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Grant Thornton Response to the Competition Commission ("CC") working paper 

entitled "Engagement level profitability analysis" 
 

1.1 This memorandum sets out the response by Grant Thornton to the Competition 
Commission's ("CC") working paper entitled "Engagement level profitability analysis" ("the 
working paper") which was issued on 20 November 2012.  

1.2 In paragraph 11(a) the CC states that, "Profitability broadly increases over the first five years 
of an engagement and auditors with tenures of over five years achieving greater profitability". This is 
consistent with evidence that longer tenure is associated with higher audit fees (see for 
example evidence from the CC’s public dataset). Taken together, these findings are not 
consistent with the notion that there is an ever-present threat of tendering, which prevents 
audit firms from increasing prices and profits over time. Rather, it suggests that actual 
tendering and switching are important to ensure a competitive outcome for FTSE 350 
companies. 

1.3 In paragraph 13, the CC states that "in modelling profitability, we would expect annual 
profitability to increase from the first year of an engagement in subsequent years of an engagement", largely 
due to the "familiarization costs" which must be incurred in understanding the business of a 
new client. However, the CC should also be aware that the increase in profitability which is 
observed for auditors of FTSE 350 companies over the first five years of an audit (as 
mentioned in paragraph 17) could also reflect various other factors, such as the auditor taking 
advantage of its incumbent position by reducing the resources which it employs on an 
engagement. Figure 6 of the working paper entitled "Descriptive Statistics" also showed that 
audit fees increase between years two and five following a change of auditor, which suggests 
that the increase in profitability observed for longer audit tenures is also due to higher prices, 
and not just lower costs. 

1.4 In paragraph 25, the CC states that "the average engagement profitability of all engagements 
remained broadly steady for the entire period". We note that steady profitability over time is normally 
considered, in a CAPM framework, consistent with a low cost of capital. If it is the case that 
levels of profitability for engagements with FTSE 350 companies are similar in audit and non-
audit activities, whereas the level of audit profitability is more stable over time, this may 
indicate that FTSE 350 audit is currently more profitable than non-audit when compared 
with the relevant benchmarks for cost of capital. We suggest that the results of paragraph 25 
may be fruitfully compared with the findings of the CC’s other profitability working papers, 
notably: 

‘What is clear is the large difference between the profits per partner earned by the Big 4 firms compared with 
BDO and GT’1; and 

‘Assurance margins are generally more stable than the other lines of service. Deloitte’s view that audit is 
competitive as it has overlapping margins with non-audit (competitive) markets holds if we believe the risk 
profiles are the same. However, it can be argued that the risk profile of audit is lower than that of 

 
1 http://www.competition-commission.org.uk/assets/competitioncommission/docs/2011/statutory-audit-
services/profitability_part_two.pdf, paragraph 19. 



consulting—the income stream is less lumpy, and the costs base is fairly stable, there is a high proportion of 
repeat business and significant long-term clients.’2 

1.5 Some of the results presented in Table 1 (page 9) and Table 2 (page 10) are counter-
intuitive. In Table 1, which excludes partner time as a cost line, the combined average 
engagement profitability on the basis of standard hours is 51.3%. In Table 2, which includes 
partner/director time as a cost line, the equivalent figure for combined engagement 
profitability based on standard hours is 65.3%. It is not clear how the figure in Table 1, which 
excludes partner costs, can be lower than the equivalent figure in Table 2, which includes 
additional costs. 

1.6 In paragraph 39, the CC notes that there is a degree of variation of auditor 
profitability by industry (ranging from 54.5 to 64.1 per cent, with the financials sector being 
the highest). However, the CC concludes that "the causes of these differences are not evident". One 
possible explanation for these variations in profitability is differences in concentration  
between the different industry sectors. As mentioned in GT's response to the Statement of 
Issues, there are sometimes only one or two key players for certain industries. Independence 
rules, conflicts, and regulations further limit choice, which means that the choice of auditor 
for many companies will be even more limited. Accordingly, we would encourage the CC to 
consider this in further detail. 

1.7 In paragraph 4 of Annex 2, the CC states that its blanket assumption on partner 
salaries, "is conservative and will overstate the level of profitability of the engagements". Rather than 
relying on estimates that some parties have been able to provide, we believe the CC should 
carry out its own estimates of partner salary as these figures form an important element of the 
profitability assessment. In the absence of such independent estimates, it is not clear that the 
CC is able to conclude with any real confidence that its estimates will overstate the level of 
engagement profitability. 

 
2 http://www.competition-commission.org.uk/assets/competitioncommission/docs/2011/statutory-audit-
services/profitability_part_two.pdf, paragraph 44. 


