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Chapter 1 Introduction 

1.1 Research Issues and Motivations 

This thesis investigates the association between audit quality information risk and the cost of 

equity capital. Audit quality information risk (AQIR) is defined as the risk of errors, 

misstatements, omissions and fra1:1d in accounts arising from the quality of the audit delivered 

on the accounts. 1 Any set of accounting numbers upon which an audit is conducted needs to be 

considered in conjunction with the audit opinion to understand the risk of errors, misstatements, 

omissions and fraud associated with the accounts. Reliance upon the audit opinion has attendant 

risk arising from the quality of the audit delivered on the accounts. 

The linkage between AQIR and the cost of equity capital is explained in this thesis using the 

theory that an independent audit is a monitoring device designed to provide assurance 

information on financial reports (Jensen and Meckling, 1967) and higher perceived audit quality 

enhances systematic confidence in the integrity of financial repm1ing (Levitt, 2000). From the 

demand side, investors demand audits to reduce information asymmetry around the accounting 

information supplied by the firm and auditors invest in supplying audit quality in response to 

that demand and earn returns for doing so. Regulatory changes (e.g., Sarbanes-Oxley Act in the 

U.S. and CLERP 9 in Australia) in the wake of high profile corporate collapses (e.g. Enron, 

Worldcom, Sunbeam, and HIH) addressing the role of audits in the financial reporting process 

have further focussed the attention of markets, finns and investors on deriving value from 

audits. Analytical models of the association between information quality and cost of equity 

capital (Easley and O'Hara, 2004; Leuz and Verrecchia, 2005; Lambert, Leuz and Verrecchia, 

2006) suggest a higher-quality audit signals greater precision of earnings information or reliance 

of capital investment decisions and consequently reduces investors' perceptions of being 

exposed to greater information risk. Reduced perception of information risk decreases the 

information asymmetry between company insiders and current or potential stockholders, 

improves investors' confidence, mitigates the transaction cost due to adverse selection, and 

increases stock price (Titman and Trueman, 1986; Simunic and Stein, 1987; Dater, Feltham and 

Hughes, 1991 ; Botosan, 1997; Leuz and Verrechia, 2000). Therefore, the perception of lower 

information risk on audit quality is expected to be transformed into a tangible benefit for audit 

clients in the form of a lower cost of equity capital. 

1 This definition is drawn from Stokes, Li and Zhu (2007). 
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The objectives of this thesis are two-fold. First, it investigates the relation between audit quality 

and cost of equity capital in the Australian market. This is motivated by two prior Australian 

studies, Khurana and Raman (2004) and Azizkhani, Monroe, and Shailer (2007), finding mixed 

evidence in relation to the cost of equity capital benefits of higher audit quality. Khurana and 

Raman (2004) conduct a cross-country study (including the U.S., Australia, Canada, and the 

UK) and document a lower cost of equity capital in the U.S. (a high litigation risk environment), 

but not in the other Anglo-American countries (low litigation risk environments). They 

identified two potential drivers in the literature - brand name reputation for higher-quality 

reporting and insurance for litigation risk. They attributed their failure to find that Big n auditor 

choice lowers cost of equity capital in their Australian sample - in contrast to their finding of 

Big n effect in the more litigious U.S. setting- as an indication that insurance for litigation risk 

drives audit quality. However, their finding is at odds with that of the larger Australian sample 

examined by Azizkhani et al. (2007), which uses the tenure of a Big n (a non-Big n) auditor and 

finds a choice effect reduces the cost of equity capital but only under the condition where there 

is increased auditor and partner tenure of a non-Big n audit firm and only in a pre-regulation 

period. These mixed findings on the cost of equity capital using Australian data also raise 

questions about the drivers of audit quality. Understanding the drivers of audit quality is 

important because as Khurana and Raman (2004) note, if auditor brand name reputation drives 

audit quality, regulations reducing auditor litigation risk should have no adverse effects on the 

audit quality delivered. 

To better understand the drivers of audit quality, this thesis draws on the existing literature, 

which suggests that audit quality is multi-dimensional beyond just the size of the auditor and 

their tenure of appointment. There is ample literature in relation to audit quality, in which it is 

argued that audit quality is influenced by the choice of auditor (e.g., industry specialists) (e.g., 

Craswell, Francis and Taylor, 1995; Ferguson, Francis, and Stokes, 2003; Francis, Reichelt, and 

Wong, 2005), audit effort inputs (e.g., Beatty, 1989; Johnson and Lys, 1990; Caramanis and 

Lennox, 2007), auditor economic dependence (e.g., Krishnan et al., 2005; Khurana and Raman, 

2006; Ruddock et al., 2006), and audit opinion formulation (Dodd et al., 1984; Douph et al., 

1986; Fields and Wilkins, 1991 ). This thesis summarises these dimensions using an audit 

quality information risk framework, which decomposes DeAngelo's ( 1981) definition of audit 

quality competence and independence into four risk factors. These are: the risk around auditor 

choice, audit effort, auditor independence and audit opinion. It also examines their influence on 

the cost of equity capital. 

Since the inception of this research, various studies (e.g., Ahmed, et al., 2008; Fernando, et al., 

2008; Hope, et al., 2008) have emerged in the more litigious U.S. market associating selected 
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dimensions of audit quality (e.g., industry specialist, qualified audit opinion) with cost of equity 

capital. In contrast to the finding of Khurana and Raman (2004) that audit quality is driven by 

insurance against litigation risk, the results of these studies suggest brand name reputation 

drives audit quality in the U.S. This thesis examines the Australian market, which is a low-

litigation environment where audit quality is less likely to be driven by insurance for litigation 

risk. By scrutinising the multiple dimensions of audit quality (as guided by the AQIR 

framework) more closely than those examined in the U.S.-based research and controlling for 

variation in auditor litigation risk factors likely to contribute to demand from investors for audit 

quality, this thesis intends to shed more light on whether high-quality audits bring value to the 

equity market by adding credibility to reported financial information. 

The second objective of this thesis is to investigate the influence of audit quality on the 

relationship between earnings quality and the cost of equity capital. The examination is 

premised on the assumption that observable attributes of audited financial data reflect the fact 

that financial statements are a joint product of management representations and the audit 

process (Ruddock et a/., 2006; Hamilton et a/., 2007). Hence, while the quality of the reported 

earnings and the quality of the audit are discrete properties, it also follows that judgements 

about earnings quality will be influenced by the perceived level of audit quality attached to the 

reported earnings. It is expected that identifiable measures of higher audit quality will mitigate 

the effect of lowering earnings quality on the cost of equity capital. This objective is motivated 

by recent studies of accounting quality, such as Francis, LaFond, Olsson, and Schipper (2004) 

(hereafter FLOS, 2004), Francis, LaFond, Olsson, and Schipper (2005) (hereafter FLOS, 2005), 

Taylor and Wong (2006) and Wong (2008), which demonstrate an association between earnings 

quality (in the absence of control for audit quality effects) and cost of equity capital. In the U.S. 

market, FLOS (2004) examine the relationship between seven attributes of earnings quality and 

cost of equity. They adopt analytical models that link information quality with cost of capital 

(Easley and O'Hara, 2004; Leuz and Verrecchia, 2005) and find that firms with less favourable 

values of each attribute experience higher cost of equity capital. In particular, after controlling 

for the innate determinates of earnings quality, they find that the accrual quality has the greatest 

effect on the cost of equity capital. FLOS (2005) examine the relationship between accrual 

quality and the cost of debt and equity capital. By mapping accruals into cash flows to indicate 

the quality of earnings, they find that poorer earnings quality increases information risk and 

leads to a higher cost of debt and equity capital. Likewise, using an Australian sample, Taylor 

and Wong (2006) conduct a study similar to FLOS (2004) and FLOS (2005) by associating 

different properties of earnings quality with the cost of equity capital. They document a higher 

cost of equity capital with low earnings quality (in particular for the measures of unexpected 

accruals and total accruals). In a subsequent study, Wong (2008) re-examines the findings of 

7 



Taylor and Wong (2006) in a larger sample, and the results further show that after controlling 

for total accruals, the effect on cost of equity capital of unexpected accruals documented in 

Taylor and Wong (2006) disappears. This evidence leads Wong (2008) to conclude that total 

accrual has a dominant (earnings quality) pricing effect in the equity market. 

This thesis assumes that the accrual properties, utilised in these studies to proxy for earnings 

quality, are likely to reflect both management opportunism and performance measurement 

capturing growth and increasing the capacity of the business (FLOS, 2005). Opportunism 

exacerbates information risk. This thesis argues that audit quality helps to disentangle 

opportunism from performance measurement effects. Audited financial statements reduce the 

information asymmetries between firm insiders and stakeholders, and higher-quality audits 

increase the chances of detecting questionable accounting practices, constraining overstated 

earnings and revealing misreporting. In turn, due to the assurance of high audit quality, accruals 

are more likely to capture performance measurement rather than opportunism. As such, the 

otherwise higher cost of equity capital effects of high accrual earnings, in the absence of 

controlling for audit quality around those numbers (as documented by FLOS, 2004, 2005; 

Taylor and Wong, 2006; Wong, 2008), are likely to be mitigated when account is taken of the 

lower information risk around those earnings from higher audit quality. The perception of lower 

information risk is expected to be transformed into a tangible benefit for high-quality audit 

clients in the form of a lower cost of equity capital. 

The second objective is also motivated by evidence in the extant literature, which demonstrates 

the effect of audit quality on accounting outcomes and opportunistic reporting (such as Becker 

et al., 1998; Francis et al., 1999; Balsam et al., 2003; Gul et al., 2006; and Caramanis and 

Lennox, 2007). However, no studies have examined the joint attributes of earnings quality and 

audit quality on equity pricing. Earnings quality and audit quality are investigated separately in 

the prior capital market research as two essential but distinct concepts (e.g., FLOS, 2004; FLOS, 

2005; Taylor and Wong, 2006; Khurana and Raman, 2004; 2006), leaving open the question of 

whether investors' pricing decisions in relation to earnings quality are dependent upon the 

extent of audit quality delivered around those earnings numbers. This thesis investigates this 

ISSUe. 

