COMPETITION

They really do dominate, the Big Four. And it’s very hard for
the medium and...the small firms...to compete with the ongoing
educational input those guys have all the time available for their
staff, and all those sorts of things. It’s hard for them to compete and
stay at the same level and...it wouldn’t be entirely healthy to have
four or three mega-firms governing an industry, because once...you
dominate something, you can control...the way things are done
[and] the degree of quality to which they are done.

— User

1.0 Key issues

The issue of competition within the market for audit services raises
important issues for the profession, including:

is the level of competition in the market for audit services optimal in
terms of its association with the quality of services provided

does the disparity in size between the third and fourth of the Big
Four and also between the largest of the mid-tier and the smallest

of the Big Four matter

is it feasible to expect enhanced competition to come from growth in
the mid-tiers that could bring any of them to a level comparable with
the fourth in size of the Big Four

to what extent are unnecessarily restrictive auditee company’s self-
imposed constraints on the purchase of joint audit and non-audit
services to blame for a perceived lack of choice among the Big Four
to what extent are constraints imposed on the growth of firms by

a shortage of skilled personnel?
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¢ if'it is believed that it would be unhealthy to have less than four
large audit firms, how best can we deal with the moral hazard for
regulators in monitoring and acting on any transgression by
a member of the Big Four accounting firms

* to what extent do the rules around rotation of audit partners trigger
consideration by auditee companies of a change in audit firm

* is the level of competition in the market for audit services such that
radical alternatives should be considered—for example, nationalising
the audit function or allowing other professions to provide audit
services?

2.0 Introduction

The degree of competition within the market for audit services is important
to audit quality, audit fees, auditor tenure, auditor change, industry
expertise, client knowledge, non-audit service provision and to regulation
of the market, among other things. The structure of the Australian market
consists of the Big Four firms, among whom three seem to be larger than
the fourth, and the non-Big Four firms of national mid-tiers and smaller
firms. The survey and interview data in general convey perceptions of
a highly competitive market. In what follows, the survey results and
stakeholder interviews are analysed and insights are drawn.

3.0 Survey data

As indicated in the interviews discussed later in this chapter, there seems
to be evidence of effective competition in the market for audit services for
smaller and medium-size auditees at least. In the minds of some, however,
there is a question about the extent of competition for larger company
clients. This led to a survey question about the level of competition for
this part of the market, the results of which are reported in Table 13.1.

Responses to a question about the level of competition for larger
company clients, averaged across the users, purchasers and suppliers,
showed that a little less than half of the respondents believed there was a
competitive marketplace for larger companies. Among all types of users,
approximately 57 per cent agree with the statement ‘For larger companies
in Australia there is a lack of competition in the market for audit services’.



COMPETITION

Of the purchasers, directors and audit committee members are clearest
in their view that there are concerns about the lack of competition, with
61 per cent of that group of purchasers agreeing with the aforementioned
statement. Among the suppliers, the group that clearly believes there is a
competitive market is respondents employed within the Big Four firms.
The various discussions with individuals provided support for these
positions and showed there was much complexity with respect to the issue
of competition, with differentiation between competition for the larger
clients and the more modestly sized clients and between price competition
and competition for quality, which for many respondents represented
different issues.

Table 13.1 Responses on competition and auditor brand names (per cent)
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2 =
° x
5 | 8 3 3
o
ol 2 % o - £
v -3 £ m
c s A Q o . b 3 =
— |3c|lov| & | =|CEl | &= & &
Rlg«s|a3| &£| |68 |06 |R|&|=2
For larger companies 57 | 58 | 58 | 56 | 52| 61 | 50 | 43 | 55| 27 | 62
in Australia, there is a
lack of competition in
the market for audit
services.
An external financial 32 | 32 33 |30 (34| 36 |31(36 |30 (8] 16
statement audit is of
value to you because of
the brand name of the
audit firm conducting
the audit.

Percentage of respondents answering ‘Strongly agree’ or ‘Agree’ on a five-point scale.

With the obvious exception of Big Four suppliers to the market for audit
services, no stakeholder group had a strong positive view that the brand
name of the audit firm conducting the audit was of particular value. This
view by purchasers and users is consistent with the proposition that it is
the Big Four classification that adds value rather than simply the brand
name of the individual firm. The highly differentiated view between non-
Big Four and Big Four suppliers can probably be explained by sharply
differing views on the effect of a brand name on competition (Table 13.1).
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4.0 Interviews

Stakeholders consisting of users, purchasers, suppliers, standard setters
and regulators were asked in face-to-face interviews whether they felt there
was sufficient competition in the market for audit services. Additionally,
in conversations, issues about competition were raised in a context not
necessarily responsive to a specific question on the matter. Responses
appear in the following sections, together with a synthesis of the insights
and policy implications that flow from these responses.

4.1 Users

Among the users, none spoke positively about there being sufficient
competition in the market for quality audit services; rather, concern was
expressed about insufficient competition. Indicative quotes follow.

[I]f you put your audit out to tender, you've also got your current
auditor, you've typically got at least...one other Big Four firm...
doing tax, due diligence work, valuation work—something for
you—which excludes them. You may well have two firms excluded,
because one’s done your tax work and one’s done valuation work
for you recently...so when you go to put your audit to tender, if
you can find two of the Big Four to give it to, and one second-tier
firm, youre doing well. And for a whole bunch of reasons, a lot of
Australian companies don’t want to go to a second-tier firm.

‘I'd have concerns
about seeing a ‘ . .2 . .
second-tier audit rotation of audit firms within those big companies,

firm on a...major and...you'd normally take that as being a reasonably
global company.’

[I]t’s constrained at the top, because...particularly
with companies going international, they really have
only got a choice of those big firms...we've seen some

healthy sign that they do have to change their
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auditors. But the reality is that second-tier firms...
are [not] big enough. I'd have concerns about seeing
a second-tier audit firm on...a major global company. They're okay
for a domestic-type company—smaller ones, but...investors want
the comfort of having one of those big firms on the line should
anything really go wrong.

[There is] not enough competition, especially when you're looking
at big jobs that only a couple of big firms could possibly do.
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You see even in Melbourne there would only be certain firms that
have enough depth to do a bank or a large insurance company.

One user asks why niche audit firms have not emerged.

[W]hen I first started working, it was the big
eight, and the trend’s only been [in| one direction.

There is no reason why the accounting profession ‘| can’t understand
, . why there isn‘t room
can’t do what the legal profession has done, much ot e aualic i dhgi

better...in that if I've got a big job in legal advice, just specialises in doing
there’s Mallesons, Freehills, Robinsons, Clayton mining companies—
and just audit.
Utz, these big firms, but...beneath them...are
specialist boutique law firms that might not cover
every aspect. Like Freehills can cover everything.
Whatever your problem is, Freehills can handle it. And a small
boutique firm may not be able to handle everything, but [it] will
handle some things better than Freehills...I can't understand why
there isn’t room for an audit firm that just specialises in doing
mining companies—and just audit. No tax work, no advisory work,
no valuation work, just say, ‘Look, we're going to be the number-
one boutique firm in Australia for mining companies. We've got 500
mining companies listed in Perth, it’s a real market, and I can make
myself the number-one firm in Australia, and I'll do it a lot cheaper
than the Big Four, and I'll do it better, by really being a boutique
and...never putting my hand up to audit BHP or the National Bank;
it’s just not in my interest.’

