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ABSTRACT

This dissertation focuses on the globalization of audit markets. In particular, this
dissertation is studying the entry of the Big Four accounting firms into India post-economic and
political reforms of the early 1990s. The dissertation is comprised of three separate, but related
studies. Each study appeals to prior research in accounting and related disciplines to examine the
entry of the Big Four accounting firms in India. The first study appeals to audit market and
economic research on incumbent pricing to examine ways in which local accounting firms in
India adapted to the competition introduced by the Big Four accounting firms. The second study
is an account of the change in the organizational field of the Indian accounting profession caused
by the entry of the multinational accounting firms from 1990 to 2005 from a social
constructionist perspective using the model of nonisomorphic change. The third study examines
the change in the Indian accounting profession from 1990 to 2005 caused by the entry of the Big
Four accounting firms in India from a critical perspective. It appeals to the theories of
globalization to examine the change. Taken together, these studies attempt to provide the Big
Four accounting firms useful information about the pricing strategies likely to be faced by them
from local accounting firms in a new market, provide insights into the multiple roles played by
professional associations in the process of radical change in the organizational field, and
emphasize that globalization of accounting markets has not been accompanied by a level playing

field for the local accounting profession in the globalized markets.
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CHAPTER ONE: GENERAL INTRODUCTION

This dissertation focuses on the globalization of audit markets. In particular, this
dissertation is studying the entry of the Big Four accounting firms into India post-economic and
political reforms of the early 1990s. The dissertation is comprised of three separate, but related
studies. Each study appeals to prior research in accounting and related disciplines to examine the
entry of the Big Four accounting firms in India. Each study is discussed separately in the

following three sub-sections.

Study One:
Incumbent Pricing Response: Evidence of the entry of the Big Four accounting firms in
India

The first study appeals to audit market and economic research on incumbent pricing to
examine ways in which local accounting firms in India adapted to the competition introduced by
the Big Four accounting firms. Using data from the annual reports of Indian companies from
1995 to 2005, the study examines whether factors such as the age of the accounting firm, market
structure, and the tenure of the auditor are associated with incumbent accounting firms’ pricing
response to the entry of the Big Four accounting firms. Results may suggest newer incumbents
will cut prices more than older incumbents, medium sized incumbents cut prices more than small

sized incumbents, while incumbents with longer tenure cut prices less following entry.

Study Two:
Impacts of Globalization: Evidence from the Indian accounting profession

The third study examines the change in the Indian accounting profession from 1990 to
2005 caused by the entry of the Big Four accounting firms in India from a critical perspective. It
appeals to the theories of globalization to examine the change. The study attempts to enforce the

view that globalization is not a natural and inevitable process, but that it is a politically



constructed institution that is driven by powerful international bodies such as multinational
accounting firms and the International Monetary Fund, using instruments of coercion and
pressure. Specifically, | intend to explore the interconnectedness of professional and state politics
with global forces by examining the role played by professional associations and the state in the
process of globalization. The results will show how the multinational accounting firms, well
positioned in the international economic system, are capable of not only changing the boundaries
of the local accounting profession , but also becoming competitive forces in a relatively short

span of time from 1990 to 2005.

Study Three:
Entry of the Big Four accounting firms in India: An Institutional Perspective

The second study is an account of the change in the organizational field of the Indian
accounting profession caused by the entry of the multinational accounting firms from 1990 to
2005 from a social constructionist perspective using the model of nonisomorphic change. The
change was precipitated by the foreign exchange crisis that almost turned the country bankrupt in
1991. To deal with the shortage of foreign exchange reserves leading to non payment of external
debt, the government of India requested a Stand-By Arrangement from the International
Monetary Fund in August 1991. One of the stipulations of the Stand-By Arrangement was that
the multinational accounting firms, essentially the Big Four accounting firms, be allowed to
provide consulting services in India. Results may reveal that professional associations are not
only concerned with preserving the existing prescriptions but also play an important role in
legitimating the change through a process of discourse in the field. This discourse enables the

change to be resisted, debated, and eventually accepted.



Overall Contribution

Taken together, these studies attempt to achieve the following broad objectives:

Provide the Big Four accounting firms useful information about the pricing strategies
likely to be faced by them from local accounting firms in a new market.

Determine the effect of the entry of the Big Four accounting firms in a new market on the
price structure of audit services in the audit market.

Provide insights into the multiple roles played by professional associations in the process
of radical change in the organizational field.

Reinforce the theory of institutional globalization, which states that transnational
institutional forces work proactively to create global markets to the detriment of the weak
nation states.

Emphasize that globalization of accounting markets has not been accompanied by a level
playing field for the local accounting profession in the globalized markets.

The remainder of this dissertation presents each of the three studies in detail.

10



CHAPTER TWO: STUDY ONE:
INCUMBENT PRICING RESPONES: EVIDENCE OF THE ENTRY OF THE BIG
FOUR ACCOUNTING FIRMS IN INDIA

Introduction

The purpose of this study is to examine the effect of the entry of the Big Four accounting
firms on the audit fees charged by the local accounting firms in India. The entry of new firms has
important effects on incumbent firms and consumers. New entrants increase competition,
reducing market share and profits of incumbent firms. It is obvious, therefore, that incumbents
have strong incentives to deter entry, while entry is beneficial to consumers as new firms also
introduce new products and processes, forcing incumbents to become more efficient and
innovative (Geroski,1995). In the event of entry, incumbents have to decide on the most effective
response. They may reduce prices before or after entry to deter potential entrants or simply to
maximize current profits in the face of increased competition (Simon, 2005). Alternatively, they
may leave prices unchanged and use other strategies to prevent entry such as increasing
advertising expenditures(Cubbin and Domberger, 1988) or R&D and patent protection (Smiley,
1988). Specifically, this study uses audit fees and other relevant data to examine the incumbent
accounting firms™* pricing responses to the increasing presence of the Big Four accounting firms
in the Indian audit market.