1.2 Research Design and Key Results 

In order to examine the association between audit quality and cost of equity capital, and address 

the question of whether it is brand name reputation or litigation exposure that drives audit 

quality (the first objective), this thesis extends the sample analysed by Khurana and Raman 
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(2004) and substantially overlaps with the other Australian study by Azizkhani et al. (2007). To 

study these cost of capital effects, this thesis draws on the cost of capital models employed by 

FLOS (2005), Taylor and Wong (2006), and Wong (2008). Industry-adjusted earnings-price 

(EP) ratios are utilised as a proxy for the cost of equity capital on the assumption that the EP 

ratio is more likely to capture the pricing effect of perceived audit quality by indicating how 

much an investor is willing to pay for a dollar of audited earnings (FLOS, 2005). This approach 

maximises the sample size of this study for investigation. The thesis examines whether the 

primary findings are robust to cost of capital estimation. These include estimates which are ex 

ante in nature, in particular measures used by Khurana and Raman (2004, 2006) and Azizkhani 

et al. (2007). As such, this thesis also addresses the debate surrounding proxies for the cost of 

equity capital (see e.g., Troung and Partington, 2007; Botosan and Plumlee, 2005; Guay, 

Kothari and Shu, 2005; Easton, and Monahan, 2005; Easton, 2004). 

The findings show that the choice of a Big n auditor2 is associated with a lower cost of equity 

capital, where a firm switches from a non-Big n auditor to a Big n auditor. These findings are in 

contrast to the initial absence of Big n audit quality effects on cost of equity capital based on 

Australian data in Khurana and Raman's study (2004), which led them to conclude litigation 

risk drives audit quality. Finding a Big n switch effect on the cost of equity capital in a low-

litigation environment like Australia suggests some support for brand name reputation driving 

audit quality. Additional support for this view comes from the findings for clients of a city 

industry specialist (controlling for Big n auditor choice) who are shown to enjoy a lower cost of 

equity capital, along with those clients for which greater audit effort is applied to their audits 

(controlling for plausible auditor litigation risk exposure effects on audit quality). In particular, 

the results show firms receiving extensive audit effort (captured by larger than expected audit 

fees) enjoy the benefit of a lower cost of equity capital. This thesis also tests for auditor 

economic dependence effects and, in contrast to Khurana and Raman's (2006) findings of a 

higher cost of equity capital, where non-audit service fee dependence is higher, cost of equity 

capital decreases in Australia. Contrary to the closer economic dependence view of higher fee 

dependence, the results suggest possible cost of capital benefits for clients from spending more 

on audit and non-audit services. Finally, those receiving qualified audit opinions are found to 

experience an increase in the cost of equity capital and those with an unexpected qualified audit 

opinion (after controlling for litigation risk exposure effects on audit quality) experience an 

even greater increase in their cost of equity capital. 

2 For ease of discussion, 'Big n' is used interchangeably with and in reference to Big 4/5/6/8 hereafter. 
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When the analysis is repeated using seven additional cost of equity capital measures estimated 

respectively from the price-earnings growth model (PEG), the Ohlson-Juttener Model (OJ), the 

capital asset pricing model (CAPM), three versions of the dividend discount model (Gordon, 

DDM2, DDM3), and the residual income model (RIM), based on a reduced sample, the results 

show some sensitivity to the choice of cost of capital estimate based on smaller samples 

available. This is consistent with other cost of capital investigations and modelling that study 

alternative cost of capital estimates on overlapping samples evident in, for example, Troung and 

Partington, 2007; Botosan and Plumlee, 2005; Guay, Kothari and Shu, 2005; Easton, and 

Monahan, 2005. The key dimension indicating persistent results across the alternative cost of 

equity capital models is the city leader, with negative coefficients reported in three cost of 

equity capital models. 

The second part of the thesis investigates the influence of audit quality on the relation between 

earnings quality and the cost of equity capital. It draws on the same industry-adjusted earnings-

price ratio models utilised to examine the first research objective and the finding by Wong 

(2008) that low earnings quality (as captured by higher accruals) is positively associated with 

the cost of equity capital. The analysis utilises the audit quality dimensions from the AQIR 

framework to examine the additive and interaction effects of these dimensions with earnings 

quality on the cost of equity capital. 

The key results show that certain audit quality dimensions contribute to lowering the cost of 

capital effects for firms with earnings that are driven by high accruals. Specifically, switching to 

a higher-quality auditor mitigates the positive relationship between total accruals and the cost of 

equity capital. This finding supports the argument that with an assurance from a higher-quality 

auditor, earnings made up of high accruals are perceived to have lower risk of generating higher 

future cash flows, which in tum lowers the cost of equity capital. Additional weight is lent to 

this view by the finding that extremely large amounts of audit effort input mitigates the positive 

relation between cost of equity capital and greater total accruals. In contrast, the results on audit 

opinion suggest that a qualified/a surprisingly qualified audit opinion increases the perceived 

risk around reported earnings when there are large accruals in place, which further increases the 

cost of equity capital. Importantly, these documented interaction effects are in envidence in 

addition to the stand alone audit quality effects on the cost of equity capital. 

1.3 Contributions 

This thesis makes several contributions. First, this thesis contributes to the existing literature by 

providing new insights into understanding the value of audit quality. An audit quality 
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information risk framework, built on the prior literature, identifies four dimensions of audit 

quality - auditor choice, audit effort, audit independence and audit opinion. This 

conceptualisation enriches the audit quality dimensions utilised in the prior cost of equity capital 

studies. 

Second, investigating the association between audit quality and equity cost of capital contributes 

to the literature by providing a better understanding of the drivers of audit quality in the equity 

market. It addresses the mixed findings documented by Khurana and Raman (2004) and 

Azizkhani et a!. (2007) based on Australian data and demonstrates that audit reputation for 

credible financial statements is a driver of audit quality in Australia. 

Third, like other recently emerged U.S.-based studies (e.g., Hope eta!., 2008, Fernando, eta!., 

2008, Ahmed et al., 2008), this thesis contributes to the limited research associating audit 

quality with the cost of equity capital. It also contributes to the very limited set of extant 

research on the value of auditing in the Australian equities market and a broader group of 

studies linking selected audit-quality dimensions to equity valuation. Prior work has shown, for 

example, there is a higher earnings response coefficient (ERC) for clients choosing a Big n 

(Teoh and Wong, 1993) and an industry specialist auditor (Balsarn eta!., 2003) and there is a 

lower ERC for a firm that acquires a large amount of non-audit services (NAS) (Krishnan eta!., 

2005), that is subject to U.S. Security and Exchange Commission (SEC) sanction (Moreland, 

1995), or receives a modified audit opinion (Choi and Jeter, 1992); and there is a changing ERC 

for a firm that switches its incumbent auditor (Hackenbrack and Hogan, 2002). Firms with a 

higher-quality audit (denoted by greater audit size) also exhibit a lower post earnings 

announcement drift (PEAD) (Ferguson and Matolcsy, 2004) and higher value relevance (Stokes, 

Vassallo, and Wells, 2006). 

Fourth, this thesis contributes to the literature by demonstrating the value of audit quality on the 

valuation of earnings quality. It shows that audit quality information risk is a factor priced by 

the equity market in its own right and jointly with earnings quality. 

1.4 Thesis Structure 

The remainder of the thesis is organised as follows. Chapter 2 reviews the extant literature 

relating to audit quality and suggests audit quality is multi-dimensional. It also summarises 

capital market research on audit quality effects and research examining the association between 

audit quality and ean1ings quality. Chapter 2 concludes with an audit quality information risk 

framework, which summarises the multiple audit quality dimensions. 
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Chapter 3 outlines the theory and empirical tests and the results of investigating the relationship 

between audit quality and cost of equity capital in the Australian market. Chapter 4 examines 

the influence of audit quality on the relation between earnings quality and cost of equity capital. 

Chapter 5 provides a summary and conclusions. 
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Chapter 2 Literature Review and an Audit Quality Information Risk (AQIR) Framework 

2.1 Introduction 

This chapter reviews the extant literature relating to audit quality and provides an audit quality 

information risk framework. The review begins by analysing the role of auditing on the basis of 

Coase' s (193 7) contractual nature of the firm and Jensen and Meckling's (197 6) agency theory 

in section 2.2. Then, section 2.3 provides an overview of research that suggests audit quality is 

multi-dimensional. Such understanding provides a basis for developing the AQIR framework in 

this thesis. Section 2.4 reviews research to date on the effects of audit quality on capital 

markets. Importantly, it highlights the recent debate on whether it is the brand name reputation 

for higher-quality reporting or insurance for litigation risk that drives audit quality in the capital 

market, which becomes a focus of chapter 3. Section 2.5 summarises prior studies that associate 

earnings quality and cost of equity capital, which provides a basis of examining the impact of 

audit quality on this association in chapter 4. Section 2.6 summarises prior research exploring 

the association between audit quality and earnings quality as a background to developing a 

model addressing the joint impact of audit quality and earnings quality on the cost of equity 

capital in chapter 4. Finally, section 2.7 provides an AQIR framework derived from the prior 

audit quality literature for use in developing the hypotheses for the empirical tests in later 

chapters. 

2.2 Role of Auditing 

Theory regarding the role of auditing (as discussed in Hamilton and Stokes, 2005) has its 

foundation in Coase's (1937) theory of contracting through firms. Coase (1937) argues that 

firms exist as contracting intermediaries to lower the contracting costs between and within 

product markets and factor markets. In the process of contracting, firms increase the efficiency 

of contracting solutions by avoiding the establishment of multiditnensional contingent claims 

contracts directly in the marketplace. 3 Ball (1989) further conceptualises firms as specialist 

contracting intermediaries that make their strategic choices in connection with their specialist 

contracting technology. Viewing auditing as an integral but specialist contracting function of 

The dynamics of costly contracting by individual parties are: the larger number of transactions; 
customers' lack of detailed information on the use of each component or contribution to a commodity; 
difficulties of measuring various market prices and changing activities; and the need to separate 
contributions to owners and others (Cheung, 1983 p.9). In the absence of contracting costs, there would 
be no demand for firms' existence because parities could costlessly contract directly in markets. Also, an 
implication of Coase' s (193 7) theory suggests that the expansion of a firm would reach a boundary when 
the costs of organising additional transactions within the finn exceed the costs of direct contracting across 
a market or the costs of another firm. 
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firms, Ball (1989, p.4) contends that its existence and form are determined by considerations of 

contracting efficiency. Also, since auditing is an institutional phenomenon, many of its 

properties can be derived from the nature of firms as economic institutions. 