[T]hat...lack of choice...has created the conflicts, so...how does
the industry react to it...we've already seen...the receiver side...
splitting off...Should you...be hiving off, which...is the ultimate
way you go, hiving off the audit part of the firms, so there is no
conflict? It's going to be [something] the accounting profession
really has to think about and deal with, because I cannot believe
with the size of these firms now that there are these fantastic
synergies. Theyre just monoliths, bureaucrats; how in hell does
someone in Brisbane who's auditing some weird and wonderful
industry...access that information net somewhere else in the world,
five time zones away...And how are they going to make that an
efficient process...it’s nonsense.
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4.1.1 Summary

Among the users, concern is raised that it is difficult for large companies
to find sufficient firms to tender for audit when one of these firms is
the current auditor and another might be doing tax, due diligence or
valuation work, leaving only two and perhaps one second-tier firm eligible
to win a tender. The banking and insurance industry sectors are noted
as particularly problematic for competition among audit firms. Several
interviewees commented on the difficulty for the smaller firms to compete
with the continuing educational input and training that the Big Four
can provide. Suggestions for remedy include the creation of boutique,
industry-specific audit firms.

4.2 Purchasers

Some among the purchasers felt that competition in the market for audit
services was quite adequate and that, for large-company audits, the
presence of four large audit firms was sufficient, with scope to use the
non-Big Four for specific advice, as exemplified in the following quotes.

[W]e've got four key firms, obviously large firms that we’ll go to...
that will provide decent enough competition...for us...So, I'm...
okay with that...from a competitive perspective...From an audit
perspective at the big end of town, you've got the big firms there.

[Blecause I've got an auditor, what it unfortunately means is the
auditor can’t give me advice on various bits and pieces that I need.
So then the only thing about that is it comes down to your comment
earlier about the fact that some of the small firms, and I have gone
down to small firms...to get particular advice. In fact when there
have been conflicts with any of the big guys and I've...found that
you can get good advice because essentially you're not looking for a
big audit team to come and do a big audit.

[Flour is competitive enough...they’re big...theyre scaleable
enough and you don’t want too many because then you...come back
to the situation...we had...where...too much competition tends to
cut margins...the quality’s better; you don't get competition and
you don’t lower the standards.
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Several people, however, commented on how difficult it was to avoid
conflicts of interest with only four big audit firms in the market, and there
was concern about the future if another of the large firms did not survive.

It's becoming a problem...it used to be the big six, and...if it
ended up as the big three or the big two...that would be a very
major issue...with four we're probably still okay. But...we've got
four major banks in Australia, so it would be interesting, and I...
don’t know who their auditors are, but the concept of one auditor
auditing a number of those major banks would be interesting in
terms of whether the clients would be happy with that...there’s
a potential conflict there.

[Y]ou also need enough scope to be able to have an accounting firm
as an auditor, another accounting firm who provides tax advice and
maybe a third one that provides other sorts of advice...four’s about
as tight as it could get and still work effectively. But...it works
reasonably well.

[I]f we had to go out and tender our job out, there’d be enough
interest...the other firms would be interested in doing it. I don’t
think we'd end up with a situation where we just couldn’t find
people interested in taking on the work. When you get down to
three, well it starts to get a little bit tight then. But the other thing
I'm not aware of, because I don’t follow it closely enough, is the
extent to which some of the second-tier firms are starting to try and
ramp up a little bit to fill that gap.

The insight the next purchaser offers is that requests for a partner change
can occur:

[I]f we have a problem with [one of the Big Four|, we could always
ask for the partner to be changed. And that’s a high degree of
influence.

The next purchaser identifies competition in advice in international
tax as a problem area:

Where...we are finding there is very little competition is in
specialised tax areas—for example, international tax. This is not
really an auditing question; this is an ancillary thing...This is where
the Australian Tax Office and other jurisdictions have made the...
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international tax so complex and so specialised that you haven’t
got a hope...[of| doing it on your own. You absolutely have to work
with advice and because of the nature of it, there [are] probably
only two or three companies that can do it and each company will
probably only have two or three people involved in it and they're
charging like wounded bulls. It’s just awful...[and] there’s not the
market for competition because it’s so specialised and it’s very,
very difficult...But in terms of straight audit, fine...there’s quite
sufficient competition in the market.

The trouble is that in the last six months so many of the smaller—
medium ones have been swallowed up by the big guys...and you
look at letters in the mail, off and on, just saying from partners
of small firms that now...we've been taken over...we've joined as
partners with XY and Z and now we can bring you...all of these
other services, which we couldn’t bring you in the past.

The next purchaser points to the mobility of audit partners:

[W]lhat you are seeing is the firms getting smarter around...
transferring and recognising global accounts. So you might end up
with a partner that comes from the US or comes from the UK for
a period. I don't see that as something that’s out of the question.
However, in Australia, I don't know whether were necessarily
big enough to attract quality ones from those markets. But...
competition really rests in the individual partner, and that’s about
the only thing you can really tie it down to, because in terms of a
process and methodology, they're all the same.

One purchaser sees so little competition that nationalising the auditing
function is ‘just one step away’:

I believe we're about one step away from nationalising auditing...
there isn't any competition really, [there is| no differentiation, so why
not just make it one and it’s the government? And the regulator’s
frustrated with the quality of audit, so why doesn’t the government
take it on? That’s the sort of way you're tending. If you look five
years down the track, 10 years down the track, with all this tension
that’s going on...I can see nationalisation is a real—not a threat, it’s
probably the wrong word. It may be an outcome.
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If you've got your regulations set such that your auditors can’t
provide consulting services, certain tax services and so on, you
already need to have a relationship with two of the four. Youre
down to three and it...just makes it hard. The same people are going

to be doing the work for everyone.

The concentration of the profession’s gone too far...
we'd be better off if we had maybe six firms, and
one of the reasons for that is [that] when you get
involved in significant corporate transactions, often
there [are] not enough firms to enable you to have

‘I've been involved
in transactions
where individual
firms are acting on
both sides of the

someone acting independently for you. I've been transaction.’

involved in transactions where individual firms are

acting on both sides of the transaction. So we talk

about having the need for independence and confidentiality and
getting proper advice, but it’s simply [that] you can’t do it. And
everybody says: ‘Oh, we'll have our Chinese walls’, but...you've got
hundreds of millions of dollars riding on a transaction, how much
do you want to trust that some guy in one of the firms is not going
to talk to the guy in the office next door to him because he said he’s
got a Chinese wall?

