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DELOITTE LLP 

RESPONSE TO THE “INITIAL REVIEW OF RELEVANT ACADEMIC 
LITERATURE” 

 

1. INTRODUCTION 

1.1 Deloitte is grateful for the opportunity to respond to the “Initial review of 
relevant academic literature” (the Literature Review) prepared for the 
Competition Commission (CC) by Professor Vivien Beattie. 

1.2 The academic literature relating to the market for the audit of large 
companies – in the UK and more widely – should make an important 
contribution to the CC‟s investigation of this market.   It forms an important 
complement to (although, not a substitute for) well-grounded analysis of the 
views of market participants and data on their activities. 

1.3 It is undeniable that the literature offers multiple different perspectives 
on many issues.  However, it seems clear that the literature which relates to 
the UK, is the most up-to-date, and is empirical in nature, is broadly 
supportive of the perspective on the market that Deloitte has set out to the 
CC.    In this regard, we note the Literature Review prepared for the CC 
clearly acknowledges:  

(a) the multi-dimensional nature of audit quality, which must include 
consideration of different aspects such as technical competence, 
reputation, auditor independence and service quality;  

(b) that high concentration in a market does not necessarily imply the 
existence of market power or a lack of competition.  Rather industrial 
organisation theory recognises that market structure is a function of 
cost and demand, and that concentration in an industry reflects 
efficiencies of scale and scope, such that market concentration is 
driven by the growth of relatively more efficient firms; and  

(c) that theoretical work in the specific context of auditing further 
emphasises that when firms compete on price and quality, high levels 
of concentration do not indicate a lack of competition. 

1.4 In this paper Deloitte sets out comments on a number of the key issues 
raised in the Literature Review, which we have identified in order to assist the 
CC in its review.  

1.5 We urge the CC to take full account of the relevant literature in 
preparing its working papers. In its response to Working Paper 1, Deloitte 
noted that the CC had not reflected much of the contribution from the literature 
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– particularly in relation to the multi-faceted nature of audit quality1.  We urge 
the CC to take this into account in future working papers.  Deloitte will, in turn, 
reflect the contribution of the literature in its responses to the CC‟s working 
papers.   

2. THE IMPORTANCE OF THE LITERATURE TO SOME KEY ISSUES IN THE CC’S 

INVESTIGATION 

Audit quality 

2.1 The effectiveness of competition in the supply of audit services is a 
function of both price and quality considerations. As such, it is crucial in the 
context of this investigation that the CC incorporates in its assessment all 
relevant dimensions of audit quality. 

2.2 As Professor Beattie notes, there are many aspects of audit quality2.  
The oft-quoted definition offered by De Angelo3 “do[es] not represent the 
whole spectrum of audit quality attributes”4. 

2.3 Indeed, the empirical literature (as opposed to that which is purely 
theoretical) strongly supports the wider concept of audit quality– a view which 
Deloitte believes will also be reflected in responses from other market 
stakeholders.  Deloitte draws the CC‟s attention in particular to the following 
papers: 

(a) Beattie, Fearnley and Hines (2011)5, which explains that the key 
stakeholders identify the most important factor in audit quality as 
communication between the auditor and the audit committee; 

(b) Beattie and Fearnley (1995)6, which explains that key stakeholders 
consider that the five most important factors in audit quality are: 

(i) integrity of the audit firm; 

(ii) technical competence of the audit firm; 

(iii) the quality of the working relationship with the audit partner;  

 
1
  See paragraph 2.1 et seq of Deloitte’s response to Working Paper 1. 

2
  Paragraph 2.1.1 of the Literature Review. 

3
  DeAngelo, L.E. (1981), “Auditor size and audit quality”, Journal of Accounting and Economics, 

3(3), pp 93-199. 

4
  Paragraph 2.1.1 of the Literature Review. 

5
  Beattie, V., Fearnley, S. and Hines, T. (2010), “Factors affecting audit quality in the post-SOX UK 

regulatory environment: perceptions of chief financial officers, audit committee chairs and audit 

engagement partners”. 

