some non-

audit services to audit clients.  However, in the absence of market power in either the audit or 

non-audit services this occurs in response to customer choice – not EY's power to force an 

ancillary sale. 

Where mixed bundling occurs price discounts are likely to reflect economies of scope 

46. Delivering the most complete range of permissible services increases a firm's knowledge of 

the company, its risks and processes, all of which contribute to audit quality.  There will be 

situations in which the investment that EY has made to gain a more detailed level of 

knowledge about the company through its audit work will enable it to achieve economies of 

scope if it is selected to carry out non-audit projects where this knowledge is also relevant.  

This may enable it to price the non-audit services at less than other competitors, and enable 

EY to reach more innovative solutions.  However, in such cases any resulting reduction in 

price merely reflects efficiencies and benefits the customer.   

47. Mixed bundling even when the provider is dominant in one product is generally regarded as 

benign – that is even more so the case here, where EY is not dominant in either audit or non-

audit services.   

Audits of parent companies and subsidiaries are "bundled" primarily as a result of 
customer preference 

48. The Issues Statement suggests that audit companies may seek to bundle statutory audits for 

parent and subsidiary companies.  In EY's experience, most companies' preference (whether 

in the FTSE 350 or not), is to appoint auditors on the basis that the principal auditor will 

arrange for the audit of subsidiaries by members of the lead audit firm's network. 

49. One of the benefits for a multinational client of the holding company selecting the auditor for a 

subsidiary, and that auditor being part of the same network as the principal auditor, is that it 

increases the likelihood of any local issues coming to light, which may not be the case where 

local management selects its own auditor.  There are also efficiencies in a single network 

carrying out the audit of the entire group because a single audit methodology and approach 

can be more readily applied with a consequent benefit for audit quality.  There are also 

prescribed limitations in auditing standards on a parent company auditor’s reliance on so-

called component auditors, which gives rise to difficulties in situations where the component 

auditor is not affiliated to the parent company's auditor.  As a result, EY's policy is that in 
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certain circumstances internal approval is required before it accepts an audit engagement 

where EY audits only one part of a group, for example where another firm is the auditor of the 

parent or a significant component or portion of the assets, revenues or net income of the 

group. 

50. In EY's experience, in general the only circumstances in which a UK client may wish to 

appoint two different firms / networks to carry out an audit are where: (i) there has been an 

acquisition and the incumbent auditor of the acquired business is retained initially to complete 

an audit which had started before the acquisition; (ii) where the overseas office of a parent 

company's auditor is not sufficiently strong; (iii) where there is a potential conflict that 

prevents the overseas office of a parent company's auditor from acting; or (iv) where joint 

audits are required in a jurisdiction outside of the UK. 

 

(C) POTENTIAL THEORY OF HARM (C) – CUSTOMER CONDUCT LIMITS COMPETITION, IN PARTICULAR 

BY TENDERING INFREQUENTLY 

 

51. The Issues Statement posits the following: 

(a) there are significant costs associated when switching auditors; 

(b) those high switching costs drive low levels of tendering and switching. 

52. However, although there are costs associated with switching auditors, those costs are not so 

high as to prohibit switching in practice where a company decides to switch auditor.  The 

levels of switching and tendering that can be observed do not, of themselves, provide a view 

as to the extent of the competition that exists between auditors. 

Switching Costs 

53. The Issues Statement identifies a number of factors as switching costs: (i) management and 

audit committee time required to select a new auditor; (ii) the time required to familiarise the 

new auditor with the company; (iii) the risk of the new auditor "making mistakes initially"; and 

(iv) giving up other advantages of long-term personal relationships (for example, strong 

confidence in the auditor's ability). 

54. Although there are non-trivial costs associated with switching auditors:  

(a) Large companies understand the costs and benefits of switching auditor, and make 

educated decisions when considering whether or not to switch.  If a large company 

considers that it is getting sub-standard service from an auditor, is not getting value for 

money, or is aware that it could obtain a better deal elsewhere, then that company is 

likely to challenge robustly its auditor to improve their offering and, if dissatisfaction 

remains, to initiate a tender process. 

(b) The financial costs identified in the Issues Statement are not easily quantifiable or 

predictable, and some of the costs may be incurred in any event (for example, 

switching does not result in additional financial costs associated with the management 

and audit committee time that needs to be invested).   
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55. In addition, some of the costs of switching are met by the incoming audit provider as an initial 

cost of delivering the service to reduce the costs to the client and to induce switching.  For 

example:  

(a) EY has in the past offered to complete initial work at reduced rates, and has agreed to 

absorb initial costs associated with understanding the business and setting up the audit 

approach.  These costs are normally built into EY's commercial pricing decisions, and 

in the majority of cases the fee quote will be fixed, subject to material change within the 

client, for a period of up to three years. 