This study is interesting for several reasons. First, extant research in the audit literature
has little to offer on the pricing responses of incumbents to the entry of Big Four accounting
firms in any market, mainly because in the western countries such as USA, UK, or Australia, the

Big Four accounting firms are the oldest firms in the market. India is a unique market to study

! Incumbent firms in this setting are the local accounting firms and therefore the terms are used interchangeably
throughout the paper
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because, before 1995, the presence of the Big Four accounting firms in India was negligible (The
New Indian Express, 2002. The Chartered Accountants Action Committee For Level Playing
Field (CAAC) published a White Paper regarding the influence of multinational accounting firms
in India, especially the Big Four accounting firms and the response of the Indian accounting
profession. Prior to 1949, accounting was controlled and regulated by the Government, which
eventually vested the regulatory power in the Institute of Chartered Accountants of India through
an enactment in the parliament in 1949. Since that time, the Indian economy was comprised of
small and medium sized companies and the accounting profession was consequently also
dominated by small and medium sized firms. The market for audit services, therefore, was very
local and competitive, due to the absence of any one large firm dominating the market. The
number of medium sized firms (No of partners >10) was only 52 out of the total of 42,339 firms
operating in the Indian audit market in the year ended 2001(CAAC, 2002). Local accounting
firms did not face competition from multinational accounting firms and were not required to
adopt strategies to maintain their dominance over the practice of accountancy. Since 1995, the
market shares of the Big Four accounting firms have increased substantially (CAAC, 2002). In
2004, the Big Four accounting firms accounted for about 62 % of the audit fees in the Indian
audit market (Prime Academy, 2006)? . Therefore, interest exists in examining the response of
the local accounting firms to the increasing presence of the Big Four accounting firms in the
Indian audit market.

Second, theories of entry deterrence and incumbent response to entry have generated a
variety of predictions. Early limit pricing studies predicted that incumbents would reduce prices

before entry, but not change prices after entry (Bain 1956, 1976; Modigliani, 1958; Sylos-Labini,

2 |t should be noted that Prime Academy derived this market share from publicly available data of about 1394 listed
Indian companies as of March 31, 2004.
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1962). However, game-theoretic studies predicted that incumbents may reduce prices as a way to
drive out entrants and deter future entrants (Milgrom and Roberts, 1982a). These theoretical
studies prompted empirical research regarding incumbent responses to entry, producing
inconsistent results. Some studies find that entry has a negative effect on incumbent prices
(Frank and Salkever, 1997); others find that entry has no effect on incumbent pricing
(Yamawacki, 2002). There is little explanation for these inconsistent findings in the entry
literature. The present study seeks to address these inconsistencies by analyzing the factors
which might influence incumbents’ pricing responses and providing useful insights into the
pricing strategies used by accounting firms in the face of competition from new entrants.

Simon (2005) was the first study to offer an explanation for why some firms respond to
entry more aggressively than others by examining incumbent pricing response in the magazine
market. He suggested that incumbents vary in their incentive to respond to entry and those
incumbents with greater incentives to respond are more likely to respond aggressively. The
results indicated that incumbent and market characteristics moderate the incumbents’ incentive
to respond to entry; newer incumbents cut prices more than older incumbents, while incumbents
that compete in fewer and in more competitive markets cut prices less following entry. However,
as Simon himself points out, the results in his study could have been biased due to the high rate
of entry in the magazine industry and therefore calls for similar studies in other industries with
lower entry rates. The audit market in India had a very low entry rate due to the competitive
nature of the market prior to the entry of the Big Four accounting firms and also due to entry
barriers imposed by legislation (CAAC, 2002). In this paper, | intend to test the predictions of
the entry pricing literature in the Indian audit market by studying the pricing response of the

local accounting firms in India to the entry of the Big Four accounting firms.
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Finally, Geroski (1995) in his survey of the empirical work on entry, points out that the
“short-run effects of entry are likely to be much less than the long-run effects” (pp.436). The
reason is that it takes the new entrants a period of five or ten years to reach a competitive par
with incumbents. Most of the empirical work he points out has been directed at measuring short-
run rather than long-run effects associated with entry, and, as a result, it is not surprising that the
entry literature has yielded such inconsistent results. | intend to address this issue by studying the
response of the local accounting firms in India for a period of ten years starting from the year of
entry (1996-2005).

While this study examines only the pricing responses of the local accounting firms to the
entry of the Big Four accounting firms in the Indian audit market, it should be stressed that
incumbent accounting firms can adopt alternative non-pricing responses to the threat of entry
(Geroski, 1995). This study examines pricing behavior because theory offers testable predictions
regarding heterogeneous pricing responses by incumbents and because, prices are observable and
measurable, while many non-price responses are unobserved or difficult to measure such as
increased scope of services or cost cutting measures adopted by firms (Simon, 2005).

This study has important implications for the Big Four accounting firms as it will provide
them with useful information about the pricing strategies likely to be faced by them from local
accounting firms in a new market. Local accounting firms in emerging markets can also gain
useful insights about the pricing strategies adopted by the Big Four accounting firms when they
enter a market. For instance, they may be able to learn whether the Big Four accounting firms
offer substantial discounts when they enter a market or whether they maintain the premiums
charged by them in the established markets. This study may also throw light on the effect of the

entry of the Big Four accounting firms in an emerging economy on the price structure of audit
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services in the audit market. For instance, the entry of the Big Four accounting firms might
inflate the audit fee structure prevalent in an existing market or might lead to reduced audit fees
due to increased competition.

The remainder of the paper is structured as follows. The next section provides a brief
background of the Indian accounting profession and the entry of the Big Four firms in the Indian
market. Further, it describes the entry pricing literature and incumbent pricing expectations in an
audit setting. Section Il presents the hypothesis and research design, followed by a description
of the sample and the regression models used to test the hypothesis in Section IV. Section V

discusses the results and the final section summarizes the study and its principal conclusions.