6
  Beattie, V. and Fearnley, S. (1995), “The importance of audit firm characteristics and the drivers of 

auditor change in UK listed companies”, Accounting and Business Research, Volume 25, pp.227-

239. 
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(iv) the reputation of the firm; and 

(v) the technical competence of the audit partner;  

(c) Carcello et al (1992)7: the five most important factors in audit quality 
are found to be: 

(i) team experience with the client; 

(ii) industry expertise; 

(iii) an audit team that operates to high ethical standards; 

(iv) a partner knowledgeable about the client‟s industry; and 

(v) frequent communication between auditors and management. 

(d) Duff (2004)8, which explains the multiple facets of audit quality 
identified by three of the key stakeholders in the audit relationship – 
audit partner, audit committee chair and investor – and shows how 
inter-related these facets are. 

2.4 It is worth noting also that several of these surveys identified an even 
broader initial set of factors, before then synthesising these for inclusion in the 
empirical analysis.  Carcello et al9, for example, synthesised a list of 41 
factors which contributed to audit quality to reach a list of the 12 most 
significant; Duff undertook initial analysis in relation to 56 attributes; and an 
earlier paper (not included in the Literature Review) by Mock and Samet10 
analysed the relevance of 100 factors, which they then synthesised to 32.  
These papers clearly indicate the multi-dimensional nature of quality in an 
audit context. 

2.5 Although not an academic paper as such, a document that Professor 
Beattie rightly draws attention to in the Literature Paper is the FRC‟s 2008 
Audit Quality Framework (the Framework).  The Framework groups 26 
indicators of quality to five main drivers of quality: 

(a) the culture within an audit firm; 

 
7
  Carcello M.V., Hermanson D.R. and McGrath H.T. (1992), “Audit quality attributes: the 

perceptions of audit partners, preparers and financial statement users”, Auditing: A Journal of 

Practice and Theory, Volume 11 (1), pp.1-5. 

8
  Duff, A. (2004), “Auditqual: Dimensions of Audit Quality”, Institute of Chartered Accountants in 

Scotland. 

9
  Carcello M.V., Hermanson D.R. and McGrath H.T. (1992), “Audit quality attributes: the 

perceptions of audit partners, preparers and financial statement users”, Auditing: A Journal of 

Practice and Theory, Volume 11 (1), pp.1-5. 

10
  Mock, T.J. and Samet, M. (1982), “A multi-attribute model for audit evaluation”, Proceedings of 

the VI University of Kansas Audit Symposium.  This paper is referred to in Duff (2004) (see 

footnote 8 above), but we have not been able at this stage to source the full article. 



 

 Page 6 

(b) the skills and personal qualities of audit partners and staff; 

(c) the effectiveness of the audit process; 

(d) the reliability and usefulness of audit reporting; and 

(e) factors outside the control of the auditors.   

2.6 As the CC recognised in Working Paper 1, the Framework “aim[s] to 
assist companies in evaluating audit proposals, audit committees in 
undertaking annual assessments of the effectiveness of external audits, all 
stakeholders in evaluating the policies and actions taken by audit firms to 
ensure that high quality audits are performed, and regulators when 
undertaking and reporting on the monitoring of the audit profession”11. 

2.7 Given the significance of the Framework (and of the other indicators of 
audit quality set out in the literature and mentioned above), it is regrettable 
that so few of these factors were captured by the CC‟s questionnaire for its 
telephone survey.  At Annex 1 we set out the indicators identified in the 
Framework, and note those few indicators which do feature in the CC‟s 
questionnaire.  The CC should bear in mind the additional features which the 
FRC‟s structure indicates that market participants take into account when it 
makes an assessment of the significance of the results of its survey. 

Audit fees and competition 

2.8 Deloitte believes that audit fees in the UK are highly competitive.  
Furthermore, its analysis has shown that there is no statistically significant 
relationship between market concentration and audit fees12. Deloitte notes 
that the public dataset that is currently being collected will allow for a thorough 
empirical investigation of the drivers of audit fees and looks forward to 
engaging with the CC on the analysis that it undertakes with this data.  

