 4.4 Discussion of the Results

The test variable CONCEN is a direct measure of within-Big Four competition, and the interpretation of the results is straightforward.  Less competition within the Big Four group reduces the incentives of these firms to deliver what the U.S. Treasury (2008, p. VIII: 2-3) refers to as “high-quality and innovative auditing services.” Thus our tests provide evidence that market concentration within the Big Four group impairs audit quality which is consistent with the general concerns that have been expressed about the negative consequences of audit market concentration (Oxera 2006; Oxera 2007; U.S. Treasury 2008).
How do we interpret the findings that the quality of Big Four audits actually increases when the Big Four have a larger market share relative to non-Big four auditors?  Here is a possible explanation.  When the Big Four market share in a country is large, there is less competition from potentially “lower quality” non-Big 4 auditors, which means that Big Four auditors do not have to compete on price which in turn would lower quality.  In other words, high quality audits by the Big Four firms are not compromised by the threat of significant competition from non-Big Four firms.  In this setting we would also expect a “flight from quality” for those companies that elect to use a non-Big Four auditor; that is, there will be a demand for low quality by the minority of firms that seek out non-Big Four auditors.

In contrast when the Big Four market share in a country is smaller, the Big Four auditors will have to compete more directly with non-Big Four auditors on price with the result that audit quality will be lower.  In this setting, low quality is more likely to drive out high quality audits, with the consequence that there is less difference in the audit of a Big Four versus non-Big Four accounting firm.

We undertake an additional analysis which is consistent with this conjecture.  To do this we re-estimate the models in Tables 4-6 by adding the clients of non-Big Four auditors to the sample.  In addition, we add an indicator variable for observations with a Big Four auditor, and interact this variable with B4SHARE.  These tests show that the coefficients on the Big Four dummy and B4SHARE are generally insignificant, but the interaction term is always significant and indicates higher earnings quality of Big Four clients in countries with a larger Big Four market share.  In other words, when the Big Four market share is small, there is no difference in a Big Four and non-Big Four audit; however, as the Big Four market share increases, the quality of Big Four audits improves relative to the non-Big Four.  This complements Francis and Wang (2008) who document that differential Big Four audit quality emerges only when a country’s investor protection regime becomes stronger.   Our results suggest that, in addition, Big Four audit quality is a function of the overall Big Four market share in a country and what this implies with respect to the effects of non-Big Four competition on audit quality.

