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INTRODUCTION 



KEY CONCERNS 
 

• Barriers to entry 

• The importance of investors 

• Pricing 

• The international position 

• More investigation required… 
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WHERE ARE WE NOW AND WHERE ARE WE GOING? 

• Already sufficient evidence of an AEC 
• BUT CC could and should do more 

 - CC should investigate more rigorously each of: 

• profitability 

• pricing 

• quality  

• tacit co-ordination 

• systemic risk (4 to 3) 

 - including conducting a proper price-concentration analysis 

• CC is best placed to act   
• AEC can be remedied 
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EVIDENCE OF AEC 



GENERAL INDICATORS OF COMPETITION  

Effect Evidence 
The reference market is not 
competitive 
 

• 40% of FTSE 350 companies have never tendered their audit, or 
have done so more than 10 years ago (para. 169 of WP on nature & 
strength of competition; para. 44 of WP on CC survey results) 
 

• The average annual switching rate over last 10 years in FTSE 250 is 
2.8% and in FTSE 100 1.8%, implying average engagement length > 
50 years in FTSE 100 (Public data descriptive statistics, tab: 
switching rates) 
 

• Fees always reduce in the first year after switching (Chart 6 of the 
CC’s descriptive statistics) 
 

• 90% who did switch reported an improvement in quality (para. 101 
of WP on nature & strength of competition) 
 

• Big 4 market share of FTSE 350 fees: 
• 2001 – 92.5% 
• 2011 – 99.6% 
(Public data descriptive statistics, tab: switching rates) 
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CHOICE 

Effect Evidence 
Insufficient choice for investors – 
the real customer for audit 

Oxera investor survey: 
• 79%  - insufficient choice 
• 14%  - sufficient choice, but not used 
• 7%    - sufficient choice 

Increased need for auditor 
independence reduces choice 
further 

EU proposals on audit. 
25% of investors say auditors not sufficiently independent of 
management – and 29% neutral (PwC survey, 9 December 2011) 

Threat of ‘4 to 3’ Regulators acknowledge as a threat to capital market stability 

“The choice was narrowed to one.” 

 
AFME hearing summary 
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QUALITY 

Effect Evidence 
Quality is sub-optimal Audit failures 

The Big 4 have not got better quality AIU / PCAOB reports. 
Oxera investor survey: 

• 50% there is a perception of difference 
• 50% there is no difference 
• 0% there is a difference in quality 

“The investors’ view was that recent 
large corporate failures… had all been 

audited by Big 4 accounting firms and so 
the identity of an auditor was not  

something an investor could rely on.” 
 

CC hearing with Blackrock 
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“Hermes believed that there was 
no shareholder reason for a 

company to feel required to use a 
Big 4 auditor.” 

 
CC hearing with Hermes 



INNOVATION 

Effect Evidence 
Innovation has been largely absent from this 
market 

CC investor hearing: “there [is] no audit report” 
 
Professor John Kay: “If investors were to be responsible 
for selecting auditors … there may be more incentive 
for audit firms to be more innovative” 

The expectation gap still persists, e g: 
• Going concern 
• Audit reporting 
• ‘Issues’ reporting 
• The ‘front end’ 
• Earnings releases 

Between 56% and 84% of investors want more assurance 
in each of these areas (PwC survey, 9 December 2011) 
 

“The level of governance 
penetration by the Big 4 … is such 
that they ‘permeate all levels of 

government.’” 
 