(b) Good project management can significantly reduce switching costs. 

(c) When establishing a new audit relationship, EY will take positive steps to ensure that 

the risk of "making mistakes initially" are minimised.  For example EY: 

(i)   will work with the client to put in place an appropriate audit strategy and 

methodology; 

(ii)   will ensure that the team conducting the audit has the requisite industry 

knowledge and expertise, to the extent possible; 

(iii)   is required to liaise with the outgoing auditor in order to understand all 

relevant facts. 

56. It is also important to note that a number of the factors identified in the Issues Statement as 

being switching costs in fact represent the advantages associated with a company 

maintaining a relationship with an auditor, provided that the existing auditor continues to 

provide a high quality service.  For example, mutual respect and an understanding of both 

party's expectations and requirements are essential factors in ensuring audit quality.  

However, as stated above, such relationships are not inviolable, and the transitory loss of the 

benefits associated with long-term audit relationships are unlikely to be determinative if a 

large company considers that it is getting sub-standard service from an auditor, is not getting 

value for money, or is aware that it could obtain a better deal elsewhere. 

57. Paragraph 39 of the Issues Statement raises the issue of whether companies take a holistic 

view of their relationship with an auditor if an auditor also provides non-audit services, and 

will be less likely to switch auditor if there are perceived or real cost efficiencies associated 

with the auditor supplying other services.  In response: 

(a) for the reasons given above, there is a limit to the extent to which an auditor can 

provide non-audit services to its audit clients, so this issue is unlikely to arise in 

practice; 

(b) however, it is recognised that audit quality and the scope for innovation is enhanced 

when an auditor has a detailed knowledge of the company being audited.  This might 

include knowledge gained from providing other services (where the provision of such 

services is permissible). 
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Tendering and switching rates 

58. At paragraph 40 of the Issues Statement it is posited that "[h]igh switching costs may drive 

the low levels of tendering and switching, thereby maintaining the four largest firms' market 

power".  For the reasons outlined at paragraph 28 et seq above, EY does not consider that it 

has "market power" in relation to the supply of audit services to FTSE 350 companies, or at 

all.  As stated above, although there are costs associated with switching, those costs are not 

so high as to prohibit switching. 

59. On the issue of whether there are low levels of tendering and switching, it is clear that the 

levels observed do not, of themselves, provide a view of the competition that exists between 

auditors, or the competitive outcomes that can be observed.  It is not clear why the observed 

level of switching should be regarded as being low, i.e. against what benchmark the switching 

rates have been viewed, or why such benchmarking is considered to be appropriate.  In this 

regard, EY agrees with the statement made at paragraph 40 of the Issues Statement that 

"infrequent tendering might not prevent the services provided being of appropriate quality or 

having competitive prices, for example if companies that require audit services have the 

option of appointing an alternative supplier".  It would be instructive for the Commission to 

consider whether tendering or switching rates are higher in segments of the market that are 

perceived to be more obviously competitive – EY doubts that they are. 

60. A statutory audit appointment is for one fiscal year, and the auditor must be reappointed each 

year.  That reappointment is not automatic, and intense competitive pressures and 

negotiations operate behind the observed switching or tendering rates, and in particular 

competitive actions are taken to prevent a client from switching or tendering.  For example, 

there are various "trigger points" that exist which can cause a large company to revisit its 

choice of auditor, and may lead to a switch or competitive moves taken by the incumbent 

auditor to maintain its appointment.  Those "trigger points" include: 

(a) competitor activity,  for example, a rival audit firm targeting the company in order to 

induce switching (this is something that EY actively does); 

(b) company cost pressures triggering demands for fee reductions; 

(c) the appointment of a new Chief Executive Officer, Finance Director, Financial 

Controller, Internal Audit Head or Audit Committee Chair, where the appointee has 

preferences for particular auditors gained from past experiences or where the personal 

chemistry does not work effectively with the incumbent auditor.  In this context (and in 

relation to (d) below) it is important to note that, whilst the company is the formal client, 

the audit work is realised through relationships between individuals within the audited 

company and the audit firm.  Those relationships are in a constant state of flux; 

(d) mandatory audit partner rotation every five years (required by UK APB Ethical 

Standards 3); 

(e) a breakdown in the relationships within the company, leaving the auditor as "piggy in 

the middle"; 

(f) perceived weaknesses in the prior year audit (for example, perceived late surprises) or 

a difficult prior year audit (for example, where the management of the company is not 

happy with some of the audit judgments taken by the auditor); 
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(g) discontent in relation to an overseas audit team; or 

(h) where the company decides to launch a tender as a matter of "good governance". 

