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ABSTRACT

This paper provides theoretical background and literature review on the audit quality (AQ),
dealing with the questions of AQ definition and measurement, and whether Big 4 auditors
provide higher AQ than non-Big 4 auditors. Accounting standards require a high-quality
financial reporting system to provide decision-useful information that is relevant, and faithfully
represents underlying economic reality of the firm's activities and its financial condition. Both
academics and practitioners agree that an essential feature of the financial reporting process
is financial reporting quality (FRQ), but still there is no consensus on its definition and
meaning. FRQ is commonly described as a function of AQ, the quality of the firm's financial
reporting system which maps its underlying economics into financial reports, and its innate
characteristics which determine its underlying economics. However, there is also no consensus
on definition and measurement of AQ because the amount of assurance provided by auditors is
unobservable. The contribution of this paper is the review of the most relevant AQ measures
and discussion on their advantages and disadvantages. Although most of the previous research
deals with the output-based proxies on the auditor supply side, recently, the focus has turned
to input-based proxies on the client demand side, such as audit fees and auditor size. Thus, this
paper additionally deals with homogeneity of audit quality across audit firms, i.e.,
reconsidering whether large audit firms deliver higher audit quality, as signalled by their
reputation and by the "deep-pockets” hypothesis. However, the arguments why smaller audit
firms could provide comparable audit quality will be debated, and strengths and weaknesses
when engaging Big N or non-big N auditors will be listed.

Keywords: audit quality, Big N auditor, financial reporting quality

1. INTRODUCTION

The importance of financial reporting quality is well acknowledged by academics, standard
setters, and market regulators striving to develop appropriate accounting standards and
corporate governance framework. According to IASB (2018), a high-quality financial reporting
system should provide useful information to capital providers and other stakeholders, which is
relevant and faithfully represents the underlying economic reality of the company in making
investment, credit, and similar resource-allocation decisions. The crucial element of the
financial reporting process is the financial reporting quality (FRQ), but the problem is that there
is still no consensus on its definition and meaning. FRQ is commonly described as a function
of audit quality (AQ), the quality of the firm's financial reporting system which maps its
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underlying economics into financial reports, and its innate characteristics which determine its
underlying economics. The additional difficulty is no consensus on the definition and
measurement of AQ because the amount of assurance provided by auditors is unobservable.
Although the FRQ topic is always actual, it becomes especially relevant when corporate
scandals, like the Agrokor Group scandal in Croatia, occur. In 2015, with nearly 60,000
employees and sales revenue of €6.5 bn, Deloitte (2016) ranked the Agrokor Group in the
eleventh place of largest overall company in Central Europe according to its” CE TOP 500
ranking. By the end of 2016, after the scandal, a financial audit of Agrokor undertaken by PWC
and commissioned by the extraordinary administration revealed different accounting
irregularities that have vastly overstated Agrokor's financial results as reported in the
Consolidated Annual Report of Agrokor Group for 2016!. In the first part, the paper reviews
the most relevant AQ measures, discussing the auditor size proxy as a commonly used input-
based measure on the client demand side. Next, after describing the single-country setting and
its specificities, an extensive review of the relevant previous research in Croatia is presented.
The paper ends with concluding remarks.

2. AUDIT QUALITY MEASUREMENT

The AQ is the most commonly defined as the joint probability that an existing material error is
detected and reported by an auditor (DeAngelo, 1981). The problem for empirical research is
that AQ and FRQ are often inseparable in terms of observable financial reporting outcomes
because researchers are limited to proxy both variables with quality measures based on audited
financial statements only. However, according to Gaynor et al. (2016), FRQ and AQ are distinct
constructs, and research can provide more significant insights into each if it recognizes the
distinctions between them. In principle, an audit is supposed to improve FRQ. However, it is
unclear which earnings attributes are considered by auditors as an indication of high FRQ. In
his recent statement, International Federation of Accountants (IFAC) CEO Kevin Dancey
emphasized that high-quality audits are the backbone of the global financial system and called
to “collect, analyze, and publish more and better data — both aggregate and granular —on audit
quality with the goal of enhancing transparency and promoting higher audit quality” (IFAC,
2020). While it is likely that low pre-audit FRQ will remain low if AQ is not sufficiently high,
it is not likely that high FRQ will deteriorate if AQ is low. The reason is that auditors probably
will not make adjustments to financial statements if they are not materially misstated in order
to downgrade the quality of fairly presented financial statements, even if AQ is low. On the
other hand, if AQ is low and pre-audit FRQ is low due to earnings management, audit
adjustments will not improve FRQ. Moreover, the risk of giving a false positive opinion on
audited financial statements in such a situation increases. Nowadays, the use of terms AQ and
FRQ has been extended broadly, and continual attempts at refining the analyses, usually
revealing considerable inventiveness and more sophisticated methodology, characterize these
researches. In their overview of AQ indicators, FEE (2016) classifies measures as (1)
mandatory, rules-based, or more flexible, principles-based; (2) qualitative or quantitative; and
(3) whether their reporting is made public - meaning that all the key stakeholders may assess
them, or kept private for audit committee use only. However, researchers generally classified
AQ proxies as input-based or output-based measures. Output-based attributes focus on the
supply-side factors and measure the level of audit quality of the audit process’ outputs. On the
other hand, input-based attributes analyze the effects of demand-side factors, i.e., from the client
side, who must choose AQ based on observable inputs. An extensive overview of AQ
measurement proxies can be found in the work of DeFond and Zhang (2014), Lennox et al.
(2016), and Rajgopal et al. (2021).