2.9 The lack of a relationship between market concentration and audit 
pricing is supported by the literature, as is the view that there is no evidence 
of anticompetitive pricing in the UK: 

(a) Abidin et al (2010)13,  an up to date study which concludes that there is 
“no evidence to indicate that recent structural changes have resulted in 
anticompetitive pricing” in the UK listed company audit market; 

 
11

  Paragraph 4.5 of Working Paper 1 and page 1 of the Framework. 

12
  The Literature Paper notes the 2006 Oxera study of audit market concentration and fees; Deloitte 

has demonstrated that this study is based on poor quality data and is methodologically flawed.  See 

Deloitte’s paper on Audit Market Pricing, submitted to the CC on 27 February 2012. 

13
  Abidin, S., Beattie, V. and Goodacre, A. (2010), “Audit market structure, fees and choice in a 

period of structural change: evidence from the UK 1998-2003”, British Accounting Review 42(3), 

pp 187-206. 
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(b) Beattie et al (2003)14, which concludes that there is “little evidence to 
suggest that previous increases in concentration [prior to the exit of 
Andersen] have reduced competitiveness in the market”; and 

(c) Evans and Schwartz (2011)15, which concludes that the introduction of 
the Sarbanes Oxley Act has been a much more important feature in 
audit pricing than any lack of competition. 

Audit committee engagement 

2.10 Deloitte believes that, nowadays, audit committees (and, in particular, 
audit committee chairs) can be expected to be highly engaged in the audit 
process.   This makes for an important caveat on the view noted by Professor 
Beattie that the audit service is “not generally observable to outsiders”; this is 
no longer true with respect to audit committees (to the extent that it ever was), 
nor indeed for management and finance function within the company, who are 
similarly heavily engaged in the audit process. 

2.11 This is well-supported in the most up-to-date literature.  In particular, 
the CC will note: 

(a) Beattie, Fearnley and Hines (2011)16, which finds that “audit committee 
chairs are fully engaged with the financial reporting process”17 and that 
corporate governance changes “have changed the power relations 
between the key parties: the audit committee chair (and audit 
committee) have gained power on accounting matters at the expense 
of the CFO and audit engagement partner”18;  

(b) Braswell et al (2012)19, another recent study (in a US context) which 
concludes that audit committee engagement has significantly increased 
following the introduction of the Sarbanes Oxley Act.  The Sarbanes 
Oxley Act has also had a significant impact (both directly and indirectly) 
on audit committee practice in the UK; and 

 
14

  Beattie, V., Goodacre, A. and Fearnley, S. (2003), “And then there were four: a study of UK audit 

market concentration”, Journal of Financial Regulation and Compliance, 11(3), pp 250-265. 

15
  Evans, L. and Schwartz, J. (2011), “Was it market power or Sarbanes-Oxley?  An analysis using 

the workhorse audit fee model and panel data techniques”, submitted to the Competition 

Commission on 9 December 2011. 

16
  Beattie, Fearnley and Hines, “Reaching key financial reporting decisions: how directors and 

auditors interact”, ICAEW, 2011. 

17
  Ibid, page 8. 

18
  Ibid, page 9. 

19
  Braswell, M., Daniels, R.B.,  Landis, M. and Chang, C-C., (2012) “Characteristics of Diligent 

Audit Committees”, Journal of Diligent Audit Committees, Volume 10, Number 4, pp 191-205.  

This paper is not included in the Literature Review but is noted in Annex 2 below. 
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(c) Beasley et al (2009)20, a slightly older study in a US context which finds 
that “the external auditor is heavily involved in audit committee 
meetings” and that “there often is significant contact between the audit 
committee chair and the auditor outside of meetings”. 

Provision of non-audit services 

2.12 Literature on the effect of the provision of non-audit services commonly 
suffers from the fact that it studies a period prior to the market developments 
that followed the introduction of the Sarbanes Oxley Act.  As a direct or 
indirect result of the introduction of Sarbanes Oxley Act, the provision of non-
audit services to audit clients has declined markedly over the past few years.  