61. These "trigger points" can result in either a tender process (which may or may not result in a 

change of auditor), or pro-competitive responses on the part of the incumbent auditor, for 

example: 

(a) audit fee reductions; or 

(b) increased investment in the relationship; or 

(c) changes to team members. 

62. Notwithstanding the fact that there are, as in the purchase of any sophisticated product of this 

nature, non-trivial barriers to instantaneous switching, where a company decides to go to 

tender EY agrees with the position set out at paragraph 41 of the Issues Statement that 

auditors "compete strongly for tenders since tenders are infrequent and may therefore 

guarantee a stream of profits over a long period".  It is therefore clear that the observed 

tendering rates and existence of switching costs do not evidence a sub-standard intensity of 

competition, but instead influences the way in which competition is manifested.  In particular: 

(a) overt competition becomes episodic, but of significant and heightened intensity when it 

does occur; and 

(b) competitive pressure is manifested through on-going competitive moves on the part of 

incumbent auditors to navigate "trigger points" in order to avoid switching or tendering. 

In short, to the extent that there are switching costs, those costs do not reduce the level of 

competition in the market. 

 

(d) POTENTIAL THEORY OF HARM (d) – SPECIFIC FEATURES OF THE MARKET MAY MAKE IT 

PARTICULARLY PRONE TO RISKS OF REGULATORY FAILURES WHICH COULD LEAD TO A REDUCTION 

OR DISTORTION OF COMPETITION IN THE MARKET 

63. The examples of regulatory failure posited by the Commission do not reflect EY's experience 

in participating in the development of regulatory standards or in dealing with regulators.  In 

particular: 

(a) EY views active engagement in the debate about and development of the regulatory 

framework as part of its professional duties; 

(b) the wide range of other interests represented in these debates and the public nature of 

the process make it unlikely that regulatory standards are developed and adopted that 

favour the larger firms due to pressure from those firms; 

(c) the threat of failure of a large auditing firm is unlikely to prompt regulators to intervene 

selectively in favour of those firms; 

(d) the level of regulation is not controlled by the four largest firms. 
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EY views active engagement in the regulatory process as part of its professional duties 

64. The wider public interest in the satisfactory performance of statutory audits, coupled with the 

inherent potential tensions between the role of the auditor and the role of management, the 

board and the audit committee mean that the provision of statutory audit services is rightly 

subject to a substantial level of regulation.   

65. EY is actively involved in attempting to shape better financial reporting, corporate governance 

and overall confidence in the capital markets.  As part of these activities the firm seeks to 

engage on an ongoing basis with regulators and policy makers such as the FRC and its 

operating bodies, including the Professional Oversight Board, HM Treasury, the Department 

of Business, Innovation and Skills, the Financial Services Authority and the European 

Commission on a wide range of matters including auditing.   

66. EY recognises that, given its size, it may have greater capacity than smaller firms to make 

partners and staff available to participate in fora at which these issues are discussed and to 

serve on professional bodies.  EY may also have a wider range of experience to bring to bear 

on some of the regulatory issues and challenges.  However, firms outside of the four largest 

firms also devote resources to such activities, and are well placed to do so in terms of their 

experience.   

67. It is therefore unsurprising (and indeed entirely appropriate) that EY and representatives of 

other audit firms (not just the largest four) engage with their regulators and are involved in the 

development of new regulatory standards for audit services through debate as well as, in 

some cases, membership of professional bodies. 

68. Representatives of audit firms are rightly represented on bodies such as the Auditing 

Practices Board, which is part of the FRC.  However, the composition of such bodies is 

designed to include representatives of audit clients and other interested parties, including 

Government, in order to ensure an appropriate level of independence from the audit 

profession.  It should not be assumed that members of the audit profession on such bodies 

represent only the interests of auditors.  Often, those individuals will have moved into non-

executive posts in large corporations before taking up such regulatory roles.  By way of 

example, the members of the Auditing Practices Board represent a broad range of 

stakeholders.
2
  As a result, the influence of the four largest audit firms on that Board is 

limited, and indeed will become even more so if proposed reforms to the FRC are adopted.
3
  

It is also important to note that the Auditing Practices Board does not itself make the final 

decision to adopt (for example) auditing or ethical standards – such decisions rest with the 

FRC itself. 