Sharon Bowles, MEP, September 2012 
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PRICING 

Effect Evidence 
Deep discounting is used by the 
Big 4 to acquire work from the 
mid-tier (and it’s not just in the 
summer) 

Examples the CC have been given include:  
• [] 
• [] 
• [] 

Effects of switching: move to 
mid-tier from Big 4 cuts costs; 
Big 4 to Big 4 or mid-tier to Big 4 
increases costs 

CC’s own statistics (Public dataset) 

Price change % Y1 Y2 Y3 Y4 Y5 

Big 4 to Big 4 -19 -3 2 13 51 

Big 4 to mid-tier -83 -89 -23 -25 -28 

Mid-tier to Big 4 8 9 12 11 23 

Market evidence of ‘Big 4’ price 
premium 

LSE (2008) 
Oxera (2006) 
Cardiff (2012) 
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CUSTOMER AND INTERMEDIARY CONDUCT 
Effect Evidence 
Alumni inevitably favour their own 
milieu 

18 of 20 interviewees in case studies are Big 4 alumni – ACCs 
and CFOs. 

There is a lack of tendering and 
switching 

1% of fees switch on a five year rolling basis (Table 14: CC 
Working Paper on CC survey results) 
 
This is reinforced by the CC’s case studies and interviews. 
64% of FTSE 350 companies tendered more than six years ago 
to never.  A further 13% didn’t know if they had retendered  
(Table 14: CC Working Paper on CC survey results) 

Tendering costs for most companies 
are not very significant 

“Those that have switched have not found the process 
particularly burdensome or the costs particularly high.” 
(Paragraph 72(e): evidence of switching costs (and 
implications for barriers to entry)) 

There is an ‘IBM effect’ 
 

CC case studies – 6 out of 20 made overt reference (BDO 
analysis)  

Formal exclusion by intermediaries – 
bank covenants 

Case study I 
“Easier to comply with covenant conditions” 
Report on auditor clauses: widespread and LMA documentation 
relied on for syndicated debt. 
Bilateral documents mirror LMA documents 
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CUSTOMER AND INTERMEDIARY CONDUCT  
Effect Evidence 
Informal exclusion also takes place 
commonly for investment grade debt 
and IPOs, and it can start well below 
the reference market 

Investment bank examples: 
• [] 
• [] 
• [] 

Private equity examples: [] 

Principal/agent issues are real 
 
Case studies reveal a shocking 
ignorance of audit market choice, 
entrusted by shareholders 

CC case studies: sample of 20 CFOs and ACCs  
Unprompted comments: 

• Big 4 alumni   - 18 
• Concern re mid-tier geography   - 10 
• Express ‘IBM’ factor  -   6 
• Concern re mid-tier expertise -   7 

 
(BDO analysis) 

“The Big 4 was the 
safe option.” 

 
CFO – CC case study – 

Company D 

“The CFO’s views on the mid-tier were 
based on his seven years experience as 

an auditor – at the Big 4.” 
 

CC case study – Company A 

“Banks’ policies on auditor 
clauses have not changed over 

the last five years.” 

 CC commissioned research 
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QUESTIONS AND DISCUSSION 



CLOSING REMARKS 



THERE ARE ADVERSE EFFECTS 
They include: 

• Choice 

• Quality 

• Innovation 

• Price 

• Customer and Intermediary Conduct 

 

 More adverse effects will emerge from the issues that require further 
investigation… 

  

16 Hearing with the Competition Commission 



THERE ARE APPROPRIATE REMEDIES 
They include: 
 • Mandatory retendering at least every seven years with: 

- at least one non-Big 4 firm invited to tender; 

- joint auditors staggering retender dates; and  

- longer terms for joint auditors.   

• Greater disclosure and transparency, with enhanced shareholder 
involvement   

• Further review after five to seven years, to assess impact of remedies; 
if impact insufficient, reconsider break-up of Big 4? 
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A MORE COMPETITIVE AUDIT MARKET… 
...would provide greater stability to the capital markets 
and allow investors and other stakeholders to make 
informed decisions about risk 
 IT WOULD FEATURE: 
 
• More choice 
• More innovation 
• More frequent tendering 
• More switching 
• Greater independence 
• Better service for shareholders 
• Competition on price, quality and service 
• Less risk of systemic damage from one firm’s failure or exit 
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Appendix 1 
OUR STRATEGY FOR THE FTSE 350 