Background
Indian Accounting Profession and Entry of the Big Four accounting firms in India

In India, prior to 1949, the profession of accountancy was controlled and
regulated by the government, which subsequently vested the regulatory power in the ICAI
through an enactment in the parliament in 1949. The enactment was, The Chartered Accountant
Act of 1949, for the regulation of the profession of accounting in India. This act established a
regulatory body for the Indian accounting profession in the form of the ICAI. The ICAI is
responsible for conducting examinations, development of uniform standards of practice and the
strategic development of the profession. It is also responsible for licensing, certification, training,
and discipline (CAAC, 2002).

The ICAI has its headquarters at New Delhi with five regional offices at Mumbai,
Chennai, Kanpur, Kolkata, New Delhi and 98 branches spread all over the country. In addition, it
has also set up 11 chapters outside India. The total membership of the ICAI is about 115,000 and

over 250,000 students are pursuing the Chartered Accountancy course. Out of the total members,
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nearly 70% are in practice (www.icai.org). The Indian accounting profession is mainly
comprised of small and medium sized firms, the number of firms with five or more partners
being only about 375 in 2001 out of a total of 42,339 firms. The table below gives the

distribution of firms by size in 2001 (CAAC, 2002).

Table 1. Size distribution of CA firms as at 01/04/2001

No of Partners No of Firms
2 7161
3 2104
4 796
5 375
6 305
7 206
8 101
9 61
10 34

>10 52

The Big Four accounting firms entered the Indian market in the backdrop of the reform
measures initiated by the Indian government due to the foreign exchange crisis in 1991. However,
they could not provide statutory audit services due to provisions in the Indian Companies Act of
1956, which only allowed local accounting firms to conduct statutory audits. Therefore, the Big
Four accounting firms entered into an arrangement with a few large Indian accounting firms,

turning them into “surrogate firms” (CAAC, 2002:34). Each of the Big Four accounting firms
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has more than one surrogate firm. Most of the surrogate firms are well established large Indian
accounting firms in the traditional areas of audit and assurance services (www. icai.org). The list
of the surrogate accounting firms of the Big Four accounting firms and dates of mergers are

provided in the table below.’

Table 2. List of Surrogate Accounting firms

Multinational Accounting Firm Year of Merger Surrogate Indian Accounting
Firm
KPMG 1995 Bharat S Raut & Co
Ernst & Young 1995 S R Batliboi & Co
Deloitte & Touche 1995 P C Hansotia & Co; Fraser &

Ross; C C Choksi & Co

1999 S B Billimoria
2004 A F Ferguson & Co
Pricewaterhouse Coopers 1990 Pricewaterhouse; Lovelock &
Lewis

Entry Pricing Literature

Limit pricing models emphasize deterring entry before it occurs: an incumbent firm
setting its pre-entry price low enough to make entry appear unprofitable. Implicit in the limit
pricing models is the belief that potential entrants use current industry profits as an indicator of
future profits (Masson and Shanan, 1982). Such a strategy makes sense for incumbents if the pre-

entry profits foregone are less than the additional profits earned by deterring entry and

® For the purpose of this study, the surrogate firms will be treated as Big Four firms from the year of their merger
with the Big Four accounting firms.
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subsequently raising prices back to monopoly levels (Geroski, 1995). Early theoretical research,
notably by Bain (1956), Modigliani (1958), and Sylos-Labini (1962) advocated limit pricing as
an effective strategy for deterring entry. However, empirical evidence provides little support for
limit pricing strategies. Smiley (1988) conducted a survey of U.S. firms and Singh et al. (1997)
conducted a survey of U.K. firms. Both studies found that firms rarely use prices to deter entry.
Dynamic limit pricing models, which emphasize that incumbents use their prices to monitor
entry behavior continuously, also find little support empirically (Simon, 2005).

Game-theoretic models suggest that rational potential entrants will not be affected by low
pre-entry prices, and thus incumbents only squander profits by limit pricing (Milgrom and
Roberts, 1982a). These models emphasize the need for incumbents to credibly commit to low
post-entry prices in order to deter entry. Another game-theoretic approach uses asymmetric
information to make low prices a credible threat. Kreps and Wilson (1982) and Milgrom and
Roberts (1982b) found that when the entrant is not sure about the incumbent’s pay-offs, the
incumbent might have an incentive to cut prices after entry as a way to build a reputation for
fighting entry.

Several papers have studied incumbent pricing responses to entry, yielding inconsistent
results. In the airline industry, Joskow, Werden, and Johnson (1994) find that incumbents cut
prices following entry, while Windle and Dresner (1995) report that entry by low-cost carriers
induces price cuts from incumbents. However, Thomas (1999) finds that incumbents in the
ready-to-eat breakfast cereal industry do not cut prices after entry. Frank and Salkever (1997)
find that brand-name prescription drug prices increase after generic entry, but generic prices fall
with generic entry. Yamawacki (2002) finds that some car manufacturers reduce prices while

some do not in response to entry. He argues that incumbent pricing responses to entry are firm-
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specific, depending on the incumbent’s ability to respond to entry, which in turn depends on its
relative resource position.

