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Response to “Engagement level profitability analysis” working paper 

In our letter of 29 October 2012 and email of 15 November 2012, we set out why EY does not agree with or accept the Gross 
Margin figures contained in the Working Paper prior to its publication, and highlighted EY's concern that those Gross Margin 
figures are significantly overstated compared to the Gross Margin data that EY has previously submitted.  
   
We do not repeat EY's concerns here.  However, we note that those concerns have not been addressed in the Working Paper, 
and therefore apply to the Gross Margin figures published Working Paper.  We therefore agree with the CC's statement, at 
Appendix 2 paragraph 8 of the Working Paper, that the data presented in the Working Paper "should be approached with 
caution".  
  
It is recognised that the CC's analysis is "not intended to represent the overall profitability of the firms, or their audit or 
assurance practice; instead they are intended to reflect the relative level of staff resources employed for their respective audit 
engagements" (Appendix 2, paragraph 8).  However, as stated, in EY's view the Gross Margin figures contained in the Working 
Paper are significantly overstated, which leaves a misleading impression, and undermines any conclusions that the CC seek to 
base on those figures.  
  
In order to illustrate EY's concerns, we note the following:  
  

• The analysis contained in the Working Paper is highly sensitive to the number of hours used as the denominator (ie, 
chargeable hours, standard hours or total hours).    

 
• The Working Paper uses cost rates based on total hours worked – the measure which gives the highest Gross 

Margin figure.    
 

• A cost rate based on total hours worked artificially deflates the cost rate, and therefore artificially inflates the Gross 
Margin figure because the total cost is not being matched against the total revenue. As the CC recognised in its 
email of 16 November 2012, "using chargeable hours as a basis for calculating hourly staff costs would be 
potentially more appropriate in calculating the profitability of an audit business as a whole".  

 
• By using cost rates based on total hours, the Gross Margin figures presented in the Working Paper do not reflect 

the impact of non-chargeable time and down time on profitability.  Therefore, the Gross Margin figures presented in 
the Working Paper will be inflated compared to EY's internal view of profitability, and compared to actual service line 
profitability.  

 
• We also note that the profitability analysis contained in the Working Paper is unreliable, and profitability levels and 

Gross Margin figures are overstated, on the basis that inter alia: (i) the analysis exclude indirect costs (paragraphs 2 
and 5, and Appendix 2 paragraph 8); and (ii) the partner costs are understated (paragraph 4, and Appendix 2 
paragraph 4). 
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Yours faithfully 
 
 
Evelyn Ho 
EY Project Manager  
 


