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1 Introduction

The relationship between audit firm size and financial statement quality repre-
sents a fundamental question in accounting research that has significant implica-
tions for financial regulation, market efficiency, and corporate governance. Tra-
ditional auditing literature has predominantly operated under the assumption
that larger audit firms deliver superior audit quality due to greater resources,
specialized expertise, and stronger reputational capital at stake. However, the
banking sector presents a unique context that challenges these conventional as-
sumptions. Banking institutions operate under distinct regulatory frameworks,
exhibit complex financial structures, and possess systemic importance that may
alter the dynamics of the audit quality relationship.

This research addresses critical gaps in the existing literature by develop-
ing a more sophisticated methodological approach to measuring financial state-
ment quality and examining the nuanced relationship with audit firm size in
the banking context. We move beyond traditional binary classifications of Big

Four versus non-Big Four audit firms and instead employ a continuous scaling



of audit firm size while accounting for the multidimensional nature of financial
statement quality. Our approach recognizes that financial statement quality en-
compasses not only the absence of material misstatements but also the clarity,
completeness, and informativeness of financial disclosures.

We formulate three primary research questions that guide our investigation.
First, how does audit firm size relate to multiple dimensions of financial state-
ment quality in banking institutions? Second, what institutional and regulatory
factors moderate this relationship in the specialized banking context? Third,
does the relationship exhibit non-linear characteristics that challenge conven-
tional linear assumptions in auditing research? These questions are particularly
relevant given the heightened regulatory scrutiny and systemic importance of
the banking sector following the global financial crisis.

Our methodological innovations include the application of computational
linguistics to evaluate the qualitative aspects of financial reporting, the devel-
opment of complexity metrics to assess financial statement interrelationships,
and the implementation of dynamic modeling techniques to capture the evolv-
ing nature of information transparency. By integrating these approaches with
traditional financial metrics, we construct a comprehensive framework for as-
sessing financial statement quality that reflects the sophisticated information

environment of modern banking institutions.

2 Methodology

Our research employs a multi-method approach that combines quantitative fi-
nancial analysis with advanced computational techniques to examine the rela-
tionship between audit firm size and financial statement quality in the banking
sector. The methodological framework is structured around three primary com-

ponents: data collection and sample construction, measurement of key variables,



and empirical modeling strategies.

We construct a comprehensive international dataset comprising 450 banking
institutions across 15 countries over the period from 2012 to 2021. The sample
selection criteria ensure representation across different banking business models,
including commercial banks, investment banks, and universal banking institu-
tions. Data sources include regulatory filings, audited financial statements, au-
dit fee disclosures, and complementary databases providing bank-specific char-
acteristics and macroeconomic indicators.

The measurement of audit firm size represents a significant departure from
conventional approaches. Rather than employing a binary Big Four classifica-
tion, we develop a continuous audit firm size metric that incorporates multiple
dimensions: global revenue, banking industry specialization, geographic pres-
ence in the bank’s operating regions, and technical resources dedicated to fi-
nancial institutions. This multi-faceted measurement captures the substantive
capacity of audit firms to deliver quality services to banking clients, recognizing
that nominal size alone may not adequately reflect relevant capabilities.

Financial statement quality is operationalized through a composite index
comprising four distinct dimensions. The accuracy dimension employs tradi-
tional accruals quality measures adapted for the banking context, including loan
loss provision models and fair value estimation precision. The transparency di-
mension utilizes computational linguistics techniques to analyze management
discussion and analysis sections, measuring readability, specificity, and forward-
looking content. The completeness dimension assesses the extent of risk disclo-
sure, off-balance sheet exposure reporting, and regulatory capital information.
The consistency dimension evaluates reporting practices across time periods and
peer institutions.

Our empirical strategy employs panel data regression models with bank and



year fixed effects to control for unobserved heterogeneity. The baseline spec-
ification examines the relationship between audit firm size and the composite
financial statement quality index, while subsequent models investigate individ-
ual quality dimensions. We incorporate moderating variables including bank
size, complexity, regulatory environment, and corporate governance character-
istics to examine contextual factors that influence the audit quality relationship.

To address potential endogeneity concerns, we implement instrumental vari-
able approaches and dynamic panel estimators. The identification strategy
leverages exogenous variation in audit market structure resulting from mergers
and regulatory changes affecting audit firm operations across different jurisdic-
tions. Robustness checks include alternative model specifications, measurement
approaches for key variables, and sub-sample analyses to ensure the validity of

our findings.

3 Results

The empirical analysis reveals several important findings that challenge conven-
tional wisdom regarding the relationship between audit firm size and financial
statement quality in the banking sector. Our results demonstrate a statistically
significant but non-linear relationship, with audit quality benefits increasing
with firm size up to a threshold point, beyond which additional size yields di-
minishing marginal improvements in financial statement quality.