By recognising the multiplicity of contracts within firms, Jensen and Meckling (1976) analyse 

the complex set of contracts as a set of explicit and implicit agency relationships. 4 Their agency 

theory presumes that parties to a contract are rationally expected utility of wealth maximisers, 

and agency problems and agency costs arise where there is separation of the principal and 

agent's interests. Jensen and Meckling (1976) analyse the agency relationships in respect of 

equity and debt and propose that "price protection" through markets creates incentives for 

managers to reduce expected agency costs by engaging in bonding (e.g., agreeing to periodic 

reporting and performance contracts) and monitoring (e.g., mandatory audit) through the firm as 

long as the marginal benefits of these contracting arrangements are greater than the marginal 

costs. The remaining divergences from principals ' interests and the consequent reduction in firm 

value are known as residual losses. 

Auditing is required (ex ante) as a contracting solution for monitoring and arbitrating on the 

firm's accounting procedures to determine the firm's performance and financial position in 

order to meet the information demands of contracts (Ball 1989, Andersen, Francis and Stokes, 

1993). External audits have been designed to supply an opinion on the fain1ess of accounting 

procedures and alert parties to the contracts of any unfairness in the accounting methods. The 

threat of audit qualifications can be a disciplinary mechanism that motivates management to 

deliver a fair set of accounts (Hamilton and Stokes, 2005). Auditing can also provides a form of 

insurance, because in the event of audit failure, there could be scope for litigation against 

auditors for compensation in the event of the losses (Menon and Williams, 1994). This notion of 

ex post settling up with an auditor is another cost of contracting, which implies that the 

insurance bond offered by an external audit facilitates the functional completion in contracting 

(Ball, 1989). 

There is empirical evidence that supports the price protection argument, which demonstrates the 

value of auditing through lowering the costs of contracting. For instance, Wallace (1986) reports 

that contracting for an initial audit in the municipal sector is demanded to improve the 

municipal unit's bond rating to reduce interest rates. Postulating that firms demand an external 

audit to support the manager's and investors' efforts to control conflicts of interest, Chow 

4 An agency relationship is described as "a contract under which one or more persons (the principal(s)) 
engage another person (the agent) to perform some services on their behalf which involves delegating 
some decision to perform some decision making authority to the agent" (Jensen and Meckling, 1976). 
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(1982) provides empirical evidence of the demand for auditing in relation to leverage, firm size 

and the number of accounting-based debt covenants in a pre-SEC setting. Blackwell, Noland, 

and Winters (1998) document an average 25 basis-point interest rate saving on bank loans for 

companies that voluntarily choose to be audited than for unaudited firms, after controlling for 

other determinates of interest rates. This study empirically demonstrates how unfair outcomes 

can be derived when debtholders price the potential for misleading unaudited accounting 

numbers into interest rates. Instead of using the market mechanism to price such risk, 

companies will choose the contracting solution (to be audited) up to the point where it is 

justified in lowering interest rates. 

In summary, auditing plays a contractual role in reducing the contracting costs of firms. 

Auditing is demanded as a mechanism for reducing agency costs by monitoring and arbitrating 

on a firm's accounts to meet the information demands under contracts. An audit can also offer 

an insurance bond to facilitate functional completion in contracting. The theory of contracting 

through firms establishes a basis for linking the value of audits in reducing the costs of 

contracting, which impacts on the cost of capital in capital markets (price protection). 

2.3 Value of Audit Quality 

The documentation of voluntary demand for auditing prior to the requirement of mandatory 

auditing corroborates the contracting arguments that it is the economic role of auditing rather 

than regulation that drives demand for audits (Benston, 1969). 5 Since all auditors must meet 

minimum legal and professional standards, observing various audit firms suggests that the 

quality-ditierentiated audit is demanded by different clientele driven under various contracting 

requirements (Francis, 2004). There is a large body of literature investigating quality-

differentiated audits, which presumes that differences in audit quality exist and can be inferred 

by comparing different groups or classes of auditors or different features of auditing. Reviewing 

these studies suggests audit quality is multi-dimensional and provides a basis for further 

development (and subsequent empirical examination) of the audit quality information risk 

framework. 

Next, section 2.3.1 smrunarises the fundamental arguments about the demand and supply for 

audit quality. Then, section 2.3.2 reviews the multiple dimensions of audit quality studied in the 

extant research. 

5 Benston (1969) shows that 82% of New York Stock Exchange companies were audited prior to the 
passage of the Securities Act of 1933 and 1934. 
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2.3.1 Demand and Supply for Audit Quality 

Demand for audit quality is theorised as arising from information asymmetry and agency cost 

problems existing between company insiders and investors, outlined above, as giving rise to 

demand for auditing (e.g., Titman and Trueman, 1986; Dater, Feltham and Hughes, 1991 ). As 

discussed in Stokes, Vassallo, and Wells (2008), given auditing is mandated in the market, 

quality-differentiated auditors are in demand based on three considerations. 

First, the demand for audit quality represents optimal contracting. As a monitoring device, a 

higher-quality audit ensures better use of resources entrusted to the inside managers by the 

outside investors. By providing better assurance on information relating to client performance 

and the state of their affairs, a selection of high-quality auditors could be beneficial to firms 

with greater agency costs (Palmrose, 1984; Francis and Wilson, 1988; DeFond, 1992; Craswell 

eta!., 1995).6 For instance, Francis and Wilson (1988) show that the demand for large auditors 

is positively associated with the company's agency costs, which indicates that a high-quality 

audit is used to dilute agency problems by assuming the role of a monitor. In another study, 

DeFond (1992) finds that auditor switches are significantly associated with changes in a firm's 

agency conflicts (i.e., management ownership, leverage, firm growth, and security issues). This 

is evidence that managers change auditors in anticipation of agency conflicts and firm structural 

changes. 

Second, the demand for audit quality also represents information signalling. A high-quality 

audit enhances information credibility by reducing the ex ante information uncertainty, which 

further reduces risk as perceived by investors. The benefits managers accrue from such risk 

reduction include reduction in equity discounts and more accurate price reactions to financial 

disclosure events (e.g., equity issuance) (Balvers, McDonald and Miller., 1988; Feltha1n, 

Hughes and Simunic, 1991; Willenborg, 1999). With an analytical equilibrium model, Titman 

and Trueman ( 1986) first demonstrate that IPO client value is an increasing function of auditor 

and investment banker quality. In their study, audit quality is defined in terms of the accuracy of 

the information supplied to investors. They conclude that higher-quality audits can reduce 

information uncertainty regarding the value of new issues by allowing investors to make a more 

precise estimation of the firm's value. Extending their proposition, Datar et al. (1991) model a 

trading-off effect between entrepreneurs' ownership percentage and audit quality in signalling 

the firm-specific risk for investors arising from firm value estimation. A positive relationship 

6 This is in line with the agency theory that predicts that a firm adoption of mutually beneficial 
contractual arrangements between stakeholders and management will reduce the moral hazard and align 
self interests (Jensen and Meckling, 1976; Watts and Zimmerman, 1983) 
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between client risk and demand for audit quality is suggested. They argue that the employment 

of differentiated quality audit firms provides one means of signalling the credibility attached to 

financial reports. Other extant empirical studies generally support the signalling role of high-

quality auditor choice (e.g., Feltham, Hughes and Simunic, 1991, Clarkson and Simunic, 1994; 

Lee, Stokes, Taylor and Walter, 2003). For instance, Feltham et al. (1991) empirically tests the 

entrepreneur-signalling model developed in Datar et a!. (1991) with three proxies for company-

specific risk and finds some evidence that supports the signalling function of high-quality 

audits. 7 Likewise, Clarkson and Simunic ( 1994) test Datar et a!.' s (1991) demand-side 

predication in a traditionally less litigious legal environment - the Canadian IPO market- by 

arguing the audit cost could increase in response to the increased risk of litigation. They find 

companies using brand name auditors tend to be more risky and have a lower mean level of 

retained ownership than companies using non-brand natne auditors. Lee et al. (2003) study 

auditor choice in the Australian IPO market, in which the litigation cost is argued to be low. 

Their results also support the signalling role of high-quality auditor choice, but find that the 

trade-off between auditor choice with firm risk or retained ownership is confined to smaller 

IPOs ancl/or those using less prestigious underwriters. With IPO data, Jang and Lin (1993) 

investigate the brand name auditor's assurance role in relation to trading activities (e.g. trading 

volume). Their evidence suggests that the trading volume reaction to a release of more reliable 

information is stronger initially but less persistent. 8 Furthermore, another strand of research 

confirms that a high-quality auditor choice is beneficial (e.g., lowers IPO underpricing), in 

particular, to firms that are more risky and have greater agency cost (e.g., Balvers eta/., 1988; 

Beatty, 1989; Michaely and Shaw, 1995; Willenborg, 1999; Hogan, 1997; Willenborg, 2003). 

These studies are reviewed in detail in section 2.4.1. 

Third, the demand for audit quality represents the financial statement user seeking insurance 

from auditors to recover investment losses sustained by responding to audited financial 

statements that contain misrepresentations. The insurance role of audit quality is also termed the 

"deep pockets" hypotheses (e.g. , Menon and Williams, 1994). Large, prestigious audit firms 

may be perceived to provide insurance under legal entitlements, which is regarded as a potential 

source for recovery of losses. 

7 Feltham et al. (1991) construct three proxies for firm risk: regression coefficients that theory relates to 
risk, ex ante proxies available from prospecti, and ex post variances in returns. However, their results 
provide limited support with the significance of only the first risk measurement. 
8 Jang and Lin (1993) document larger trading volume for Big n audited firms than non-Big n audited 
firms on the first trading day, while on the later days of trading for IPOs, the trading volume for Big n 
clients become smaller than that for non-Big n clients. 
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Some empirical studies (e.g., Menon and Williams, 1994) provide support for the insurance 

aspect of audit quality. For instance, Menon and Williams (1994) document that the disclosure 

of the bankruptcy of Laventhol & Horwath (L&H) has a negative impact on L&H client stock 

prices, which supports the view that auditors are perceived by investors as guarantors of 

financial statements. The insurance role of audit quality is also demonstrated in other studies 

(e.g., Willenborg, 1997; Khurana and Raman, 2004; Hope et al., 2008) with research designs 

focusing on specific firm characteristics (start-ups vs. established companies) or cross-country 

settings with different investor protection. These studies are discussed in detail in section 2.4. 

Regarding the supply of audit quality, increased client-specific risk is usually associated with 

the increased risk of audit failure and litigation, and the incumbent auditor will step up the audit 

effort and audit fee to compensate for such litigation exposure, or manage their client portfolio 

to control the risk they assume (Simunic and Stein, 1996; Johnstone and Bedard, 2003). 

