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Dear Mr Gadhia 

Audit Market Investigation 
KPMG Response to Descriptive Statistics Working Paper 
 
Thank you for affording us the opportunity to comment on the Competition Commission’s 
(CC’s) Descriptive Statistics Working Paper (the “WP”) published on 28 September 2012. 
While we broadly agree with the approach to data cleaning followed by the CC, as described in 
the WP and in the Data Paper published on 13 September 2012, we believe that in some 
instances the way in which the information in the data is treated may lead to slightly biased 
results or misleading interpretations. Within this letter, we would like to draw the CC’s attention 
to a few concerns in particular. Our detailed comments on these concerns, as well as other 
observations, are set out in the attached Appendix. 

The CC notes that for the analysis of market shares, Arthur Andersen was grouped together with 
“Other” auditors1

Within the calculation of switching rates, the CC notes that in instances where a company held a 
tender and retained the incumbent auditor, this was not considered in their analysis

. This could lead to the interpretation that after Arthur Andersen’s collapse, the 
largest four audit firms increased their market shares at the expense of mid-tier firms. This will 
be an inaccurate representation of the underlying data and might also influence the results of 
any other analysis where the CC compares the largest four firms to other audit firms.  

2

                                                      
1 Paragraph 9 in the Working Paper. 

. In the 
instance where a company underwent a merger or an acquisition and held a competitive tender 
to select an audit firm, we believe that when the merged company retained the incumbent audit 
firm of either of the merging entities, this should be considered as a switch for certain analyses. 
By not accounting for these instances, the CC will underestimate the number of switches. 

2 Paragraph 16 of the Working Paper. 
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Where the CC’s analyses show a difference in the scale rates for partners for particular company 
listings3, we believe that the results are mainly driven by the different mix and distribution of 
hours worked by partners at different levels on the respective engagements. [] 

 

We trust that these comments and observations are useful in informing your consideration of the 
Working Paper.  Do not hesitate to contact me if you have any queries or wish to pursue any of 
these points further. 

 
 
Yours sincerely 

 
David L Gardner 
Director of Public Policy 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

3 Figure 12 of the Working Paper. 
 
 
 
 
 
 
 
 

dlg/181 2 



ABCD 

 

 KPMG LLP 
 KPMG Response to Descriptive Statistics Working Paper 
 12 October 2012 
 

dlg/181 3 
 

Appendix 1 
Unless otherwise stated, paragraph references are to paragraphs in the WP. 
 

WP 
paragraph 

KPMG comment 

1 

 

The figure of 712 FTSE350 companies included in the public database is slightly 
inaccurate. In particular, we note that: 

■ [] 

■ [] 
In light of the above, we conclude that the correct number of FTSE 350 companies in the 
data is 710. While we do not believe that this problem is likely to have a material impact on 
the analysis, we believe that this issue should be taken into account in order for the analysis 
to be more accurate. 

6 As recognised by the CC in its working paper “Evidence relating to the Selection Process: 
Tendering, Annual Renegotiations and Switching”, “we observe that inflationary increases 
vary across engagements. Sometimes inflationary increases are linked to the CPI or RPI, 
and sometimes to service sector inflation. In other cases, we were not able to identify the 
basis for adjustments for inflation. Inflationary increases have typically been in the range of 
3 to 5 per cent a year, but have been as high as around 10 per cent for audits carried out in 
other countries.”4

[] 
 

7 Using the company’s index designation in September as the status of a company for a 
particular year leads to omitting companies which may have only been listed in a different 
quarter in any given year. When the CC converts the quarterly data into annual data it will 
potentially underestimate the number of switches and affect other descriptive statistics.  

In our response to the putback on the CC’s working paper “Evidence relating to the 
selection process: tendering, annual renegotiations and switching”5

9 

, we noticed that two 
companies ([] and []) were not counted in the descriptive statistics for FTSE350 
companies in 2008 because they entered the FTSE250 index only in the last quarter of that 
year. This will impact on any analysis the CC might conduct using the number of 
companies. 

Arthur Andersen is grouped with “Other” auditors, which could lead to misleading 
interpretations. In particular, simply looking at the descriptive statistics, this may lead to the 
interpretation that after Andersen’s collapse, the largest four audit firms increased their 
market shares at the expense of mid-tier firms, when in fact this was not the case as the 
largest four audit firms were simply successful in winning Andersen’s ex-clients.  

