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PwC closing submission  
 

1 This is PwC’s closing submission made after consideration of the working paper responses 

published by the Competition Commission (CC) and prior to the CC’s provisional findings.  

2 We focus in this submission on the evidence that is available to the CC.  We apply this evidence 

to the key points that are being considered by the CC, and those on which views have been 

expressed with which we disagree.1  The evidence shows clearly and conclusively that the 

market is functioning effectively and producing competitive outcomes.  Other regulatory bodies 

are addressing the concerns cited by certain investors around transparency in the audit 

appointment and auditing processes and findings, but these do not relate to the competitiveness 

of the market.  

Overview of comments 

3 The evidence obtained from the main stakeholders of large company audit services 

demonstrates that this is a competitive market: 

(a) Large companies:    

(i) This is a business-to-business market, where those individuals responsible for 

purchasing audit services on behalf of the UK’s largest companies - being 

principally the audit committee chair (ACC) and the finance director (FD) - are 

satisfied with the level of competition in the audit market and with the quality of 

service that they receive.   

(ii) ACCs and FDs are knowledgeable and sophisticated individuals who have a range 

of roles (past and present, usually across a number of companies) to give them the 

experience and expertise to assess an audit firm’s capabilities.  They are keenly 

aware of their duties to shareholders.    

(iii) Indeed, we note that the results of the CC’s follow-up survey of ACCs confirm that 

ACCs are diligent in carrying out their role, confident in their ability to do so and 

have few constraints which might hamper their ability to do a thorough job in 

monitoring audit effectiveness. 

(b) Shareholders:    

(i) Shareholders and other investors have presented a range of views on the audit 

process, the value and role of the audit itself, and how auditing should evolve.  

While there are inevitably differences of opinion as to how the statutory audit 

should evolve, this does not mean that there is a problem with competition.  The 

UK Institutional Investors Committee paper of 3 December 2012, commenting on 

the EU Audit Reform proposals, is the most up to date consolidation of investors’ 

views.2  This paper reflects the views of a very wide range of investors who are 
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members of the ABI, IMA and NAPF (including USS) and collectively manage/own 

£4 trillion of assets. 

(ii) This paper is supportive of increased tendering and the recent changes by the 

Financial Reporting Council (FRC) to the Combined Code address this issue.  The 

paper also warns that some of the other changes proposed by the EU would likely 

have negative impacts on quality.  (We note the FRC has expressed to the CC 

similar concerns about the European Commission’s proposed changes).     

(iii) To the extent that some investors have raised competition issues, it is important to 

recognise that investors inevitably have to rely on their directly elected 

representatives that comprise the audit committee (AC) to oversee the audit 

process on their behalf.  Investors themselves do not have the same level of 

visibility of the performance of auditors or the same extent of direct detailed contact 

with them on a company specific basis and may not therefore always be best 

placed to judge the level of competition taking place.     

(iv) The evidence shows that ACs do a good job and make appropriate 

recommendations to shareholders, notwithstanding that it may be that more could 

be done to reassure shareholders that this is the case (in this respect, the FRC’s 

recent changes to the Combined Code address this issue).    

(c) Audit firms:    

(i) We and the other three largest audit firms have provided the CC with a substantial 

body of evidence of the attributes of the largest firms, the efforts these firms make 

to retain existing clients and their strategies to win new audit appointments.  This 

evidence, showing a dynamic market, is supported by the CC’s Survey3 and the 

case studies.   

(ii) However, the mid-tier audit firms continue to assert that the market is not 

competitive.  The evidence shows that mid-tier audit firms have plenty of 

opportunities to present their credentials to provide audit services to large 

companies.  However, when companies decide which firm to appoint on the basis 

of objective factors, such as the experience and skills of the partner and audit 

team, international coverage and industry sector knowledge, including when mid-

tier firms are invited to a formal tender, they almost always appoint one of the four 

largest firms.     

(d) The Audit Quality Review (AQR) team:   Finally, the evidence from the FRC, and in 

particular the AQR team (formally the Audit Inspection Unit (AIU))4 responsible for 

monitoring the quality of large audits, shows that while improvements in audit quality can 

always be made, the standard of audits is generally high.  Indeed, the AIU’s results show 

that there proportionately fewer audit quality issues for companies listed in the FTSE 350 

than for smaller companies.  
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4 The evidence shows that the market delivers competitive outcomes, is dynamic, mid-tier firms 

have the opportunity to audit large companies, and information asymmetries are not a problem 

of competition:    

(a) The market delivers competitive outcomes:   When reaching its provisional findings, 

the CC should recognise that the large company audit market currently produces 

competitive outcomes for large companies and investors: 

(i) Quality is higher in the reference market than it is in the market for smaller 

company audits where other audit firms supply more audits. 

(ii) There is evidence of significant innovation in providing audit services to FTSE 350 

companies notwithstanding the legal and regulatory constraints on the form of 

public audit opinion that may be given. Audit costs in the reference market have 

fallen in nominal terms (and therefore declined by even more in real terms) in 

recent years as a result of innovation.   

(iii) Audit fees per hour have declined by 15% in the last five years while audit hours 

have remained broadly static. 

(iv) A range of independent evidence demonstrates that profitability in the reference 

market is at a level consistent with a competitive market, and in any case is lower 

than in other segments of the audit market where concentration is lower and more 

audit firms are active.  Moreover, there is no long run relationship between the 

profitability and tenure of our FTSE 350 audit engagements. 

These outcomes - across all FTSE 350 companies and not just those that tender and 

switch - are inconsistent with any theories of harm that might suggest the market is not 

functioning effectively.  

(b) The market is dynamic:    

(i) There have been significant changes to the make up of the FTSE 350 index over 

time, with firms competing to retain existing audit clients and win new appointments 

across the market in order to maintain and increase market share in the ever-

evolving FTSE 350.   

(ii) Large companies have a sufficient choice of audit firm and can switch if they so 

wish.  No respondent to the CC’s Survey cited lack of choice as a reason for not 

tendering, and the CC found evidence that when tenders are held, a greater 

number of firms pitch for FTSE 350 audits than in audit market segments where 

the number of capable suppliers is larger. 

(iii) Switching rates reflect the proactive and informed decisions of large companies.  

The CC’s Survey demonstrates that those companies that have chosen not to 

tender in recent years overwhelmingly took this decision for positive reasons, i.e. 

because they are satisfied with their current audit service. The CC’s Survey 
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provides evidence that companies would switch if they felt their current auditor was 

complacent. 

(iv) The evidence shows how large sophisticated companies bring competitive 

pressure to bear on their current audit firm without needing to resort to a formal 

tender. This ranges from almost universal annual audit reviews and major 

scope/quality/fee negotiation, though informal discussions and challenge, to 

periodic benchmarking and re-proposals.  

(v) There are good reasons for companies avoiding a switch of auditor unless one is 

necessary.  There are costs of conducting a tender; management time in bringing 

the incoming audit firm up to speed; an increased risk of audit failure in the early 

years; and the loss of an informed adviser who can react effectively to change and 

new issues. 

(vi) The evidence also shows that companies which tender and switch do not over the 

medium term on average achieve lower prices than those that do, because of the 

effectiveness of competitive pressures outside formal tenders. Moreover, the 

evidence suggests that prices are likely to be higher if companies tender and 

switch more frequently than they do now. 

(vii) The market continues to evolve; during the course of this investigation, the FRC 

has made changes to the Combined Code, including its Guidance to Audit 

Committees, which is likely to lead to an increase in tendering and enhanced 

disclosure by the AC of matters relating to the audit; the merger between BDO and 

PFK has been announced; and there have been examples of shareholders being 

increasingly prepared to exercise their existing powers to influence good corporate 

governance, including in respect of the audit process. 

(c) The mid-tier firms have the opportunity to audit la rge companies:    

(i) Most large companies are audited by one of the four largest firms because these 

firms have the necessary range of attributes, which by their own admission the 

mid-tier firms lack for some large companies.   

(ii) The evidence shows that mid-tier firms have plenty of opportunity to present their 

credentials to large companies but are far less active in approaching companies, 

and far less successful when invited to tender, than the larger firms.   

(iii) By contrast, there is no evidence to support the assertions made by some mid-tier 

firms that large companies are influenced improperly by alumni connections and/or 

other subjective factors when selecting their auditor.  In any case, significantly, the 

CC has found that alumni of the four largest firms are present in similar numbers in 

smaller companies which do appoint mid-tier audit firms more regularly. 
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(iv) The CC’s analysis of audit engagement costs found no statistically significant 

evidence of audit firm economies of scale, which could act as a barrier to entry for 

mid-tier firms hoping to penetrate the FTSE 350 audit market.   

(d) Information asymmetries in the audit process are no t a problem of competition:    

(i) The inevitable information asymmetries between management and shareholders is 

the reason why there is an audit and an AC.  This does not translate into any 

misalignment of interests between shareholders and auditors or shareholders and 

the AC.   

(ii) The corporate governance framework has been established to ensure that both the 

auditors and the AC have legal, regulatory and contractual duties to act in the best 

interests of shareholders to ensure that corporate governance is effective to allow 

the separation of ownership and management - and the evidence shows they take 

these duties seriously and perform their roles effectively.  