Consistent with this argument, prior empirical research provides evidence of strategic client risk 

management and documents an inverse relationship between litigation risk and audit quality 

(O'Keefe, King and Gaver, 1994; Simunic and Stein, 1996; Johnstone and Bedard, 2003). 

2.3.2 Multi-Dimensional Audit Quality 

The extant research suggests there are a number of relevant dimensions of audit quality. This 

section reviews the literature around these dimensions and provides a basis for the further 

development of the audit quality information risk framework (see section 2.7), which in tum 

guides empirical examinations of audit quality in the equity market in later chapters. 

Audit Firm Size Dichotomy 

The auditor size dichotomy (Big n) dimension is the most pervasive in the literature, with early 

work by Simunic (1980) and DeAngelo (1981 b) developing arguments that accounting 

information audited by larger auditors will have greater credibility because larger auditors have 

greater investments in their brand name reputation capital to deliver more competent audits (see 

also Simunic and Stein, 1987; Francis and Wilson, 1988; Beatty, 1989; Watkins, Hillison and 

Morecroft, 2004). With more reputation capital at stake, large auditors will have less incentive 

to fail to disclose a discovered breach in exchange for retaining any one client (implying greater 

audit independence). In contrast, smaller firms have relatively lower audit capacity and have 

more to gain from a single client by misreporting than by potentially having a contract 

terminated (DeAngelo 1981 b). However, these arguments do not necessarily infer that all large 

auditors are always superior, particularly with recent significant audit failures (e.g. Enron, 
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Worldcom, Sunbeam, and HIH). Rather, they suggest that as a group, large audit firms will be 

of higher quality than other accounting firms (Francis, 2004 ). 

There is corroborative evidence that supports the superior quality of larger audit firms. Many 

studies (e.g., Simunic, 1980; Francis, 1984; Francis and Stokes, 1986; Palmrose, 1986; Francis 

and Simon, 1987; Simon, 1997; Craswell et al., 1995; Carson, Fargher, Simon and Taylor, 

2004) document that brand name audit firms around the world earn a fee premium relative to 

other accounting firms after controlling for client characteristics such as size, complexity and 

auditor-client risk sharing. 9 Such a fee premium is argued to be free from oligopolistic pricing 

by the Big n audit firms. While legal alternatives (smaller auditors) are available, the client's 

acceptance of such fee premiums confirms the notion that larger accounting firms supply 

higher-quality audits, and clients value such audits in meeting their demand requirements. 10 

Simunic's (1980) study investigated the nature of competition in the U.S. audit market. By 

comparing the audit fee charged by dichotomous auditor size groups across large and small 

client firm segments, he finds no evidence of Big n monopoly pricing but he does identify 

economies of scale achieved by Big n in the large client segment. Simunic' s ( 1980) framework 

allowed subsequent Australian studies (Francis, 1984; Francis and Stokes, 1986) to document 

how Big n audit firms differentiate their products with higher prices across all the clients, and 

smaller auditors confront diseconomies of scale in auditing large clients in a competitive audit 

market. Recent studies revisiting the competition issue after significant audit market changes, 

with increased market concentration and elimination of the dominant players (e.g. Carson et a/., 

2004; Hamilton, Li and Stokes, 2008), find that competition still prevails in the Australian audit 

market and audit reputations, proxied using the auditor size dichotomy, are more highly priced. 

9 For evidence of Big 4 (5, 6, 8) market share and audit pricing in different countries, refer to: U.S. 
market ( eg. Simunic, 1980; Palmrose, 1986; Francis and Simon, 1987), Australia (Francis, 1984; Francis 
and Stokes, 1986; Craswell et al. , 1995; Carson et al., 2004, Hamilton, Li and Stokes, 2008), UK (Chan, 
Ezzamel and Gwilliam, 1993; Brinn, Peel and Roberts, 1994; Ireland and Lennox, 2002; Chaney, Jeter 
and Shivakumar, 2004), India (Simon, Ramanan, and Dugar, 1986), Hong Kong, Malaysia and Singapore 
(Low, Tan and Koh, 1990; Simon Teo and Thrompeter, 1992; Lee, 1996; Gul, 1999), New Zealand (Firth, 
1985; Johnson, Walker and Westergaard, 1995), Canada (Anderson and Zeghal, 1994; Chung and 
Lindsay, 1988), Japan (Taylor, 1997), Pakistan (Simon and Taylor, 1997), South Korea (Taylor, Simon 
and Burton, 1999), Bangladesh (Karim and Moizer, 1996), Finland (Niemi, 2002) and Nigeria (Taylor 
and Simon, 2003 ). 
10 Recent work has also examined whether the causal relationship between large auditors and higher fees 
could be biased without controlling for the endogeneity of brand name auditor choice. This issue is 
addressed by adopting Heckman's (1979) two-stage model. While some research (e.g. Ireland and 
Lennox, 2002; Chaney et al., 2004; Chaney et al., 2005) finds that demand-side audit firm self-selection 
has a significant influence on the calculated magnitude of the audit fee premia of large auditors, other 
studies (e.g. Khurana and Raman, 2004; Hamilton et al., 2008) find that controlling for audit firm self-
selection does not alter their research conclusions in relation to audit market competition or cost of equity 
capital. A recent study by Letmox and Francis (2008) points out that "the selection model is vulnerable to 
multicollinearity and extremely sensitive to minor changes in model specification and sample criteria" 
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Other studies also support the superior quality of large audit firms. For instance, Francis and 

Krishnan (1999) find Big n auditors adopt lower thresholds for issuing modified audit opinions. 

Likewise, Lennox ( 1999) investigates the variance of audit accuracy (as reflected in financial 

distress prediction) across Big n and non-Big n audit firms in the UK market and provides 

evidence of a lower propensity for smaller auditors to issue modified reports. Further, some 

studies (e.g. Davidson and Neu, 1993; Clarkson, 2000; Weber and Willenborg, 2003) assess the 

relationship between audit quality and predictive accuracy in IPO markets with respect to 

management earnings forecast, future stock returns, and subsequent de-listings. Their evidence 

supports the view that large auditors are associated with higher audit quality. 

A similar conclusion can be drawn from studies focusing on earnings management (e.g. Becker, 

DeFond, Jiambalvo and Subramanyam, 1998; Francis and Krishnan, 1999; Francis, Maydew 

and Sparks, 1999; Clarkson, 2000). It is argued that the reporting of accrual-based earnings 

involves management discretion to subjectively estimate future outcomes, and there are 

managerial incentives for the opportunistic selection of accounting policies (Dye and 

Verrecchia, 1995; Dechow et al., 1996). The research suggests larger auditors can detect and 

constrain aggressive earnings managernent (Becker et al., 1998). Using various abnormal 

accruals approaches (e.g., Jones, 1991 , and modified Jones model), large auditors are found to 

be less willing to accept questionable accounting 1nethods, more likely to detect and report 

errors and control for clients' earnings-management attempts (Becker et al, 1998; Francis and 

Krishnan, 1999; Francis et al, 1999). These studies are discussed in greater detail in section 2.5. 

In addition, some studies (e.g., Pitman and Fortin, 2004; Mansi, Maxwell and Miller, 2004, 

Teoh and Wong, 1993, Heckenbrack and Hogan, 2002; Khurana and Raman, 2004; Ferguson 

and Matolcsy, 2004; Azizkhani et al., 2007) associate auditor size with properties of capital 

markets (e.g., cost of debt, earnings response coefficient, cost of equity, and post earnings 

announcement drift) 11 to explore the economic value of auditor reputation in the capital market. 

They find evidence suggesting that a large audit firm is perceived as a high-quality auditor in 

the capital market. More recent work (e.g., Azizkani et al. , 2007; Khurana and Raman, 2004) 

suggests the Big n effect is sensitive to the choice of litigation environment and sample period. 

These studies are discussed in greater detail in section 2.4.4. 

In summary, the findings support the view that auditor size is an important dimension of audit 

quality. 

11 A detailed summary of audit quality effects on capital markets is provided in Section 2.3. 
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Industry Expertise 

Research on industry specialisation relaxes the assumption of quality differentiation between 

large and small audit firms. This research is motivated by the fact that the Big n' s share of the 

market has continuously expanded (and now exceeds 90o/o in Australia and the U.S.), and there 

is low explanatory power in research designs comparing large and small auditees (Francis, 

2004). 

Industry experts are argued to have deeper knowledge than non-experts, due to more extensive 

experience in the industry, which enables better understanding of accounting rules and reporting 

requirements, efficient identification of various particular industry risks, and more accurate 

audit judgments (Solomon, Shields and Wittington, 1999; Kown, 1996). Therefore, industry 

specialist audit firms are classified as higher-quality auditors than non-specialists. In addition, a 

relevant argument is that the more clients an accounting firm has in an industry, the greater the 

chances their auditors will acquire industry knowledge and become industry experts. 

The empirical studies generally support the superior quality of industry specialist audit firms. 

For instance, using an experimental design, Owhoso, Messier and Lynch (2002) provide 

evidence that industry specialist auditors are more likely to detect errors in accounts. Paralleling 

the fee premiun1 of research on audit size dichotomy, some studies also document the fee 

premiums of industry experts in support of their superior audit quality. 12 For instance, Craswell 

et al. (1995) find Big n industry specialists earn additional fee premiums over other Big n non-

industry specialists in the Australian large client segment. Francis, Reichelt and Wang (2005) 

document similar fee premium in the U.S. In the Hong Kong market, DeFond et al. (2000) find 

fee premia for the top-three industry leaders over the other Big n firms. 

Other studies (see in particular Francis et al., 1999; Reynolds and Francis, 2001, Ferguson, 

Francis and Stokes, 2003) suggest specific investments in industry specialisation are made in 

offices of audit firms. Ferguson et al. (2003) document an average industry specialist leadership 

premium of 17% at the city level in Australian audit markets. Francis, Reichelt, and Wong 

(2005) conduct a similar city-level specialist test in the U.S. market, and their results support 

national and city-specific industry leadership jointly affecting auditor reputation and pricing. 

Further studies (discussed in greater detail in section 2.5) show industry specialist audit firms 

constrain managers' income-increasing attempts (with lower discretionaty accruals) (e.g., 

12 Generally, the fee premia evidenced in these studies for industry expertise range from 10% to 30%. 
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Balsam et al., 2003, Elder and Zhou, 2006). They often show that clients of industry experts 

report higher-quality earnings. 