! For more details on the type and amounts of accounting misstatements, see: https://www.agrokor.hr/en/news/audit-findings-
for-fy-2016-consolidated-group-and-agrokor-d-d/
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In their papers, those authors provide a framework for choosing adequate proxies and how to
interpret them. However, DeFond and Zhang (2014) conclude that no single measure can not
reflect the complete picture of AQ and recommend that researchers use multiple proxies from
different categories to take advantage of their strengths and attenuate their weaknesses, if
possible. Furthermore, it should be noticed that some AQ measures like accrual quality (total
accruals) or benchmark beating (small profits) can be commonly found in literature dealing
with FRQ. The objective evaluation of AQ is further complicated by the need to understand the
context — i.e., the perspective from which audit quality is assessed. Classification and most
relevant AQ proxies are presented in the picture below.

audit fees
audit firm type

new client
auditor tenure

INPUT-BASED

AUDIT QUALITY

MEASURES
total accruals

small profits
restatements
going concern opionion

OUTPUT-BASED g

Figure 1: Classification of AQ proxies
(Source: Author’s adoption according to DeFond and Zhang (2014), Lennox et al.(2016), and
Rajgopal et al. (2021))

Although most of the previous research deals with the output-based proxies on the auditor
supply side, recently, the focus has turned to the client demand side and input-based proxies,
such as audit fees and auditor size. However, the direction of the auditor size variable’s
influence on AQ remains a controversial issue. Auditor size proxy is commonly defined as a
dichotomous variable of Big N and non-Big N auditors, and most of the literature on this topic
suggests that Big N audit firms provide higher AQ than non-Big N auditors. This Big N effect
is usually explained by the reputation hypothesis and the “deep-pockets™ hypothesis. DeAngelo
(1981) argues that a single client is not so important for large audit firms, while if they misreport
for that single client, they can lose their reputation and entire clientele. Moreover, large audit
firms are incentivized to lower litigation risk and protect their reputation because of their heavy
spending on building their brand names and their “deep pockets” (Simunic & Stein, 1987). The
recent findings of Lennox and Lee (2020) offer an alternative explanation that the Big N
auditor’s clients are less likely to misreport and, consequently, are less likely to be sued. In their
work, they examined the frequency of lawsuits against audit firms on a large sample of
accounting lawsuits that allege financial reporting failures. Results show that Big N auditors
are significantly less likely to be sued than non—Big N auditors, but the payouts from auditors
are significantly larger when the auditor is a Big N firm rather than a non—Big N firm. On the
other hand, when clients are sued, the payouts are smaller in the presence of a Big N auditor.
Nevertheless, Francis (2004) points to the troubling aspect of this line of research. An
alternative explanation may be that companies with high FRQ are more likely to select Big N
auditors.
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Thus, it is not that high AQ improves the quality of clients’ financial statements; rather, it may
simply be that companies with high-quality financial statements select high-quality auditors.
On the contrary, there are also some arguments why smaller audit firms could provide
comparable AQ. According to Lawrence et al. (2011), both types of auditors are held to the
same regulatory framework and professional standards, so the level of AQ should be
comparable. Besides, non-Big N auditors are usually city specialists or industry specialists and
have superior knowledge of the local markets and better relations with their clients, enabling
them to detect irregularities better and improve AQ (Rajgopal et al., 2021). Also, the research
should control for clients’ differences between Big N and non-Big N auditors. For example,
Lawrence et al. (2011) findings suggest that differences in audit quality proxies between Big-4
and non-Big 4 auditors largely reflect client characteristics, especially client size. Despite these
results, Lawrence et al. (2011) emphasized that their study has not resolved the question of the
Big N effect, although they encourage other researchers to explore alternative methodologies
that separate client characteristics from audit-quality effects. DeFond et al. (2017) stated that
the absence of a Big N effect would overturn a large body of the literature and question the
basic understanding of the fundamental drivers of audit quality.

