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Dear Mr Rose

CHOICE IN THE UK AUDIT MARKET - INTERIM REPORT OF THE
MARKET PARTICIPANTS GROUP

We welcome the opportunity to respond on the above named report.

Grant Thornton is alarge financia advisory/accountancy firmin the UK. We are the UK
member of Grant Thornton International, one of the world's leading international
organisations of independently owned and managed accounting and consulting firms, which
operate in 113 countries and employ over 25,000 people worldwide.

We support the work of the Market Participants Group (MPG), and we support the approach
taken by the MPG and the Financial Reporting Council (FRC) in seeking views from
stakeholders. We believe that the 15 interim recommendations taken as awhole represent a
positive step towards addressing the concerns of stakeholders, especially share owners, of
excessive concentration in the public company audit market. 1n order to maintain
momentum for change we would encourage the FRC to publish atime frame for
implementation, and measures of success for its package of recommendations.

Principles which under pin the debate on auditor choice

In contributing to the debate on auditor choice Grant Thornton has adopted three underlying
principles, namely:

audit quality - the most important factor is that the provision of high quality audits
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] market-led solutions - reliable audits depend in part upon building effective
relationships between auditor and executive directors; non-executive directors;
board committees with oversight responsibilities such as audit committees; and
other operational management; and market solutions to improve choice are more
likely to foster these effective relationships.

Audit firms have a vital roleto play in improving choice

While we support the FRC's work, we recognise that those audit firms, such as Grant
Thornton, that have signalled their enthusiasm to increase their presence in the larger
corporate audit market need to invest and be seen to invest in their audit offering so as to
continue to persuade more audit committees to use their services.

The transaction to combine the firms of Grant Thornton and Robson Rhodes has been driven
in part by the desire to achieve greater depth so that we can engage on a sustained basis with
the larger corporate audit market. We have also invested in dedicated resource so that we
can more effectively communicate with audit committees of larger corporates, which means
that we are better informed of their concerns and needs and those audit committeesin turn
are better informed of the capabilities, breadth of services and reach of Grant Thornton and
the Grant Thornton International organisation.

The Grant Thornton International organisation has also made significant investmentsin
various key financial centres across the world to ensure that the needs of larger corporate
clients are met. These investments include the appointment of a global leader of assurance,
the strengthening of the secondment programme particularly into emerging markets, and
measures to increase the depth of resources of member firms in countries such as China,
India, Russia and Brazil.

Westrongly support thework of the FRC to increase auditor choice over time

Overall, we strongly support the package of measures proposed by the MPG. None of these
measuresin isolation is likely to have a dramatic impact upon the structure of the audit
market in the short term. However, taken together over time they are likely to increase the
awareness and quality of information used by those responsible for auditor appointment/
re-appointment decisions to help them make effective decisions.

We believe that market solutions to the choice problem are likely to have more enduring
impact than shorter term regulatory measures; however it will take time for market solutions
to prove effective. The FRC runstherisk of itswork being undermined by parties who
criticise an apparent lack of progress. Therefore we encourage the FRC to take the initiative
to promote what it believes success will look like. The FRC has already made important
contributions, in particular being a catalyst for key share owners and their representatives to
make clear statements about their views(1).

We acknowledge that success measures and timescales are difficult areas. One success
measure might include a survey of attitudes of Chief Financial Officers, Financial Directors
and audit committees toward auditor appointments. We believe that the FRC could achieve
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an early success by instituting aworking group of other regulators, who are similarly seeking
to improve auditor choice. Grant Thornton believes that there is an international role for the
FRC in reaching out to others who are also examining auditor choice in other jurisdictions.
We encourage the FRC to take the lead on this topic and, by coordinating its work with other
key regulators and with important share owners, we believe the FRC can influence the
achievement of effective solutions in important key markets.

Westrongly support the FRC'sview that auditor choiceisareal and important
problem

While asmall number of commentators question whether auditor choice is a problem, there
is widespread evidence that most stakeholders would prefer listed company audits to be
spread more widely between audit firms. In addition to the evidence provided from the
Oxera Consulting study (2), auditor choice is being examined in the EU by the European
Commission and in the US by the Paulson Committee; the recent survey of members of the
International Corporate Governance Network (whose membership includes leading global
ingtitutional investors) showed that a clear majority would welcome greater auditor choice
and many felt that competition in the audit market was a problem. Based on this evidence it
is clear that auditor choiceisareal and important problem.

Influence exerted by intermediaries should be transparent

We believe the MPG has correctly identified the role played by intermediaries as having an
important influence on auditor selection decisions, and we believe that it would benefit all
parties if there were to be transparency in thisarea. Paul Boyle, FRC Chief Executive and
MPG Convener, said at the MPG stakeholder meeting on 10 May that "...the practice seems
to have evolved of using the expression 'Big Four' as a shorthand way of saying high quality
audits, and they are not necessarily synonymous phrases...". Unfortunately, Grant Thornton
believes that many intermediaries do not take this as their starting point. Policy disclosure
on auditor selection in the public domain would give the excluded audit firms an opportunity
to address misconceptions about audit quality that intermediaries might have.

We do not believe that recommendation 9"... Boards should disclose any contractual
obligations to appoint certain types of audit firms' isthe most effective way of dealing with
the role of intermediaries, and certainly any disclosure by issuers should also cover non
contractual influences.