2.13 Furthermore, companies are today very selective about which non-
audit services they obtain from their auditor (although they have made it clear 
that they wish to retain the flexibility to do so where appropriate). 

2.14 However, it is nonetheless worth noting that there is some post 
Sarbanes Oxley literature.  This literature generally indicates that there is no 
evidence that there has been any distortion in the provision of audit services – 
either in terms of quality or price – caused by the provision of non-audit 
services to audit clients: 

(a) Asare et al (2005)21, which found that the potential to provide non-audit 
services did not distort auditors‟ client acceptance decisions; 

(b) Beattie, Fearnley and Hines (2009)22, which concludes that “the 
academic evidence has not found a systematic link between levels of 
NAS and factors undermining the quality of financial reporting or 
auditing”; and 

(c) Hay (2011)23, which finds that there is no evidence that audit firms 
price their audit services lower in order to obtain higher non-audit fees. 

2.15 Moreover, the literature also indicates that there is no audit quality 
detriment occasioned by the provision of non-audit services to audit clients: 

(a) Krishnan, G.V., Visvanathan, G., Yu, W. (2012)24, which finds that 
investors appear to place a higher value on the knowledge spillover 

 
20

  Beasley, Carcello, Hermanson and Neal, “The audit committee oversight process”, Contemporary 

Accounting Research, Volume 26(1), 2009, pp65-122. 

21
  Asare, S., Cohen, J. and Trompeter, G. (2005), “The effect of non-audit services on client risk, 

acceptance and staffing decisions”, Journal of Accounting and Public Policy, 24(2), pp 489-520. 

22
  Beattie, V., Fearnley, S. and Hines, T. (2009), “The impact of changes to the non-audit services 

regime on financial directors, audit committee chairs and audit partners of UK listed companies”, 

ICAEW. 

23
  Hay, D. (2011), “Further evidence in audit fee research”, available from SSRN. 
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gained from the provision of certain non-audit services than on any 
independence concerns occasioned by the provision of non-audit 
services; and 

(b) Larker, D.F. and Richardson, S.A. (2004)25, which finds that higher 
non-audit (and audit) fees are positively related to a lower rate of 
unusual accrual behaviours by companies (which is taken as a proxy 
for audit quality). 

3. ADDITIONAL LITERATURE 

3.1 While the Literature Review sets out an extensive list of relevant 
papers, we are aware of certain additional papers, which we set out in Annex 
2 for the CC‟s benefit. 

 
24

  Krishnan, G.V., Visvanathan, G., Yu, W. (2012), “Do auditor-provided tax services impair the 

value relevance of earnings?”, 2012 American Taxation Association Midyear Meeting, available 

from SSRN.  This paper is not included in the Literature Review but is noted in Annex 2 below. 

25
  Larker, D.F. and Richardson, S.A. (2004), “Fees paid to audit firms, accrual choices and corporate 

governance”, Journal of Accounting Research, Volume 42, Number 3, pp 625-658. This paper is 

not included in the Literature Review but is noted in Annex 2 below.   
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ANNEX 1 

QUALITY FACTORS IDENTIFIED BY THE FRC AND THOSE CAPTURED 
IN THE CC’S TELEPHONE SURVEY 

Driver Indicators Included in the CC’s 
telephone survey (A7) 

The culture within 
the audit firm 

The culture of an audit firm is likely to provide 
a positive contribution to audit quality where 
the leadership of an audit firm: 

 Creates an environment where 
achieving high quality is valued, 
invested in and rewarded. 

 

  Emphasises the importance of „doing 
the right thing‟ in the public interest and 
the effect of doing so on the reputation 
of both the firm and individual auditors. 

 

  Ensures partners and staff have 
sufficient time and resources to deal 
with difficult issues as they arise. 

 

  Ensures financial considerations do not 
drive actions and decisions having a 
negative effect on audit quality. 