In industries with differentiated products, firms have a variety of tools available to them
for responding to new entry. These tools include advertising and promotional campaigns, and
new product innovations, which may be used instead of or in addition to price responses
(Thomas, 1999). There is also evidence that firms in highly differentiated industries use
advertising to deter or limit entry (Thomas, 1999). But this argument fails to explain why
incumbents in the airline and auto industry cut prices after entry (Windle and Dresner, 1995).
Simon (2005) offers a more general explanation for why some firms respond to entry more
aggressively than others: incumbents vary in their incentive to respond to entry. Several factors
influence the incumbents’ response to entry such as the incumbent’s age, the incumbent’s scope
of services, and the market structure. But low entry barriers in the magazine market may explain
the absence of a pricing response across all the incumbents in his study. Table 3 summarizes the

empirical studies of incumbent pricing responses to entry.
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Table 3. Empirical findings of incumbent pricing responses to entry

Authors Industry Key Result

Joskow, Werden & Airlines Incumbents cut prices post entry
Johnson (1994)

Windle & Dresner (1995) Airlines Incumbent cut prices following
entry
Marion (1998) Grocery Stores Incumbent supermarkets cut

prices following entry by
warehouse stores

Thomas (1999) Cereal Incumbents accommodate on
prices
Frank & Salkever (1997) Pharmaceuticals Incumbent producers of

prescription drugs raise prices
after generic entry. Generic
incumbents reduce prices
reduce prices after entry.

Bresnahan and Reiss Local Retail Markets Incumbents reduce prices
(1991) following entry
Yamawacki(2002) Automobiles Firm specific and Group

specific factors influence
response to entry

Simon (2005) Magazines Firm specific and Industry
specific factors influence
response to entry

Incumbent pricing expectation in an audit setting

Marketers have suggested that, while the basic concepts of marketing remain the same

across industries, professional services firms have characteristics that set them apart from their
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manufacturing counterpart (Crittenden et al, 2003). In the market for services, Monroe (1989)
suggested that most organizations have traditionally followed a naive and unsophisticated
approach to pricing. Murdock and Mcgrail(1994) go so far as to suggest that accountants “avoid
overtly using price as part of an overall marketing program’(pp.17). However, DeAngelo (1981)
argued that prices are used by accounting firms to gain new clients and that rational auditors
charge lower audit fees in the first few years of their engagement as they know that they will be
able to earn excess profits in the later years, a strategy known as “lowballing”. The longer the
association of the auditor with the client, the more knowledgeable the auditor is about the
operations of the client and its industry. Such knowledge is very helpful as it allows the auditor
to improve audit efficiency and effectiveness. When bidding on a new engagement, rational
auditors are aware that they have an opportunity to earn excess profits in the later years of their
relationship. Therefore, auditors tend to reduce the fee bid in the early years to attract the clients.
Ettredge and Greenberg (1990) actually found that the initial fees charged by the new auditors
were about 25% lower than the last fees charged by their predecessors. Further, in the Indian
setting, it can be argued that the Big Four accounting firms might adopt the strategy of
“lowballing” to gain access to a client for the purpose of providing non-audit services or to gain
recognition in the local market.

Along with the “lowballing” theory, there is also evidence that the Big Four accounting
firms command price premiums (Francis and Simon, 1987; Palmrose, 1986). This premium has
been primarily explained with two different arguments. First, DeAngelo argued that clients use
the size of the accounting firm as a quality surrogate and therefore large accounting firms such as
the Big Four accounting firms are perceived to supply higher levels of audit quality as compared

to the smaller firms. She argues that audit quality is difficult to evaluate because of the inherent
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nature of auditing. Thus, rational consumers devise alternative arrangements to find out the
quality of audit services provided by different accounting firms and therefore they use auditor
size as a surrogate for audit quality (DeAngelo, 1981). The other argument is based on the brand
name model of Klein et al. (1981) in which the Big Four accounting firms are expected to
develop and maintain brand name reputations for quality in order to secure and protect quasi-
rents arising from the brand name (Johnson and Lys, 1990). In other words, the brand-name
development comes first and this in turn leads to a quality-assuring price that is higher than the
minimum-quality price.

Local accounting firms would be faced with either a “lowballing” strategy likely to be
adopted by the Big Four accounting firms entering the market or a higher Big Four premium due
to the perceived higher quality of services provided by the Big Four accounting firms and the
brand reputation of the Big Four accounting firms. It is necessary to mention here that Pearson
and Trompeter (1994) argued that the brand reputation of the Big Four accounting firms would
reduce the likelihood of a “lowballing” strategy by the Big Four accounting firms. If the Big
Four accounting firms adopt a “lowballing” strategy, the local accounting firms are more likely
to lower their fees to meet the challenge posed by the Big Four accounting firms. However, when
there are client specific start-up costs associated with the audit market, incumbent auditors have
certain cost advantages over the potential competitors for a certain client. They are already well
acquainted with the operations and accounting practices of the client and have qualified staff that
has developed a working relationship with the management of the client firm, that is “incumbent
auditors earn client specific quasi rents” (DeAngelo, 1981, pp.184). This suggests that the
termination of the audit relationship would impose costs on both parties, the auditor and the

client. In the event of termination, the incumbent auditors would lose the “wealth equivalent of
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the client-specific quasi-rent stream” (pp. 188) and the clients would have to bear the
transactions costs of seeking services of new auditors and start-up costs of training the new
auditors to get them familiarized with the operations of the organization (DeAngelo,
1981).Further, there is a value placed by the clients on the higher quality of service and brand
reputation of the Big Four accounting firms; say, the premium value. Therefore, | argue that the
local accounting firms would lower their fees if they believe that the sum of the premium value
and the discount offered by the Big Four accounting firms adopting a “lowballing” strategy
would exceed the high direct costs likely to be incurred by the clients to switch auditors. On the
other hand if rational auditors of the local accounting firms reckon that the transaction costs of
switching and duplication of start-up costs associated with training a new auditor are higher than
the sum of the premium value and the discount offered by the Big Four accounting firms, they
would meet the challenge posed by the competitors by increasing the scale of their audit services
or other non-pricing measures.