OUR STRATEGY FOR THE FTSE 350 
Barriers to entry and expansion currently too high 
 
 
• Equivalent capability to Big 4 for majority of FTSE 350 

- Quality is broadly equivalent across top six firms 

- Our larger private company clients are as big and complex as some FTSE 100 and most 
of FTSE 250 

- We already have FTSE 250 and 100 clients 

• On a level playing field, we could expand and compete successfully 

• FTSE 350 expansion is blocked 
- No current plans for a ‘big bang’ significant market entry 

- We will, however, compete for realistic opportunities 

• Were market intervention to change this, we would increase investment 
to compete more effectively, and gain sustainable FTSE 350 market 
share 
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OUR STRATEGY FOR THE FTSE 350 
Investment 
 • We would invest in senior client facing people in specific sectors, such 

as: 
- [] 

• CC has seen that in recent years we have invested strongly in the right 
people and skills, such as financial services 

• We could make a real difference 
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Appendix 2 
REMEDIES 



REMEDIES 
 
• There is  no ‘silver bullet’ 

• A mix of remedies is required 

• Review in five to seven years or so, to assess progress and check for 
unintended consequences 

• Only the CC can take the necessary action 

“ As a matter of regulation, which is what we 
are talking about here, the European 

Commission has no … power to intervene in the 
structure of a particular market.” 

 
Mr Jonathan Faull, Director General at Directorate General 

Internal Market and Service, European Commission, speaking at 
the House of Lords Select Committee on Economic Affairs Inquiry. 

Follow-up: Auditors Market Concentration and their Role 

The FRC has been concerned about the 
extent of market concentration and the 

risk of a major firm failing, for some 
years [but the] FRC has exhausted its 

audit regulator's toolbox.” 
 

CC hearing with the FRC 
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REMEDIES 
Remedy Key points 
MANDATORY RE-TENDERING Supported by all investors (Oxera survey), favoured by the FRC and 

suitable for the UK ‘comply or explain’ regime of governance. 
Broad support from companies (CC case studies A, E, F) 

INVOLVEMENT OF NON-BIG 4 
IN TENDERS 

Could be mandated in invitations to tender – but firms may decline to 
participate.  It would increase choice and make surrogate buyers more 
aware of the underlying choices 

INVESTORS’ INVOLVEMENT 
AND TRANSPARENCY 

More disclosure of auditor tenure, policy and actions on tendering in 
audit committee reports is required and shareholders could vote on 
audit committee reports in general meetings.  Auditors could be subject 
to questions from shareholders (as in Australia) in such meetings.  A 
more direct involvement of shareholders in auditor selection could be 
considered (as some investors have suggested) 

JOINT AUDITS These could be mandated (with perhaps a five to ten year sunset 
clause) for FTSE 350 companies with non-Big 4 involvement to open up 
the market, increase familiarity with a broader range of suppliers and 
enhance auditor independence 

SHARED AUDITS These are a rather tamer variant on joint audit but do not expose wider 
choice to senior client management and audit committees.  Joint audit 
appears a more effective alternative 
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REMEDIES 

Remedy Key points 
NON-AUDIT SERVICES Mandatory restrictions on a range of non-audit services sought by 

investors and by European legislators.  These will exacerbate choice 
issues, but could be softened in a joint audit environment, recognising 
greater auditor independence through the involvement of two firms 

OWNERSHIP AND STRUCTURE 
OF NON-AUDIT FIRMS 

Restrictions are archaic and should be removed to allow new market 
entrants 

EXCLUSIONARY CONDUCT BY 
INTERMEDIARIES 

Formal clauses should be prohibited and informal exclusion subject to 
audit committee disclosure requirements 

MANDATORY ROTATION Widely shown to increase concentration and is intuitively anti-
competitive 

BREAK UP OF BIG 4 A potential response to market domination but with practical 
difficulties.  A last resort 
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