 

  Promotes the merits of consultation on 
difficult issues and supporting partners 
in the exercise of their personal 
judgement. 

 

  Ensures robust systems for client 
acceptance and continuation. 

 

  Fosters appraisal and reward systems 
for partners and staff that promote the 
personal characteristics essential to 
quality auditing. 

 

  Ensures audit quality is monitored within 
firms and across international networks 
and appropriate consequential action is 
taken. 

Consistency across global 
delivery 

   

The skills and 
personal qualities 
of audit partners 
and staff 

The skills and personal qualities of audit 
partners and staff are likely to make a 
positive contribution to audit quality where: 

 Partners and staff understand their 
clients‟ business and adhere to the 
principles underlying auditing and 
ethical standards. 

 

                                          
Ability to detect mis-
statements in your accounts  

  Partners and staff exhibit professional 
scepticism in their work and are robust 
in dealing with issues identified during 
the audit. 

High degree of challenge by 
auditor 

  Staff performing detailed „on-site‟ audit 
work have sufficient experience and are 
appropriately supervised by partners 
and managers. 
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Driver Indicators Included in the CC’s 
telephone survey (A7) 

  Partners and managers provide junior 
staff with appropriate „mentoring‟ and 
„on the job‟ training. 

 

  Sufficient training is given to audit 
personnel in audit, accounting and 
industry specialist issues. 

 

   

The effectiveness 
of the audit 
process 

An audit process is likely to provide a positive 
contribution to audit quality where: 

 The audit methodology and tools 
applied to the audit are well structured 
and: 

 

  Encourage partners and managers to 
be actively involved in audit planning. 

 Provide a framework and procedures 
to obtain sufficient appropriate audit 
evidence effectively and efficiently. 

 Require appropriate audit 
documentation. 

 Provide for compliance with auditing 
standards without inhibiting the 
exercise of judgement. 

 Ensure there is effective review of 
audit work. 

 Audit quality control procedures are 
effective, understood and applied. 

 

The efficiency of the audit 
process  
 

  High quality technical support is 
available when the audit team requires 
it or encounters a situation it is not 
familiar with. 

 

  The objectives of ethical standards are 
achieved, providing confidence in the 
integrity, objectivity and independence 
of the auditor. 

 

  The collection of sufficient audit 
evidence is not inappropriately 
constrained by financial pressures. 

 

   

The reliability and 
usefulness of 
audit reporting 

Audit reporting is likely to provide a positive 
contribution to audit quality where: 

Reliability and usefulness of 
the audit report  

  Audit reports are written in a manner 
that conveys clearly and unambiguously 
the auditor‟s opinion on the financial 
statements and that addresses the 
needs of users of financial statements in 
the context of applicable law and 
regulations. 

 

  Auditors properly conclude as to the 
truth and fairness of the financial 
statements. 

 



 

 Page 12 

Driver Indicators Included in the CC’s 
telephone survey (A7) 

  Communications with the audit 
committee include discussions about: 

 The scope of the audit. 

 The threats to auditor objectivity. 

 The key risks identified and 
judgements made in reaching the 
audit opinion. 

 The qualitative aspects of the entity‟s 
accounting and reporting and 
potential ways of improving financial 
reporting. 

 

 

 

Ability to offer value added 
services  

   

Factors outside 
the control of 
auditors 

Factors outside the control of auditors which 
are likely to make a positive contribution to 
audit quality include: 
 

 An approach to corporate governance 
within the reporting entity that attaches 
importance to corporate and financial 
reporting and to the audit process. 

 

  Audit committees that are active, 
professional and robust in dealing 
with issues identified during the audit. 

 

  Shareholders that support auditors, 
where appropriate, thereby increasing 
the likelihood that directors and 
management will comply with their 
obligations in relation to the preparation 
of reliable financial statements. 

 

  Reporting deadlines that allow the 
opportunity to carry out an audit 
without undue reliance on work 
performed before the end of the 
reporting period. 