On the other hand, if the Big Four accounting firms charge a higher premium right from
the outset due to their perceived higher quality of services and brand reputation, it would not
make sense for the incumbent accounting firms to reduce their fees as their existing fees are
expected be lower than the audit fees charged by the Big Four accounting firms. This course of
action of the incumbent accounting firms would depend on the premium value. If the premium
value is more than the sum of the fee difference between the Big Four accounting firm and the
incumbent accounting firm and the transaction costs of switching auditors, the client would
switch from the local accounting firm to the Big Four accounting firm. In such a scenario, the
incumbent accounting firm could be expected to reduce its audit fees to retain the client as long

as it is still making economic profits. This in turn would depend on the profit margins of the
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incumbent accounting firms. Given the absence of foreign competition in the local accounting
services market before the entry of the Big Four accounting firms, the margins of the incumbent
accounting firms can be expected to be high enough to sustain a reduction in audit fees to deter
entry.

There is little empirical evidence which provides support for limit pricing strategies and
most of the empirical studies found that firms rarely use pre-entry pricing to deter entry. In case
of pricing strategies predicted by the game theoretic models, low prices have to be maintained
post-entry and when the entrant is not aware of the incumbent’s pay-offs , the incumbent has
incentive to cut prices post-entry to deter the entrant(Kreps and Wilson, 1982). This is
particularly relevant in the Indian audit market, where the Big Four accounting firms are not
likely to possess knowledge about the cost structure and profit margins of the local accounting
firms. This would provide additional incentive to the local accounting firms to cut prices after

entry to drive out the Big Four accounting firms.

Hypotheses and Research Methodology
Preliminary Analysis: Estimation of Big Four Premium

Before developing the hypotheses for the research questions in the study, it is important
to analyze the relevance of the audit fee model in the Indian audit market because I intend to use
the model to test the pricing response of the local accounting firms to the entry of the Big Four
accounting firms. The market for audit services has been studied extensively in the developed
countries including United States of America (Simunic, 1980), United Kingdom (Taylor and
Baker, 1981), Australia (Simon and Francis, 1988), and in New Zealand (Firth, 1985). However,
little work has been done in developing countries on the determinants of audit fees except for

Simon et al. (1995) and Karim et al. (1996). Karim et al. (1996) analyzed the determinants of
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audit fees in Bangladesh, whereas Simon et al. (1995) examined the determinants of audit fees
for public sector companies in India and compared their fees with fees for private sector
companies in the same market. Both the studies found the audit fee model to be relevant in India
and Bangladesh.

In this study, for completion purposes, | intend to start with an analysis of the relevance
of the audit fee model in the Indian audit market. This will allow for a direct comparison with the
studies done in Hong Kong and the larger countries of America and Australia. If the audit fee
variables which have been known to be determinants of audit fees in prior studies are also found
to be related to audit fees in the Indian audit market, we can conclude that the audit fee model is
relevant in the Indian audit market. For instance, total assets have been empirically found to be
one of the determinants of audit fees and they have also been found to be positively related to
audit fees. If total assets are, therefore, found to be positively related to audit fees in the Indian

audit market, it can be concluded that the audit fee model is relevant in the Indian audit market.

Hypothesis 1: Price cutting by the local accounting firms

There are two kinds of pricing strategies adopted by incumbents in the face of entry:
those that predict pre-entry pricing response and those that predict a post-entry pricing response.
In the first category are limit pricing models in which incumbents set a pre-entry price below the
current profit maximizing level as a way to reduce the potential entrants’ assessment of the
benefits of entry. In the second category are game-theoretic models in which incumbents reduce
prices post-entry to drive out entrants and deter future entrants (Simon, 2005). In the Indian audit
market, the Big Four accounting firms would either lower their initial fees to get new clients and
gain entry, a strategy known as “lowballing”, or due to their perceived higher quality of services

and brand reputation, they would charge a premium for their services. If the Big Four accounting
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firms adopt the latter strategy, the local accounting firms would be more likely to maintain their
audit fees as their fees would already be at a discount compared to the higher fees to be charged
by the Big Four accounting firms, except for the case when the premium value is higher than the
sum of transaction costs of switching auditors and the fee difference between the Big Four
accounting firm and the incumbent firm. In the latter case, the incumbent firms are more likely to
reduce their audit fees to retain their clients. If the Big four accounting firms adopt a
“lowballing” strategy, the local accounting firms would compare the transaction costs associated
with switching auditors with the sum of the premium value and the discount offered by the Big
Four accounting firms. If the transaction costs are higher than the sum of the premium value and
the discount, the local accounting firms would not reduce their fees and if the transaction costs
are lower than the sum of the premium value and the discount, the local accounting firms would
lower their audit fees to deter the Big Four accounting firms.

In case of pre-entry pricing strategy, if economies of scale require entrants to achieve at
least a minimum market share, and if they believe that incumbents will not change their pre-entry
prices post entry, then an appropriate choice of pre-entry prices by the incumbent will ensure
non-positive post- entry profits for the entrant. The limit pricing strategies make sense for
incumbents if the foregone pre-entry profits are less than the present discounted value of the
entire stream of post-entry profits, relative to what incumbents would have earned if entry had
occurred (Geroski, 1995). This calculation, in turn depends on the speed with which entrants
penetrate the market, on market growth, and above all, on the height of entry barriers. If the
barriers to entry are high, firms will not have to cut prices much below monopoly levels to deter

entry, while if barriers to entry are low then the market is effectively competitive and the best
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strategy for incumbents would be to not cut prices and maximize the monopoly profits in the
short run (Geroski, 1995).

In the Indian audit market, post the liberalization reforms in the early 1990s, the barriers
to entry were considerably reduced in the consulting services of the market, although the audit
market was still protected by legislation (CAAC, 2002). The local accounting firms would
therefore be expected to reduce fees for their audit services, but not cut prices for consulting
services, essentially non-audit fees. Further, the Big Four accounting firms would be expected to
penetrate the market quite rapidly due to their brand reputation and perceived higher quality of
service and therefore, the local accounting firms would be expected to forego some of their pre-
entry profits to deter entry by the Big Four accounting firms.  Another drawback of the limit
pricing strategy is that while it makes sense to threaten to reduce prices pre-entry, an incumbent
faced with the actual fact of entry will wish to maintain high prices(jointly with the entrant) post-
entry. In other words, the threat to maintain high pre-entry prices indefinitely in the post-entry
future may not be persuasive to a sophisticated entrant, in this case, the Big Four accounting
firms with a long history of entry in world markets.

