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Background:
1.
Audit quality is an important element of corporate governance – although it’s unclear whether audit quality and other aspects of corporate governance (e.g. director knowledge and independence) are fundamentally complements or substitutes. 

2.
Notion that audit quality varies systematically across classes of audit firms (now Big 4 vs. non-Big 4) has been a very productive research hypothesis since early 1980’s:

· audit quality = level of assurance (probability that financial statements are fairly stated when an unqualified opinion is given)

· “product differentiation hypothesis” in auditing traces back to work of Dopuch & Simunic (“Competition in Auditing: An Assessment”, 1980 U of Illinois Auditing Research Symposium) and DeAngelo (“Auditor Size & Audit Quality”, JAE, 1981)

3.
Much empirical evidence that Big 4(6)(8) average audit quality > non-Big 4(6)(8) average audit quality:

· Big firms’ audit fees are higher (about 30%?) than non-Big firms’ fees.

· Big firms’ litigation rates are lower (at least in the U.S.) than non-Big firms’ rates (3% vs. 5%?).

· The stock market reacts more strongly (higher earnings response coefficient) to positive unexpected company earnings that are audited by a Big firm rather than by a non-Big firm.

· Companies making initial public offerings of shares experience less underpricing when a Big firm rather than a non-Big firm is associated with the IPO.

· Income increasing discretionary accruals of Big firm clients are lower (about 2% of assets?) than for clients of non-Big firms.

Why Revisit the Issue?
· Profession’s recent problems (e.g. Enron, Worldcom, Arthur Andersen’s failure, etc.) have largely involved the Big firms – not the “lower quality” non-Big firms.

· Firm mergers and AA’s failure reduced the Big firms to only four – while the empirical evidence on audit quality differentiation largely comes from the 1980’s and 90’s (Big 8 and Big 6 eras).  Do four firms behave differently from eight or six firms?

· “Theory” underlying the “quality differentiation hypothesis” in auditing is sketchy and, in parts, controversial.

· There is no direct evidence – based on studies of audit production - of Big firm vs. non-Big firm quality differences.  How (if at all) do Big firm audit processes differ from those of non-Big firms? 

· Big firm audits may not be of higher quality in all contexts (e.g. when litigation risk is low).  What does this imply?

· Is there audit quality differentiation in countries where the Big 4 are not major players?  In such countries, is audit firm size a good proxy for audit quality?

· The audit quality ranking of Big > non-Big firms has always been controversial to (rejected by) most practitioners.

Therefore:
Given the recent problems and changes in the profession, and the many unanswered questions, revisiting this issue seems worthwhile!

Revisit and Critique of “Theory” – D&S

1.
In two conference papers (UCLA and University of Illinois) presented in 1980, Dopuch & Simunic (D&S) argued that audit quality was associated with audit firm reputations or brand names.  Why?

· audit is purchased by management to influence the decisions of financial statement users, but the audit process is not visible to external users

· at a given time and in a given place, an audit firm has a single brand name

· therefore audits by a firm (at a time, in a place) would be of constant quality, plus (probably) random noise:

>
no incentive for client to purchase or auditor to deliver higher quality

>
protection of reputation provides incentive for auditor to deliver expected quality

2.
Empirical evidence (at the time) that audit quality was differentiated across firms:

· Price Waterhouse seemingly charged differentially higher audit fees (in 1970’s in U.S.) than any other firm.

· U.S. market for audits of publicly held companies (with high agency costs from separation of ownership and management) was dominated by Big 8 firms.  (Higher audit quality has value in this context.)

· IPO firms appeared to “seek out” Big 8 firms prior to a share offering.  (Higher audit quality has value in this context).

· Peat Marwick Mitchell (now KPMG) lost significant market share among small U.S. OTC public companies in 1970’s when that firm faced many lawsuits (e.g. National Student Marketing) and was the subject of SEC sanctions. (Auditor reputation is likely most important to small companies.)

Thus, D&S don’t really provide “theory”, but logical arguments together with empirical observations.

Critique of D&S:
· Argument underlying a constant expected audit quality for an audit firm (in a place at a moment in time) is still reasonable, but assumes limited information about an audit.  

· Other credible information about a specific audit  available to users, makes auditor brand name less important.  e.g. audit fees (where disclosed) might also proxy for audit quality.

· Some empirical regularities supporting the notion of higher audit quality by Big firms noted by D&S have changed or have alternative interpretations:

>
PW audit fee premium not subsequently observed, but most subsequent studies find evidence of a Big 8(6)(4) fee premium 

>
Big firm dominance in auditing public companies has increased, but could be driven by economies/efficiencies – not audit quality

>
Demand for Big auditors in IPO context is closely linked to underwriter quality (Big underwriters insist on use of Big auditor) – not a free client choice.