3. LITERATURE REVIEW ON CROATIAN COUNTRY-SPECIFIC RESEARCH

A significant number of research studies dealing with different aspects of AQ can be found in
literature. However, given the single-country setting and its specificities, observed results may
be country-specific driven by the differences in the measurement of variables and
methodological approach. Aljinovi¢ Bara¢ and Bili¢ (2021) describe Croatia as a macro-based
accounting system with an underdeveloped capital market, and point out that FRQ and
information disclosure practices of these countries differ in comparison to capital market-
oriented economies. They explain it by the influence of various economic, social, and political
factors, like the legal system, stage of economic growth and development, ownership, activities
of enterprises, etc. Thus, previous relevant research on AQ in Croatia is presented in more
detail. The beginnings of the auditing profession in Croatia date to early 1990s, as a result of
communism's fall and transition from a centrally-planned to an open market economy, along
with the emergency of the capital market. The main drivers of the development of AQ were the
requirements to align regulation with EU acquis communautaire to join the EU in 2013, and
oversight of the statutory audit. However, the litigation risk against the auditors that may impact
both FRQ and AQ is relatively low. One of the pioneering works of Vuko (2010) analyzed the
audit market structure in Croatia to find out whether mergers and dissolutions in the audit
markets have raised the level of concentration, thereby leading to reduced competition, and
found that the audit market in Croatia is moderately concentrated. Sever Mali§ and Brozovi¢
(2015) findings reveal that such a trend continues, so the audit market for listed companies is
moderate to highly concentrated, with a decrease in 2013 compared to 2008. In addition, the
authors identify significant and positive relations between audit firm type and client size, which
confirms that larger companies tend to choose Big N auditors. Bili¢ (2016) examined the
relation between AQ and FRQ, using the voluntary disclosure ratio to measure FRQ and audit
firm type to approximate AQ. Results show that Big N auditor clients have better FRQ as they
voluntarily disclose more information in annual report than non-Big N auditor clients. To the
extension of this research, Aljinovi¢ Bara¢ and Bili¢ (2021) determined the level of FRQ in
listed companies in Croatia and identified company characteristics that affect it. Authors apply
the M5 algorithm to identify the factors that influence the FRQ and find differences depending
on the type of auditor. Aljinovi¢ Bara¢ et al. (2011) investigated the association between
companies' characteristics and their auditor choice decision to determine whether companies
with better financial performance select auditors of higher quality, as indicated by their
reputation.
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Namely, a multinomial logistic regression is applied to test this association and the obtained
results indicate that highly profitable companies owned by foreign investors with a low level of
financial leverage and a high level of total accruals are more likely to select large audit firms.
Contrary, small, non-profitable, highly leveraged companies owned by a government or private
domestic entities/individuals are more likely to select small audit firms. Finally, it is important
to stress that a significant limitation in researching this topic in Croatia is the relatively shallow
and illiquid capital market. Namely, regulated market of the Zagreb stock exchange (ZSE)
consist of three market segments: Prime, Official and Regular market. Initial listing
requirements and ongoing obligations are more extensive for companies listed on the Official
and the Prime Market than on the Regular market. The essential problem is that, by the end of
2020, 72% or 66 companies are listed on the Regular market, twenty companies are listed on
the Official Market, and six companies only are listed on the Prime Market (OECD, 2021). At
the same time, the crucial advantage for research on the Croatian institutional framework is the
legal requirement for capital market issuers to report both unaudited and audited annual
financial reports publicly. As Aljinovic Barac et al. (2017) noticed, financial reporting
transparency in Croatia has increased significantly since 2008 when the new Capital Market
Act came into force, and the publicly available Register of Annual Financial Reports was
established. According to article 468 of the Capital Market Act (2018), the issuer of shares who
has its registered office in the Republic of Croatia and whose shares are admitted to a regulated
market should publish its quarterly financial report for the 4™ quarter as soon as possible, but
at the latest within sixty days. Additionally, ZSE requires issuers to make their audited annual
financial statements public at the latest four months after the end of each financial year.
Therefore, unaudited and audited annual financial statements for each company may be paired
and compared.

4. CONCLUSION

This paper provides theoretical background and literature review on the AQ, dealing with the
questions of AQ definition and measurement and whether Big N auditors provide higher AQ
than non-Big N auditors. By giving the example of Croatia's single-country setting and its
specificities, the authors explain why observed results may be country-specific, driven by the
differences in the measurement of variables and methodological approach. Also, an extensive
review of the most influential research and previous relevant research in Croatia is presented.
Following recent trends, authors focus on auditor size as an input-based proxy of AQ. They
reconsider whether large audit firms deliver higher audit quality, as signaled by their reputation
and the "deep-pockets" hypothesis, and whether smaller audit firms can provide comparable
audit quality to big ones. Finally, it can be concluded that AQ remains controversial construct
both to define and measure because the amount of assurance provided by auditors is
unobservable. Researchers are continuously dealing with the questions of what audit quality
means, how it could be defined and how it could be measured. Nevertheless, this issue should
be emphasized among all relevant stakeholders, especially regulators, oversight bodies,
professional bodies, and audit firms. Even though it is hard to find a common approach to
measuring AQ, relevant bodies worldwide should unite efforts and construct a unique measure
of AQ acceptable to all of them. Last but not least problem for empirical research is the
inseparability of AQ and FRQ in terms of observable financial reporting outcomes, so it is
crucial to disentangle the effect of AQ on FRQ.
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