
 

 
 

 
 

STATUTORY AUDIT SERVICES MARKET INVESTIGATION 

ERNST & YOUNG LLP - RESPONSE TO ECONOMETRIC ANALYSIS OF AUDIT COSTS 
WORKING PAPER (16 NOVEMBER 2012) 

 

Part A - Introduction 

1. We set out below the response of Ernst & Young LLP (“EY”) to the Competition 
Commission’s working paper Econometric analysis of audit costs (the “Paper”) which 
analyses firms’ labour costs of providing audit services to listed and large private 
companies.  The Paper models costs as a function of both client characteristics and 
auditor characteristics, and the outputs of the model are used to draw a number of 
conclusions with respect to the economies of scale or economies of scope faced by audit 
firms. 

2. In general, the results of the analysis accord with EY’s experience and expectations in 
respect of conducting audits.  We explain these below, but also identify – in keeping with 
the observations of the CC – the limitations of the Paper’s methodology and therefore the 
conclusions that can be drawn therefrom. 

Part B – General observations 

3. Scale economies: The Paper finds that audit costs do not rise proportionately with client 
size, with a 10 per cent increase in client assets raising costs by only 1.9%.  This is 
generally in line with Ernst & Young’s experience in conducting audits, whereby the cost 
of undertaking certain audit procedures  is not  a function of the size of the audit client.  
For example, controls testing is rarely dependent of the size of the client’s transaction 
volumes1 whereas the cost of undertaking substantive testing is likely to be more 
dependent on client size.  Although the Paper suggests that there exist some economies 
of scale in the provision of services to individual clients, we note the following: 

(a) Fixed costs have been excluded from the analysis.  As stated in EY’s response to 
the CC’s issues statement, we consider that there exist fixed costs associated 
with entering the market for audits of large firms, such as investments in 
international networks and in human capital.  However, fixed costs have not been 
included within the cost functions described in the Paper.  The inclusion of such 
costs within the analytical framework may have an impact on any associated 
conclusions, and therefore the fact that fixed costs are not included limits the 
reliability of the analysis contained in the Paper. 

(b) The analysis relates to the scale of the client rather than the scale of the audit firm 
and, as such, the conclusions that can be drawn with respect to the economies of 
scale experienced by audit firms are limited.  For example, smaller audit firms 
could also benefit from economies of scale with respect to client size, as the 
analysis does not consider the fixed costs that an auditor would need to incur in a 
given engagement.  We believe that greater insight may be gained from the 

                                                                                                                                                                                                        
1 This compares with substantive testing processes where a larger client is likely to lead to higher audit costs. 
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analysis with the inclusion of a firm-wide cost function that included both fixed 
costs for audit services and aggregate fixed costs across the entire firm (i.e., 
including fixed costs for non-audit services). 

4. Relationship between costs and tenure: The finding that costs decrease with tenure of 
the auditor suggests that there is a “learning by doing” effect within the audit market, and 
this accords with EY’s experience of conducting audits.  Whilst we do not consider that 
this characteristic reduces the level of competition in the market, we believe it may affect 
the nature of competition in a number of ways.  For example, audit firms will compete 
aggressively to win audit clients as they know the initial investment in the tender process 
is likely to be offset by profits gained in later years.  This will impact the profile of pricing – 
and profitability – over time, with audit firms generating lower profits in the early years of 
audit engagements. 

5. We also observe that long tenure may be consistent with an economically efficient 
outcome whereby tenure leads to higher overall welfare when the resulting decline in 
average unit costs over time is accompanied by competitive pressure.  That competitive 
pressure is exerted through (for example) formal tenders, or other competitive events 
such as informal ‘trigger points’ and performance reviews, which firms must reflect in 
pricing decisions, and thereby condition pricing and profitability. 

6. Scope economies: The Paper finds no evidence of economies of scope, with no 
complementarities identified between the cost of auditing and the provision of non-audit 
services.  However, in keeping with our observations above, we note that the definition of 
the cost function included in the analysis means that there are limits as to the conclusions 
that can be drawn in this regard.  EY notes that the cost function focuses on audit 
engagement level costs and therefore, almost by definition, non-audit costs are largely 
excluded from the analysis2. 

7. FTSE100 vs FTSE250 costs: The analysis suggests that the audits of FTSE 250 clients 
are delivered at materially lower cost than the audits of FTSE 100 clients, even after the 
analysis is controlled for differences in size (as measured, in the analysis, by the relative 
levels of assets, global presence and turnover between the two groups of audit clients).  
Such a result may suggest that variables have been omitted from the analysis which may 
help to explain the difference in costs, for example the dual listing of FTSE 100 clients.   

8. Costs vs profitability: EY notes that, whilst the analysis provides some insight into 
engagement level costs, it is not designed to provide an insight into industry profitability 
given that audit fees have been omitted from the discussion within the paper.  Although 
we would not expect the price of outputs to be included amongst the regressors, we do 
believe that observations in respect of, for example, the existence of scale economies and 
the relationship between costs and tenure should be considered in the context of the 
resulting impact on audit fees.   

Part C – Observations on methodology 

9. Within the Paper, the CC notes that there may be some methodological limitations to the 
analysis, including the potential for endogeneity in the explanatory variable which 

                                                                                                                                                                                                        
2 The CC includes a variable NONAUDIT as an indicator of the level of non-audit services provided to a client.  The CC seeks to 

identify the existence or otherwise of scope economies by determining the extent to which the average costs of an audit 
decline in the amount of non-audit services provided.  EY notes that an analysis of economies of scope would generally 
require the dependent variable to be total cost (i.e., audit and non audit costs).  In this application, we have only the cost of 
audit as a dependent variable. 
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measures the auditor’s fees from provision of non-audit services.  Other methodological 
observations that the CC may wish to consider include the following: 

(a) The analysis includes an estimate of a notional Partner’s “salary” which is 
calculated as a multiple to a Director’s staff costs.  As noted by the CC in previous 
correspondence3 there exist difficulties in distinguishing the appropriate “salary” 
component of a Partner’s remuneration.  To the extent that such limitations exist, 
we believe these present challenges to the integrity of the analysis. 

(b) There exist challenges in specifying a cost function within the audit market which 
clearly defines the associated costs and outputs, due to the intangible nature of 
many of the costs and outputs involved.  In a multi-product cost function, returns 
to scale are assessed based on the sum of the coefficients on the output 
variables4.  In this application, it is EY’s view that the definition of “output” is 
somewhat unclear within the analysis as the outputs seem to be features of the 
audit client (for example, client size, global presence) and of the audit firm (for 
example specialism, auditor size).  We therefore believe that it would be difficult to 
draw firm conclusions on economies of scale or economies of scope based on the 
estimated coefficients. 

(c) EY notes that the variables for specialism and auditor size may be correlated, with 
larger auditors having more resources available to enable specialism in certain 
sectors or services.  This may limit the inferences which can be drawn based on 
the estimated coefficients of these variables. 

(d) As noted above, the analysis has been carried out on variable costs only.  When 
estimating a variable cost function, it is standard practice for fixed inputs to enter 
as regressors in the analysis, but we note that these have been omitted from the 
function.  As the definition of returns to scale in a variable cost function needs to 
account for fixed costs, the implication is that conclusions with respect to 
economies of scale may change if cost functions were updated to include fixed 
inputs. 

 

                                                                                                                                                                                                        
3 Competition Commission profitability follow-up questions (23 October 2012) 
4 Economies of scale exist where the sum of the coefficients is less than one. 