(iii) Shareholders have an opportunity to oversee auditor appointment and fees 

through the AGM vote and transparency around the audit appointment process 

including the publication of audit costs.  

5 In the following sections, we address each of these points in further detail.  We recognise that 

the CC has received a substantial volume of submissions in the last few months of this 

investigation.  The views in a number of these submissions have not been substantiated by 

evidence, and so below we summarise the key evidence in relation to each of the central areas 

of the CC’s investigations.  In doing this, we summarise and refer to the key points we have 

made in previous submissions to the CC.     

Conclusion 

6 This is a sophisticated business-to-business market, where those individuals responsible for 

purchasing audit services on behalf of large companies (being the ACC and FD) are correctly 

recognised by the CC as being experienced and knowledgeable.  This enables competitive 

pressures to be brought to bear on audit firms without the need for formal tenders.  The 

evidence shows that the market produces competitive outcomes and there are no adverse 

effects.  There is an important debate, to which we are committed and in which we are heavily 

involved, about how audits should evolve in the future, but this debate does not concern a 

problem of competition.  For the reasons summarised in this submission, the evidence before 

the CC shows that the market is functioning effectively. 
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Detailed comments 

7 We now consider, in turn, how the evidence shows that: 

A the market delivers competitive outcomes; 

B the market is dynamic; 

C the mid-tier firms have the opportunity to audit large companies; and 

D information asymmetries do not demonstrate a problem with competition,  

which taken together mean that the market is functioning effectively. 

A The market delivers competitive outcomes 

8 The evidence available to the CC on quality, innovation, prices and profitability is of positive 

outcomes for companies and shareholders that are consistent with an effectively functioning 

and competitive market.  We summarise this below. 

Audit quality is high and we strive constantly to improve 

9 Objective indicators show that audit quality is hig h:   The evidence shows that the standard 

of audit quality5 is high: 

(a) The experience of large companies:    

(i) The CC’s Survey shows that the vast majority of companies do not tender because 

they recognise they currently receive a high quality and value for money audit 

service, and that they are happy as things are.  Substantially more responses to a 

question in the CC’s Survey on reasons for not tendering indicated positive rather 

than negative reasons.6  

(ii) By contrast, the CC’s Survey also shows that 94% of ACCs and 86% of FTSE 350 

FDs say they are likely or very likely to switch if their auditor showed any signs of 

complacency.7  This demonstrates that whilst switching costs and disruption are 

always present they do not prevent switching when necessary.  

(iii) This level of satisfaction has been reported in other contexts - for example, the 

YouGovStone survey in 2011 which reported that of CFOs and ACCs of 120 of the 

largest businesses in Europe, 92% were pleased with the quality of their external 

audits.8   

(iv) We make substantial efforts to improve audit quality by monitoring client 

satisfaction and actively responding to this feedback,9 which have been recognised 

by the CC (in addition to working with the AQR (formerly the AIU) to maintain the 

necessary quality to meet the relevant regulatory standards).10   
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(b) AIU reports:    

(i) The AIU reports are a useful indicator of audit quality (although they should be 

interpreted with care because the audits that the AIU selects for inspection include 

some that are the most complex and high risk).11  According to the AIU’s 2012 

annual report12, the vast majority of audits inspected are classified as of good or 

acceptable quality with further reductions in the proportion of audits requiring 

significant improvements compared to the previous year.   

(ii) Indeed, notwithstanding their greater scale and inherent complexity, the AIU’s 

results aggregated over the last four years show that fewer issues are identified in 

the audits carried out for FTSE 350 companies than for smaller listed and AIM 

listed companies.  Audit quality is higher in the reference market than it is in other 

segments of the audit market where more audit firms are active and there is a 

higher frequency of tendering and switching.13  Any suggestion that the AIU reports 

indicate poor quality in respect of FTSE 350 audits14 is therefore not correct.   

(c) Other external indicators:  

(i) Financial Reporting Review Panel (FRRP) press releases are rare, with 17 since 

2005, only two of which related to the FTSE 350.  Only two FRRP press releases15 

since 2005 related to PwC clients, of which only one - � - related to audited 

information.  

(ii) Accounting restatements resulting from companies issuing poor quality financial 

statements are rare, and it is extremely unusual for them to have material 

consequences.16 

(iii) We face a low level of litigation and regulator complaints in relation to our audit 

work,17 despite the high risk of exposure to such claims were we to be at fault.18  

(d) Our internal benchmarks:   Our internal quality benchmarks such as Engagement 

Compliance Reviews and our Quality KPIs19 are raised incrementally to ensure 

continuous improvements.20  

Innovation  

10 We have provided evidence of innovation in both the delivery of the audit and also concerning 

corporate reporting more broadly.   

11 Innovation in the delivery of the audit:   We have provided evidence21 of how we innovate: 

(a) to enhance the quality and efficiency of our audit process, for example through the 

delivery of our Audit Transformation Programme;22 and 



7 January 2013 
 

Non-confidential version  
 

 

CEC-#3799125-v1 8 

(b) to differentiate our audit service within the boundaries of the regulatory model, including 

by providing insights and adding value during the audit process so as to improve 

company performance to the benefit of shareholders.23 

12 Large companies are typically more interested in the outputs and effectiveness of the audit 

process rather than in how these are achieved, and this explains why innovation is not 

expressly referred to in many tender proposals (although on considered review of proposals, 

innovation is present and visible to companies).24  As we have explained, this should not 

underestimate the extent and value of this innovation.25  Indeed, we explain below that prices 

have fallen in recent years, which is directly attributable to innovation in how audits are 

undertaken. 

13 The suggestion that “innovation is far more likely to come from new players”26 is contradicted by 

the fact that mid-tier audit firms have ample opportunity to present their own innovative ideas to 

sophisticated and knowledgeable purchasers (through opportunities presented by performing 

non-audit services, by active targeting of audit work and in the 30% of large company audit 

tenders to which they are invited).27  However, there is no evidence that they have actually done 

this to exploit the gap they perceive in the market.  Indeed, the evidence shows that the mid-tier 

firms are simply not engaging pro-actively with large companies.28   

14 Innovative engagement with investors in the audit p rocess:   In addition to seeking to 

improve and differentiate our audit, in the last decade we have been innovative in our 

engagement with investors to understand their needs in order to help companies improve the 

relevance and reliability of their corporate reporting.29   

Prices are competitive 

15 Prices have fallen in recent years:   The evidence shows that FTSE 350 companies have 

been successful in driving down audit fees per hour over the last five years, with the CC’s data 

showing that while audit hours have remained broadly static, nominal audit fees have declined 

by 15% in the last five years (implying an even steeper decline in real terms).30   

16 Companies which tender or switch generally obtain a  short-term reduction in price but 

they do not on average pay lower prices than those companies which do not tender or 

switch: 31  Our econometric analysis, endorsed by Professor Andrew Chesher of UCL, 

demonstrates that competitive pressures are as effective outside a formal tender process as 

they are for those companies that tender or switch.  In this regard, it is important to note that: 

(a) The magnitude of the short-term price reduction that is obtained on switching depends on 

the reason for the switch.  Where the tender or switch took place as a result of a “direct” 

decision by the company (e.g. due to dissatisfaction or for corporate governance 

purposes, rather than company take-over or following the demise of Arthur Andersen), 

our analysis shows that on average this led to an immediate reduction in prices of 9% 

relative to the price paid by companies that did not tender or switch.32 
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(b) Notwithstanding that prices return over two to three years following a switch to the pre-

switch level, there is no evidence to show that audit firms raise prices unjustifiably in the 

period when large companies that have switched are unlikely to re-tender.  The argument 

made by BDO and Grant Thornton (in identical terms) that “by year 5 audit fees are 50% 

higher than in the year before a switch was made”,33 which they contend suggests that 

the four largest firms are not constrained in their ability to increase fees from the first year 

level, is simply wrong - as is indicated by paragraph 196 of the CC’s working paper on the 

nature and strength of competition (NSCP).  It is also based on a simplistic analysis of a 

small sample of observations and, crucially, does not control adequately for changes in 

scope. 

(c) Those companies that switch audit firm incur costs which need to be set against the 

short-term reduction in price.  These include the costs of conducting a tender; foregone 

longer-term price reductions (as the benefits of the auditor’s familiarisation are lost);34 the 

time and effort that is spent by company management when developing new and 

effective working relationships with the new audit firm (which are important in the 

provision of high quality professional services);35 and the potential risk to audit quality 

when switching.36  It is entirely rational for a large company not to pursue relatively small 

short-term financial advantage to the detriment of its wider interests.  The AC is well 

equipped and capable of exercising this judgement. 

(d) This profile of price reductions from tendering and switching is heavily dependent on the 

frequency with which such tendering and switching occurs.  If companies were to tender 

and switch more frequently, audit firms would be unlikely to offer the same short-run price 

discounts; incur the same tendering costs; or be willing to bear the same share of the 

costs of transition for companies.37  This is because, as we have explained in our 

submission on audit profitability, further discussed below, we currently generate a return 

on our audits consistent with a competitive market.   

17 We respond in Annex 1 to this submission to certain comments made by BDO in relation to our 

response to the CC’s working paper on Descriptive Statistics. 