[T]hat stuff’s been going on for [the| 30 years that I've been involved
in the profession and it goes in cycles. The big firms think theyre
going to get into smaller clients and grow them into big clients and
the smaller firms want to hang on to their clients that are growing
and they aspire to [do] the big accounts, but invariably it’s the
margin. And the way to test that is you have a look at an analysis of
the auditors of the top-100 companies, effectively now and 10 years
ago, [and] let’s see how much difference there is in the type of firm
doing the audits.

[T]he trend typically in commerce [is] organisations get bigger,
not...fragment to be smaller, and that’s happening at the company
level as well as at the accounting services level. It’s also happening
in the legal fraternity. The legal firms are consolidating and getting
bigger, as are the accounting firms, as are the financial advisors in
the investment community. That’s the trend.
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Several interviewees expressed the sentiment that the market would not
cope with the failure of another of the Big Four and one commented on the
problem that presented for regulators.

[I]t’s just the nature of where society’s heading...with the way it’s
consolidating...[H]ave a look at the amount of products on the
supermarket store now—that’s shrinking, isn’t it? That'll keep
shrinking...you’ll have less diversity...whether you have four
or five firms...[Y]es, an extra one perhaps would be better. The
collapse of Andersen’s...it shakes everyone for a while; everyone’s
on their toes for five years, 10 years, and then does it drop off again
until there’s another shake? And then is it just a cyclical type of an
arena that we're in?

[Flor a run of the mill corporate company, medium to small scale,
there’s really no issue because there are lots of auditors you can go
to out in your local suburb...to get it done, but at the higher end
of the scale, if you're in global markets and if you're in a large listed
company, especially with overseas ambitions or any connections
offshore...you don’t have much choice but to use the large top three
or four firms, which are internationally recognised. Only because,
if you use one of the smaller ones, which are very local perhaps,
or which are only recognised, say, in Sydney or Melbourne or in
Australia, that level of confidence...and dealing with overseas
banks, [and] overseas stakeholders...becomes that much more
difficult.

Some speculated that two or more of the non-Big Four might step in by
merging if another of the Big Four was to collapse.

Andersen’s going down was a big wake-up call to a lot of people.
But there again, the market always corrects itself too, so...if one
of the current Big Four were to go under—Ilike an Andersen’s, EY
obviously picked up Andersen’s and brought them into the fold—
would one of the remaining three be big enough to pick up a
Deloittes, let’s say...and bring them into the fold, or would one of
the second tiers, a PKF or...an RSM Bird...would they just come in
and all of a sudden they become a Big Four, because they take over
part of Deloittes? It may not happen overnight, but in two or three
years one...of the second tiers might step up and become one of the
so-called Big Four.

554 |



COMPETITION

One interesting comment relates to the double standard applied to the
financial reporting of the auditing firms themselves compared with what
is required of incorporated entities.

It is an absolute joke and the worst joke of all is

[that] for all the disclosures that...the Big Four '[Tlhe worst joke of
firms and all the accounting firms support on allis [that] for all the

X . disclosures that the
AIFRS, none of them publicly report[s] their Big Four firms and all

results. None of them [is]| subject to the same level the accounting firms
of scrutiny that’s inflicted on their clients. What support on AIFRS,

. none of them publicly
a joke. And they should be. Do you know why report[s] their results.’

they should be? Because in substance, as far as
ASIC and the SEC and the others are concerned,
they are the outsourced regulators to a large extent. Think about
the opinions and work that they render, which is a material part of
what ASIC or the ASX or other regulators would depend on...And
you cannot afford for one of them to fail. We're locked into four now.
You have no view of their solvency or their financial [viability]|. You
have nothing. [It’s] the ultimate hypocrisy.

4.2.1 Summary

Purchasers are generally, but not unanimously concerned about insufficient
competition in the market for audit services, although they comment on
international tax being more of a problem than audit. Their solutions
to the audit competition concern include using the non-Big Four for a
specific type of advice if conflicts arise in using a Big Four firm and asking
for an audit partner to be changed if this is needed. Often the comment
is made that it would be better to have six rather than four big firms, but
this could be because some of the more senior interviewees still have fresh
memories of there being six or more firms. Purchasers recognise the trend
to consolidate and grow, perhaps because it is so common in their own
sector. The failure of Andersen is commented on as a wake-up call to the
profession with the implication being that it was not necessarily a bad
thing.

4.3 Suppliers

Interviewees from the supplier group frequently commented on how
competitive the market was, even among the Big Four. Some typical
comments follow.
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[I]n the top ASX 100, there [are] three firms that are serious, but...
that’s probably enough and...from our point of view, it always
seems to be enough. It was seen to be a hard-fought battle whether
you win, lose, come second, first, second or third. It always seems
to be a pretty close call, so...there probably is enough.

[E]very audit tender that we participate in is highly competitive.
Idon'tsee any fatin the margins; I see tenders being very competitive,
prices being incredibly tight and those are the characteristics of a
highly competitive market...there is probably a view around certain
companies and directors that there is a limiting choice in that they
feel that there are only four and they can only choose out of the
Big Four if they're a large listed entity. But...is there competition?
Absolutely. And what some of the top 100 might feel if they were
limited to four...certainly some of the smaller listers, there is still a
range of firms that they can choose from.

I find it very difficult to go below four...we're finding with some of
the larger organisations that use all four in different capacities—tax,
internal audit, external audit and maybe valuation and advisory—
that theyre at the limit...at times...they can't find anybody, any
of the four or they might find one of the four that’s independent
or not conflicted and that gives them a limit of choice—]of] that
there’s no doubt. So I don’t think that we could ever get to...three
unless it happened through one of the existing Big Four going
down the Andersen’s path, which...I'm not sure that’s going to
happen. So is there enough competition? Probably just enough,
because...I've participated on a lot of tenders and theyre still very
price competitive...so it’s still...competitive in terms of value and
providing a top-notch service. I don't think there’s complacency or
anybody that would say that we've got a monopoly.

It’s less of an issue...from an auditor’s perspective.

"You really always want
to have one at least . . ) )
outside and hungry to independence and multiple service providers,

come in if you want to once you've got, let’s say, Ernst & Young as the

maintain your position,
and...[there is]

probably one too few.’ tax advisor, if you want to do a deal...not that

It’s more of an issue [for| the other services,
because, depending on the board’s view of

auditor and you might have someone else as your

many people are finance providers. You, almost
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end up using all four of the Big Four. You really always want to have
one at least outside and hungry to come in if you want to maintain
your position, and...[there is] probably one too few...I don’t have a
resolution [for| that and I can’t see how that could work in the short
term. I can’t see how you could build one.

In terms of the competition...you look at it at two levels. One,
at a general level: are there enough firms? I'd like Deloittes to be
stronger. I'd like it to be a Big Four in Australia...the difficulty is
[that] by the time you've...driven with independence, you use one
firm to be your auditors, another firm to do something else. If you
want to do something else, you're left with a choice of one or two,
plus the broader specialists; it’s quite narrow...when you get below
that in particular industries then you find that the competition
becomes tighter. You might find it’s a competition between only
two, which...is not always helpful.