69. Whilst representatives of EY and the representatives of other audit firms are actively involved 

in the regulatory process, a distinction should be made between (i) standard setting (in 

relation to which the nature of engagement is as set out above), and (ii) oversight and 

discipline.  In relation to the latter, audit firms are not represented on the relevant bodies (for 

example the Professional Oversight Board and the Accountancy and Actuarial Disciplinary 

Board). 

 
2
  See http://www.frc.org.uk/apb/about/board.cfm.  

3
  See http://www.frc.org.uk/press/pub2653.html.  

http://www.frc.org.uk/apb/about/board.cfm
http://www.frc.org.uk/press/pub2653.html
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The wide range of bodies, governments and interest groups involved in developing the 
regulatory framework and the public nature of the process makes it unlikely that 
regulatory standards are developed which give the larger firms an unfair advantage due 
to pressure from those firms 

70. Auditors in the UK operate within a highly regulated framework including: 

(a) the statutory requirements set out in the UK Companies Act 2006 based on the EU 

Statutory Audit Directive of 2006 – with the prospect of further regulation under the 

proposals recently issued by Commissioner Barnier; 

(b) the professional rules of the Recognised Qualifying Bodies (such as ICAEW); 

(c) the audit regulations and Codes of Ethics of the various Recognised Supervisory 

Bodies (such as ICAEW);   

(d) the processes and standards laid down in the International Standards of Auditing 

(ISAs) and International Financial Reporting Standards (IFRS); 

(e) the auditing, ethical and quality control standards of the Auditing Practices Board (APB) 

of the FRC; 

(f) the FRC/ICAEW Audit Firm Governance Code; 

(g) inspections undertaken by the AIU and the Quality Assurance Department of the 

ICAEW; 

(h) disciplinary action undertaken by the auditors Recognised Supervisory Body and the 

Accountancy and Actuarial Disciplinary Board. 

71. In addition, for some audit clients, foreign regulations also impact on the conduct of the audit 

– for example Sarbanes-Oxley in the case of US listed companies. 

72. The extensive body of regulations generated by these bodies are subject to regular review 

and revision.  Any proposed changes are open to public consultation.  It would be open to 

other firms to challenge proposals if it was felt that the proposed changes gave the largest 

firms an unfair disadvantage.  In practice, regulatory standards are revised in response to 

changing business and financial practices and external events.  This is an ongoing process in 

which a wide range of interested parties participate. 

73. In recent years, not least since the demise of Arthur Andersen, the demands of audit 

standards have become more stringent.  However, we believe that this is in response to wider 

public interest concerns, not the lobbying of EY or other larger audit firms. 

74. EY recognises that debates on accounting standards, procedures and policies are on-going 

debates.  But it regards these questions as essentially separate from any debate about the 

level of competition in the market.   Accordingly, whilst the Commission may have views on 

aspects of regulation, we do not regard these as causes or consequences of any possible 

failure of effective competition in the market. 
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The threat of failure of a large auditing firm is unlikely to prompt regulators to intervene 
selectively in favour of such firms 

75. The prospect of a regulator seeking to protect one of the larger firms through selective 

intervention seems counter-intuitive.  The concern that one of the four largest firms may fail is 

more likely to prompt the regulators to intervene more aggressively against these firms than 

in their favour (by way of analogy, the FSA applies closer monitoring regime in relation to 

high-impact institutions, including large banks).  In order to ensure that the highest audit, and 

indeed professional, standards are maintained the four largest firms are subject to more 

stringent review than smaller firms.  In particular, the AIU of the FRC carries out an inspection 

of these firms' audit practices every year rather than every two years; which is the case for 

other firms.  The results of such reviews are made public which is a further incentive to 

maintain high standards. 

76. Audit quality is a process of continuous, incremental improvement pursued in the dynamic 

context of changing economic trends and business practices.  We believe that there have 

been improvements in audit quality across the profession in recent years, and the process of 

regulatory oversight has been one contributor to this.  Having said that, audit quality can 

always be further improved.   

77. The risk of one of the four largest firms failing or exiting the market is discussed further in 

Section II below. 