Profitability is not excessive  

18 Audit profitability is not excessive:   The evidence available to the CC of audit profitability is 

consistent with what would be expected in a competitive market.  We have conducted a detailed 

and rigorous analysis of our own audit profitability.38  This work has been endorsed by Professor 

Ian Cooper of the London Business School and shows that our audit profitability is not 

excessive and has been reducing in recent years.39  We note that KPMG and Deloitte have 

carried out their own analysis using different approaches but reaching broadly the same 

conclusion.40  

19 The evidence shows that profitability is lower in the reference market than it is in other 

segments of the audit market41 which, because of participation by smaller audit firms and a 

greater frequency of tendering and switching, are accepted as competitive42.  Annex 2 to this 



7 January 2013 
 

Non-confidential version  
 

 

CEC-#3799125-v1 10 

submission sets out our comments in response to the Oxera presentation “Audit profitability:  

comments on working papers” dated 6 December 2012.   

20 There is no long-run relationship between profitabi lity and length of tenure:   The evidence 

demonstrates that profitability is low in the years immediately after a switch (as a result of the 

incoming audit firm having offered a short run price discount and absorbing much of the costs of 

conducting a new audit) but profits then rise back to a sustainable competitive level by around 

year 5, after which they plateau.43  This shows that large companies negotiate effectively on 

price without the need for a formal tender and that we are not able on average to generate 

greater profits over the long run from those companies that do not switch as compared with 

those that do.   

21 The audit of large companies is high risk: 44  Notwithstanding our recent success in mitigating 

the risks we face in auditing large companies,45 this should not disguise the inherently high risk 

nature of this business: 

(a) As we explained at the hearing, audit firms face enormous open-ended risks46 and the 

seriousness of the risk faced by audit firms is manifested by the limited availability of 

commercial insurance to cover audit liability risk.47 

(b) Notwithstanding the changes in legislation to allow audit firms to limit liability, we have 

been unable to negotiate the inclusion of limitation clauses in our audit engagements with 

large companies48, demonstrating the market power of those companies.  

(c) Both the firm and the individual audit partner face potentially substantial risks associated 

with auditing a large company, including risk to reputation and unlimited financial 

liability.49   

(d) These risks are relatively higher for partners (as business owners) compared to 

shareholders of public companies, because our partners are less well diversified in their 

investments; both the salary and return on capital elements of their remuneration are at 

risk;50 and their personal reputations are inextricably linked with the business.  

22 Our partner remuneration is reasonable:  PwC's partners are rewarded on the basis of the 

performance of PwC UK as a whole, of which audit revenues form less than one quarter. This 

reduces the usefulness of partner reward as the basis for drawing conclusions on our audit 

business profitability. Nevertheless, the CC has evidence that the level of PwC UK's partner 

remuneration is consistent with a competitive market: 

(a) We have demonstrated that our UK firm partner rewards in FY11 were in line with what 

would be expected in a competitive market.51  In particular, we have shown that the return 

element of partner remuneration was consistent with a competitive return on partners' 

capital, based on the tangible assets actually funded by partners and a highly 

conservative estimate of intangible assets.   We attach the text of our letter to the CC of 8 

November 2012 on this issue as Annex 3 to this submission. 
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(b) A broad comparison of partner rewards at the top accountancy firms with those at law 

firms demonstrates that the average profit per equity partner for law firms is in many 

cases higher than that at PwC.52  Annex 3 of our Profitability submission shows that 

PwC’s profit per partner53 has remained consistently within the third quartile54 of the 

benchmark group of the top 10 UK law firms.55  

B The market is dynamic 

23 Some of the mid-tier firms have sought to argue both that the market is “very stagnant … with 

very limited active competition”56 yet also that “its clients [are] being targeted by Big Four firms 

as they grow and have aspirations to join the FTSE 350”57.  In fact, the evidence shows clearly 

that the market is dynamic.   

24 There is significant churn of companies entering an d leaving the FTSE 350:   We have 

explained in our Initial Submission, and more recently in our infographic,58 that the movements 

of large companies into and out of the FTSE 350 are significant and means that if we failed to 

win new clients, our market share in the FTSE 350 (and FTSE 100) would fall.  Standing still is 

simply not an option for us or any other large audit firm that wishes to remain active in the FTSE 

350 audit market.  This evidence shows that over time the market shares of the audit firms have 

moved and that failure of any firm to compete actively would rapidly lead to a substantial 

reduction in its market share.   

25 There is vibrant competition among the four largest  firms, with each engaged in active 

targeting of new audit clients:   The CC has recognised59 that large firms invest heavily in 

developing relationships with FTSE 350 companies in order to target clients of rival firms to win 

new audits.  We have explained in detail our various targeting initiatives, including providing the 

latest update on Net 635 and Client Satisfaction Survey statistics,60 which demonstrates the 

importance of both retaining existing clients and winning new ones.  The CC has gathered 

evidence61 that the other largest firms are engaged in similar activities (although we note that 

the mid-tier is less active).62 

26 We actively target a broad range of companies:   We target a broad range of potential 

companies that we assess may be susceptible to tender and switch.  We do not engage in 

activities designed specifically to keep the mid-tier audit firms out of the market.  We welcome 

the CC’s initial view that there is no evidence to show that we engage in “low balling” or that we 

target those companies entering the FTSE 350 (any more than other companies).63  There are 

objective reasons why aspiring companies often choose to appoint a large audit firm, better 

suited to its requirements.64 

27 Companies have sufficient choice:  The evidence demonstrates that large companies have 

sufficient choice when selecting their audit firm:   

(a) The CC’s Survey shows that no companies were prevented from tendering in the last five 

years due to a lack of choice.65  This is consistent with the evidence from The Hundred 

Group:  “Audit firms know that we have a choice and that very often is all you need to 

keep their pricing and the quality of their service honest”.66  Lack of choice does not 
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inhibit companies from tendering in situations where they would otherwise see benefits 

from doing so.67  

(b) The CC’s evidence shows that the average FTSE 350 tender has 3.7 bidders.68   

(c) By contrast, we note that there are fewer firms invited to tender outside the reference 

market (on average only 3.4 firms) where mid-tier firms are more likely to have the 

capability to be a serious bidder, and hence companies could invite more audit firms to 

tender.  The lower average number of bidders in this segment of the audit market 

suggests that there is no constraint on choice within the FTSE 350. 

(d) We have provided examples of companies where we have “cleansed” ourselves of 

potential independence issues in order to participate in a tender.69  

(e) None of the large audit firms suffer from any weakness in an industry sector to the extent 

that we would view them as being unable to submit a credible bid.70   

(f) The academic literature shows that markets with the characteristics of audit are at their 

most efficient with four or fewer competitors, as explained by Professor Steffen Huck of 

UCL.71 

28 Switching rates reflect informed and rational decis ions:   While the CC has suggested that 

companies switch auditors “infrequently”,72 the evidence shows that switching rates are 

consistent with an effective market.   

(a) Tenders and switching are as frequent as companies want them to be.  The evidence 

shows clearly that where companies are dissatisfied with their audit firm, then irrespective 

of any switching costs, large companies are prepared to tender and switch.73  The fact 

that existing audit firms win only 20% of tenders74 means that audit firms have every 

incentive to satisfy their existing clients to head off the risk of a tender.   

(b) Tendering and switching occurs sufficiently frequently for audit firms to recognise that the 

threat of this occurring is real and credible.75  Companies exert competitive pressure on 

their existing audit firm taking advantage of this real threat of tendering and switching.  In 

our submission, “Additional Evidence of Competitive Pressure Outside of Tendering”, we 

explain that companies are sophisticated purchasers who can and do exert continuous 

pressure on their existing audit firm without necessarily resorting to formal tendering:76 

(i) Almost all companies engage in detailed annual reviews of audit scope, quality and 

fee77 and the evidence demonstrates that companies benchmark effectively.78  

ACCs and FDs typically have a range of roles at various companies which give 

them experience to draw upon79 and they do not report a lack of information about 

competitive options in the market or difficulty in obtaining information on 

alternatives.80  Moreover, 78% of companies are approached, formally or 

informally, by other audit firms every year, and 88% are approached every two to 
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three years – which demonstrates active targeting of companies by at least the 

largest audit firms.81 

(ii) Large companies typically engage in active negotiations year on year with their 

auditors, as significant audit scope changes (driven, for example, by business 

developments or regulatory changes) force these companies to consider how 

much more or less audit time is required to ensure a robust audit, and the rate they 

are prepared to pay for that service.82 Substantial and frequent year on year 

variability in fees83 demonstrates active engagement by companies in managing 

the audit relationship. This is also shown by the importance of the variables which 

capture audit scope in our econometric analysis of audit prices.84 

(c) Companies that are receiving a high quality and value for money audit service do not 

need to tender.  This gives existing audit firms every incentive to continue to perform well.  