The trouble with some of the competition at the
moment [is]...the Big Four are the world’s least ‘[I]t makes it very
successful cartel in terms of prices and all that Olrg{i;t’]'ttgz ;g[;?jczti?f
sort of stuff...we're cutting our throats left, right when you're doing big
and centre, which...is another topic, but [it] isn't jobs at a huge discount
helpful competition, because it makes it very Sebcicraeu;guﬁonli;iei: tt(k)]e
difficult to attract and retain the good staff when audit space.’
you're doing big jobs at a huge discount because
you need to secure your mark in the audit space,

in the market...[T|hat competition is unhelpful, but...if it went

down to three, we’d have a real problem...four’s a good number.
Five or six—I don't think you need six. I don't think you need five.

[I]f you say, ‘Our auditors need to be independent’...that’s one
firm [down], we then want to have tax advice and strategic advice
and maybe that is another sort, and then you have a third firm
that maybe does the other services. Now if there are only four for
a multinational and then...you start to rotate audit, that then is
complex to manage.

Structural shifts in the market were also commented on, with the Big Four
setting up separate sections with lower cost structures to penetrate the
smaller-company markets and the non-Big Four and the smallest of the
Big Four consolidating. Illustrative comments include:
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[T]here’s a huge amount of competition, particularly within second-
tier firms. The competition in the top-200 listed companies, which
is the domain of the Big Four, is absolutely intense, and because of
the rotational nature of auditors...that competition is starting to
spill into the second tier. And the Big Four now are reducing their
prices substantially to try to knock people like ourselves off. So...
the audit profession is subject to intensifying cost pressures...that’s
a bad thing because it just leads to shortcuts and a lowering of the
standards...We're finding it more and more difficult and more and
more competitive to win jobs because of the Big Four coming into
our space.

‘The mid-tier are
going up a little bit Four-only zone...there’s a level of...audit clients that
more and the Big

Four are comin
dewin & il bi% for the mid-tier, the mid-tier just can't service them.

I think it's going both ways...the mid-tiers are
penetrating a bit up into what was traditionally a Big

will always be Big Four because they're just too big

more.’ And whilst...just about all of the mid-tier firms
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around Australia are generally federated models...
theyre individual[ly] owned...there’s a bit of
movement in that at the moment in integration, but until they're...
fully integrated, their ability to...service those really large national
clients is just not there. And they will always be the domain of the
Big Four. So then there becomes that kind of grey area in between,
where they’ve either been previously serviced by the Big Four or
by the mid-tier. And...what you're seeing is it’s a bit of both: the
mid-tier are going up a little bit more and the Big Four are coming
down a little bit more.

[W]e do undersell ourselves because the risks are getting higher.
We're required to do more work in fraud and regulatory compliance
and the quality control and all the rest of it. So we should be
charging premium rates, but were not as a market. So you'd have
to say it’s competitive because if it wasn't competitive...audit fees
[would double]| overnight, and the companies would just have to
pay. But it is competitive and therefore it’s key keeping audit fees
at a more moderate level...the big firms have now all got their mid-
market groups, which is really trying to compete [in] the market
that’s been the mid-tier...interestingly enough, the write-offs that
they experience on that work are huge. And theyre undercutting
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mid-tier firms...for instance, my charge rates would be probably
30 per cent less than the Big Four, so you'd think that I'd have
a distinct advantage. But when youre putting in a tender for
a reasonable client and you find your competition [is] one of the
mid-tier divisions of the Big Four, they’ll quite often undercut you.

[W]e take clients off the Big Four ourselves. We've taken clients
obviously off a lot of other mid-tier firms and vice versa. In many
respects, we're all swimming in the same pool. And the Big Four on
the one hand are keen to drill down very much to the SME market
and that’s why Ernst & Young have got their enterprise section,
which is specifically designed to take on smaller clients. It’s almost a
Jet Star operation to Qantas, it really is. And Deloittes have also got
a Jet Star operation, so theyre using different charge-out rates...
It’s a completely different cost base.

The next supplier observes intense competition at the point in the market

for which the Big Four and the non-Big Four compete:

[W]e've got...a bit of a scramble among the mid-
tiers in Australia to get themselves to the size that
they can take on these bigger audits. And then
you've got this competing irony of the Big Four...
coming down into SME level because there’s not
enough work for them at the top end. And there’s
not enough work for them at the top end partly

‘[Y]ou've got this
competing irony of
the Big Four...coming
down into SME level
because there's not
enough work for them
at the top end.’

because they've had to hive off their management

consulting divisions. So theyre going “What else

are we going to do?’...then you've got Baring Point and all these
other businesses out there, which are taking work off the Big Four.
So the Big Four are having to compete in other ways.

[Tlhere will be a lot of structural issues for the mid-tier as they
continue to merge and they’ll have all these corporate culture clashes
as they merge...it’s not necessarily healthy for the marketplace, but
ultimately...were going to see some, let’s...call them ‘supersized
mid-tier” firms...after that then there’ll be a distinct third tier.
That’s the way it’s going.

[They do so] at their peril though, because they will target a larger
client, but...they may be at risk of providing poor service to some
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of their own clients. And the middle-market, mid-tier firms have
picked [up] a fairly large number of audits from the Big Four for that
reason. So it works both ways. But there is competition from the Big
Four too for our larger clients, yes.

[Tlhe Big Four have got their limitations. They

Wie've had cannot service certain clients because the overlay of
enough of the fees the way they do things is just too costly and...they
and we don't see et to a certain level and they can’t afford to do those
hat val t 8 y
whnat value we ge
; i audits any longer. Or if [they] are doing them, their
out of being with y long y g
the Big Four.’ fee quotes are so high that those clients are dropping

down into the mid-tier...And I'm seeing a lot of that
happening lately. We're quoting a lot of jobs which
were previously Big Four clients...they've just said, ‘Look, we've
had enough of the fees and we don't see what value we get out of
being with the Big Four.” So...it’s in that grey zone where you're
getting all the movement.

One supplier comments on the danger of smaller firms accepting
engagements for which they are not equipped:

[N]o-one really wanted Arthur Andersen to go the way that it did. It
was pretty horrible, particularly for the people there. Ideally, you'd
want more competition, but this is the real world. I don’t know how
you fix that...the bigger danger at the moment is small firms trying
to audit things that they just can't really do.

[P]erhaps you could still do it with four, but...the regulator pushing
the way he’s pushing means that there is no ability to differentiate.
So there’s no reason to compete in that space. The only reason to
compete is at the individual level.

Several suppliers commented on the difficulty that would be presented if
another of the Big Four failed, and of the moral hazard this would create
for regulators.

[Flour’s adequate. Obviously, it would be better with more firms.
To service those type of clients you've got to have the resources,
you've got to have the expertise. So I don’t see it as a huge issue
at the moment. You wouldn't want one of those firms to merge or
disappear.
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The theme emerging from the next quote is that some good might have
emerged from Andersen’s collapse:

Absolutely—far too much competition in the marketplace from
our point of view...the Andersen’s one, it's very regrettable that
we lost that firm...and I feel dreadful for the 95 per cent of people
who were doing the right thing in that firm, but there were some
not good things going on, allegedly. And if it was the collapse of a
firm that needed to bring that out and get houses put in order, and
sort out anything that wasn't right that was happening in the other
firms, then that’s good that comes out of bad.