The level of regulation is not controlled by the four largest firms 

78. A wide range of parties have a strong interest in there being an "appropriate" level of 

regulation of audit providers – including the audited companies themselves, their 

management, their shareholders, employees, lenders, suppliers and customers, the audit 

firms themselves, Governments, politicians and the regulators.  The interests of the members 

of this broad grouping are in a healthy state of tension.  The larger audit firms may have 

voices but they are not the only voices in the chorus.  Whilst the level of regulation may never 

be perfect, not least because of the constant changes to the environment in which it is 

applied, it is the conflicting interests of this group that ensures that, as regulation develops 

over time, it is more likely to be in the "Goldilocks" region than at either extreme.     

79. If the Commission were to conclude that regulatory requirements are an inappropriate barrier 

to entry that is a matter which can be addressed to the regulators. 

 

(e) POTENTIAL THEORY OF HARM (e) – TACIT COORDINATION BETWEEN THE FOUR LARGEST FIRMS 

RESULTS IN LESS COMPETITION IN CERTAIN SECTORS 

80. The conditions necessary for tacit co-ordinated behaviour are unlikely to exist in the audit 

market because: 

(a) there is no consistent, homogeneous product; 

(b) there is a lack of sufficient price transparency; 

(c) there is a lack of an effective retaliatory mechanism; 
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(d) scale economies incentivise growth. 

Lack of a consistent, homogenous product 

81. Although a statutory audit is a "standardised" product, this is true only in terms of the final 

output – the audit report, which constitutes a single page in the statutory accounts of a 

company.  However, there are a number of other deliverables, and the work that needs to be 

carried out to produce the audit report on a given account varies significantly in context, 

scope and complexity from company to company which reflects the varying nature and scope 

of the companies' businesses and, importantly, the design and effectiveness of their risk 

management and control systems.  There is therefore no standard FTSE 350 audit product.  

Indeed, even for a single company the work required to carry out an audit and the issues that 

need to be addressed can vary from year to year as the company expands or contracts, 

changes (for example) to its financial or IT practices and policies, or acquires new 

businesses. 

82. Each audit engagement is a distinct, bespoke product, and can differ as to the nature of the 

audit product delivered, and the way in which it is delivered.  Audits are not commodity 

products and consequently not readily subject to tacit collusion. 

Lack of sufficient price transparency 

83. Although FTSE 350 companies are required to publish the amount they have spent on audit 

fees in their annual report, there is in no sense a "going rate" for FTSE 350 audits.  The level 

of fees paid will vary from company to company reflecting its size, the nature of its business, 

the particular issues encountered in the audit, the nature of the audit carried out, and the 

value of the appointment to the auditor (in terms of, for example, prestige or experience).   

84. The fact that audit fees are the subject of negotiation at the time of initial appointment and 

annual reappointment (and potentially during the course of the audit if it proves necessary to 

carry out additional work that was not reasonably foreseeable when the audit scope was 

agreed) coupled with the delay between the price being agreed and the price being 

published, further adds to the lack of price transparency.   

85. In brief, the fact that audit fees are published does not provide the necessary degree of price 

transparency to enable tacit co-ordination on price to occur. 

Lack of an effective retaliatory mechanism 

86. The relative infrequency of tenders, the limited number of potential customers in the FTSE 

350, and the delay before details audit fees are available publicly, means it would be difficult 

for firms to establish a credible rapid retaliatory threat against competitors who had displaced 

them at particular clients, rather these factors provide strong incentives to compete 

aggressively to win a contract whenever it is up for tender. 

The potential to achieve scale economies drives competition 

87. Audit firms who are successful in winning audit work from FTSE 350 companies will have 

made considerable investments in developing their expertise, reputations, quality of service, 

size and geographic coverage and the "back office" support functions needed by such 

businesses.  There are economies of scale to be achieved if these resources and the costs 

they represent can be deployed over an increased number of large company audits.  
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Consequently, there is an incentive for each audit firm to secure more large company audit 

work in order to realise those economies of scale, in addition to the reputational advantage in 

expanding their representation in the FTSE 350. 

88. In a market with only 350 potential clients, who only put their audit work out to tender 

relatively infrequently, the incentive to compete aggressively to secure the appointment and 

to achieve consequent economies of scale (coupled with the risk for one firm of losing an 

existing audit client) is a further reason that tacit collusion is unlikely.   

89. The possibility of tacit coordination on a geographic basis is highly implausible. 

90. In brief, the conditions in the provision of statutory audit services to large companies do not 

appear to be conducive to tacit collusion. 

91. The culture at EY is to pursue and hopefully win any plausible business prospect, and the 

idea of competing lightly to encourage reciprocation is not part of EY’s mind set.  EY 

considers that the aggressive pursuit of audits is essential to the development of broader 

market relationships. 