It also avoids the company incurring unnecessary costs that arise with a switch,85 

including the loss of knowledge and continuity of their existing audit firm and the resulting 

greater audit risk for the company in the initial years after switching while any new auditor 

“gets up to speed”.86   

(d) Far from being evidence of a more vibrant market, a greater number of tenders and 

switching would indicate a higher level of dissatisfaction with audit firms, and hence a 

failure by the audit firms to meet market demands including in relation to quality and 

price.  As the CC has recognised, the fact that those companies that switch report an 

improvement in audit quality and/or a lower price is directly linked to the fact such 

companies are dissatisfied with their existing audit firm and hence had the scope to 

achieve better outcomes with their new firm.87 

(e) More frequent switching and hence shorter appointment periods would be highly likely to 

result in higher audit prices as well as increased risks with audit quality.  The CC has 

found on average that the costs of carrying out an audit decline with tenure at the rate of 

2.6% per annum for the first ten years as a result of “learning by doing” effects.88  These 

results mean that an average audit follows a cost trajectory whereby costs in the first year 

after a switch are almost 27% higher than they would be after the auditor has benefited 

from a decade of familiarisation, and they decline at the rate of 2.6% per annum to year 

10 and then remain at that efficient level.  The CC has also found that FTSE 350 

companies on average switch auditor every 26 years.  Taken at face value, these results 

mean that if companies were instead to switch every 10 or 5 years, then this would 

increase the average annual cost (and therefore price) of an audit by 7.6% or 14.6% 

respectively.   

29 The market continues to evolve:   The market is subject to continual changes, in terms of the 

regulations that apply and the behaviour of audit firms competing to win new appointments; and 

the demands of large companies.  Indeed, during the course of this investigation:  

(a) The FRC’s recent changes to the Combined Code, including its Guidance to Audit 

Committees, are likely to lead to an increase in tendering and enhanced disclosure by the 
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AC of matters relating to the audit.  The International Auditing and Assurance Standards 

Board (IAASB ) consultation is also expected to result in result in enhancements to audit 

reports.   

(b) The merger announced between BDO and PFK on 7 November 201289 and confirmed on 

11 December 2012 will create a stronger audit firm with greater expertise and 

geographical coverage. 

(c) There are examples of shareholders being increasingly prepared to exercise their existing 

powers to influence good corporate governance, including in respect of the audit 

process.90 

C The mid-tier firms have the opportunity to audit large companies  

30 We note that Mazars has expressed the view that mid-tier firms are not provided with a “fair 

opportunity to participate in tenders” and have complained about the fact that the four largest 

firms “usually know about tenders before they are launched”.   In fact, the evidence shows that: 

(a) Mid-tier firms are invited to 30% of tenders: 91  This provides mid-tier firms with the 

opportunity to demonstrate their capabilities to almost a third of those large companies 

that tender the audit appointment.  The CC acknowledges that tenders involve a thorough 

process, which allows companies to “critically assess the bids submitted” and therefore 

appraise the quality and value of different audit firms’ offerings.92  Large companies make 

an active informed choice based on the capabilities of the firms participating in the 

tender.93 

(b) When involved in tenders against the four largest f irms (whether inside or outside 

the FTSE 350) mid-tier firms almost always lose:  Within the FTSE 350, the CC’s 

Survey found that the mid-tier firms won no audits from the four largest firms, and lost 

over 80% where they were the existing auditor in competition with the four largest firms.94  

This demonstrates that when companies engage in detailed scrutiny of mid-tier firms’ 

capabilities, they usually prefer the greater experience and attributes offered by the four 

largest audit firms.95    

(c) That the four largest firms often know about the te nder before it is launched 

demonstrates their efforts to attempt to win new cl ients:  The evidence shows that 

the mid-tier firms are not as actively engaged in seeking to win such appointments,96 and 

this inevitably means that they are not as well placed to win tenders when they are 

announced.  This is not a failure of competition, but a manifestation of it. 

31 Any preference for the four largest audit firms ref lects objective assessments of the 

firms’ relative capabilities:  There is abundant evidence that those closest to the audit 

process, the ACCs and FDs, are able to judge prospective audit firms and “know what good 

looks like.”97  ACCs and FDs, as sophisticated purchasers, do not use proxies for quality:98 
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(a) As the CC correctly recognises,99 there are a number of objective factors that large 

companies value highly in their chosen audit firm.  The CC’s Survey shows that these 

objective factors include the experience and knowledge of engagement partners and the 

wider team; sector specific expertise and experience; and the strength of the international 

network.100 These are all objectively verifiable features possessed by the largest firms 

and relatively lacking in the mid-tier firms. 

(b) Indeed, the mid-tier firms accept that they do not possess the capabilities to audit the 

largest and most complex companies.101  Therefore, the hurdle faced by the mid-tier firms 

in this segment is not an undeserved lack of reputation but the observable and admitted 

fact that they do not possess the attributes needed to conduct an audit of the relevant 

companies.  For example, to illustrate just one aspect of PwC’s capabilities, it has more 

than 60 partners signing audit reports in the reference market.102 

(c) Even in instances where the mid-tier firms may in principle have the technical 

competence to conduct an audit of smaller FTSE 350 companies, there is a difference 

between being technically competent and being able to offer superior technical and other 

service standards (a necessity for large FTSE 350 companies, and attractive to smaller 

FTSE 350 companies) that go beyond the merely competent.103  Grant Thornton’s 

success in winning the Audit Commission mandate104 is not evidence that it has the 

capability to audit more FTSE 350 companies and should be treated with caution.  The 

scoring criteria in the Audit Commission's tenders gave the majority of weight to "price" as 

opposed to "quality" criteria, and the quality criteria were relatively straightforward to 

satisfy.    

32 Audit firm appointments are made on an objective ba sis:   Some mid-tier audit firms have 

made unfounded and serious allegations that ACCs and FDs are biased or somehow act 

inappropriately due to their alumni connections.105  These allegations are unsupported by any 

evidence and should be dismissed.  There is no evidence to suggest a systemic failure whereby 

those entrusted to act on shareholders’ behalf in supervising the audit process fail to do so.106        

(a) The evidence shows that ACCs and FDs take their roles seriously107 and are diligent in 

ensuring that they are well informed of the capabilities of other audit firms when 

assessing the performance of their current auditor throughout the engagement and not 

only at the reappointment stage.108  Indeed, the results of the CC’s follow-up survey of 

ACCs support the conclusion that ACCs are capable of and motivated to conduct their 

duties thoroughly:    

• over three-quarters of ACCs report no constraints at all on their ability to carry out 

their role;  

• ACCs are very diligent in carrying out their activities to review auditor performance 

and quality every year; and  

• ACCs generally have a great deal of confidence in their ability to judge audit 

effectiveness.109  
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(b) The CC’s Survey shows that only 14% of companies who limited tenders to the four 

largest firms did so because of prior/personal experience.110  Even those 14% of cases 

are unlikely to have all been due to the employment background of the individuals 

concerned, but rather will include previous or current experience of working with various 

firms. 

(c) Where ACCs and FDs are alumni of the largest firms, the individuals concerned have left 

employment by the four largest firms, in some cases many years previously.  Indeed, the 

evidence indicates that more than 71% left over ten years ago,111 during which time they 

accumulate extensive experience of other firms.   

(d) The evidence shows that the proportion of ACCs and FDs with employment history at any 

of the four largest audit firms is broadly similar in the AIM and TopTrack to the FTSE 

350.112  However, in the AIM and TopTrack markets there is much wider use of mid-tier 

firms, suggesting that there is no correlation between the background of ACCs and FDs 

and choice of audit firm.113  Rather, companies choose the capabilities they need having 

regard to their circumstances. 

(e) Even to the extent that alumni take into account their past experience and knowledge of 

working at one of the audit firms when discharging their responsibilities on behalf of their 

current employer, academic evidence suggests that their insight of knowing that firm from 

the inside can increase market efficiency.114  

(f) The evidence provided by the mid-tier firms indicates that they carry out considerable 

non-audit work for large companies.115  This suggests that large companies are not 

prejudiced irrationally against the mid-tier firms but rather recognise that the four largest 

firms are better choices as auditors than the mid-tier firms.  

33 There is no “IBM Effect”: 116  The IBM effect is the appointment of a generally accepted major 

supplier because it is a safe choice - if it goes wrong no one blames the person who appointed 

such a company.  The effect of this is to create a barrier to entry for new and smaller rivals that 

are not seen as so safe, even if in fact they offer a superior product.  However, in this market 

the evidence shows: 

(a) That most shareholders consider that mid-tier firms are a reasonable choice for many 

large companies117, and as such would not blame the ACC and/or the FD for 

recommending such a mid-tier firm for appointment.   

(b) That mid-tier firms are invited to almost a third of tenders, showing that ACCs and FDs 

are prepared in principle to appoint mid-tier firms should they demonstrate themselves to 

be the most appropriate choice for the company.  That the four largest firms win the vast 

majority of these tenders is because they can differentiate themselves from the mid-tier 

firms as offering greater experience, technical knowledge, international coverage and 

other attributes.118  
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34 Clauses in loan agreements do not operate to exclud e mid-tier firms:    Our view is that any 

mandatory requirement in loan agreements that the borrower should appoint certain audit firms 

only, in all situations, is inappropriate.119  However, we note that the Cardiff Business School 

report on Auditor Clauses in Loan Agreements shows that auditor clauses are rarely included in 

loan agreements relating to FTSE 350 companies or others with strong credit ratings.   Further, 

to the extent that such a clause is present and limited to only the four largest firms, there is 

considerable practical freedom to amend it to suit the circumstances of the case.120  This 

includes potentially extending the clause to include auditors outside the four largest firms should 

the company and/or the lender(s) consider it necessary or appropriate.  Therefore, these 

clauses do not appear to comprise any material barrier to entry for mid-tier firms to the market 

for the audit of FTSE 350 companies. 