Several studies have examined the effects on capital markets of auditor industry specialisation 

(discussed in greater detail in section 2.4). However, none of these has looked at city-level 

specialists, and the results are mixed. For example, Balsam et al. (2003) show higher ERCs for 

industry specialist auditors than non-specialist auditors, but no such industry specialisation 

effect is found by Heckenbrack and Hogan (2002) based on their auditor-switching sample. 

Also, Elder and Zhou (2006) show that clients of industry experts experience less IPO 

underpricing. However, this finding is in contrast to Ferguson and Matolcsy's (2004) finding 

that there are only weak incremental industry specialist effects on PEAD. Moreover, recent 

studies (e.g., Ahmed et al., 2008; Fernando et al., 2008) show the benefits of choosing an 

industry specialist auditor by lowering the cost of equity capital, but such effects are conditional 

on alternative monitoring mechanisms or client size. Collectively, these results imply that the 

impact of high-quality audits delivered by industry specialists on the capital market is sensitive 

to the selection of capital market approaches, samples and other firm-specific characteristics. 

The mixed findings may also be attributable to the differences in defining industry 

specialisation, which, since an auditor's specialist status is not readily observable, is a 

controversial issue in this strand of research. A good example of this issue is Abbott, Parker, 

Peters and Raghunandan's (2003) investigation of the i1npact of Big n auditor industry 

specialisation on an auditor's propensity to issue going-concern reports for bankrupt companies. 

They find positive significant associations between industry expertise and the issuance of going-

concern reports among two of eight industry-specialisation measures. 

Prior studies usually structure the measure of industry specialisation based on client market 

shares and auditor concentrations. The use of variants of market shares is based on the view that 

auditors' investments are reflected in increased market share over time (Hogan and Jeter, 

1999). 13 Client sales (e.g. Palmrose, 1986; Abbott and Parker, 2000), client assets (e.g. Hogan 

and Jeter, 1999; Mayhew and Wilkins, 2002), and audit fees (e.g. Ferguson and Stokes, 2002) 

are the common properties utilised as measurement bases. Other studies (e.g. Craswell et a!., 

1995; Abbott and Parker, 2000; Chen and Elder, 2002; Ferguson and Stokes, 2002) use number 

13 For instance, Palmrose (1986) defines an industry specialist as an audit firm that has audited the 
greatest percentage of that industry 's sales. Any other auditor with total sales revenue within 15% of the 
total sales revenue audited by the industry leader is also considered a specialist. Craswell et a/. (1995) 
recognise specialist auditors in the Australian market if a given industry has 30 or more observations and 
one or more individual accounting firms have a market share greater than 10%. However, the 10% is 
arbitrary and later evidence shows that varying the cut-off shares has a material impact on the results of 
tests (e.g. Craswell eta/., 1995; Ferguson and Stokes, 2002). 
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of clients as the measurement base, based on the view that returns to specialising could accrue 

from auditing a large number of clients rather than a few large clients (Gramling et al., 2001; 

Balsam et al., 2003). Other audit fee studies (e.g. Ferguson and Stokes, 2002; Ferguson et al., 

2003) find that the industry leadership is associated with generating audit fee premiums. It is 

argued that the market leadership is unlikely to be attained without industry specialisation 

(Godfrey and Hamilton, 2005). 

However, market share is subject to the limitation of being a passive reactor to, rather than a 

shaper of, the economic environment (Gramling and Stone, 2001). Further, market share-based 

industry-specialist measures are unable to capture small-sized specialists due to their 

insignificant portions of the within-industry audit market. Kown (1996) suggests a strategy-

focused specialist measure that defines an audit firm as a specialist in an industry if its revenues 

(audit fee) or its clients from the industry constitute greater than 20o/o of all its total revenues or 

audited clients. This proxy focuses more on the degree of specialisation in an industry from an 

auditor's perspective. Moreover, Hogan and Jeter (1999) suggest an audit firm self-proclaimed 

n1easure defining an audit firm as specialist when an audit firm has identified an industry as its 

"target industry" on its website. However, this approach is subject to the uncertainty in 

distinguishing actual industry expettise from audit finn marketing strategy. 

In summary, auditor industry specialisation is supported as a relevant dimension of audit quality 

by the prior literature, and recent research suggests industry expertise is more likely to be tied to 

specific city offices. 

Auditor Switch and Auditor Tenure (Partner Rotation and Partner Tenure) 

Prior literature suggests that a company may change its auditor for two broad reasons: 

improving the company's operating performance (Williams, 1988; Johnson and Lys, 1991; 

Beattie and Feamley, 1995), or enhancing the manager' s position (Lennox, 2000). Johnson and 

Lys (1990) argue that market competition induces the clients and audit firm to achieve efficient 

utilisation of an audit firm's specialised resources and investments, and changes in clients' 

operations over time can erode the auditor's comparative advantage. Thus, in response to 

changes in the client's financial and operating characteristics, a corresponding replacement of 

incumbent auditor is legitimate and may enhance shareholders' wealth (Williams, 1988). 14 On 

the other hand, auditor switch may also be attributable to managers' shopping for audit opinions 

for their "managed" earnings. Furthermore, it is also argued that an auditor switch is 

14 Williams (1988) argues that auditor switch could benefit shareholders when, for example, different 
services are required. 
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accompanied by the loss of client-specific expertise, which may result in a lower-quality audit 

(Becket al., 1988; Knapp, 1991; Solomon et al., 1999; Geiger and Raghunandan 2002). 

Through investigating audit opinion outcomes of audit work, some studies (e.g., Chow and 

Rice, 1982; Smith, 1986) examine whether an auditor switch leads to lower audit quality. The 

researchers argue that if a firm intends to shop for opinions after receiving a modified audit 

opinion, the firm is more likely to switch to a low-quality auditor. However, contrary to this 

expectation, the researchers find no difference between the audit opinions of predecessor and 

successor auditors. Likewise, Krishnan and Stephens (1995) find that the switching firms are 

treated equally as conservatively by both predecessor and successor auditors. 

Studies such as that of DeF ond and Subramanyam (1998) (discussed in greater detail in section 

2.5) associate auditor switch with earnings management, and the researchers document more 

income-decreasing discretionary accruals during the last year with the predecessor auditor and 

fewer during the first year with the successor. Other studies investigate auditor switch 

announcements and find negative stock market reactions (Eichenseher, Hagigi and Shields, 

1989; Johnson and Lys, 1990; Fried and Schiff, 1981; and Smith 1988) or insignificant 

abnormal returns (Nichols and Smith, 1983 and Davidson and Gribbon, 1999). Such findings 

may be attributable to the confounding effect of different motivating factors for auditor 

switches. Recently, Azizkhani et al. (2007) examine auditor switch effects on cost of equity 

capital but find no significant association. 

Interest in auditor tenure as a dimension of audit quality is motivated by regulators' concerns 

about the detrimental effect of longer audit tenure on audit independence. This view that an 

auditor's objectivity toward a client declines with the passage of time (e.g., Mautz and Sharf, 

1961; Geiger and Raghunandan, 2002) is in contrast to the argument that auditors have a strong 

economic incentive to maintain their independence, and internal mechanisms such as rotation of 

personnel are sufficient to maintain the independence of audits (Francis, 2004). Another 

opposing argument is that audit quality may be lower for new audit engagements due to time 

and budget constraints, which make it more difficult for the incumbent auditors to refuse 

accounting concessions (with the threat of termination) (Watkins et al., 2004). Furthermore, it is 

also argued in the literature that audit firms may engage in the competitive practice of 

'low balling', that is, pricing the initial audits significantly below costs because of higher initial 

costs of new client auditing and higher transaction costs incurred in auditor switching. In order 

to recoup the initial year's loss through future quasi-rents, auditors may impair audit 

independence in exchange for maintaining the newly engaged clients for a sufficient period in 
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the early years of the auditor-client relationship (Magee and Tseng, 1990; Dye, 1991; Lee and 

Gu, 1998; Zang, 1999). 

Empirical findings generally support the view that within the early years of audit tenure audit 

independence will be impaired severely (Dye, 1991; Summer, 1998) and longer audit tenure 

does not erode audit quality but is actually beneficial (Petty and Cuganesan, 1996; Bell et al., 

1997). Recent studies (e.g. Myers, Myers, and Orner, 2003; Johnson et al. , 2002) investigate the 

relationship between audit tenure and accruals and provide evidence that accruals are of higher 

quality as auditor tenure increases. Furthermore, greater audit reporting failures have been found 

in the early years of auditor-client relationships than when auditors have severed clients with 

longer tenure (Geiger and Raghunadan, 2002). This suggests that compared to new auditors, 

longer-term audit engagements may enable the incumbent auditor to generate sufficient 

knowledge about firm-specific risks and reduce the likelihood of audit failures (Myers et a!., 

2003). Such beneficial effects of long auditor tenure are also confirmed with a number of 

studies that research the actual audit process, as well as litigation and earnings restatement 

outcomes (Deis and Giroux, 1992; Geiger and Raghunadan, 2002; Carcello and Nagy, 2004). 

Other studies employ market-based approaches to examine market participants' views on audit 

tenure as affecting audit quality. While some studies (e.g., Mansi et al. , 2004; Ghosh and Moon, 

2005) find evidence that investors perceive earnings quality as improving with longer auditor 

tenure, others (e.g., Azizkhani et al., 2007; Boone, Khurana and Raman, 2008) find that the 

tenure effect on the equity premium is non-linear and conditional upon the size of the auditor. 

These studies are discussed in greater detail in section 2.4. 

Recently focus has also been placed on audit partner tenure/rotation in response to regulatory 

demand for partner rotation, the suggestion being that longer partner tenure is likely to result in 

reduced independence, and hence a lower quality of auditing. 15 Partner rotation represents a set 

of fresh eyes, which could bring higher quality to financial reporting (Hamilton et al., 2005; 

Azizkhani et a!., 2007). 