 

  Appropriate agreed arrangements for 
any limitation of liability. 

 

  An audit regulatory environment that 
focuses on the drivers of audit quality. 
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ANNEX 2 

ADDITIONAL LITERATURE 

 

Audit quality and fees 

Reference Relevance 

Cosgrove, S. and Niederjohn, S. (2006), 
“The Effects of Sarbanes-Oxley on the 
Public Accounting Industry”, Journal of 
Business Strategies, Number 25, pp 31-
52 
 

 Considers evidence of increased audit fees 
as a result of changes in the legal 
environment.  

 Finds evidence of fee increases across all 
audit firms, with the magnitude of Big 4 fee 
increases not statistically different from non-
Big 4 audit firms.  

Kallapur, S., Sankaraguruswamy, S. 
and Zang, Y. (2010), “Audit Market 
Concentration and Audit Quality”, 
Working Paper, available from SSRN 
 

 Considers the relationship between 
concentration of the audit market and audit 
quality. 

 Finds evidence that increased competition in 
the audit market may be associated with 
lower audit quality. 

Krishnan, G. (2003), “Does Big 6 auditor 
industry expertise constrain earnings 
management?”, Accounting Horizons, 
Volume 17, pp 1-16 
 

 Considers the impact of industry expertise on 
audit quality. 

 Finds evidence that an auditor‟s industry 
expertise is likely to moderate accruals-based 
earnings management, consistent with a view 
that specialist industry knowledge is likely to 
increase audit effectiveness and credibility.  

Myers, J.N., Myers, L.A.  and Omer, 
T.C. (2003), “Exploring the Term of the 
Auditor-Client Relationship and the 
Quality of Earnings: A Case for 
Mandatory Audit Rotation?”, The 
Accounting Review, Volume 78, 
Number 3, pp 779-799   

 Considers evidence on the relationship 
between auditor tenure and earnings quality.  

 Suggests earnings quality generally higher 
with longer auditor tenure.  
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 Audit committee and corporate governance 

Reference Relevance 

Braswell, M., Daniels, R.B.,  Landis, M. 
and Chang, C-C., (2012) 
“Characteristics of Diligent Audit 
Committees”, Journal of Business and 
Economics Research, Volume 10, 
Number 4, pp 191-205 

 Considers levels of diligence displayed by 
audit committees and the characteristics 
associated with high levels of diligence. 

 Finds significantly higher levels of diligence in 
the post-Sarbanes Oxley Act period 

Lennox, C.S., “Opinion Shopping and 
Audit Committees” (2002), available 
from SSRN 
 

 Considers audit committee reaction to opinion 
shopping by companies. 

 Finds that that audit committees are more 
likely to disapprove of auditor changes that 
are motivated by opinion shopping and that 
this is consistent with the argument that audit 
committees help to maintain the integrity of 
the audit process. 

 

Non-audit services 

Reference Relevance 

Krishnan, G.V., Visvanathan, G., Yu, W. 
(2012), “Do auditor-provided tax 
services impair the value relevance of 
earnings?”, 2012 American Taxation 
Association Midyear Meeting, available 
from SSRN 
 

 Considers whether investors ascribe a lower 
value to companies which obtain tax services 
from their auditor.   

 Finds that investors in fact ascribe a higher 
value to such companies, and a lower value 
to companies which switch tax services from 
the auditor to another provider. 

Larker, D.F. and Richardson, S.A. 
(2004), “Fees paid to audit firms, 
accrual choices and corporate 
governance”, Journal of Accounting 
Research, Volume 42, Number 3, pp 
625-658 
 

 Revisits older literature which suggested that 
a high level of earnings accruals (taken as a 
proxy for lower audit quality) was positively 
associated with fees paid to the auditor for 
non-audit services.   

 Finds that by deploying more up to date 
econometric techniques, the opposite effect 
may be observed  Concludes that results are 
most consistent with auditor behaviour being 
constrained by the reputation effects 
associated with allowing clients to engage in 
unusual accrual choices. 

 

 

 