The theme of the next and subsequent comments is that three large firms
would simply be insufficient:

[Flour is probably still okay. The concern I would have is, is any
regulator around the world going to put another one down if
something happens, because we can’t have three.

[I]f you take the Andersen example...it was

proved that they didn't have a case...the case ‘[T]he one that goes
went away three years afterwards, but because e il o o i
. other three, which

of the action taken, that firm went down pretty ol el Aerm @

quickly. If that was to happen again, would any bigger, which makes
. the gap between them

5
regulator...do theft. Because what are you going - the nest level
to do, are you going to knock another firm over even bigger.’

and only have three? That...starts to become a
problem. And the problem with that is that the
one that goes down will go to the other three, which will make them
even bigger, which makes the gap between them and the next level
even bigger. So you're miles away from ever getting another one
joining...there’s a big gap now, but the more you take one out, the
top one isn't going to splinter and go into these little ones to create
another one. It’s going to go to three big ones.

[T]he number’s okay, but the concern would be [whether] aregulator
somewhere [is] going...to be able to act as they would act and...
put another one down, if it came to that because of the particular
circumstances?
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The next supplier comments on the increasing barriers to entry:

[T]he risk profile, the cost of audit, PI insurance, the fallout [are]...
making it harder and harder, and all this regulation that’s been put
on to the profession is making it harder for some of the smaller
firms to...be in audit...you'll find at the bottom end of the market
there would be a lot of smaller firms who are...getting out of doing
audits because the cost of...being accredited, the cost of running
the appropriate quality-control systems, the cost of managing the
regulator just doesn’t make it an efficient business model for them.

Perceptions of the role of regulators in driving the Big Four market
are obvious too, as exemplified in the following quote:

[T]here’s reasonable competition, but it’s stratified. In other words,
any big listed company is going to go to the Big Four...the mid-
listed and even smaller are going to be comfortable with a mid-tier
firm, but once they get [to] a certain size then they're naturally going
to go to the Big Four...There’s certainly a lot more competition at
the mid-tier level with the size of the firms, but...in the back of my
mind [I] get the feeling that ASIC thinks that all listed companies
probably should be done by the Big Four, and...that’s a silly
approach to have. And I'd say who have been the auditors of the
major corporate collapses? It’s the Big Four.

[I]f somehow those smaller firms were able to package their product
and enter into some sort of agreement with each other, it would maybe
go somewhere towards it, but that’s the only solution I can think of.

4.3.1 Summary

Suppliers, both Big Four and non-Big Four, tend to see the market as very
competitive—so competitive that despite increasing cost pressures, audit
pricing is seen as cutthroat. Non-Big Four suppliers see the increasing
penetration of SME divisions of the Big Four into the smaller-company
market as a relatively new phenomenon designed to take market share
from them. They tend to see this as a new business model on the part of the
Big Four pitched at capturing both premium paying audits and the next
tier of more price sensitive audits. At the same time, the mid-tier firms are
seen to be competing heavily for smaller listed clients with the Big Four.
A perception emerges from the interviews with suppliers of convergence
of Big Four competition penetrating from the larger clients towards mid-



COMPETITION

size clients and of non-Big Four competition penetrating from the small to
mid-sized clients towards larger clients. At the point in the market where
these two forces overlap, it can be expected that clients are experiencing
exceptionally heavy competition for their custom. Additionally, at the
lower end of suppliers, there is a view that more of these firms are ceasing
to supply audit services. A view is expressed that it is due to constraints
on the supply of non-audit services to clients that the Big Four has been
driven to seek market share elsewhere.

On another theme, several suppliers comment on the moral hazard
problem for regulators should another of the large international audit
firms fail in the way of Andersen. The sentiment seems to be that four
major firms is just enough, but a reduction to three would severely stress
the market in the view of the suppliers.

4.4 Standard setters

One of the standard setters pointed out the need to be clear about defining
the lens through which competition was viewed; was it just the Australian
market for audit services or the global market, was it on an industry basis
or total market basis and was it just audit services or the wider assurance
market that should be assessed in terms of competition? While defining
the scope of the market was important, most of the standard setter group
responses looked only to the Australian market for audit services and, as
with the users, purchasers and suppliers, most comments were reflective
of a high degree of competition in that market, but some concern was
expressed about the lack of choice between the Big Four in certain
situations where potential conflicts existed.

It’s quite fierce competition...all auditors are quite proud of the
quality of the service and the audit they do and they’re taking it
from the point of view of...providing that assurance service to the
best of their ability for the clients so that the clients get value for
undertaking the audit. So it is quite a competitive marketplace...
in certain areas, they always do overlap...so in that area [there will]
be competition, but...in the mid-tier, the competition doesn’t alter
whether the Big Four are involved or other mid-tier firms...in other
words, we find there’s just as much competition if an assignment
comes up and there’s only mid-tier people who are going for it as
well as...a situation where there’s mid-tier plus Big Four. It’s always
competitive and...it always has been and probably always will be
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and I don’t know whether the merging of firms in the mid-tier will
lessen the competition. It might be one or two of them probably
and they will perceive greater advantage and that would be about
the difference.

The next standard setter comments on the fact that often the choice even
among the Big Four is restricted:

[1]f you look at some of the regulator requirements
around the number of previous members of firms
[The choice in a that can be on boards or in financial reporting
practlcal sense comes . .
g —p— roles, as the US rules set them, in clients, means
of two because of that there may often be a firm precluded for
different factors that whatever reason. And similarly, if there may be
might be present.

a particular service that is incompatible with an
audit being provided by a firm then you've got
another firm perhaps knocked out, so you've got
a choice of two...[P]eople feel perhaps locked in and I've heard that
many, many times—that the choice in a practical sense comes down
to one out of two because of different factors that might be present.
Sometimes those issues have come about through entities...creating
a rod for their own back through...interpretation very narrowly
of what is or isn't compatible with conducting an audit. So you've
got policies that just say [that] dealing with...any tax matters are
incompatible, et cetera. So, if you've only got four to start with, it’s
not hard to knock out two and...that’s where there might be limited
choice. But looking at it from the point of view of a partner and a
Big Four audit firm, when audits are put out to tender, it is very,
very rare to see the...outcome of that tender not result in a lower
fee. So, what does that tell you about competition?

Restricted choice is the theme of this next quotation, too:

[W]e don’t have a monopoly or even an effective oligopoly because...
the concentration’s [not| here. So there’s competition when it comes
to fees when this work comes up, but you've probably got limited
choice. At best, you'd be choosing one out of four for skill sets
generally...and probably one out of two in a lot of instances.

A standard setter alludes to the gap between the third and fourth of the
Big Four:
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[At] the large end of town...there is real concern about there only
being four firms, and that even in a market of the Australian context
there are not enough providers, and there’s such a gap between...
even three and four, let alone four to five, six, let alone further
down. So further consolidation to the extent of trying to perhaps
have fifth and sixth alternatives that are larger would be desirable.