The influence of intermediaries tends to be exerted before any contractual arrangements are
finalised. For example, some standard draft commercial banking agreementsinclude
references to the use of certain audit firms, and although those draft clauses are often
changed the influence on auditor appointment has neverthel ess been exerted before the
contractual arrangement is fixed. Similarly, when issuers rel ease tenders for, say, new
corporate finance advisors, those advisors will sometimes comment on the audit firm during
the tender process, so that again the influence is exerted before an engagement between the
issuer and the intermediary is contracted.

Page 3



Whilst it is quite proper for other stakeholders to express their views on auditor selection, we
believe, asthisisaclear public interest matter, that there should be transparency (eg through
publication) of intermediaries policy positions on auditor appointment, where such a policy
exists. Thiswould have the benefit of ensuring that other stakeholders can understand the
influences being exercised and allow audit firms to understand the needs of those
intermediaries. It would also reduce the risk that individual officers of an intermediary will
exert influence for reasons other than audit quality, say, at the extreme, where influence
might be governed by the desire for reciprocal business.

The FRC might usefully engage with representative bodies of the commercial and
investment banking sectors to press for such disclosure by its members. It also seemsto us
reasonabl e that such bodies should make announcements similar to institutional investors (1)
with the sentiment "our members should not just promote individua firms, but instead
should support the appointment of audit firms of quality".

If you have any guestions on this response, please contact Steve Madlin (phone; 0870 991
2736; email Seve.Madin@gtuk.com) or Nick Jeffrey (phone: 0870 991 2787; email
Ni ck.Jeffr ey@gtuk.com).

Yours sincerely

Steve Madlin
Head of External Professional Affairs
For Grant Thornton UK LLP

Direct T: 0870 991 2736
Direct F: 0870 991 2736
E: Seve.Madin@gtuk.com

(1) The Association of British Insurers (ABI) reiterated in June 2006 that public companies should *choose an auditor from outside the Big
Four, if this suits their circumstances'. In July 2006, in support of the ABI's letter, a group of investors made up of Co-operative Insurance
Society, F& C Asset Management, Hermes Investment Management, Morley Fund Management, Railpen Investments and Universities
Superannuation Scheme, wrote an open letter to audit committee chairs of all listed companiesin which they said "we do not believe that all
big companies need to use the Big 4 firms as their auditors. On the contrary, we would welcome more companies in which we invest accessing
the skills and capabilities of the next tier of audit firms'.

(2) "Competition and choice in the UK audit market", prepared for Department of Trade and Industry and Financial Reporting Council, April
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APPENDIX - GRANT THORNTON'SRESPONSE TO
SPECIFIC QUESTIONSRAISED IN THE REPORT

Question 1: Do you support the three criteria used for assessing the merits of the provisional
recommendations, as shown [on page 11]? If not, please propose preferred criteria.

Grant Thornton view: Yes.

Question 2: For each provisional recommendation:

] do you support the stated objective of the recommendation?
= do you agree with the assessment of the recommendation or if not, why not?
= what alternative or additional recommendations could achieve the desired

objective in a way that meets the assessment criteria?

Grant Thornton view: We support al 15 recommendations, and have some comments to
make on certain specific recommendations as follows:

] recommendation 1 (audit firm ownership) - we support the recommendation, but
anticipate that it will have limited effect in the short term unless the other
"perception” issues set out in the report are tackled successfully. In thisregard,
liability reform will be seen as abarrier to entry by potential investorsin audit
firms.

= recommendation 5 (FRC to promote understanding of audit quality and
capabilities of individual audit firms) - we support the efforts by the FRC (and
others) to promote greater transparency of audit firms. We note that in the US the
leading figures from key commentators (such as Kyla Gillan and Lynn Turner)
have stated publicly that they have not detected any systemic differencesin the
quality of audits of the leading firms outside the big 4 and those of the big 4
themselves.

= recommendation 6 (improve access to predecessor audit papers) - we support
this recommendation, but anticipate that it will have limited effect on auditor
choice because it has limited impact on those who make or influence auditor
selection decisions.

= recommendation 9 (disclose contractual obligations to appoint only certain
named audit firms) - we support the recommendation, but in addition we would
support arecommendation for leading investment and commercial banksto
disclose their policy on audit firm appointment; the recommendation for
disclosure by issuers themselves should not be restricted to contractual
obligations.

= recommendation 11 (review of ethical standards) - we support this
recommendation provided this does not lead to relaxation of the provisions
relative to the IFAC Code of Ethics.

= recommendation 14 (audit firms comply with the Combined Code) - we broadly
support this recommendation, but believe that a Code that is adapted for audit
firms could be more helpful, possibly involving a debate on the suitability of
forthcoming disclosures required of public interest auditors by the 8th Directive.
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Question 3: Arethere other characteristics of a more efficient market which should be
considered for inclusion in the report? What additional recommendations could contribute
to the achievement of these other characteristics?

Grant Thornton view: The key characteristic of an efficient market is that market-led
decisions are made by stakeholders using the readily available information that they need. In
our view the FRC is one of the key bodies able to facilitate market-led decisions, which does
not necessarily mean rule making, but does entail encouraging open debate and facilitating
development of good practice.

Page 6