In case of differentiated product markets, the incentive to cut prices is weaker because
demand is more inelastic with respect to price and more elastic with respect to other marketing
tools. In such cases, firms may not react with prices but respond aggressively with another
competitive strategy (Gruca, Kumar, and Sudarshan, 1992). The intangible nature of accounting
and auditing work results in some level of product differentiation in the audit market
(Parasuraman et al., 1985; Schonberger, 1980).That is, Big Four accounting firms could be
providing a different level of ‘audit risk’, “assurance level’, or ‘insurance’ as compared to a Non-

Big Four accounting firm. However, firms in differentiated markets may also respond with more
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than one competitive weapon (Gatignon and Hanssens, 1987). Extant marketing literature argues
that incumbents in differentiated markets almost always reduce prices post-entry (Hauser and
Shugan, 1983; Kumar and Sudarshan, 1988; Gruca et al., 1992). In light of the discussion above,
| offer the following hypothesis in the alternative form:

Hypothesis 1: Local accounting firms significantly reduced their audit fees post-entry by

the Big Four accounting firms.

Hypothesis 2: Effect of Market structure on the pricing response of local accounting firms

Market structure may also influence the incumbents’ incentive to respond to entry. Prior
research has shown that the threat posed by entry is greater in concentrated markets (Hannan,
1979). In competitive markets, entry should have little effect on incumbents as competition has
already forced high prices down towards marginal cost, while in more concentrated markets,
entry threatens to erode rents by making it more difficult to maintain tacit collusion. Therefore,
incumbents in highly concentrated markets have a greater incentive to cut prices, both to drive
out entrants and to defer further entry (Hannan, 1979; Kessides, 1990). Alternatively, it has also
been argued that higher concentration may reflect entry barriers or incumbent capabilities which
make it more difficult for new firms to enter the market (Simon, 2005). Hannan (1979) finds
that incumbents in concentrated markets cut prices more in response to entry. In 2001, the
Indian audit market was comprised of 52 medium sized accounting firms (No of partners > 10)
and approximately 42,000 small sized accounting firms (CAAC, 2002). Market competition
induces clients and accounting firms to align themselves to achieve efficient utilization of
specialized resources and therefore, accounting firms that normally audit small, unregulated
clients may be unable to offer their services at competitive prices to large, geographically

dispersed corporations because they lack the economies available to firms already serving in the
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market segment (Johnson and Lys, 1990). Conversely, firms that typically audit large
geographically dispersed clients will be unwilling to allocate productive resources to small
localized corporations at competitive prices. Auditors of comparable size and clientele mix can
thus be expected to have similar cost structures (Johnson and Lys, 1990).It follows that medium
sized accounting firms are more likely to compete for large Indian companies for audits and
therefore, the market for large auditees is likely to be highly concentrated due to the small
number of medium sized accounting firms. Conversely, the market for smaller auditees is likely
to be more competitive due to the large number of small sized accounting firms operating in the
Indian market. It is reasonable to expect the Big Four accounting firms to target the largest
companies in the Indian market to penetrate the market. It follows that the medium sized firms
are more likely to be threatened by the entry of the Big Four accounting firms and therefore are
more likely to reduce prices, whereas the small sized firms are not likely to reduce prices as
competition has already forced down prices in the small auditee segment of the Indian market.
Hypothesis 2: Local medium sized accounting firms y reduced audit fees significantly

more than local small sized accounting firms in response to entry.

Sample Selection and Model Specification

To test these hypotheses, | use data from the Indian audit market. Per the provisions of
the Indian Companies Act 1956, all public companies are required to disclose audit fees and non-
audit fees in annual reports. The data span a ten year period from 1996 to 2005. The sample
includes 206 randomly selected publicly held companies from the Bombay Stock Exchange -500
Index (hereafter, BSE-500). In total, there are 2060 client-year observations. Finance companies

and Banks will be excluded from the sample selection process, as it has been established before
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that most of the financial ratios used in the model cannot be determined in case of finance
companies (Simunic, 1980).

Regression analysis will be the major statistical technique utilized in the empirical

analysis. Two OLS regression models are to be specified:

1) First, to test the relevance of the audit fee model in the Indian audit market, a
cross-sectional audit fee model will be used for the full sample of companies
for the year 2005. These audit fee models use a variety of variables to control
for different factors that have an impact on audit fees such as client size, audit
complexity, and auditor-clients risk sharing (Simunic, 1980). Simon and
Francis (1988) and Chan et al. (1993) have shown that these models have
demonstrated relatively high explanatory power (R?of 0.65 or higher) and
have been robust across different samples, time periods, and countries, and to
sensitivity analyses for model misspecification.

Model 1:
LAUD =b; + b,LTOT + b3LOSS + bsDE + bsCARAT + b IAUDITORL + by
IAUDITOR2 + bg SUBS

Where,

LAUD = the natural logarithm of audit fees

LTOT = the natural logarithm of total assets

CARAT= current assets divided by total assets

DE  =long-term debt divided by total assets

LOSS =indicator variable (1= loss reported in current or prior year)

IAUDITOR1 = indicator variable (1= Medium local accounting firm)
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IAUDITOR2 = indicator variable (1= Small local accounting firm)

SUBS = Square root of subsidiaries

2 Second, to investigate the pricing response of incumbent firms, a longitudinal
fixed effects audit fee model will be used for the full sample for the entire data
span (1996 to 2005). In the fixed effects specification, only within- accounting
firm variation and within-client variation is used. In this model, the purpose is
to compare the audit fees charged by incumbent accounting firm to its client at
the time of entry, which is the year, 1996 with the audit fees charged by the
same accounting firm after entry over the period of 10 years, averaging the
difference across all the incumbent accounting firms in the sample.

