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Dear Sirs

Audit Market Investigation - Restrictions on entry or expansion

1. Introduction

Mazars, the international integrated audit and advisory organisation with 14,000 professionals in 69
countries is pleased to submit its comments on the above working paper.

We would particularly draw your attention to our comments on joint audit, institutional bias and,
linked to the latter, exploring the role of professional, standard-setting and regulatory bodies in
contributing to the power exercised in the market by the dominant players.

2. Framework - revenue expectations

In discussing revenue expectations in paragraph 7(a)(i), it may be helpful to make reference to the
mandatory rotation of audit firms as well as to tendering opportunities. If mandatory rotation is
required after a reasonable period of time, new entrants to the FTSE35O market may consider their
chances of winning new engagements to be increased as there will have to be a change of auditor after
the relevant period hence taking away advantages that may otherwise accrue to the incumbent.

In assessing revenue expectations, new entrants will not only look at whether there are tendering
opportunities but also whether the tendering occurs on a regular basis and when it does whether it is
conducted on an open and fair basis with all firms with the necessary capabilities being encouraged to
participate in the tender process.

If, as seems to be the case, tenders in the FTSE35O generally lead to a reduction in fees, it could be
argued that the absence of a requirement for fair and regular tendering will mean there is an incentive
for the dominant players to stop them taking hold, eg by offering fee reductions in situations where
tenders are mooted before actually being organised leading to a loss of revenue on a particular client
but stopping it affecting the client base more generally.

The existence of a fair process is also important in stopping Big 4 incumbents being offered the chance
to retain the audit so long as they match the lower fee of a non-Big 4 challenger firm.
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3. Intrinsic factors - economies of scale and scope

In discussing economies of scale and scope, there clearly are some firm-wide fixed costs, in for
example developing the quality control structure for firms subject to regulation by the Audit Inspection
Unit of the Financial Reporting Council, but we and a number of other non-Big 4 firms have already
incurred these costs. We and some others also have invested the necessary resources in developing our
audit methodology and training programmes for dealing with FTSE 350 clients. In addition, we have
invested in building our insurance and banking practices and so could act as auditor for many FTSE
350 clients in these sectors The economies of scale and scope are not of themselves a significant
barrier to entry, it is the lack of tendering and switching combined with institutional bias in favour of
the Big 4 which makes it impossible at present to build a significant presence in the FTSE 350 audit
market.

4. Switching costs

We believe switching costs are exaggerated by those seeking to maintain the status quo . The costs of
tendering can, for example, be managed by a two stage tendering process in which a number of firms
are invited to submit a short preliminary proposal from which a shortlist is then prepared for
submission of a full tender. Moreover, many companies undertaking a tendering process report both
lower fees and improvements in service as a result.

The often repeated comment by the dominant players that there is a higher risk of omission or error in
the earlier years of an audit is also very open to challenge - it is equally possible that a new firm with a
fresh pair of eyes, and unencumbered by past decisions, may identify issues that need addressing and
which a longstanding incumbent may have overlooked.

It is also vitally important that when considering benefits one should be looking at them from the
shareholders’ perspective as it is to them that the auditor reports.

5. Strategic barriers to entry

In looking at the different types of ‘bundling’ and ‘tying’, we would agree, in line with suggestions in
the paper, that the focus is probably best directed towards the issue of mixed bundling and whether
being the auditor provides opportunities to provide other high revenue earning services that would not
otherwise arise or with regard to which the audit firm would be in a less advantageous position were
they not the auditor. Assuming this does not directly affect the quality of the audit, the provision of a
substantial amount of non-audit services, even if permitted by the ethical rules, may nevertheless
negatively impact on the perception of quality leading to, at least some, shareholders having less
confidence in auditor independence and hence deriving less value from the audit.

In looking at potentially aggressive responses to entry by new competitors, it is important that regard
both be had to the targeting of challenger firms’ clients and to the potentially far more serious
consequences arising from the targeting of their networks and the taking out of strategically important
countries. This can happen through a firm in a network in a particular country being offered substantial
inducements to merge with a Big 4 competitor there. It only needs a few strategic countries in a
network to be targeted for it to be severely weakened. Moreover, once a non-Big 4 network loses a
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firm to the Big 4 it starts looking at other non-Big 4 networks for a replacement firm leading to
potentially difficult relations amongst non-Big 4 players sparked by the original Big 4 action.