Some studies (discussed in greater detail in section 2.5) have associated partner tenure/rotation 

with earnings quality (measured by accruals). While some studies (e.g., Carey and Simnett, 

15 As noted in Hamilton, Ruddock, Stokes and Taylor (2005), in Australia, "following amendments in 
2004, the Corporations Act 2001 s324DA requires that individuals who play a significant role (defined as 
lead/engagement/review auditor) in the audit of a listed company must be removed from that role for at 
least two subsequent years. Amendments in 2004 to Australian Professional Statement Fl (para. 2.50) 
echo this requirement." In the U.S ., section 203 of the Sarbane-Oxley Act of2002 (SOX) states, "the lead 
audit or coordinating audit partner and the reviewing partner must rotate off the audit every five years." 
Later, mandatory audit firm rotation was discussed in GAO (General Accounting Office) (2003) as 
directed by Congress, and the report expressed guarded confidence in the long-run adequacy of currently 
legislated reforms, "for enhancing auditor independence and audit quality". 
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2006) find no evidence that longer partner tenure will impair auditor independence, other 

studies suggest that longer partner tenure allows more management discretion (e.g., Fargher, 

Lee and Mande, 2005) and mandatory partner rotation leads to more conservative reporting (see 

also Hamilton et al., 2005). In contrast, Azizkhani et al. (2007) find longer engagement partner 

tenure leads to a lower cost of equity capital for non-Big n clients, but a partner rotation will not 

affect cost of equity capital. 

In summary, audit firm switch/tenure and partner rotation/tenure are supported as relevant 

dimensions of audit quality. 

Audit Effort 

Audit effort affects the probability that an auditor detects an existing problem in the firms' 

accounts, and consequently influences audit quality delivered (Caramanis and Lennox, 2007; 

Friedrich et al., 2004). There is evidence, drawn from some analytical studies (e.g., Dye, 1995; 

Hillegeist, 1995), that under such circumstances auditors are more likely to detect overstated 

earnings. Since greater audit effort could enhance audit competence, audit firms are likely to 

exert more effort to avoid costly litigation risk and reputation concerns (DeAngelo, 1981 ), and 

consequently deliver higher audit quality. 

However, due to the unavailability of large datasets of audit hours, there is a paucity of evidence 

on audit effort (Caramanis and Lennox, 2007). Except for Caramanis and Lennox (2007) 

(discussed in greater detail in section 2.5), previous studies often use audit fees-based metrics to 

capture the extent of audit effort. The rationale is that the variation in underlying client 

characteristics and audit market conditions affects the amount of audit effort delivered and the 

amount of the expected audit fee (e.g., Ballet al., 2001; Johnstone and Bedard, 2003; Simunic, 

1980). Thus, the extent to which audit fees are lower/higher than expectations (labelled as 

unexpected audit fees) provides signals about the quality of the audit because it indicates 

whether insufficient/sufficient audit work is performed (Friedrich et al., 2004). 

Empirically, Beatty (1989) documents that higher unexpected audit fees are associated with less 

IPO lmderpricing in support of this metric capturing this aspect of audit quality. Higgs and 

Skantz (2006) find higher ERCs for firms associated with higher unexpected audit fees, 

suggesting that the 1narket perceives greater effort in enhancing earnings quality. In another 

study, Danielsen et al. (2007) examine the relationship between audit fees and firm transparency 

reflected in the firm's stock-trading behaviour. Their results suggest greater effort (denoted by 

abnormal audit fees) is exerted by incumbent auditors in auditing opaque clients. 
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In summary, audit effort has support as a dimension of audit quality. Notwithstanding the lack 

of availability of a large dataset of audit hours precluding direct examination of audit effort, 

other studies suggest that unexpected audit fees could be an effective measure of audit effort. 

Auditor Independence 

Auditor independence is the probability that an auditor, having detected an error, fraud or 

misstatement in the accounts, reports the detected problem (DeAngelo, 1981 ). Motivated by 

regulatory action (e.g., Sarbanes-Oxley Act in the U.S. and CLERP 9 in Australia) and the 

criticism of joint supply of audit and non-audit services (NAS), some research has focused on 

the possible impairment of audit independence arising from non-audit service (NAS) provision 

(e.g. Frankel et al., 2002; Ashbaugh, LaFond and Mayhew, 2003; Chung and Kallapur, 2003; 

Larker and Richardson, 2004). It is argued that the provision of non-audit services could 

strengthen an auditor's economic bond with the client, thereby compromising auditor 

objectivity and increasing the auditor's incentive to acquiesce to client pressure. However, the 

provision ofNAS could also increase the auditor's investment in reputational capital (Douph et 

al., 2001 ), which leads to a lower likelihood of satisfYing the demands of any one client. 

To examine the possible impairment of audit independence, empirical research (discussed in 

greater detail in section 2.5) has utilised indicators of possible earnings management (e.g. 

discretionary accruals, earnings restatements) as proxies for variation in the quality of financial 

reporting. These studies provide mixed evidence of economic bonding. While some research 

(e.g., Frankel et al., 2002) find results in support of the regulatory proposition, other studies 

(e.g., Ashbaugh et al., 2003; Chuang and Kallapur, 2003; and Larker and Richardson, 2004) fail 

to find results indicating auditor independence impairment. In the Australian setting, Ruddock 

et al. (2006) find evidence of an association between increasing NAS provision and less 

conservative accounting. 

Other indicators of audit/earnings quality are used to evaluate the impact of NAS on reporting 

quality, but generally no evidence of independence impairment is found. For instance, Kinney, 

Palmrose and Scholz (2004) examine the relationship between earnings restatements and the 

provision of NAS, assuming that restatements of previously issued financial statements reflect 

low-quality financial reporting. No consistent evidence has been found of a relationship 

between NAS fees and restatements, but Kinney et al. (2004) find a negative association 

between tax services fees and restatements. Some studies (e.g. DeFond, Raghunandan, 

and Subramanyam, 2002; Craswell, Stokes and Laughton, 2002) investigate the association 
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between audit opinion outcome and the level of NAS. DeFond et al. (2002) investigate the 

relationship between fee dependence (NAS and audit fee) and audit quality proxied by the 

auditor 's propensity to issue going-concern opinions. No association is found in their study. 

Similarly, Craswell et al. (2002) assess the influence of fee dependence (at both a national level 

and city level) on audit independence (proxied by the propensity to qualify an audit opinion), 

and no association is documented. 

Some capital markets research (discussed in greater detail in section 2.4) investigates whether 

the market views NAS provision as compromising audit independence (e.g., Khrishnan et al., 

2005; Khurana and Raman, 2006; Gul, Tsui, and Dhaliwal, 2006; Hope et al., 2008). They often 

conclude that NAS provision is negatively perceived by the market, but the documented effect 

could hinge on auditor size, quarterly reporting periods, measures of NAS, and the litigation 

environment. 

Moreover, it is also argued in the literature that in addition to NAS fees, exceptionally high 

audit fees could impair audit independence. Choi, Kim and Zhang (2006) examine this issue by 

associating abnormal audit fees with discretionary accruals. Their results show that abnormally 

high audit fees are positively associated with discretionary accruals, while abnormally low audit 

fees are negatively associated with discretionary accruals, which they argue supports their 

conjecture about audit independence impairment. However, such findings could also be 

interpreted as firms with high (low) discretionary accruals being exposed to more (less) audit 

scrutiny and greater (less) audit effort input, as manifested in abnormally high (low) audit fees. 

In summary, the evidence is somewhat mixed for the effect of joint provision of audit and non-

audit services on audit quality. While some U.S.-based evidence supports the regulatory 

proposition, other empirical studies find either no evidence of reduced audit independence with 

alternative proxies for earnings and audit quality or mixed evidence conditional upon other audit 

quality properties (e.g., auditor size) and other market settings (e.g., Australia). This evidence 

suggests audit independence proxied through NAS fee dependence could be a relevant 

dimension of audit quality. 

Audit Opinion 

DeAngelo ( 1981) argues higher audit quality is delivered in an audit where auditors, having 

discovered errors and irregularities in the accounts, qualify the accounts through their audit 

report. This signals the independence of the auditor and implies higher audit quality . An audit 

qualification raises questions about the underlying accounts, thus increasing the information risk 
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attached to the accounting numbers. It is in line with the empirical findings (see e.g., 1985; 

Dopuch et al., 1987; Monroe and Teh, 1993; Lee et al., 2003) that opinion outcomes are closely 

associated with firm risk characteristics. 

Empirical studies have focused on the influence of qualified audit opinions on capital markets. 

While some studies (e.g., Firth, 1978; Ballet al., 1979; Chow and Rice, 1982; Choi and Jeter, 

1992; Fleak and Wilson, 1994) find that a firm's share price falls because of the decreased 

financial reporting credibility, other studies (e.g., Ameen et al., 1994; Martinez et al., 2004) fail 

to detect such market reactions. Share-price adjustments are also found to be associated with 

modified audit opinions in the prior research (e.g., Dodd et al., 1984; Chen and Church, 1996; 

Caison et al., 1998; Chen et al., 2000; Taffler et al., 2004), while others fail to find such a 

reaction (e.g. Alderman, 1977; Elliott, 1982; Davis, 1982). The mixed findings may be 

attributable to the anticipation of negative information disclosed in an audit report before it 

becomes publicly available and thus it is already incorporated into the stock prices (Martinex et 

al., 2004). 

2.4 Capital Market Studies of Audit Quality 16 

This section reviews the prior capital-markets studies of audit quality. These studies associate 

selected audit-quality dimensions (reviewed in section 2.3) with the properties of equity markets 

(using e.g., earning response coefficient (ERC), cost of equity, value relevance frameworks) 

and/or conduct their tests in particular markets (e.g., debt market, IPO market). In this section, 

the prior studies are grouped and summarised by capital-market properties (i.e., IPO 

underpricing, ERC, cost of debt, cost of equity capital, and others). The review identifies 

opportunities (gaps in the literature) including the areas chosen as the focus of this thesis. 

2.4.1 /PO Underpricing17 

In the IPO market, due to relatively little public information available about the IPO, an 

auditor's opinion of a firm's financial information provides a source of information about the 

value of the firm's stocks for the underwriters and investors (Muzatko, Johnstone, Mayhew, and 

Rittenberg, 2004). Prior studies generally show an inverse relationship between audit quality 

and IPO underpricing (Balvers et al., 1988; Beatty, 1989; Michaely and Shaw, 1995) by 

16 A detailed summary for each of the key studies discussed in this section is provided in Appendix 5.1. 
17 Apart from the audit quality research on IPO underpricing, some studies also examine the choice of 
auditors in the IPO environment. These studies are reviewed in the previous section 2.3.1. 
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attributing their findings to the information-signalling role of audits (Muzatko et al., 2004). 18 

They argue that higher-quality audits reduce ex ante uncertainty for the investor, which in tum 

reduces the perceived riskiness of the IPOs. Since perceived riskiness is positively associated 

with IPO underpricing (Beatty and Ritter, 1986; Willenborg, 1999) due to required risk 

compensation by the underwriters and issuers, a high-quality audit could lower the extent of 

underpricing. 