Model 2:

LAUD =Db; + b,LTOT + b3LOSS + byDE + b5CARAT + bgROI + b7IAUDITORL +

bgslAUDITOR2 + hgENTRY

Where,

LAUD = the natural logarithm of audit fees

LTOT = the natural logarithm of total assets

CARAT = current assets divided by total assets

ROI = Net Income divided by total assets

DE  =long-term debt divided by total assets

LOSS =indicator variable (1= loss reported in current or prior year)
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IAUDITOR1* = indicator variable (1= Medium local accounting firm)
IAUDITOR2 = indicator variable (1= Small local accounting firm)

ENTRY= indicator variable (1 = 1996 to 2000)

* For this variable, the local accounting firms which merged with the Big Four accounting firms will be classified as
incumbent accounting firms till the year of merger and after year of merger, they will be classified as Big Four
accounting firms.
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Table 4. Models and Hypotheses

Variables of

Hypotheses Models Interest

Expected sign

Preliminary Model 1 LTOT +

CARAT +

DE +

LOSS

SUBS +

IAUDITOR1 -

IAUDITOR? -

Hypothesis 1 Model 2 ENTRY

. IAUDITORL1 >
Hypothesis 2 Model 2 IAUDITOR? _

Table 4 provides a description of all the hypotheses and models used in the study along
with the expected signs of the variables of interest. In Model 1, LTOT, CARAT, DE, LOSS,
IAUDITORL1 and IAUDITOR?2 are the variables of primary interest and are intended to assess
the relevance of the audit fee model in the Indian audit market. Based on previous studies, LTA
is intended to control for client size, while CARAT, SUBS and DE control for audit complexity
and risk. All four variables are expected to be positively related to audit fees. LOSS is expected
to be negatively related to audit fees. IAUDITOR1 and IAUDITOR2 are intended to assess the
extent, if any, of a Big Four premium in the Indian audit market (Davis et al., 1993; Firth, 1985;
Simunic, 1980). IAUDITORL has been defined as any local accounting firm with more than
fifteen partners, whereas IAUDITOR?2 has been defined as any local accounting firm with less

than ten partners®. Logarithmic transformations of fees and assets are employed because previous

® None of the local accounting firms in the sample had between 10 and 15 partners and therefore I classified the
small and medium sized accounting firms based on the above limits.
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research in this area (Simon and Francis, 1988) has indicated that this specification provides a
good linear fit in which the assumptions of ordinary least squares regression are satisfied.

In Model 2, | measure entry with a dummy variable (1 = 1996 to 2000) for all the
incumbent firms in the sample and this variable is expected to be negatively related to LAUD,
indicating that the incumbent auditors reduced prices following entry by the Big Four accounting
firms (Hypothesis 1). Further, the coefficient size of IAUDITOR1 will be compared with the
coefficient size of IAUDITORZ to determine whether market structure moderates the pricing

response of the incumbent firm (Hypothesis 2).

Results
Preliminary Analysis: Estimation of Big Four premium

Table 5 presents the results of the preliminary analysis conducted to examine the
effectiveness of the audit fee model in the Indian market. The cross sectional sample includes all
the 206 firms from the BSE-500 index for the year 2005. The variables used to estimate audit
fees are the same variables used in prior audit market studies (Simunic, 1980; Craswell et al.,
1995). Prior studies (mainly using U.S. and Australian data) have documented a brand-name
premium for the Big 6 auditors. Simon and Francis (1988) report a premium of 16 percent of
total audit fees in a study using U.S data and calculate that the Big 6 premium averages 18%
across a number of other studies using either U.S or Australian data. Craswell et al. (1995) use a
much larger sample and estimate a Big 6 premium of 31% in Australia. We replicate and extend
the design used by Craswell et al. (1995). The model is significant at P< 0.01 and has an adjusted
R?0f 39%. The IAUDITORL variable is negative but statistically insignificant , whereas the

IAUDITOR?2 variable is negative and statistically significant , which means that a premium is
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paid to the Big Four auditors in India as compared to the small sized accounting firms. The

coefficient of -0.336 in the regression estimation translates to a premium of 48%.°

Table 5. Preliminary Analysis: Estimation of Big Four premium

Variables Coefficient t-statistic Probability
Intercept 2.044 4.305 0.000
LOGTOT 0.553 8.868 0.000
LOSS 0.148 2.420 0.016
DE -0.145 -7.81 0.000
CARAT 0.135 5.870 0.000
IAUDITOR1 -0.092 -1.504 0.134
IAUDITOR2 336 5.484 0.000
SUBS 0.185 3.341 0.001
F-Statistic 19.129 0.000
Adjusted R? 39%

This is higher than the average 16 to 18 percent premium in U.S. studies (see Simon and
Francis 1988) and also higher than the Big 6 premium of 31% in Australia (Craswell et al., 1995).

This can be explained by the absence of many larger sized Non- Big Four accounting firms in the

® A procedure to derive the impact of the auditor intercept shift on the dependent variable (which is the natural log of
audit fees) is reported by Simon and Francis (1988, 263).
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Indian market. As noted elsewhere in the paper, the number of firms with partners greater than
10 is only about 42 out of the total number of around 42,000 firms. Defond et al (2000) also
found that the Big 6 premium in Hong Kong was much larger than the premium found in U.S.

and Australian studies due to the same reason.