Revisit and Critique of “Theory” – DeAngelo
1.
Two seminal papers in JAE in 1981 (a: “Auditor Independence, ‘Low Balling & Disclosure Regulation” and b: “Auditor Size & Audit Quality”). 

2.
Paper (a) analyzes multi-period (infinite horizon) pricing under perfect competition and concludes that learning &/or transaction costs of auditor change will imply a ‘lowball’ price (below avoidable cost) in first period.  This creates an economic interest in the client (value of incumbency) and quasi-rents (price > avoidable costs) in future periods.

3.
Paper (b) draws on results in (a) combined with arguments in a classic paper by Klein & Leffler (K&L) (JPE, 1981, “The Role of Market Forces in Assuring Contractual Performance”).


K&L problem – under what conditions will wealth maximizing suppliers of a good or service be motivated to honor a commitment to supply a level of product quality > some arbitrary minimum; i.e. when would a promise to deliver such a high quality level be self-enforcing?


K&L assumptions:
· product quality cannot be observed or measured completely prior to contracting

· buyer & seller rely solely on the threat of termination of a business relationship for contract enforcement

· actual quality delivered by supplier is (somehow) discovered after contract execution

· if actual quality < promised quality, all consumers learn this and seller loses all future sales (firm is labeled a “cheater”, no one will buy from it so it must sell its assets for salvage and exit industry)

· after contracting to supply a quality level > minimum, supplier can “cheat” and deliver the minimum.  Therefore a market for high quality products can only develop

when:

Present value (benefits of cheating) < present value (costs of cheating)

K&L argument:

· equilibrium in a market where both base quality and higher quality products are sold, given previous assumptions, requires that there is a quality assuring price, which exceeds the competitive price.

· In such a market equilibrium, excess profits are dissipated because suppliers must purchase firm-specific assets (e.g. reputation) that are non-salvageable.  These assets act as a collateral bond.  So long as suppliers don’t “cheat”, they earn quasi-rents on the firm specific assets sufficient to constitute a normal return.  Conversely, a “cheater” will lose the stream of future quasi-rents.

· A market for higher quality will exist if the PV of quasi-rents potentially lost > PV (benefits of cheating). 

4.
DeAngelo’s argument in paper (b):

· nature of quality differentiation in auditing – difference in probability of “truthful reporting”, given tests performed.  (Alternative is differences in tests performed, which implies differences in probability of detection)

· non-salvageable investment in auditing is the amount of “lowball” (audit fee minus avoidable cost) in period 1

· PV (benefits of cheating) is to retain the quasi-rent stream from a client who wants an auditor to “cheat” and/or collect a specific bribe from the client

· PV (costs of cheating) is the loss of quasi-rent stream from clients who demand “truthful reporting” if cheating is discovered (e.g. through litigation)

· If benefits of cheating are constant across auditors, the ex ante probability of truthful reporting is an increasing function of the sum of quasi-rents earned from all clients, which is positively correlated with audit firm size.

Critique of DeAngelo:

· Focus on aggregate quasi-rents associated with “low-balling” as the collateral bond that supports a quality assuring price creates a mechanical relationship between audit firm size and audit quality.  This is not consistent with empirical evidence that finds only two quality levels (Big vs. non-Big firms) in the market.

· While paper focuses on truthful reporting, it seems that argument can be readily extended to include discovery of material misstatements.

· DeAngelo (a) assumes an infinite horizon (no auditor change), but actual client tenures with clients have been decreasing.  Shorter tenure implies lower aggregate quasi-rents implies lower audit quality. Is this consistent with evidence?

· No distinction between individual audit partners and the audit firm.  Paper does not address the key issue of incentives and controls within audit partnerships (e.g. how do individual partners “trade off” the benefits of client loss &/or personal bribes against the loss of quasi-rents for partnership as a whole?)

Implications of “theory” review:
· Theoretical underpinnings for Big firm audit quality > non-Big firm quality are not strong.  More complete and coherent theory of the linkages between audit quality and audit firms is needed.

· Most papers seem to loosely combine D&S, K&L, and DeAngelo arguments and assume that Big firms have greater reputation investments at risk and/or face differentially greater penalties from litigation than non-Big firms.  This motivates a Big firm to ‘work harder’ than would a non-Big firm in the same circumstances.  Ceteris paribus, more effort implies higher audit quality.