Specifically, Balvers et al. (1988) develop a theoretical model that incorporates the relationship 

between the investment banker and auditors into pricing of the new issued securities by 

presuming that investment bankers would prefer high-quality auditors to reduce the uncertainty 

about firm value and to signal investment banker reputation. The proposition of the model 

indicates that both investment banker and auditor reputation play roles in lower underpricing, 

but their impacts are counteractive to each other (if either one factor increases, the influence of 

the other factor diminishes). Consistent with Balver et al. 's (1988) model, Beatty (1989) 

documents an inverse association between audit reputation and initial return earned by an IPO 

investor. In particular, he utilises the residual of an auditor compensation model to proxy for 

audit reputation by assuming the residual fee reflects the pay1nent of unobservable audit 

reputation and the abnormal fee payment contributes to the pricing of IPOs. His 'residual 

variable' result is consistent with the testing result utilising auditor size (Big n) as a measure of 

audit reputation. Furthermore, with a ranking proxy of Big n and second-tier auditors for audit 

quality, Michaely and Shaw (1995) provide the same evidence that auditors' prestige and IPO 

underpricing are inversely related. They also find that IPOs associated with a prestigious auditor 

are less risky (proxied by firm size, tangible assets, and reputation of underwriters). 

In contrast, Willenborg (1999) argues that while the prior finding of the inverse relationship 

between auditor size and IPO underpricing is consistent with an information-signalling role of 

large auditors, 'this finding could also be consistent with an insurance role as investors price-

protect against the absence of deep-pocketed auditor defendant.' Large, prestigious audit firms 

could be perceived as providing insurance in the event of security legislation and this is seen as 

a potential source for recovery of losses. To disentangle the information-based demand for audit 

quality from the insurance-based demand, Willenborg (1999) partitions IPOs into established 

companies and start-ups, in which the insurance demand for audit quality is likely to dominate 

18 The phenomenon termed 'underpricing' occurs when IPOs have large positive abnormal returns during 
the period immediately following the initial offering (e.g., underwriter and issuing companies set the 
initial offer price of a security lower than its expected post-offer trading price.) 
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the information demand. 19
• His finding suggests the importance of an insurance demand in the 

IPO market. 

From another perspective of balancing the costs and benefits in selecting quality auditors, 

Hogan (1997) utilises a self-selection analysis and finds that IPOs select audit quality to 

minimise a sum of underpricing and auditor compensation costs. The study indicates that the 

choice of a non-Big n auditor is at least optimal for some IPO companies in which the higher 

audit fee exceeds the benefits in terms of reduced underpricing. Furthermore, Weber and 

Willenborg (2003) examine the informativeness of high-quality audit opinion to the small, non-

venture-back IPOs, which have the poorest long-run performance. In this market segment, the 

prestigious audit firm is often viewed as the sole expert on the firm's accounts. Their results 

indicate that the presence of pre-IPO going-concern opinions of large auditors (Big n or 

national-tier audit firms) predicts post-IPO negative stock delisting and first-year stock returns. 

This also supports the information role of audits on the stock pricing of IPOs. 

In summary, prior IPO studies generally demonstrate the positive benefits associated with the 

choice of a higher reputation auditor in the form of lower offering underpricing. This strand of 

research also suggests there is both an information-based and insurance-based demand for audit 

quality in the IPO markets. However, most IPO underpricing studies focus on audit size as the 

relevant dimension of audit quality. While audit compensation and audit opinion are 

occasionally addressed in some studies, the other audit quality dimensions (e.g., industry 

specialisation, audit effort, fee dependence) are under-researched in the IPO market. Also, 

studies that associate IPO underpricing with audit quality are exclusively conducted in the U.S. 

market, leaving other less litigious market settings unexplored. 

2.4.2 Earnings Response Coefficients 

Some studies (e.g. Teoh and Wong, 1993; Balsam eta!., 2003; Krishnan eta!., 2005) associate 

audit quality with ERCs to investigate the influence of perceived high-quality audits on market 

movements in response to earnings information. It is argued that higher audit quality can reduce 

the perceived uncertainty and noise in reported earnings and results in a higher ERC. Teoh and 

Wong (1993) first develop a modified Holthausen-Verrecchia (1988) model and demonstrate a 

positive correlation between audit quality and the price response to earnings. They argue that 

due to the unobservability of the underlying true earnings, investors depend on the quality of 

19 Willenborg (1999) argues that financial statements for IPO start-ups (termed as DSEs) contain little 
meaningful accounting information, for which audit quality could be more precise. Hence, the inverse 
relation between auditor size and underpricing suggests insurance signalling. 
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external auditors in safeguarding the credibility of the financial reports, and therefore, higher 

auditor quality will result in a stronger response to a surprise in reported earnings. Utilising 

audit size to proxy for audit quality, they find higher ERCs for Big n clients than for non-Big n 

clients. A similar relationship is also found with a switching case. Adopting a similar argument, 

Balsam et al. (2003) investigate the beneficial effects of superior quality of industry specialist 

on investors' perception of earnings quality as manifested in higher ERCs. They document 

significant positive audit quality and ERC relationships with five of six significant measures of 

industry specialisation, and show that the industry specialisation effects are more marked in the 

service industries. 

Significant ERC results are also found by Hackenbrack and Hogan (2002), who focus on the 

ERC differences conditional on the investors updating their assessments of earnings precision as 

they learn from the Form 8-K disclosure. In their study, the reasons for an auditor change 

disclosed in the Form 8-K are classified into four broad categories, namely service-related, 

disagreement-related, audit-fee-related and uninformative. They predict that the "service-

related" disclosures are utilised by management in signalling that it seeks a better fit with an 

auditor, and they may lead to a higher ERC after the Form 8-K disclosure. In contrast, the 

"disagreement-related and audit-fee-related" disclosures may be perceived as management 

acquiring a lower-quality audit service, and they may be associated with lower ERC. Their 

findings generally support the predictions, and consistent with Teoh and Wong (1993), greater 

ERCs are found for companies switching to Big n auditors than non-Big n auditors. However, 

contrary to the results of Balsam et al. (2003), no industry specialisation effect on ERC is found 

with the switching sample. 

In another study, Choi and Jeter (1992) hypothesise that audit qualifications reduce the market's 

responsiveness to an earnings announcement by altering the market's perception of earnings 

noise or persistence, or both. They find that for the firms with a qualified audit opinion or those 

consistently qualified with 'subject to' opinions or due to discretionary changes in accounting 

principles, the post-qualification ERC declined significantly. 20 Looking at a different audit-

quality dimension, Ghosh and Moon (2005) associate auditor tenure with ERC to explore how 

the equity market views audit tenure in affecting reporting quality. Their results show a greater 

price response to both earnings and changes in earnings, which suggests that investors perceive 

earnings quality as improving with longer auditor tenure. 21 

20 However, they also point out that such results could be attributable to undergoing economic or 
structural changes rather than audit qualification per se. 
21 They further associate auditor tenure with stock rankings, debt ratings, and analysts' earnings forecasts, 
and provide some evidence that independent rating agencies and financial analysts view earnings quality 
improving with extended audit-client relationships. 
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Furthermore, utilising the ERC approach, Krishnan et al. (2005) investigate whether the market 

perceives the impairment of audit independence as denoted by the fee-based measures of non-

audit service purchases. They argue that if the provision of NAS causes investors to doubt the 

audit independence and place less reliance upon the reported earnings, a smaller ERC will be 

observed for firms with a lower NAS fee than firms with a greater NAS fee. In contrast, no ERC 

difference would indicate that both management and auditor maintain the auditor objective to 

avoid adverse market effects, whereas a greater ERC would signal the beneficial effects of 

knowledge spillovers through NAS acquisition. Negative ERC and NAS purchase (proxied as 

non-audit fee ratio and the level of non-audit fee and total fee) relationships are documented in 

2001, which is the first-time NAS fees disclosure are required by the SEC in the U.S. Further, 

using unexpected fees to measure the over- or underpayment of non-audit fees, they document 

that the significant negative NAS and ERC relationship occurs mainly in the second and third 

quarter following the release of NAS. They interpret the results as the market needing time to 

understand the NAS fee disclosure. However, their research could be largely attributable to the 

first-time disclosure of non-audit service fees in a high litigation U.S. market. 

With the Australian data (for the period of 1993 and 1994), Gul et al. (2006) examine the joint 

effect of audit size and NAS provision on ERC. They argue that in contrast to the U.S. firms, 

the institutional incentives for auditors to remain independent are likely to be low in Australia, 

where litigation and reputation costs are relatively low. They find an adverse relationship 

between NAS and the value relevance of earnings. Further, by using a three-way interaction 

between earnings, NAS fees and auditor size (Big n variable), they also document that the 

adverse effect of NAS is less pronounced for firms audited by large auditors. This finding is 

consistent with the view that large auditors have stronger incentives to resist earnings 

management by their clients. 

In summary, the extant audit quality-related ERC studies support the importance of audit quality 

in equity markets through enhancing the perceived quality of financial reporting. However, 

most of these studies are conducted in the U.S., and the ERC approach has not yet been widely 

applied to the Australian market, which is a lower-litigation setting. This area of inquiry has 

produced mixed results on industry specialisation (office-level specialisation has not yet been 

investigated) and the effects of other audit-quality dimensions are under-researched. 
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2.4.3 Cost of Debt 

In response to greater scrutiny over the role played by the auditor in financial markets, recent 

studies (e.g., Pitman and Fortin, 2004; Mansi, et al. , 2004) have examined the influence of audit 

quality on the debt market. The research takes advantage of the features of pricing of bonds, 

which is relatively well defined compared with the pricing of equity, and argues that the 

information intermediaries in this market (e.g., credit ratings agencies and bank relationships) 

are more likely to subsume the information contained in the audit report (Mansi, et al., 2004 ). 

Pitman and Fortin (2004) relate the cost of debt to the auditor choice decision in a firm's early 

public years. Their results suggest that a Big n audit firm engagement can enhance the 

credibility of financial statements, as well as reduce the debt-monitoring and borrowing costs. 

They also find that the impact of auditor choice on a firm 's interest rates diminishes over time 

as borrowers gradually shift toward relying on their own reputation to moderate information 

symmetry. 

Likewise, Mansi et al. (2004) argue that the dual roles of audit quality (auditor size) and the 

length of the auditor-client relationship provide information and insurance to the debt market. 