Among standard setters, some interesting comments were made about the
role of regulation in relation to price pressures.

[Wlhat's driven [price pressure] has been external pressures, rather
than necessarily what the profession has done. I don't think price
pressures ever completely go away...they will reappear more
strongly in the coming period than they have been in the last few
years. It's been because of the responses to the failures and the
additional requirements put not just directly on auditors, but...
pressures that have been put on, directly and indirectly, directors
that have been a big part of those changes.

In terms of keeping the market competitive, the following comment from
one of the standard setters advocates systematic testing of the market at a
time aligned with the signing audit partner rotation requirement:

There is always price pressure. You...can't escape that. There is still
tendering happening in the marketplace and...[there| always will
be and it’s in the listed company environment, which is where the
big firms really want to focus their audit practices. Audit partners
rotate every five years, so companies are starting to accept [that]
they have a five-year change in relationship. Well, if you're going
to have that change, perhaps we build in a five-year testing of the
market as well so there will always be competitive pressures.

One interesting comment compared the recent competitive pricing
pressure with that when audit tendering first became common in the
1980s, reflecting that the pressure to keep costs low was now coming from
the purchasing side rather than the supplier side.

[Llet’s say that we go back to the "80s where we went through
that...tender process. A lot of audits [were] put out to tender, a lot
of fees [were] cut. Arguably, that was done at a time where firms
were buying audits because they could provide other services. So
we're in a slightly different environment, but what they might be
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doing this time is building a bigger base with a view of taking out
competition...it was the profession last time that probably...created
that tender situation, with some firms going out and aggressively
buying work...you'd probably see it more from the corporates
this time round, trying to lower their costs...the issue then is, is
there sufficient competition in the market... Audits have invested in
these large corporates what is a tiered-type approach and delivery
of service...there probably is sufficient competition...what will
happen is the definition of quality will change because the regulator
will form a view and an assessment of what it believes is quality
and nine-tenths of reality is perception and if that’s plastered all
over the reports, the papers and whatever else then presumably that
will have some effect.

Several comments reflected the difficulty of creating more firms truly able
to compete in terms of the availability of skilled personnel and of building
sufficient scale.

[There are| only a certain number of firms in the marketplace, but
there [are] only a certain number of skilled people in the marketplace.
So if there were more firms, those people would be spread across
more firms. It doesn't mean there [are] less skills available to you,
but it may mean that you have a better framework for engaging
those skills if you've got more competition. So now if you can access
skills from five, six, seven, eight good firms then...that’s definitely
healthier and definitely better for you as an organisation than being
tied to two, three or four.

The difficulty in ensuring a supply of appropriately skilled staff before
engagements are won is alluded to in this next quotation:

[E]conomically, that will be tough for [the non-Big Four| to compete
with the Big Four for skills...In other words, [to] pay the money
they need to pay [to attract staff] before they get the jobs to support
it. That’s not a catch-22...in the Big Four; it’s not quite like it used
to be in that a partner could leave and take no clients. These days,
you engage the firm more than the partner. So if you wanted to
attract a consolidated middle-tier firm wanting to attract skills from
one of the Big Four, they're not likely to necessarily acquire clients
that way.
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[Clonsolidation of middle tier might be one [way to create more
competition|. You're not going to increase competition through new
entrants to the market...It couldn’t have the scale.

The difficulty of building scale by having staff break away from one of the
existing firms is pointed to in this next quotation:

You won't find people breaking off...to do a general audit practice.
It’s possible. It’s happened in the past, but they haven't really built
the scale and the trouble is, to do it and build scale, you could build
scale in an industry space. Build scale across the board, no, it would
be very tough.

That there has already been a close call with regulators for at least one of
the Big Four firms since the Andersen collapse is the point of this next
quotation:

Four is trying to gollop up bits of five and six, or five, six and seven,
or however it plays out...to play catch-up. So...that’s unrealistic for
all that it might be seen to be desirable. It was a terrifying prospect
that you might've had some serious damage done to [one of the Big
Four] in the US so soon after the Arthur Andersen debacle and that
was even seriously contemplated. You wonder if sometimes the
regulators learn anything from their past transgressions.

Other appropriate courses of action beyond bringing an auditing firm
down exist in the case of transgressions and should be explored, which is
the subject of this next quotation:

I would...agree that a regulator, the last thing they could afford to
do would be to put down one of the Big Four. So in other words,
that...does have some ramifications as to how the situation got
treated, but...I don’t think the process of bringing down a Big Four
is really...theyre losing sight of what the reality of the situation is.
That was just sensationalism, maybe from the regulator’s point of
view. I don't think that really achieves what you want and there are
other ways of doing it without effectively destroying a firm...the
thing is...people need to be more aware of what is an appropriate
course of action in that area...I don’t see it happening as much
now...people are a bit more aware of what the obligations are and
there’ll be other more appropriate courses of action taken.
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In terms of potential ways to increase competition, ideas included allowing
other organisations (for example, legal firms) to undertake audits and
mergers between two or more of the non-Big Four:

[A]nother way to increase competition in the market...is to allow
other people to do audits...I don’t think we really want to go there,
but...do you allow other types of organisations to do audits? Then
you can increase your choice. But who those would be? They've
got to be qualified accountants, certified, registered company
auditors...I don't know that they exist.

Could a legal firm set up an audit division...it’s a left-field thing. I
don’t see why not. Make your professional services fit.

A standard setter muses about how some of the non-Big Four might build
scale to create a firm to rival the Big Four:

Is it a bit like the four banks and the two

supermarkets because it’s what barriers to
‘There’s always the K . .
catch-22 [with]...industry entry are...youre not going to break the Big

specialisations because you Four up—mnot that I can see. So how do other
can't get the experience

and the skill without the Player§ in the rr.larket become more competitive
jobs, and you can't get the in their space in terms of building scale...the
jobs without the experience ways of doing it would be consolidation of the

d the skill.’ . N .
and e s middle tier into two or three super audit firms,

which is a possibility, but people like Grant
Thornton, BDOs, PKFs have been trying to do
that. You could put two of those together, a Grant Thornton and a
BDO...Grant Thornton are quite big in the UK and the States and
they’re generally number five behind the Big Four. So if you got
mergers of number five and six or five and seven...then you might
get more serious. There’s always the catch-22 [with]...industry
specialisations because you can't get the experience and the skill
without the jobs, and you can't get the jobs without the experience
and the skill...so if you're going to create more competition by
merging middle-tier firms then they’ve got to start attracting talent
from the other Big Four to get the skills to enable them to compete.
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4.4.1 Summary

Standard setters leave little doubt that in their opinion competition has
historically been and remains fierce in the market for audit services,
whether it be within the Big Four or between the Big Four and non-Big
Four. Further, there is a view that current attempts by the mid-tier firms
to grow naturally or through acquisitions will not impair competition,
although the supply of skilled labour is seen as a constraint on growth.
Nevertheless, standard settersacknowledge the lack of choice for companies
in need of large, international audit firms. Standard setters, several of
whom are also suppliers, comment on the exacerbation of this situation by
companies that constrain their own choice, perhaps overly conservatively,
because of perceived independence or potential conflicts that might arise
in purchasing joint supply of audit and non-audit services. Such a large
gap between the third and fourth of the Big Four firms and then between
fourth and fifth is seen as not generally desirable, but difficult to change.
Standard setters acknowledge the delicate balancing act for regulators
between maintaining competition and effectively monitoring and acting
on any transgression by any of the Big Four.