35 Mid-tier firms could increase their market shares:  As we have previously set out:121  

(a) The main reason why the mid-tier firms have the market shares that they do is because 

competition between the four largest audit firms is providing companies and their 

shareholders with high quality and reasonably priced audits. 

(b) If this were to change (i.e. the market were to become less competitive), then this would 

present the mid-tier firms with opportunities which they could successfully pursue through 

scaled investments (e.g. by focussing on developing the required attributes to audit 

companies in those sectors where they have strength in depth, thereby allowing them to 

establish a good reputation in that area from which they could expand). 

(c) The feasibility of this is supported by the CC's own analysis which suggests that there is 

no inherent cost advantage in being a large audit firm122 and that the incremental costs 

that a mid-tier firm would face in increasing the average size of its engagements are 

low.123  It might also be facilitated by the recent merger of BDO and PKF. 

D Information asymmetries in the audit process are not a competition 

 problem 

36 Information asymmetries do not show a misalignment of interests between shareholders 

and ACs or auditors:   Our Response to the Revised Issues Statement (RIS)124 explains that: 

(a) There is clearly asymmetry of information and knowledge of the financial statements 

between management and shareholders.  This is precisely the reason there are audits 

and why ACs have been introduced and their role developed over time to act on behalf of 

investors. 

(b) There are also information asymmetries as between both the auditor and shareholders 

and the AC and shareholders.   

(i) The auditor has a better knowledge of the business, its financial statements and its 

accounting issues than an often large, dispersed, diverse and changing body of 

shareholders.   
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(ii) Shareholders inevitably lack knowledge of the detail of the audit that has been 

conducted.  This means that the ultimate customer is relatively poorly informed 

about aspects of the audit process, including the details of the existing audit firm’s 

performance and the suitability of alternative audit firms.  For this reason 

shareholders may not be well placed to judge audit quality, the auditor appointment 

process and the existence and level of competition in the market.  As a result, 

while the point of view of the shareholders as the ultimate customer is clearly an 

important one in the overall assessment, it is subject to limitations.  

(iii) The governance arrangements require the AC to oversee the audit process on 

behalf of the shareholders.  The AC has a far better understanding of the work of 

the auditor and its quality than do shareholders.125   

(c) While such information asymmetries are inherent in the audit process, for there to be 

principal-agent problems, as the CC has identified it is necessary to establish that there is 

a misalignment of objectives between either auditors or ACs, on the one hand, and 

shareholders on the other.  There is, however, no evidence that auditors respond to 

management demand rather than shareholder demand126 (although it is vital for auditors 

to develop an effective working relationship with company management in order to fulfil 

their obligations to shareholders effectively and efficiently) or that AC behaviour is not 

properly aligned with the objectives of shareholders.127 

(d) This lack of evidence is unsurprising because such principal-agent problems would mean 

that auditors and/or ACs were failing to perform the principal tasks entrusted to them by 

law and regulation and, in the case of auditors, were acting contrary to their obligations 

and integrity as professionals128.  Acting in such a manner could cause potentially 

catastrophic harm to the reputation of the individual auditor and the audit firm.  It would 

also seriously harm the reputation of the members of the AC charged with responsibility 

for oversight of the company auditors. 

37 Audit firms are receptive to the demands of investo rs:   In our response to the Investor 

Views working paper, we note the wide range of views expressed by investors, from those that 

want no further disclosure or different outputs from the audit to those that want more information 

(for example about the areas of judgement exercised by the auditor).129  Our Response to 

Certain Third Parties’ Submissions of 3 August 2012130 explains that:  

(a) Although changes in audit reporting have been necessarily limited because of the 

prescriptions of regulation131, we have engaged in dialogue with shareholders, companies 

and regulators to seek to give more informative audit reporting.132   

(b) Given the prescriptions of international regulation affecting the potential to change the 

auditor’s report, we have focussed on encouraging companies that we audit to increase 

disclosure of audit-related information in their annual reports.133  Six of the FTSE 100 

companies that we audit have included an expanded report by the AC in their Annual 

Report, and more companies have said they intend to do so in future.  This expanded 

report gives much more insight into the audit process, the dialogue that takes place 
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between auditor and the AC and the value that audit adds, as well as providing 

information on how auditor independence is assessed.   

(c) In fact, the FRC has now recommended that ACs disclose the significant issues that the 

AC considered in relation to the financial statements and how these issues were 

addressed, as well as an explanation of how the committee has assessed the 

effectiveness of the external audit process and the approach taken to the appointment or 

reappointment of the external auditor.  This will now be an integral part of the UK 

company stewardship model.134 

(d) Through such initiatives with companies and regulators, it should be possible to achieve a 

consensus on improved reporting about the audit that will accord with the view of the 

majority of investors.  That the audit must continue to evolve to remain relevant does not 

mean that competition in the audit market is failing.  The evidence demonstrates clearly 

that it is not.  

  

PricewaterhouseCoopers LLP 

7 January 2013 
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Endnotes 

                                                      
1  We do not deal in this submission with those theories of harm that were identified in the original 

Issues Statement dated 7 December 2011 but not pursued since the Framework for 
Assessment and Revised Theories of Harm published by the CC on 10 August 2012.   

2  The Institutional Investor Committee (IIC) paper of 3 December 2012 - 
http://www.iicomm.org/docs/EU_Audit_proposals.pdf.  

3  The IFF Research Presentation of the CC Survey Results dated July 2012 (the CC’s Survey ). 
4  The AQR was known as the AIU until 2 July 2012.  
5  See paragraph 21 of the CC’s working paper (WP) on the Nature and Strength of Competition 

(NSCP) and paragraphs 1.15 -1.21 of our Submission and Response to the Issues Statement of 
12 January 2012 (our Initial Submission ). 

6  According to the CC’s Survey results the three main reasons why companies do not switch 
auditor are all related to receiving a competitive service:  slide 60 shows that “receive high 
quality service”, “receive good value for money”, and “happy as things are” are the most 
common responses with 70% of companies citing one or more of these reasons.  Indeed, the 
“positive” reasons for not tendering substantially outweigh the "negative" reasons. The answers 
to this question were unprompted and companies could provide more than one answer, so the 
results need to be interpreted with care but positive responses from FTSE 350 companies 
added to 133% - as compared with a total of 29% which were “negative” (relating to cost or 
disruption). A further 10% stated that the time was not right for an immediate tender.  It is also 
likely that “negative” responses were accompanied by “positive” responses in many cases.  It is 
entirely understandable that, given the costs and disruption associated with tenders and 
switches, sophisticated purchasers avoid these where they achieve favourable service without 
them, rendering them an unnecessary cost and disruption.  See paragraph 40(a) of our 
Combined Response of 7 December 2012 to five WPs concerning audit prices, engagement 
level profitability, costs, tenure and switching (our Combined WP Response ). 

7  See slides 74 and 68 of the CC’s Survey. 
8  See paragraph 6.61 of our Initial Submission, and the YouGovStone European Audit Committee 

Chair and CFO Poll (June 2011) provided to the CC on 11 November 2011 as document B11(1) 
in response to the Off the Shelf information request. 

9  See Section 3 of our submission of Additional Evidence on Competitive Pressure Outside of 
Tendering where we set out how we make considerable efforts to gather client feedback to 
monitor our performance and ensure we offer the best possible service. This section is 
supplemented by Annex 2, which is a firm-wide summary report drawing on 1,527 Assurance 
Client Satisfaction Surveys undertaken in the year ended 30 June 2012.  See also paragraph 13 
of our response to the NSCP where we summarise our various feedback processes.   

10  See paragraph 177 of the NSCP and paragraph 31 of the CC’s WP on Firms’ Stated 
Competitive Strategies. 

11  See paragraph 3.7 of our Response to Certain Third Party Submissions where we set out some 
important limitations when interpreting the AIU’s reports. 

12  Audit Quality Inspections Annual Report 2011/12, paragraph 1.3. 
13  See slide 3 of Oxera’s presentation “Audit profitability:  comments on working papers” dated 6 

December 2012.  Our comments on this presentation are contained in Annex 1 to this 
submission. 

14  See for example USS Submission (page 3), BDO Response to Issues Statement (paragraph 
4.2.2(b)), Grant Thornton Response to Issues Statement (page 3), Written Evidence of Iain 
Richards to the House of Lords Select Committee, dated 11 January 2011 (paragraph 1.11). 
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15  FRRP press releases are issued where, following FRRP review, a company agrees to revise its 

accounts or take other corrective action. 
16  Apart from the � case referred to above, no restatements in the last six years relating to PwC 

FTSE 350 clients had a material effect on reported profit or net assets or arose from regulatory 
inspections or processes. 

