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VIII. CONCENTRATION AND COMPETITION

The Committee analyzed public company audit market concentration and competition in the context of their impact on audit quality and effectiveness. They have the following findings.
1. The four largest auditing firms continue to dominate the large public company audit market, while concentration in the small and mid-size public company audit market has eased during the past five years. The concentration is due the increasingly complex business and financial reporting environment. This concentration limits auditor choice to only the largest auditing firms for many large public companies. 
2. Some have suggested the lack of competition may not provide sufficient incentive for the dominant auditing firms to deliver high quality and innovative audit services. However, the audit quality had improved since Sarbanes- Oxley Act of 2002 which enhanced auditor independence. 
3. Higher audit market concentration has not been higher fees. The increase in audit fees in recent years is due to the increased requirement under Sarbanes- Oxley, the complexity of accounting and financial standards, and the effects followed.
4. The committee also has considered the impact of the possible loss of one of the four largest accounting firms and its potential negative effects, including further limitations on auditor choice, associated costs with changing auditors, and companies’ inability to obtain timely financial statement audit.
With these considerations, the Committee set out six recommendations below which reflect the focus on audit quality and effectiveness.
1. Many factors have made smaller auditing firms unable or unwilling to enter the large public company audit market. In addition, expanding into the large public company audit market may be unattractive for some smaller auditing firms for a variety of reasons. Therefore, the committee recommends that policy makers should press for the reduction of barriers to the growth of smaller auditing firms consistent with an overall policy goal of promoting audit quality. 
Besides, two actions are believed to assist. First, require disclosure by public companies in their registration statements, annual reports, and proxy statements of any provisions in agreements with third parties hat limit auditor choice. Second, there should be greater inclusion and participation of smaller firms in committees, public forums, fellowships, and other engagements. In this way, small firms’ name recognition and reputation could promote audit market competition and auditor choice.
2. Committee believes that PCAOB should monitor potential sources of catastrophic risk faced by public company auditing firms and create a mechanism for the preservation and rehabilitation of troubled larger public company auditing firms. First, in order to enhance audit quality and effectiveness, exercise its authority to monitor meaningful sources of catastrophic risk that potentially impact audit quality through its programs, including inspections, registration and reporting, or other programs. The object of PCAOB monitoring would be to alert the PCAOB to situations in which auditing firm conduct is resulting in increased catastrophic risk which is impairing or threatens to impair audit quality. Second, we should establish a mechanism to assist in the preservation and rehabilitation of a troubled larger auditing firm. There are two steps to finish this process. The first step is encouraging larger auditing firms to adopt voluntarily a contingent streamlined internal governance mechanism that could be triggered in the event of threatening circumstances. If the government mechanism failed to stabilize the firm, the second step would permit the SEC to appoint a court-approved trustee to seek to preserve and rehabilitate the firm by addressing the threatening situation, including through a reorganization, or if such a step were unsuccessful, to pursue an orderly transition. 
The Committee also notes that the larger auditing firms are members or affiliates of global networks of firms and rely on these networks to serve their global clients. Since the networks are maintained through voluntary contractual agreements, the fact that a U.S.-based firm may be facing threatening circumstances could lead to the disintegration of the network. In this regard, in developing this mechanism, auditing firms, regulators, policy makers, and other market participants must consider the practical implications resulting from the relationship between the U.S.-based firms and the global networks.
3. Assuming development and disclosure of indicators of audit quality are feasible, PCAOB should monitor the indicators and auditing firms should publicly disclose the indicators. There are two kinds of indicators. One is output-based audit quality indicators-indicators determined by what the auditing firm has produces in terms of its audit work. The other is input-based audit quality indicators-indicators of what the auditing firm put into its audit work to achieve a certain result. The committee believes that the PCAOB should consider both output-based and input-based indicators. The Committee also recommends that, if the proposal is feasible, the PCAOB, through its inspection process, should monitor these indicators.
4. The public auditor is expected to offer critical and objective judgment on the financial matters under their independence requirements. And the committee believes that auditors, investors, public companies, and other participates must understand the independence requirements. But in some situation, auditors may compromise their independence with doubts. Due to this regard, the committee makes the following recommendations:

b) SEC and PCAOB should publish their independence requirements in a document that is accessible on there website easily. If AICPA and state board of accountancy have any difference between their independence requirements and those of SEC and the PCAOB, they should highlight and indicate at each place in their different standards. The additional independence requirements made by SEC and PCAOB may take the place of or supplement the stated requirements.

c) When auditors estimate whether the compromise with independence requirements is objective, the auditors may too focus on the way of “check the box” to center upon the critical need to apply independence judgment. Therefore, the committee suggests that auditing firms that they should develop training materials for partners and mid-career professionals, through PCAOB inspection process, to help them form a health professional skepticism with the respect to the independence.

5. Although ratification of a company’s auditor is not biding, the committee believes that it is the best way serving as a “check” on the auditor committee which must appoint, compensate, and oversee the auditor, pursuant to Sarbanes-Oxley. Therefore, for developing the audit committee’s oversight and auditor accountability, the committee recommends that apply annual shareholder ratification of public company auditors by all public companies. 

6. Because of globalization of the capital market, companies gradually more rely on the global networks of partners in order to offer auditing and other services in various jurisdictions. PCAOB plays the role of regulation on the global basis, which coordinates or cooperates with foreign auditing firm regulators. The committee considers these global regulatory coordination and cooperation as important elements in ensuring the audit quality. Therefore, the committee encourages the PCAOB and its foreign counterparts to keep on developing regulatory coordination and cooperation based on the globalization. Besides, the committee emphasizes the importance of small firms, which regulators and policy make should notice them in international roundtable, discussion and policy making decisions.