                                                      
4 Auditor Selection WP, paragraph 150. 
5 Section 13 of our response to the CC’s “Evidence relating to the switching process: tendering, annual renegotiations 
and switching” working paper. 
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WP 
paragraph 

KPMG comment 

10 

 

The CC appears to have taken a random approach to assigning a joint audit client to a single 
audit firm, though we note that the CC has not been explicit in its methodology. While we 
agree with the CC that, given the relatively low number of joint audits in the data, assigning 
joint audits to one audit firm is unlikely to have a material effect when markets are 
considered at a very aggregated level, we are concerned that it might impact the number of 
switches in the database.  

In particular, we note that, by ignoring joint audits, the CC fails to include as switches 10 
instances where a joint audit switched to a single audit firm. While we have not looked at 
these instances in detail, it might be that this change could amount to a process similar to 
switching audit firm, depending on the analysis the CC has in mind. 

Figure 4 

 

The CC calculates the ratio of audit fee and turnover to control for the size of the client in 
the analysis of audit fees. However, as we have set out in our Main Submission to the CC6

16 

, 
this measure does not accurately capture the size and complexity of different FTSE350 
companies’ audits and therefore the results based on this variable should be considered with 
caution.  

When a company underwent a merger or acquisition and held a competitive tender to select 
an audit firm, we believe that when the new company retained the incumbent audit firm of 
either of the merging entities, then in some instances this should be considered as a switch, 
depending on the analysis the CC is conducting. This is because the ‘incumbent’ audit firm 
was in fact only an incumbent for a part of the pre-merged entity. Excluding these instances, 
the CC is underestimating the number of switches in the presence of Merger and 
Acquisition (M&A) activity. 

As we have set out in our Main Submission, the rates of tendering and switching (regardless 
of the method of calculation) are not indicative of the level of competitive pressure on audit 
firms.7

Figure 5 

  

 

Switches are assigned to a particular index on the basis of the index status of a company in a 
given year.  Due to M&A activity, we believe that this approach may artificially inflate the 
number of switches observed in the Private index. Some listed companies de-list post 
merger, following which they tender their audit services for the new Private company. By 
considering the Private index in isolation, this approach potentially inflates the number of 
switches observed in the Private market compared to the FTSE 350 market. Without this 
M&A activity, switching activities amongst Private companies might not have been 
comparably higher. 

As a consequence, we believe that any analysis on switches should be performed 
aggregating companies across all index designations (which we note all fall into the CC’s 
market definition of recently-listed or currently-listed FTSE350 companies).  

                                                      
6 Annex 3 of our Main Submission 
7 Main Submission, Section 7. 
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WP 
paragraph 

KPMG comment 

Figure 6 / 
Paragraph 
22 

In the CC working paper on “Evidence relating to the Selection Process: Tendering, Annual 
Renegotiations and Switching”, the CC notes that firms are often asked to agree fees for 
future years8

[] 

. [] 

In relation to point 1 and as explained in our comments on Figure 4 above, we don’t believe 
that turnover is a good proxy for the scope and complexity of the audit. 

Finally, after reviewing the do file called “Public data” sent by the CC, we would like the 
CC to confirm that in calculating the statistics reported in Figure 6, they considered “only 
companies that were in the same index for the entire period”. 

Figure 10 / 
Paragraph 
37 

In interpreting the results relating to average audit fees per hour, it is in our view important 
to keep in mind two elements that have an impact on the level of this variable and its trend 
over time. The first is that the scope of the audit will change over time for example due to 
changes in company circumstances. This makes it difficult to compare hourly rates, unless it 
is possible to control for these factors. The second element is that composition of the 
engagement team and the mix of different grades will change over time by virtue of learning 
by doing and other efficiencies.   

Following our comment in relation to Figure 6 above, we would like the CC to clarify if, in 
calculating the descriptive statistics underlying Figure 10, the CC “only considered 
engagements for companies that were in the index for the entire period considered”, as 
stated in paragraph 37.  

40 We understand that, for the purpose of the calculation of the Revenue Recovery Rate, the 
CC calculated staff costs on the basis of scale rates. Referring to the “number of hours for 
each grade multiplied by the scale rate” as “staff costs” can potentially be misleading and 
confusing to the reader.  

We note that staff costs calculated in this WP is not comparable with ‘Direct staff costs’ 
submitted in response to the CC’s Additional Information Request (24 April 2012). ‘Direct 
staff costs’ are calculated using cost rates rather than scale rates. 

Figure 12 [] 

[] 

 

                                                      
8 Paragraph 47 of the CC’s “Evidence relating to the Selection Process: Tendering, Annual Renegotiations and 
Switching” working paper 