17  See our Response to the Market and Financial Questionnaire of 24 February 2012 (our MFQ 
Response ), Q44 to Q46. 

18  See for instance paragraph 2.20 of the Deloitte Profitability response. 
19  See paragraphs 6.53 to 6.58 of our Initial Submission where we describe our internal 

assessments for monitoring audit quality and set out more information on Engagement 
Compliance Reviews (ECRs) and Key Performance Indicators (KPIs). 

20  See paragraph 3.8 of our Response to Certain Third Party Submissions. 
21  See the summary contained in paragraphs 60-62 our response to the NSCP. 
22  See paragraphs 3.36 to 3.39 and Annex 6 of our Initial Submission. 
23  As set out in footnote 131 of our NSCP response, the evidence shows that innovation is a 

feature of audit competition. For example, at our hearing we gave the example of how work 
undertaken for � using new technology developed to help identify fraud in accounts is now 
being used to enhance the audit process; and our MFQ Response to Q103 set out in detail 
examples of specific innovations we have made to enhance the audits of particular customers.  
See also our response dated 15 November 2012 to Question 2 of the CC’s post-hearing follow-
up information requests where we provide a description of how we have innovated, both the 
audit and the audit process.  See also this response of 15 November 2012 to Question 8 where 
we describe (and provide examples of) the main changes that have occurred with regard to 
innovation.  

24  See paragraphs 103.14 to 103.26 of our MFQ Response, where we provide specific client 
examples illustrating the spectrum of our audit innovation in respect of:  

(a) new global audit approaches;  

(b) an enhanced controls approach;  

(c) use of technology and data;  

(d) an enhanced risk approach;  

(e) the “Essential Elements” approach to providing insight; and  

(f) informative reporting and audit benchmarking. 

See also our response dated 5 November 2012 to Questions 2 and 8 of the CC’s post-hearing 
follow-up information requests where we provide examples of innovation. 

25  See Annex 2 to our NSCP response, paragraphs 1.4-1.9. 
26  Mazars response to the NSCP, paragraph 10. 
27  Slide 54 of the CC’s Survey.  We note that BDO’s “Comments on third party response to CC 

working papers” (published on the CC’s website on 20 December 2012) criticises our reference 
to this figure on the grounds that not all FTSE 350 companies ran tenders in the last five years 
and therefore the percentage of all FTSE 350 companies which invited a mid-tier firm to tender 
is lower than 30%.  However, this criticism is misdirected:  our point is rather that when large 
companies run a tender, mid-tier audit firms are invited to participate in a significant proportion 
of cases and thus have the opportunity to present their credentials for appointment.  

28  Mid-tier firms are significantly less active than the four largest firms in approaching FTSE 350 
companies see slide 82 of the CC’s Survey. 

29  See paragraph 3.10 of our Response to Certain Third Party Submissions. 
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30  See Figure 10 of our Initial Submission showing that our audit rate per hour has remained static 

in nominal terms for four years, therefore declining in real terms.  This is also confirmed by the 
CC’s own analysis:  see paragraph 35 of the CC’s WP on Descriptive Statistics and Figure 9 
(with which we were provided by the CC in a putback dated 5 September 2012 - “Engagement 
Data Descriptive Statistics - PwC”). That audit prices have declined in nominal terms is 
important evidence of intense competition driving innovation to force down costs. Economists 
would generally expect businesses that have predominantly labour costs to exhibit a rate of 
price inflation above the average for the economy as a whole (Baumol’s cost disease). That 
audit services have exhibited price deflation at a time of economy-wide inflation is striking. 

31  See paragraph 11 of our Combined WP Response. 
32  See our submission “An econometric analysis of the prices of large company audits” dated 7 

December 2012. 
33  See paragraph 1.9 of BDO’s response to the NSCP and paragraph 4.1 of Grant Thornton’s 

response to the NSCP. 
34  See paragraphs 17-20 of our Combined WP Response and aspects of the CC's WPs to which 

these paragraphs refer. 
35  As we have previously set out in our response to the CC's WP on Switching Costs, in spite of 

audit firms’ efforts to minimise switching costs, there remain real costs for both the new audit 
firm and the company in ensuring that the new auditor is capable in providing an effective audit 
in the first few years after appointment (e.g. staff time to get to know and understand the 
business, management time to educate the new auditors) (see paragraphs 9 and 10).  See also 
paragraph 5.35 of our Initial Submission. 

36
  The CC recognises that there is a potential cost in terms of the increased risk of audit error 

following a switch (see paragraphs 31 to 47 of the CC's WP on Switching Costs) and this is 
supported by the evidence in the case studies (see, for example, case study A where the ACC 
described first year audits as "scary" due to the auditors' lack of knowledge of the company and 
management (paragraphs 61 and 76) and see case study G, where the GFC raised the risk of 
auditors missing something that management either did not want to share or that they had not 
fully understood as being "the most significant downside" to switching auditor (see paragraph 
24)).  See also paragraph 5.35(c) of our Initial Submission and our MFQ Response to Q35.  

37  See paragraph 16 of our response to the CC’s WP on Switching Costs.  See also our 
Observations on the assessment of audit profitability dated 31 July 2012. 

38  See our Observations on the assessment of audit profitability 31 July 2012. 
39  Our average profitability (in terms of the economic margin measure used) over five years is 1%. 

Evidence of our own audit profitability cannot be viewed as definitive in relation to the 
profitability of the wider market, but a 1% five year average economic profit margin is, at a 
minimum, a very strong indicator that the profitability of large company audit services is at a 
competitive level. 

40  See paragraph 3.4 of Deloitte’s response to the CC’s Profitability analysis – Parts One and Two.  
See also paragraph 1.16 of KPMG’s response to the CC’s Profitability analysis – Parts One and 
Two. 

41  See Section 4 of Annex 2 to this submission commenting on Oxera’s presentation “Audit 
profitability:  comments on working papers” dated 6 December 2012. 

42  See slide 3 of Oxera’s presentation “Audit profitability:  comments on working papers” dated 6 
December 2012.   

43  See paragraph 11(b) of the CC’s working paper on engagement level profitability. 
44  We have explained that notwithstanding the risks faced by audit firms, the likelihood of one of 

the four largest firms exiting the large company audit market is remote and should not be 
regarded by the CC as a feature that might justify an AEC finding.  See our MFQ Response to 
Q48, Q49 and Q110. 
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45  The success of firms in reducing their litigation exposure is testimony to the improved levels of 

quality in the provision of the audit and to the investment in risk management processes which 
assist in identifying and resolving potential issues as they arise in individual audits (see PwC’s 
response to the Liability, Insurance and Settlements working paper (19 October 2012)).   

46  See paragraph 32 of the PwC Hearing Summary. 
47  See our response dated 16 November 2012 to the CC’s follow-up questions on Professional 

Indemnity Insurance dated 7 November 2012. 
48  See our MFQ Response to Q41. 
49  The risk of unlimited liability (and the price of mitigating it) is a material cost of doing business 

for audit firms (see PwC’s response to the CC’s questions on Professional Indemnity Insurance 
(16 November 2012) and paragraph 6 of our Response to Profitability Part 1 and Part 2 WPs). 

50  See paragraphs A5 to A10 of the Annex to our Response to the Profitability Part 1 and Part 2 
WPs. 

51  See the letter from Norton Rose to the CC dated 8 November 2012 in response to the CC’s 
Profitability Follow-up Questions, attached as Annex 3. 

52  See for example - http://www.thelawyer.com/pictures/web/q/f/t/pep_p97.jpg.  There are seven 
law firms listed as having profits per equity partner in excess of £1 million for 2011, which is 
substantially higher than the average figure of £763,000 for our partners (as set out in our 2011 
Annual Report). 

53  On a UK firm-wide basis – without making any adjustment to reflect the audit business alone. 
54  The 50th to 75th percentile. 
55  See Annex 3 of our Profitability submission and in particular Figure 4: Profit per equity partner – 

top 10 UK law firms and PwC UK, 2009 - 2011. 
56  See the introduction to Mazar’s response to the NSCP. 
57  See paragraph 1.1.2 of BDO’s response to the CC’s WP on the Life Cycle of FTSE 350 

Companies. 
58  See our Initial Submission, paragraphs 4.4 - 4.23, explaining that apparently static market 

shares disguise the significant “churn” of companies entering and exiting the FTSE 350 and the 
ongoing effort made by audit firms to retain market share by competing to win audits for 
companies that enter (or have potential to enter) the FTSE 350 as well as the audits of 
companies switching within the FTSE 350.  This churn is shown in detail in the infographic 
available on the PwC website at http://www.pwc.co.uk/who-we-are/the-uk-statutory-audit-
market-infographic.jhtml.  

59  See paragraph 155 of the NSCP. 
60  See paragraphs 4.29 to 4.39 of our Initial Submission which describes our various targeting 

initiatives, such as Tanks on Lawns and Net 635 and in particular paragraph 4.38 which sets out 
that we won 251 net audits in FY11. See also the update on progress of Net 635 included in 
Annex 3 of our submission of Additional Evidence of Competitive Pressure Outside of 
Tendering.  