4.5 Regulators

One interviewee from the regulator group commented on how difficult it
would be if another of the Big Four did not survive.

A classic [example] was [one of the Big Four| in Japan...which
‘failed’, and one of the ramifications that came out of that was [that]
even though [this firm| was suspended, there was a concession given
so they could...get back to doing audits for a period because...the
financial system couldn’t work otherwise.

5.0 Issues and implications

Overall, among users, purchasers, suppliers, regulators and standard
setters, there are few concerns expressed about the amount of competition
either between the Big Four and non-Big Four or within these sectors.
There are interviewees within each group, however, who express concern
about the paucity of choice for large corporations, or those with extensive
international structures, among the Big Four and fears for what will happen
if one of the Big Four does not survive. Other comments are made about
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the difficulty of attracting a sufficient number of skilled audit personnel if
an expansion or merger of the non-Big Four is used as a vehicle to create
a true addition to the top tier of suppliers, and the difficulty of building
scale if personnel within the Big Four break away.

A significant number of users believe that with only four major audit
firms there is a lack of competition. Observations were made that once one
had Big Four suppliers in certain tax and valuation work, there remained
perhaps one or two outside the group that would comprise the competitive
field for an audit engagement. Users also observe that for a significant
portion of the market, the Big Four are really the only potential suppliers,
and certain investors seek out and give preference to global brand names
such as the Big Four. One user makes the observation that the sheer scale
of the Big Four is an advantage not matched by the smaller firms and,
in particular, the scale provides the opportunity for training and skill
development, which in turn means that there is a lack of competition
and potential dominance and even market control by a small number of
players. This in turn could indicate that the quality levels are dictated by
a small number of firms.

Purchasers are more mixed in their views and make observations that
are both positive and negative with respect to the presence of competition.
A positive view expressed by some purchasers is that the quality of the
non-Big Four suppliers in Australia is such that one can turn to them for
specific advice on certain matters, which makes the potential field for
audit suppliers, even if one is restricted to the Big Four, more competitive.
Other purchasers believe that the Big Four for the big end of town are
sufficiently competitive and there are several observations that there is
significant competition in Australia once one looks beyond the larger
ASX-listed companies.

One of the more complex observations is that too much competition
has the effect of driving down quality; however, this comment makes
evident the dilemma that some users believe is present in which too
much competition drives down quality while the purchasers suggest
that too many purchasers drive down quality. Finding the appropriate
number seems to be difficult if not impossible. Other purchasers observe
that in Australia there is no sense of market failure at the larger end of
town. There always seems to be someone able to take on the audit and
execute it to the satisfaction of the purchaser. Other purchasers suggest
that for some services the non-Big Four are stepping up and becoming
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more competitive. There is a notion across a large number of purchasers
that, at the margins, between the Big Four and the non-Big Four, there is
considerable competition, with the Big Four establishing ‘enterprise’ or
‘middle-market” divisions that compete fiercely with non-Big Four firms—
particularly with respect to price.

Another feature of this middle ground is that members of the Big Four
are seeking to integrate into their practices some components of the non-
Big Four firms; this in turn lowers competition. While some purchasers
believe that the market for audit services has normal market self-correcting
mechanisms, there are other observations suggesting that the sheer scale
of suppliers in the market for audit services signifies that structurally it
is hard to see how a large audit firm can develop through natural market
forces.

While there is some scepticism of the present circumstance and indeed
one observer suggests that we have so little competition that we could
give consideration to the nationalisation of the audit industry, there is an
observation that much competition exists, particularly at partner rather
than firm level. Indeed it is observed that the Big Four have such a global
presence that they have the ability to move partners around even from
outside Australia in order to provide competitive service to clients on a
qualitative basis rather than just looking at competition on a fee basis.

Suppliers from the Big Four and the non-Big Four firms are quite vocal
on the issue of competition. Several suppliers make the observation that
there is quite extreme price competition and every time an ASX-listed
company comes up for tender, the battle is intense. There are repeated
suggestions of very tight margins and considerable fee pressure.

Frequently, suppliers suggest that competition for all but the very
largest of clients is intense from a number of alternative suppliers. On the
other hand, suppliers recognise that purchasers feel that at the upper end
the amount of choice available is limited. Similarly, one senior member
of the profession representing a supplier perceives that for one to have a
market in which there is seen to be competition, that competition can be
generated where a large listed company might have an inner circle of three
of the Big Four in one way or another, but must have one not supplying it.
That is, if one of the Big Four is outside this inner supply circle then there
will be some degree of hunger and interest to enter it.
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Several suppliers observe that for some clients Australia effectively has
a market comprising three rather than four large suppliers and that some
of the behaviours of the fourth-largest supplier in Australia involve the
integration of some parts of the middle-tier suppliers.

Suppliers also recognise that some of the mid-tier are moving up and
some of the Big Four activity is moving down into smaller audit purchasers.

There is also a belief that structurally it will be hard to see another big
player in the audit supply market. Perhaps one of the only feasible ways
would be to have an integration of two of the mid-tier firms on a national
or even global level. The probability of that happening is not high.

One supplier suggests that the presence of the Big Four with work
divisions that cater for middle-market clients effectively creates a second
brand name for the Big Four, with potentially different standards of
quality and cost structure.

Other suppliers indicate that, in fact, the Big Four are ending up
competing with firms in non-audit work areas that were once part of their
parent organisations. The presence of these consulting firms competing
in some of the areas in which the Big Four are working has meant there
is less work for the Big Four, which in turn places pressure on all parts of
the organisation, including on staff retention (refer to Chapter 8) and the
ability to interchange between audit and non-audit work.

If indeed there is to be a further large supplier, it will imply some
degree of merger activity and all the costs and difficulties involved with
mergers.