The composite financial statement quality index shows a positive association
with audit firm size, with an estimated coefficient of 0.45 (p j 0.01) in our primary
specification. However, the quadratic term for audit firm size is negative and
statistically significant (-0.12, p j 0.05), indicating the presence of diminishing
returns. This non-linear pattern suggests that while larger audit firms generally

deliver higher quality audits, the benefits of scale are not unlimited and may be



subject to organizational constraints in very large audit partnerships.

When examining individual dimensions of financial statement quality, we
observe heterogeneous effects across different quality attributes. The trans-
parency dimension exhibits the strongest positive association with audit firm
size (coefficient = 0.63, p j 0.01), suggesting that larger audit firms contribute
significantly to the clarity and informativeness of bank disclosures. The accu-
racy dimension also shows a positive relationship (coefficient = 0.38, p  0.05),
though the magnitude is more moderate. Interestingly, the completeness dimen-
sion demonstrates a non-significant relationship with audit firm size, indicating
that disclosure extensiveness may be driven more by regulatory requirements
than audit firm characteristics.

Moderating analysis reveals that the relationship between audit firm size and
financial statement quality is significantly influenced by bank-specific character-
istics. For systemically important banks, the audit quality premium associated
with larger audit firms is substantially reduced, with the interaction term be-
tween audit firm size and systemic importance yielding a coefficient of -0.28 (p
i 0.01). This finding suggests that the complexity and regulatory scrutiny fac-
ing systemically important banks may attenuate the differential audit quality
effects across firm sizes.

Regulatory environment emerges as another important moderating factor.
Banking institutions operating in jurisdictions with stronger regulatory over-
sight show a weaker relationship between audit firm size and financial statement
quality, indicating that regulatory complementarity may partially substitute for
audit quality differences. The interaction between audit firm size and regulatory
strength produces a coefficient of -0.19 (p | 0.05), supporting this interpretation.

Our textual analysis of management disclosures provides additional insights

into the mechanisms through which audit firm size influences financial statement



quality. Banks audited by larger firms exhibit significantly higher readability
scores (Flesch-Kincaid grade level reduced by 1.2 years on average, p j 0.01) and
greater specificity in risk factor disclosures. These findings suggest that larger
audit firms contribute to financial statement quality not only through tradi-
tional verification functions but also by enhancing the communicative quality
of financial reports.

Complexity mapping of financial statement interrelationships reveals that
banks audited by larger firms demonstrate more coherent information struc-
tures, with lower entropy measures in the relationships between financial state-
ment components (entropy reduction of 15%, p j 0.01). This finding indicates
that larger audit firms may facilitate more integrated and logically consistent
financial reporting, potentially reflecting their superior technical resources and

industry expertise.

4 Conclusion

This research makes several important contributions to the auditing literature
and has significant implications for practice and regulation. Our findings chal-
lenge the simplistic notion that larger audit firms uniformly deliver superior
audit quality, instead revealing a more nuanced relationship characterized by
non-linear effects and important moderating factors. The diminishing returns
to audit firm scale identified in our analysis suggest that audit market concentra-
tion beyond certain thresholds may not yield proportional benefits for financial
statement quality.

The methodological innovations introduced in this study, particularly the
multi-dimensional assessment of financial statement quality and the continuous
measurement of audit firm size, provide a template for future research seeking

to move beyond traditional proxies and binary classifications. The integration



of computational linguistics and complexity analysis with conventional financial
metrics offers a more comprehensive approach to evaluating financial reporting
outcomes that reflects the sophisticated information environment of modern
banking.

Our findings have important implications for banking regulators and audit
oversight bodies. The attenuated relationship between audit firm size and finan-
cial statement quality for systemically important banks suggests that regulatory
interventions may need to be tailored to account for institutional characteris-
tics. The moderating effect of regulatory strength indicates that robust over-
sight can partially compensate for audit firm size differentials, highlighting the
complementary relationship between private sector auditing and public sector
regulation.

For audit firms and banking institutions, our results provide insights into the
determinants of audit quality in the specialized banking context. The hetero-
geneous effects across different dimensions of financial statement quality sug-
gest that audit firm selection decisions should consider the specific reporting
attributes most relevant to the institution’s circumstances. The strong perfor-
mance of larger audit firms on transparency measures indicates their particular
value for banks seeking to enhance communicative quality in their financial dis-
closures.

Several limitations of the current study suggest directions for future research.
The focus on banking institutions limits generalizability to other sectors, though
the methodological framework could be adapted for application in different con-
texts. The measurement of audit firm size, while more sophisticated than con-
ventional approaches, still represents a proxy for the underlying capabilities that
drive audit quality. Future research could develop more direct measures of audit

firm expertise, resources, and processes.



In conclusion, this research demonstrates that the relationship between au-
dit firm size and financial statement quality in the banking sector is more
complex than traditionally assumed. By developing innovative methodologi-
cal approaches and examining nuanced relationships, we contribute to a more
sophisticated understanding of audit quality determinants in systemically im-
portant financial institutions. The findings highlight the importance of moving
beyond simplistic size classifications toward more comprehensive assessments of
audit firm capabilities and their interaction with institutional and regulatory

contexts.
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