 

(f) POTENTIAL THEORY OF HARM (f) – INFORMATION ASYMMETRIES AND CONFLICTS OF INTEREST 

ADVERSELY AFFECT AUDIT QUALITY AND ALLOW THE FOUR LARGEST FIRMS TO MAINTAIN MARKET 

POWER 

92. Any threat to audit quality due to information assymetries and conflicts of interest is 

minimised as a result of a combination of: 

(a) the audit firms' heightened recognition of the ease with which hard won reputation for 

quality and integrity can be lost; and 

(b) the degree of ex-post regulatory oversight. 

Audit companies' heightened recognition of the ease with which reputation can be lost 

93. If audit firms (or indeed any professional firms) needed a lesson in the risks of international 

contagion and how easy reputation can be lost, Arthur Andersen's experience provided a 

dramatic case study of the speed with which a major global business could be destroyed as a 

result of the activities of a few individuals.  Within EY, the demise of Andersen was a catalyst 

for a number of internal changes designed to improve further audit quality and reduce the risk 

of failure – for example, EY increased the size and weight of its Quality and Risk 

Management function, and introduced Quality Control Reviews (which follow a rolling cycle so 

that each audit partner undergoes a review once every three years).  EY's own resulting 

extensive internal quality control structures are described in the Transparency Report, a copy 

of which has been provided to the Commission.   

94. The adverse consequences for an entire global business of even a single failure in audit 

quality have the potential to be so significant that the need to minimise the risk of this 

occurring drives the firm's desire to maintain appropriately high audit quality and would 

continue to do so almost irrespective of competitive pressures and the ability of audit clients 

and their shareholders to assess audit quality.   
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Ex post monitoring of audit quality 

95. It is recognised that the complexity of audits and the potentially conflicting interests of board, 

management and shareholders, coupled with information assymetries, means that audit 

quality cannot be guaranteed purely through scrutiny by those parties who engage most 

directly with the auditors (although the involvement of the Audit Committee is a key driver of 

audit quality).  Nor can the self interest of the auditor (no matter how strong that is) be relied 

on as the sole driver of quality.   

96. For that reason, EY supports independent oversight as a driver of audit quality.  There are 

extensive reviews of the conduct of auditors carried out in the UK by the AIU.  This includes 

reviewing segments of a number of audit engagements carried out over the year.  The AIU 

reports, which are conducted annually on the four largest firms in the UK, are published and 

may contain explicit criticism in the audit process observed in relation to the audits reviewed.  

The AIU reports also assess each firm's quality control processes and procedures and 

identify any areas for improvement.  The fact that the AIU makes recommendations for 

improvement in audit firm procedures and may criticise aspects of individual audits, should 

not be taken as an indication of poor standards of audit quality in the UK, but rather as a 

strength of the regulatory system in providing a constant public audit of audit firms own 

performance.  In particular, the AIU makes it clear that their reports are "not intended to 

provide a balanced scorecard" – i.e. do not provide the basis for forming a general view on 

audit quality.  The AIU also requires the firms to write to those companies whose audits were 

the subject of an inspection, setting out the AIU's findings. 

97. The lack of any market power on the part of EY is addressed at paragraph 28 above.  

 

PART II - THE FAILURE AND EXIT OF ONE OF THE FOUR LARGEST FIRMS 

98. The possibility of exit of a major player is in principle present in any market, but EY does not 

see this risk as a "feature" of the market in the standard sense.   

99. One of the results of the Andersen demise was that it led to improvements in audit quality due 

to increased regulation and stronger internal systems and control, and heightened awareness 

amongst all professional services firms of the magnitude of reputational risk and global 

contagion.  The greater awareness of the risks has therefore resulted in tighter controls. 

100. EY recognises that exit of one of the four largest firms would be materially disruptive of the 

market, whilst at the same time recognising that each of the four largest firms has a powerful 

individual incentive not to collapse.   We do not see any obvious implications of the 

theoretical possibility of collapse for the present proceedings, especially as merger control 

would presumably apply to any consequent consolidation, giving competition authorities an 

opportunity to intervene, including to “engineer” a fourth (or indeed a fifth) force at the time 

that auditing and employment relationships are anyway disrupted. 

101. However, EY believes that it is important to reduce the likelihood that one of the largest four 

firms could be forced to leave the market, and recognises and supports the need for audit 

firms to work with regulators to develop contingency plans to address the concerns of a 

disorderly failure.  