While some suppliers acknowledge that the presence of more competition
would be healthy, one effect would be that some firms engaging in audits
might not have the expertise or skill set to undertake them. The potential
costs to the economy of this possible quality issue could be significant.
Other suppliers express concern that the regulatory environment and the
expectations of the standards of quality for audits have meant that some
suppliers are moving out of the market, thereby lowering competition.
Related to that is the issue that the level of regulation has meant that the
ability of each Big Four firm to differentiate itself on quality terms from other
members of the Big Four is limited and in fact the quality differentiation
comes at partner not at firm level. This represents a challenge due to
mandated audit partner rotation requirements (refer to Chapter 11).
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Several comments from suppliers discuss other aspects of regulation
and how the regulatory environment has in fact been changed by the
relatively small number of large audit suppliers. Specifically, one
comment was that the Arthur Andersen collapse presented a shock to the
system relating to audit quality and had therefore reinforced a message
throughout all of the remaining large suppliers that quality was important
and minimum quality standards needed to be maintained. Additionally,
there are repeated comments that the presence of one failure of an audit
firm has meant that regulators struggle to ensure the non-recurrence of
the collapse of another accounting firm. Put bluntly, there is a moral
hazard for regulators. If they do find reason to make another audit firm
not commercially viable, the number of large suppliers will be restricted
even further. One specific comment was that if another firm went down
then the staff and clients of that one firm within the Big Four would
probably reposition in the remainder of the Big Four, making a Big Three
and extending the gap between that larger audit firm group and the next
tier. As economic circumstances adjust with the global financial crisis, the
potential moral hazard might be more real—at least in some jurisdictions
around the world.

There is a common belief that competition, particularly at the mid-tier
level in the audit market, is intense but recognition also at the larger end
of corporate Australia that there is more limited choice. Limited choice,
however, is not seen to be having an effect on the existing intense fee
competition, at least in much of the market where interviewee organisations
are represented. Additionally, there are repeated observations about the
substantial gap between the Big Four suppliers and others and the fact
that the number of providers is limited. Another observation relates
to the presence of partner rotation and the fact that this might inject
behaviour into the market in which audit partners are rotated every five
years, then auditees might seek to ‘test’ the market each five years or so,
as the relationship with the incumbent auditor is forced to change anyway
through rotation.

One standard setter also observed that, in the 1980s, audit firm fee
competition was intense and initiated essentially by the audit firm in
order to win consulting activity. Through regulatory change, this is now
not possible, but there is still considerable price pressure in fees, driven
this time by clients rather than audit firms. Their motivation appears to be
the desire for cost efficiencies.
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Another observation by a standard setter is that although there are a
limited number of larger firms, there are also a limited number of skilled
individuals working within the entire market. A structural situation in
which there are more firms and those skilled individuals are more evenly
spread gives more potential to access the right people. Certain regulators
also recognise there is a moral hazard with respect to the behaviour of the
existing Big Four and a need to be careful not to downsize the number
of large players. When asked how the number of large suppliers could
be increased, there were several creative suggestions, but in reality the
likelihood of this happening was seen as relatively modest. Also, there was
an observation of something akin to a ‘catch-22’ situation in that an audit
firm needed to have the ‘right’ clients to develop the appropriate skills
sets but also required the appropriate skills sets to gain the ‘right’ clients.

One regulator made the observation that the moral hazard problem
already existed and had already occurred in Asia: while one firm was
subject to regulatory sanction, sufficient concessions were given so that it
continued to trade.

The remaining quandary is that despite the presence of sometimes
intense competition, the majority of purchasers do not currently see
financial statement audits as a value-for-money service provided to the
market.

6.0 Concluding remarks

While sensitivity exists, particularly around the big market capitalisation
levels, there is not inconsiderable evidence of the presence of competition
in the market for audit services. This competition exists with respect to
the quality of differentiated products and also to prices.

In terms of public policy matters, there is an issue that we have not
been able to resolve about whether the ACCC has jurisdictional rights over
a group of partnerships that operate within a particular market within
Australia, and clarification on this matter would be useful. If there are
regulatory processes to oversee competition, it might be to the advantage of
the Australian economy and the efficiency of capital markets in Australia.

Second, there is considerable nervousness among many stakeholders
that the number of large-end suppliers (repeatedly viewed as the Big
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Four, although in some cases in Australia it is seen as the larger three
firms of the Big Four) is really the minimum number that makes for a
competitive efficient market in the supply side of the market for audit
services. The fact that this number seems to be at the very edge of what
is acceptable to ensure a competitive and efficient market means that it
places the regulator in a position of ‘moral hazard’. That is, the regulator
has the power to inflict considerable damage on an audit firm such
that it might dramatically downsize or even fail (as we have seen with
Andersen). This regulatory power may in fact be exerted not only within
its own jurisdiction but by other regulators in other jurisdictions, and the
consequences could be quite profound for one or other of these Big Four
practices within Australia. This places pressure on the regulator, at least
the one within their own jurisdiction, to exercise care in their dispensing
of penalties or criticisms. If those penalties or criticisms are such that it
could cause one of the larger firms to downsize or fail, it could be that the
regulator has to pull back to ensure that there remains a minimum number
of suppliers in the market.

The second point intertwined above it is that we operate in a global
market and even where great care is exercised in managing and monitoring
each of the larger Big Four audit suppliers, the effects on the viability
of those suppliers could come from jurisdictions outside their own and
where they have little control or ability to manage the circumstance. In
this case, it seems inevitable that ASIC will need to develop a contingency
plan in the event that one or perhaps more of these larger Big Four firms
collapses or is not always able to supply audit services in the Australian
market. It is possible that ASIC already has this contingency plan in place,
but that is not known and we are not able to verify its existence. If it
does in fact exist, it is such an important public policy document that it
probably should be open to some degree of inspection.

As we know, the importance of having a market for deposit-taking
institutions is important in the Australian economy—for economic
efficiency and social reasons. The importance of this public policy
position is such that a regulatory body, APRA, was created to oversee
these institutions. APRA is able to access the financial data to determine
the continuing viability of these institutions on a month-to-month basis.
Given that we are at the very limit of the large suppliers of audit services,
some parallel ability to observe the financial viability of each of those large
suppliers in the market for audit services now seems warranted. Unlike
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many organisations, the Big Four do not publish financial statements and
therefore neither the clients nor the market generally are able to make
their own assessment about the continuing financial viability of these
partnerships. The ability to assess their viability could be an important
structural benefit to the Australian economy and would give assurance of
the continuing viability of each of these large players. Such a mechanism
would be seen as invasive, but it could be conducted on a confidential
basis, possibly by ASIC.

The level of competition has been discussed essentially at firm level;
however, underlying all of this is the viability of staffing levels and, for
our purposes in regard to this chapter in particular, registered company
auditors. There is some evidence that this pool of registered company
auditors can be divided into those that are genuinely active and those
that might be seen as barely active or inactive. The exact number of active
registered company auditors is not known to us, but is believed to be
ageing and/or shrinking and poses a serious medium to long-term threat
to the competitive environment within the market for audit services
in Australia. No single body seems to have responsibility for ensuring
the viability of this pool of active registered company auditors. This is
a matter that could be attended to by the Financial Reporting Council,
which has oversight of this general area but not this specific issue. Related
to this issue is the ability to assess the competency of the pool of registered
company auditors and their capability to in fact actively participate at the
relevant level of activity within the market for audit services. A parallel
and equally concerning fact is that the APRA-approved auditor pool is
also small—perhaps too small—for the tasks it is required to undertake
to fulfil the legislative requirements required by APRA. This too is an
efficiency matter and has consequences for the efficiency of the state of
the capital market.