Incumbent Pricing Results

Table 6 provides descriptive statistics and a correlation matrix. Looking at the sample
means, the incumbent pricing responses are being measured for the first six years of the time
period from 1996 to 2005, about 44%. The medium sized accounting firms represent about 23%
of the sample while the small sized accounting firms represent about 46% of the sample, the rest
being the Big Four accounting firms. The correlation matrix in Table 6 is a ‘within’ correlation
matrix. That is, the correlations reflect only the variation within each panel (client). This
corresponds to the fixed-effects model which only exploits the variation within each panel
(client). As can be seen from the correlation matrix, multicollinearity does not seem to be a

problem’.

" All the VIF reported were less than 1 in the entire sample.
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Table 6. Descriptive statistics and within-client correlation matrix

Variable Mean | S.D 1 2 3 4 5 6 7 8 9 10
LOGAUD 5.76 Sl 1.00 53 | .14 .04 -15 |.003 -.33 16 -.29 24
LOGTOT 9.67 .62 532 1.0 -.126 | .046 .061 |-386 |-.073 |.111 .014 .068
ROI 10 A2 146 | -.126 | 1.000 | -.271 |-.339 | .285 -136 |-.001 |-.110 |.012
LOSS .06 24 .041 |.046 |-271 |1.000 |.170 |-.068 |-.033 |.030 -.024 | .015
DE .38 31 -150 | .061 |-.339 |.170 1.00 |-.193 |.080 .016 101 -.009
CARAT .69 41 .003 |-.386 | .285 -.068 |-.193 |1.000 |-109 |-.067 |-.116 |.012
ENTRY 44 49 -330 | -.073 | -.136 |-.033 |.080 |-.109 |1.000 |.220 294 .006
IAUDITOR1 | .23 41 166 |.111 | -.001 |.030 .016 | -.067 |.220 1.000 | -.505 |.090
IAUDITOR?2 | .46 49 -292 | .014 |-110 |-.024 |.101 |-116 |.294 -505 | 1.000 |-.085
SUBS 1.96 |3579 |.240 |.068 |.012 |.015 |-.009 |.012 |.006 |.090 |-.085 | 1.000
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Table 7 reports results for the model used to test the hypotheses 1 & 2. In this model, the
coefficient for ENTRY is negative and statistically insignificant providing support for
Hypothesisl and suggesting that, on average, incumbent accounting firms cut prices post entry
by the Big Four accounting firms in the Indian audit market. The coefficient value is -0.19,
which suggests that local Indian accounting firms, on average, cut prices by around 19% in the
first five years from 1996 to 2000. The variables of IAUDITOR1 and IAUDITOR?2 are also
negative and statistically significant with values of -.12 and -.40 respectively, thereby failing to
provide support for hypothesis 2. However, the result suggests that small sized local accounting
firms cut prices more than the medium sized accounting firms. While the small sized accounting
firms reduced prices by around 40% over the ten year period, the medium sized accounting firms
reduced prices only by around 12% over the same period. The reasons for the same will be

discussed in the next section.
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Table 7. Incumbent Pricing- Audit fee estimation from 1996-2005

Variables Coefficient t-statistic Probability
Intercept -1.226 -5.560 0.000
LOGTOT 0.755 33.910 0.000
LOSS 0.044 2.090 0.030
DE -0.145 -7.810 0.000
CARAT 0.135 5.870 0.000
ROI 0.212 0.048 0.000
ENTRY -0.194 -17.39 0.000
IAUDITORL1 -0.124 -4.330 0.000
IAUDITOR2 -0.402 -8.380 0.000
SUBS 0.008 0.790 0.428
F-Statistic 29.950 0.000
Adjusted R? 88%
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Discussions and Conclusions

Economic theory suggests that incumbent firms may cut prices after entry either to deter
future entrants or to maximize current profits. However, empirical research so far has produced
inconsistent results: some studies, including the current paper, find a negative relationship
between entry and pricing, while others do not.

Regarding the direct effect of entry, the results of this study indicate that entry does have
a statistically significant effect on incumbents’ pricing in the Indian audit market. One industry-
specific explanation for the effect of entry may be the relatively low rate of entry in the audit
market due to entry barriers. Because entry was rare in the Indian audit market, the incumbent
accounting firms were motivated to cut prices to protect their monopolistic profits (Hannan,
1979; Cool, Roller, and Leleux, 1999). In other words, prior to the entry of the Big Four
accounting firms, the Indian audit market was a protected market in which incumbents were
charging high audit fees not fearing entry in the market. Another explanation for the significant
pricing response could be the emphasis on the long term effects of entry, around 10 years, in this
paper as opposed to other studies which mainly examined the short run effects of entry (Geroski,
1995).

Hypothesis 2 was not supported. In fact, the results indicate that small sized accounting
firms cut prices more than the medium sized accounting firms. There can be various reasons for
these results. Firstly, as discussed in the earlier part of the paper, the pricing responses of the
local accounting firms would depend on a large extent on the premium value assigned to the Big
Four accounting firms by the clients of the local accounting firms. It can be reasonably asserted
that the premium value assigned to the Big Four accounting firms by clients of the small sized

accounting firms would be higher than the premium value assigned by the clients of the medium
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sized accounting firms. Therefore, it follows that the small sized accounting firms might have
been more threatened by the entry of the Big Four accounting firms than the medium sized
accounting firms and might have been more inclined to cut prices to deter entry. Further, the
sample of firms used in the paper could also provide some explanation for the results of
Hypothesis 2. The sample of firms was randomly selected from the BSE- 500 index, which
would consist of the largest firms in the Indian market. These firms can be expected to contribute
a significant proportion of the audit fee revenue for the small sized accounting firms. It follows
therefore that the small sized accounting firms would be motivated to retain these clients and
therefore would be more likely to cut prices for these clients.

Another explanation for the more aggressive pricing responses of the small sized
accounting firms as opposed to the medium sized accounting firms could be explained by the
argument by Smith, Grimm and Gannon ( 1992), who suggested that firms with more complex
organizational structures are less likely to respond to competitive attacks and entry. They posit
that in structurall