6. Reputation

We strongly oppose the use of the word ‘reputation’ in the context of your suggestion in paragraph 36
that ‘reputation appears to be a key factor behind the choice of a Big 4 auditor’. Size, familiarity,
institutional bias and the use of their dominant position are, we believe, AMONG the primary drivers
of their excessive market shares.

You mention that ‘reputation may be particularly important against a background of information
asymmetry and principal-agent problems’. Yet with regards to the real principal agent problem,
institutional shareholders have made clear that the pressure to appoint Big 4 auditors is not coming
from them.

We agree there are informational issues and that FTSE 350 companies should be required to state when
their current auditor was first appointed and when the audit was last subject to competitive tender.
More disclosures by the auditor on issues arising during the course of the audit would also enable the
auditor to demonstrate better how they had approached the audit.

Institutional bias both arises through many audit committee chairs and members having been
associated with the Big 4 at some stage in their career (often having qualified with and/or been partners
in one of them leading to strong ties) and from the approaches adopted by some leading professional
advisers to FTSE 350 companies who have many FTSE 350 clients in common with the Big 4.

We do consider that advertising, marketing and ‘soft’ forms of promotion have been used to
consolidate the position of the Big 4.

We believe further work is needed on the influence the dominant players have on professional,
standard-setting and regulatory bodies and on how that influence is exercised as well as on their
lobbying activities and the extent to which the alumni network is primarily used for business
development purposes. A measure of this would be how they treat alumni who move to competitor
firms with regards to access to their alumni network and its services.

7. Regulatory barriers to entry

With reference to our comments in the previous section, we believe there is a need to explore the
influence of the Big 4 on professional, regulatory and standard-setting bodies; how it is secured, eg the
extent to which positions are subject to open selection processes; the way in which it is used in
shaping audit related requirements; and the views expressed by these bodies on audit related issues, not
least with regards to your current inquiry and the work currently being undertaken by the European
institutions on audit related matters. A number of comments have been made concerning excessive
lobbying by the dominant players in the market at the European level.

In looking at the increasing complexity of accounting standards, one needs both to have regard to the
influence of the dominant players on the standard-setter and to the additional guidance contained in
their manuals which are widely distributed.

As you suggest, we do not believe the current rules governing the ownership of audit firms, eg at a
European Union level, are a significant restriction on our being able to build a significant stake in the
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FTSE 350 audit market. Moreover, it is hard to avoid the conclusion that the experience of firms in the
UK with outside capital in the business, ie the listed consolidators, has been far from a happy one.

8. Joint audit

You suggest in paragraph 53(f) that joint or shared audit could be a way for mid-tier firms to gain
experience and build reputation in the FTSE 350 audit sector. We would strongly support proposals
calling on FTSE 350 companies, especially those at the upper end of the index, to have joint auditors at
least one of whom should be a non-dominant player. It is noticeable that in the one market in the
European Union in which joint audits are mandatory for listed companies that auditor concentration is
well below the excessive levels that pertains in the vast majority of markets in the EU.

Joint audit would bring the benefits you set out and would also enhance audit quality as two firms
rather than one would be jointly responsible for the audit opinion having discussed together key issues
arising on the audit.

Moreover, joint audit would provide protection at a regulatory level against almost guaranteed
regulatory capture were one of the current dominant players to leave the market unexpectedly and
against the even more excessive levels of concentration that would ensue were this to happen. In
addition through staggering the appointments of the joint auditors one of the firms could be changed
whilst maintaining the benefit of continuity through the other remaining in place.

We are aware that this proposal has been, and will continue to be, fiercely resisted by the Big 4
because it is the one proposal, or at least the most practical one, that will force them to weaken their
iron grip on the FTSE 350 audit market.

It could also be implemented relatively easily, with little market disruption, as companies impacted by
such a proposal could maintain their existing auditors if they wished and would simply need to appoint
an additional one.

9. Restrictive clauses in loan agreements

We support the removal on restrictive clauses in loan agreements concerning who may be appointed
auditor of the company as they are an egregious restraint on free trade but, as implied in the paper, we
do not think they would have any noticeable impact on creating a competitive market as it is the
informal unwritten vetoes that are much more of a problem.

10. Conclusions

If you would like to discuss further any issue raised in this letter, please do not hesitate to contact
David Herbinet, UK Head of Public Interest Markets on 0207 063 4419 or Anthony Carey on 0207 063
4411.

Yours sincerely,

Mazars LLP
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