61  See the Annex to the CC’s WP paper on Firms’ Stated Competitive Strategies. 
62  Mid-tier firms are significantly less active than the four largest firms in approaching FTSE 350 

companies.  See slide 82 of the CC’s Survey which sets out that FTSE 350 companies are 
more likely to be approached by the largest audit firms.  Indeed, 80% of ACCs and 76% of FDs 
of FTSE 350 companies stated that they were approached only by the four largest firms. 

63  See paragraphs 12-14 of the Firms’ Stated Competitive Strategies WP (see also paragraphs 1.4 
and 1.5 of our response to this WP) and paragraph 11(d) of the Engagement Level Profitability 
Analysis WP (see also paragraph 24(b) of our Combined WP Response).   
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64  See Section 3B of our Initial Submission where we set out in more detail the attributes that we 

have developed and which are necessary to audit large companies which include the following: 
(a) appropriately skilled people, in terms of intellect, technical skills, experience, and number; 
(b) specialist expertise; (c) industry knowledge; (d) appropriate geographical coverage; (e) a 
consistent audit methodology, and systems to ensure the consistent application of the 
methodology across the network; and (f) the required compliance systems covering quality 
standards, auditor independence, money laundering, client acceptance, ethical standards for 
professional accountants and other aspects of business ethics. 

65  Slide 60 of the CC’s Survey. 
66  Mr Ashley Almanza, Chairman of The Hundred Group (of Finance Directors of FTSE 100 

companies) and Chief Financial Officer of BG Group. In evidence to the House of Lords 
Economic Affairs Select Committee, see 
http://www.publications.parliament.uk/pa/ld201011/ldselect/ldeconaf/119/11905.htm#n14.  

67  See paragraph 58 of our NSCP response. 
68  See paragraph 46 of the CC’s Survey WP. That there is an average of 3.7 bidders in FTSE 350 

tenders is also noted in paragraph 145 of the NSCP. 
69  See our Initial Submission, paragraph 4.52(c),�.  However, as was the case with our � win, it 

is possible to disentangle the firm from any company should the situation require it.  See also 
our MFQ Response to Q54. 

70  See paragraph 4.64 of our Initial Submission. 
71  See Annex 4 of our response to the NSCP.  Indeed, in contrast to paragraph 10.3.23 of BDO’s 

“Comments on Third Party Responses”, Professor Huck concludes that four players may well 
be optimal from a market efficiency and welfare point of view, given the characteristics of the 
audit market (e.g. competition is heavily based on quality, competition has many of the 
characteristics of a bidding market, reputation is important, regulatory concerns about what 
would happen if one of the large firms were to exit from the market).  See also paragraphs 11 
and 12 of our response to the Barriers to Entry Framework WP. 

72  See paragraph 2(b) of the Selection Process WP. 
73  For example, the CC’s Survey shows that: 94% of ACCs and 86% of FDs of FTSE 350 

companies would be likely or very likely to tender if they felt their auditor was complacent (slides 
68 and 74); and only 13% of ACCs and 2% of FDs of FTSE 350 companies would be unlikely to 
tender if faced with substantial fee increases (slides 68 and 74). See paragraphs 5 and 6 of our 
response to the Switching Costs WP for a summary of the evidence demonstrating the fact that 
large companies regard the audit as a service that is of importance, and that they are prepared 
to invest the necessary time and resources to ensure that the best audit firm for the company is 
in place. 

74  As confirmed in paragraph 140 of the NSCP. 
75  See for example the Company G case study where “[t]he ACC said PwC knew only too well that 

the company could tender and so there was a dynamic mutually respectful relationship” 
(paragraph 75). 

76  As acknowledged by the CC in paragraph 192 of the NSCP: “FTSE 350 FDs and ACCs are 
experienced individuals who can use the threat of switching to obtain better terms”.  See section 
2 of our submission of Additional Evidence of Competitive Pressure Outside of Tendering for 
more detail on how large companies exert continuous pressure on their audit firm, underpinned 
by the threat of tender, to obtain high quality service and competitive fees. This section is 
supplemented by Annex 1, where we provide a consolidated summary of our MFQ Response to 
Q87 where we gave a comprehensive illustration of how buyer power is exerted by companies 
in annual audit fee negotiations. 

77  Slide 46 of the CC’s Survey shows that 91% of FTSE 350 companies carry out annual reviews 
of the quality and value of the audit provided.   
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78  BDO, relying on the incorrect statistic that a third of FTSE 350 companies did not carry out 

benchmarking or other formal comparisons or request a formal proposal or presentation from 
the auditor before re-appointment, believe that companies have “limited information on the 
outside options”” (paragraph 1.3.4 of BDO’s response to NSCP).  However, the CC has revised 
this figure to 10% following our submission regarding the arithmetical accuracy of this figure 
(see paragraph 8 of our response to the Survey WP and paragraph 2 of the Annex).  See also 
paragraph 36(d) of our NSCP response (and paragraph 6(c) of Annex 1 and paragraph 3.13 of 
Annex 2) where we address the notion that companies have “limited information” for 
benchmarking purposes. 

79  The multiple appointments of AC members and management mean that typically FTSE 350 
audits are continuously benchmarked against upwards of five other large company audits, and 
in the case of very large companies there can be more than ten contemporary comparators.  
Given that ACs have at least three members, the majority of whom have at least one other AC 
or executive role, and that Chairmen, CEOs and CFOs often have another AC or non executive 
role, this would on average suggest a minimum of six other AC or non-executive roles held by 
individuals who have input into the audit oversight and appointment process.  In addition to 
formal AC meetings each of these directors sees the audit partner regularly throughout the year 
to discuss the scope and status of the audit and wider business aspects and see other partners 
in similar circumstances at their other companies. 

80  See for example, the Company E case study, where the ACC said that although the company 
was a unique business “this did not hinder the effectiveness of benchmarking as there were 
similar companies in terms of size and complexity to which to compare the audit fee” and given 
“the ACC’s vast sector experience he also had contacts at other companies he could talk to 
about fees” (paragraph 60).  See also paragraphs 36 - 38 of our NSCP response where we set 
out the wealth of information available to ACCs and FDs through (a) formal benchmarking; (b) 
auditor effectiveness reviews; (c) informal interaction throughout the audit cycle; (d) being 
approached by rival firms; (e) interaction with other audit firms (e.g. through their provision of 
non-audit services or in capacity of AC member or FD role at a different company), and our 
submission of Additional Evidence of Competitive Pressure Outside of Tendering.   

81  See slide 46 of the CC’s Survey. 
82  See Figure 2 of our NSCP response (and Annex 3) which shows a frequency distribution of the 

percentage annual change in audit fees that were paid by non-switching FTSE 350 audit clients 
during the period 2000-11. 

83  The key points to note from Figure 2 of our NSCP response are: (a) non-switching audit clients 
negotiate flat or reduced prices 42% of the time; (b) there were relatively few observations of 
modest price increases: only 17% of nominal price changes were between 0% and 10%; and (c) 
non-switching audit clients negotiate substantial (greater than 10%) fee increases 41% of the 
time. Such regular substantial fluctuations in audit fees (in either direction) year on year were 
the result of major changes in audit scope necessitating active engagement by companies to 
negotiate both audit quality (agreeing a new scope to ensure a robust audit) and fee.   

84  See paragraph 11(d) of our Combined WP Response. 
85  The evidence demonstrates that costs would not however deter companies from switching as 

companies would still be willing to change audit firm if dissatisfied with their current auditor - for 
example, the ACC of Company A said “[i]f the auditors did poor quality work, then the Audit 
Committee would change them.” (paragraph 76) 

86  The case studies support this - see, for example, Company A where the ACC said “if it ain’t 
broke you don’t have to fix it” and the ACC thought “having a top firm doing top-quality work and 
using the auditor effectiveness review properly was … better … than changing auditor for the 
sake of changing” (paragraph 67); and Company B where the “FD considered that it did take 
time for an auditor to get to know the business and that it made sense not to switch auditor too 
frequently” (paragraph 20). 
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87  See paragraph 186 of the NSCP where the CC recognises that given that dissatisfaction is 

usually the trigger for switching, one would expect companies to obtain lower fees and receive 
improved quality after they have switched. 

88  See paragraph 72 of the Econometric analysis of audit costs WP. 
89  See the press release: http://www.bdo.uk.com/press/bdo-pkf-merger-news and 

http://www.pkf.co.uk/pkf/news/pkf_news/bdo_and_pkf_in_merger_discussions_-
_merger_discussions_signal_plans_for_new_force_in_accountancy_market. 

90  See the Sunday Times article by Oliver Shah of 16 December 2012: “Investors switch attack to 
auditors”, http://www.thesundaytimes.co.uk/sto/business/Companies/article1177433.ece.  

91  Slide 54 of the CC’s Survey.  
92  See paragraph 83 of the NSCP. 
93  See paragraph 83 of the NSCP. 
94  See slide 62 of the CC’s Survey. 
95  See paragraphs 3.44 to 3.60 of our Initial Submission for a summary of external views of the 

capabilities of mid-tier firms and why they are typically not appointed. 
96  See slide 82 of the CC’s Survey. 
97  See paragraph 21 of the Company E case study: “The FD and his Head of Group Reporting 

Accounting were both former auditors, and the Head of Tax was ex-profession, therefore they 
‘know what good looks like’. If the auditors were not up to scratch then they would be replaced.”  