· K&L assumptions suggest that many forces can pressure the audit quality of Big firms:

>
relaxing auditor liability (e.g. 1995 litigation reforms in U.S.) can make ex post discovery of actual audit quality more difficult

>
benefits of cheating may increase (e.g. rents from growing volume of non-audit services)

>
cheating (e.g. allowing earnings management) may become more valuable to clients & users, reducing demand for truthful reporting

Conclusion & issues warranting further research:

· There is good reason for concern that audit quality of Big firms may become (be) no higher than some minimum (e.g. GAAS audit).

· Many issues warrant further research, including:

>
Differential impact of Big firm audits on capital markets (e.g. ERC’s and in IPO context), given the current structure of industry (i.e. Big 4).

>
Audit quality indicators beyond audit firm size and/or firm brand name (e.g. reputation in local markets, litigation risk in local markets, audit fee as a proxy for audit quality).

>
Differences in audit production processes of Big firms vs. non-Big firms (without direct evidence, we cannot distinguish between perceived and actual audit quality differences).

>
Nature and effects of incentives and controls within audit partnerships.

Evidence on differences between production

processes of Big vs. non-Big firms:

· Two recent papers by Blokdijk, Drieenhuizen, Simunic & Stein (BDSS), “Determinants of the Mix of Audit Procedures: Key Factors that Cause Auditors to Change what They Do” and by SSDB, “The Efficiency of Audit Production of Public Accounting Firms”.

· Data come from 113 audits of Dutch companies in manufacturing, merchandising, and non-financial services, performed in 1998-99.

· 67 audits performed by Big 5 firms (3 by AA; 5 by D&T; 32 by E&Y; 3 by KPMG; 24 by PWC).

· 46 audits performed by eight different non-Big 5 Dutch audit firms.

Key findings related to Big 5 vs. non-Big 5:

· After controlling for client characteristics, total audit hours do not differ, on average, between Big 5 and non-Big 5 firms in the sample. 

· There are statistically significant differences in the allocation of effort within an audit by the two groups of firms.

Average percentage of hours by audit phase:
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non-Big 5
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risk assessment
36%
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testing &




completion

64%

72%

· Use of the modern, strategic systems based audit approach induces non-Big 5 firms to significantly reduce their total audit effort, while Big 5 firms allocate more effort to planning & risk assessment, while reducing substantive testing (Note: there are no standards to guide audit production in this area)

· Both Big 5 and non-Big 5 firms significantly reduce their total audit effort when subject to severe time and fee pressure from the client, but magnitude of reduction by non-Big 5 firms is larger, while Big 5 compensate somewhat by increasing substantive testing.

· Big 5 deal with high reliance on client internal controls in “textbook fashion” – increasing planning & risk assessment hours, while reducing substantive testing and total hours.  

In the same situation, non-Big 5 increase planning, risk assessment, substantive testing and total hours.  This makes no sense!

Conclusion:
In this data, the details of audit production are consistent with Big 5 audit quality > non-Big 5 quality --- at least in the Netherlands!

Incentives and controls within audit partnerships:
· There is hardly any research in this area. Normally, we assume “the auditor” is equivalent to the firm, and the audit firm is simply a production function that transforms labor (and other) inputs into output (audit assurance).

· Limited studies (e.g. Trompeter’s 1988 thesis at U. Wisconsin) have investigated partner behavior in “large profit pool” firms (e.g. AA) and “local profit pool” firms (former C&L).  (e.g. Trompeter [AJPT, 1994] finds that partners in “local pool” context are less likely to require a downward adjustment of earnings; Carcello, Hermanson & Huss [AJPT, 2000] find that partners in “local pool” firms are less likely to issue a ‘going concern’ modification for a large client in financial distress).  

· Liu & Simunic (L&S) (“Profit Sharing in an Auditing Oligopoly”) analytically examine how partners in an audit firm can use revenue and liability sharing rules to induce optimal pricing and effort decisions from the firm’s point of view.

· Some analytical results from L&S:

>
Auditor behavior is critically affected by the liability sharing rule.  Rule is used to foster cooperation among partners, and induce an optimal mix of effort by multiple partners in a firm.

>
Revenue sharing among partners is also optimal, otherwise a partner has incentive to price an audit below the firm’s total costs.  

>
When clients differ as to type and require different degrees of partner co-operation (e.g. simple vs. complex clients) the optimal sharing rules will differ by client type.

>
When client type is not contractible (too difficult to measure) audit firms will specialize by client type (e.g. AA in complex clients and KPMG in simple clients?).  In equilibrium, specialist firms who are strategic competitors, gain some monopoly power and earn economic rents.

Conclusion - To understand how real world Big firm auditors behave (will they deliver higher quality?) we must understand the incentive systems and controls operating in their firms!