98  See paragraphs 8 to 11 of our response to the CC’s WP on Reputation and Experience where 
we show that there is no evidence that ACCs/FDs rely on proxies for quality rather than their 
own observations and experiences and other sources of reliable information on actual quality.  
Similarly, see paragraph 4.9 of our Response to Certain Third Parties’ Submissions where we 
address the erroneous suggestion that there is inappropriate bias. 

99  See paragraphs 12 - 14 of the Reputation WP. 
100  See slides 33, 34, 38 and 39 of the CC’s Survey where the following factors were considered 

important when deciding whether to appoint (or reappoint) an audit firm: 97% of ACCs and 92% 
of FDs/CFOs cited “Experience and knowledge of engagement partner”; 85% of ACCs and 82% 
of FDs/CFOs cited “Experience and knowledge of engagement team”; 74% of ACCs and 69% 
FDs/CFOs cited “Sector-specific expertise or experience”; and 67% of ACCs and 65% of 
FDs/CFOs cited “Strength of International Network”. Similarly, see slide 85 of the CC’s Survey 
where when asked why FTSE 350 companies would not formally consider the mid-tier, 69% of 
ACCs and 59% of FDs/CFOs cited the “Size of audit firm and geographical coverage” and 45% 
of ACCs and 27% of FDs/CFOs cited the “Sector specific knowledge/experience”. 

101  The mid-tier firms themselves recognise that they have lesser attributes and resources than the 
largest firms: see, for example, BDO Response to Issues Statement (paragraph 2.3) where 
BDO state that its “network is large enough to audit almost all companies, including companies 
within the Reference Market, with the exception of the largest and most complex companies 
and financial institutions” (emphasis added) and the Grant Thornton Response to Issues 
Statement (paragraph 1.5) where Grant Thornton state “we have the attributes, capability and 
the resources (both in the UK and internationally) to audit the majority of the FTSE 350” 
(emphasis added). See also the Summary of BDO Hearing (paragraph 7); Grant Thornton 
Response to Issues Statement (paragraph 1.8); Smith and Williamson Response to Issues 
Statement (paragraphs 4 and 5); Summary of Grant Thornton Hearing (paragraph 10) and RSM 
Tenon hearing (paragraph 1). 

102  This is contrast to the comment in paragraph 11 of the summary of the FRC’s hearing with the 
CC held on 26 October 2012. 

103  See paragraph 7 of the Reputation WP. 
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104   See the Audit Commission’s announcement of 30 March 2012: http://www.audit-

commission.gov.uk/aboutus/future/Pages/timetable-for-outsourcing-process.aspx. 
105  See for example BDO’s response to the NSCP, paragraph 1.3.2.  See also Mazar’s response to 

the NSCP, sections 5 and 7. 
106  See paragraph 4.9 of our Response to Certain Third Party Submissions. 
107  See paragraph 92 of the NSCP where the CC recognises that the evidence shows that ACs 

take their duties very seriously and that ACCs and FDs are engaged with the audit process and 
act in accordance with their duties.  See also paragraph 1.13 of our response to the NSCP 
where we summarise the evidence. 

108  Almost all companies engage in annual reviews of audit quality as well as value:  slide 46 of the 
CC’s Survey shows that 91% of FTSE 350 companies carry out an annual review of the quality 
and value of the audit provided. 

109  See tables 22, 21 and 37 respectively of the Research Tabulations for the CC’s follow-up 
survey of ACCs. 

110  Slide 56 of the CC’s Survey. 
111  See paragraph 3.28(b) of Annex 2 to our NSCP response where we set out that our research 

shows (based on data as at 12 August 2012) that of the 59 current FTSE 100 FDs with a 
background of having worked at one of the four largest audit firms, more than 71% had left their 
alumni firms over ten years ago.  Moreover, it is only in a very small proportion of cases that the 
appointed audit firm is the same audit firm for which the FD had worked (and even where the 
firm is the same, in most if not all cases the auditor was in place prior to the FD's appointment). 

112  See paragraph 24 of the CC’s Survey WP. 
113  See paragraphs 24(a) and 24(b) of the CC’s Survey Results WP. 
114  See the reference to a Harvard Business School study in an article by Lucy Kellaway in the 

Financial Times, 10 October 2012, responding to the publication of the CC’s WPs. 
115  For example, see Grant Thornton’s response to the Issues Statement (12 January 2012) where 

in paragraph 5.1 they state that, in the year ended December 2011, Grant Thornton provided 
non-audit services to 36 FTSE 100 and 66 FTSE 250 companies (i.e. a significantly higher level 
of penetration than in relation to audit services).   

116  BDO in their response to the Reputation WP (paragraph 1.4) refer to an “IBM effect” to explain 
that “a Big Four auditor is chosen, not necessarily on the merits, but because if things go wrong 
the ACC cannot be blamed as they chose the “safe option””.  Similarly, see paragraph 1.2 of 
Grant Thornton’s response to the Investor Views WP where they state that the CC should not 
interpret preference for the four largest firms as being based on their ability to “provide greater 
confidence…suggesting that the Big 4 are higher quality, as this may simply refer to the ‘IBM’ 
effect rather than actual quality.”  RSM Tenon also refer to the IBM effect (paragraph 29 of their 
hearing summary).   

117  See paragraph 6(a)(ii) of our response to the Views of Investors and other Stakeholders WP 
where we note and address the view expressed by some investors that they would not object to 
the appointment of certain mid-tier audit firms. 

118 See paragraphs 14 to 16 of the Annex to our response to the CC’s framework WP on 
 Restrictions on Entry or Expansion. 
 
119  It is also worth noting that IBM has withdrawn from the market where this "effect" was supposed 

to make it unassailable.  History and economics suggests that companies which do not offer a 
superior product fail, particularly in sophisticated business-to-business markets.  Market 
positions based only on unsupported prejudice, reputation or fear are not sustainable. 

120  See paragraphs 20, 23, 24 and 30 of the Cardiff Business School report. 
121  See paragraphs 15-18 of our response to the Barriers to Entry Framework WP.   
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122  See the Econometric analysis of audit costs WP, in particular paragraph 67 (which deals with 

audit firm economies of scale and finds them insignificant) and also paragraph 77 (which deals 
with “Big 4 effects” and finds a difference for only one firm which the CC thinks may be 
explained by other factors). 

123  See paragraph 65 of the Econometric analysis of audit costs WP. 
124  See paragraphs 11 to 14 of the RIS. 
125  As shown, for example, by the diagram in figure 1, paragraph 141 of the NSCP. 
126  RIS, paragraph 39. 
127  RIS, paragraph 42. 
128  While there are individual examples of auditors and ACs being subject to criticism, these are 

isolated examples and do not demonstrate a systemic market wide misalignment of objectives.  
Occasional poor performance (in the context of highly challenging work requiring significant 
exercise of judgement) does not equate to acting deliberately against the interests of the 
ultimate employers (i.e. the company’s shareholders). 

129  See for example section 6 of the Institutional Investor Committee (IIC) paper of 3 December 
2012 - http://www.iicomm.org/docs/EU_Audit_proposals.pdf  

130  See our Response to Certain Third Parties’ Submissions, paragraphs 2.17 to 2.19. 
131  In particular ISA (UK&I) 700, which prescribes a strict format and limited level of disclosure in 

the auditor’s report - as explained in Box 1 of our Response to Certain Third Parties’ 
Submissions. 

132  For example, we (and representatives of the FRC) are actively engaged in the international 
IAASB project on auditor reporting, and encouraging regulatory change to enable greater audit 
reporting.  See for instance the PwC response to the 2011 IAASB consultation on the future of 
auditor reporting: http://www.pwc.co.uk/assets/pdf/iaasb-auditor-reporting-consultation-pwc-
response-letter.pdf (page 8).   

133  See the Paper entitled “The Progressive Agenda - Increasing Corporate Transparency in the 
Audit Committee Report”, dated 7 June 2011, provided as Exhibit 5 of our Response to Certain 
Third Parties’ Submissions which sets out at page 1 our successes in encouraging more 
transparent corporate reporting in relation to the financial statements. We note that the 
institutional investors recognise (Summary of Investor Hearing (paragraph 14)) the efforts made 
by Barclays to improve the detail in recent annual reports. Barclays had set out five key issues 
that were discussed with the external auditors, including a valuation of credit market exposure 
and the impairment testing of goodwill. Similarly, GKN and Man Group made additional 
disclosures in 2010 and 2011 respectively through their ACs and mentioned PwC’s involvement 
in this process in their respective AC reports. 

134  See our response of 4 December 2012 to the CC’s Investor Views WP, page 6, para 6 (c) (iii) 
and also the FRC’s “Guidance on Audit Committees”, dated September 2012, which 
recommends that the AC section of the annual report should include an explanation of how the 
committee has assessed the effectiveness of the external audit process and of the approach 
taken to the appointment or reappointment of the external auditor, in order that shareholders 
can understand why it recommended either to reappoint or change the auditors (paragraph 
4.26). It should also include the significant issues that the committee considered in relation to 
the financial statements and how these issues were addressed, having regard to matters 
communicated to it by the auditors (paragraph 5.2). 