With a sample of the public bond market from 1974 to 1998, they find that investors ' required 

rate of return on corporate bonds is negatively related to both auditor quality and auditor tenure. 

Their results remain significant after controlling for the information effects of audits, which 

supports their conjecture that investors value the insurance role of auditors in addition to their 

information role. 

In a recent study, Dhaliwal et al. (2008) argue that fee dependence from non-audit services 

weakens audit independence and impacts the cost of debt. They find evidence that non-audit 

fees are negatively associated with the cost of debt for investment-grade issuers. While they 

document no evidence of the direct association between audit fees and cost of debt, they do find 

the association between earnings and cost of debt decreases as audit fees increase. In another 

study, Ahmed et al. (2008) investigate the effect of an audit of industry specialisation on the 

cost of debt and equity capital. By focusing on the Big n client sample, they document that the 

clients of industry specialist auditors (measured at national level) are associated with a lower 

cost of debt. 

In summary, the debt market highlights the insurance and information roles of higher audit 

quality. However, the evidence is limited to a few select dimensions of audit quality. 
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2.4.4 Cost of Equity Capital 

Recently, research has emerged associating audit quality with cost of equity capital and calling 

for a better understanding of the drivers of audit quality in the equity market, namely insurance 

for litigation risk or financial reporting credibility. As Khurana and Raman (2004) noted, 

making a distinction between these explanations is important because, if the latter drives audit 

quality, regulation that reduces auditor litigation risk should have no adverse effects on the audit 

quality delivered. 

Khurana and Raman (2004) first utilise ex ante cost of equity capital as a proxy for financial 

reporting credibility to evaluate the equity market's perception of Big n audit quality. They 

argue that the relationship between audit quality and cost of equity capital derives from the prior 

research suggesting that information asymmetry between a firm and its investors is associated 

with increased transaction costs (e.g. Amihud and Mendelson, 1986; Lee et al., 1993), and a 

high-quality auditor could ameliorate the valuation problem, reduce investor uncertainty, lower 

perceived risk, and ultimately lower the information asymmetry component of the firm's cost of 

equity capital. With a 1 0-year (1989 to 1999) cross-border setting (including samples from the 

U.S. , Australia, Canada, and the UK), Khurana and Raman (2004) document thai cost of equity 

capital is negatively associated with Big n audits in the U.S., but not in the other Anglo-

American countries. They disentangle their finding by arguing that it is the greater litigation 

exposure in the U.S. than in other countries that drives the equity-n1arket pricing of audit 

quality. 

However, the finding of Khurana and Raman (2004) is at odds with the findings of Azizkhani et 

al. (2007) based on a larger Australian sample, using the tenure of a Big n (a non-Big n) auditor 

in an overlapping period from 1995 to 2005. The Australian study focuses primarily on the 

influence of auditor (partner) tenure and auditor (partner) switch on firm valuation. They 

examine Big n and non-Big n choices and find a choice effect reducing the cost of equity 

capital, which supports the reputation notion in Australia. However, their findings only exist 

under the condition where there is increased auditor and partner tenure of a non-Big n audit firm 

and only in a specified pre-regulation period. 

Using the U.S. data, Khurana and Raman (2006) also associate cost of equity capital with the 

economic dependence of an auditor on its clients. They find that both NAS and total fees (in 

proportion to an incumbent auditor's national and office revenue) are perceived negatively by 

investors. Their results indicate that a higher fee payment will lower the perceived financial 

reporting credibility of a Big n audit, as suggested by a higher cost of equity capital. A similar 
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result is found by Hope eta!. (2008) in a cross-country study. Using an average of four ex ante 

internal rate of return measures, they show that investors demand higher rates of return for firms 

with abnormally high auditor remuneration (both audit and non-audit services fees), consistent 

with investors generally viewing excess auditor remuneration as representing economic bonding 

between the auditor and the client. However, this effect varies with the degree of investor 
. . 22 protectiOn m a country. 

In another recent study in the U.S., Boone, Khurna and Raman (2008) investigate the 

relationship between Big n audit tenure and the ex ante cost of equity capital. They find that the 

equity risk premium decreases in the early years of tenure but increases with additional years of 

tenure. Their results support both the 'audit learning' argument and 'auditor-client' closeness 

argument. 23 

Using Chinese market data, Chen, Chen, Gerald, and Wang (2008) examine the effect of audit 

quality on the cost of equity capital in two sets of firms, namely state-owned enterprises (SOEs) 

and family-owned firn1s (FOFs). They argue that the value of auditing as a monitoring device in 

corporate-governance mechanisms is likely to be less pronounced for SOEs than for FOFs. 

They show that higher audit quality (as proxied by large auditors) will lead to greater reduction 

in cost of equity capital for FOFs than for SOEs. 24 

Recently, Ahmed eta!. (2008) investigate the effect of an industry specialist audit on the cost of 

debt and equity capital in the U.S. By focusing on the Big n client sa1nple, they document that 

the clients of industry specialist auditors (measured at the national level) 25 have significantly 

lower cost of both debt and equity capital than other non-specialist auditors. 26 In another study, 

Fernando, Elder, and Abdel-Meguid (2008) investigate the effects of audit quality attributes 

related to the auditor and the auditor-client relationship on the firm's cost of capital In addition 

to observing the audit size effect, which supports Khurana and Raman (2004), they document 

that industry specialisation and auditor tenure are negatively related to the cost of capital, while 

22 Hope et a!. (2008) document a positive and significant relationship between excess audit remuneration 
and internal rate of return for the stronger investor protection group, but the relationship is small and not 
significant for the weaker investor protection group. 
23 Boone et a!. (2008) describes the 'auditor leaning' argument as one predicting that audit quality will 
improve with tenure and the 'auditor-client closeness' argument as one where audit quality decreases 
beyond some length of tenure due to impaired auditor independence and objectivity. 
24 Chen et a!. (2008) also demonstrate that higher audit quality will lead to greater reduction in earnings 
management (proxied by discretionary accruals) for FOFs than for SOEs. 
25 Ahmed eta/. (2008) quote Li and Wong's (2008) finding that audits by industry specialists (measured 
at both national- and city-level) have a negative impact on the cost of equity capital. 
26 Controlling for other corporate governance factors (i .e., institutional ownership and the independence 
of the board of directors) , Ahmed eta/. (2008) find the negative effect of an industry specialist on the cost 
of equity is much stronger in the sub-sample of firms with relatively weak monitoring mechanisms. 
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cost of equity capital increases if the auditor issues any unclean audit opinion. They also show 

that these effects are stronger or significant only in the small firm group. 27 

Collectively, pnor studies suggest perceived higher audit quality lowers the cost of equity 

capital, but the effect could hinge on the litigation environment, sample size, or some specific 

features of the audit choice (e.g., the tenure of non-Big n). In contrast with the finding of 

Khurana and Raman (2004) that audit quality is primarily driven by the insurance for litigation 

risk in the more litigious U.S. equity market, some recent evidence of the cost of equity capital 

effects of certain attributes of audit quality (such as industry specialisation, auditor tenure, and 

audit opinion) also demonstrate some support for financial reporting credibility driving audit 

quality, although such effects could hinge on the strength of alternative monitoring devices28 

and client size. 

This thesis further explores whether financial reporting credibility drives demand for high-

quality auditing in the Australian market, a relatively low-litigation environment. This 

investigation is the subject of chapter 3. In addition to examining the size of the auditor and its 

tenure of appointment, as do the other studies using Australian data (i.e., Khurana and Ramanm, 

2004; Azizkhani et al., 2007), this thesis examines multiple dimensions of audit quality focused 

on the auditor choice, audit effort, audit independence and audit opinion. In so doing, in 

addition to the recent U.S. findings, this thesis sheds further light on whether high-quality 

auditing brings value to the equity market by adding credibility to financial reporting. 

2.4.5 Other Properties of the Capital Market 

Selected audit-quality dimensions have also been associated with other properties of capital 

markets. For instance, Ferguson and Matolcsy (2004) evaluate the value of audit quality by 

associating the choice of auditor with post-earnings announcement drift (PEAD). They apply 

the information credibility argument posed by Teoh and Wong (1993) to the post-earnings 

announcement setting and argue that with high-quality audits, the extent of ex post uncertainty 

and information risks accompanying unexpected earnings will be reduced. Thus, a faster and 

more accurate earnings assimilation process suggests a reduced magnitude for PEAD. Based on 

an Australian sample, they find that clients of large auditors exhibit lower PEAD than clients of 

small auditors, which is consistent with the auditor quality/auditor size hypothesis (DeAngelo, 

27 Fernando et al. (2008) partition the client firms into large and small groups according to the median of 
their market value. However, they find that their results on industry specialisation are sensitive to 
alternative size classifications. 
28 Due to the unavailablity of the relevant data, alternative monitoring mechanisms are not examined in 
this thesis. This issue is discussed in chapter 5 as a limitation of this thesis. 
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1981 ). However, only weak evidence is found for auditor industry specialist effects, 

notwithstanding that the research is only conducted at the national level. 29
' 

30 

In another study, Stokes, Vassallo and Wells (2006) explore the effects of high-quality auditor 

choice on the value relevance of a firm's accounting information. Since the effects of audit 

quality reside in the increased credibility of accounting information, the value of audit quality 

could be revealed through greater value relevance of financial statement information for the 

firms audited by high-quality auditors, in contrast to those audited by low-quality auditors. They 

argue that such value relevance is conditional on the firms' information environment depicted 

by earnings and the book value of equity. With a four-way classification, Stokes et al. (2006) 

partition the firms into groups of high-lower P/B and high-lower PIE combinations. Their 

results generally support the view that a choice of higher-quality auditor (proxied by Big n) 

contributes to a greater value relevance of accounting information in earnings and the book 

value of equity. 

In summary, prior studies of audit quality in the capital market link audit quality with many 

different properties of capital markets. The research is typically limited to a select set of 

dimensions of audit quality, and most of the studies are conducted in the U.S. market. Table 1 

depicts these studies in terms of audit-quality dimensions and capital-market properties, 

providing an overview of the literature. 

Insert Table 1 here 

This thesis focuses on the cost of equity capital. As noted in Chapter 1, it is motivated by the 

mixed evidence arising from studies of the cost of equity capital using Australian data and the 

demand for better understanding of the drivers of audit quality in the equity market. In contrast 

to early studies, this thesis conducts an examination of multiple dimensions of audit quality and 

their association with the cost of equity capital. This is in line with emerging studies in the U.S. 

market that associate attributes of audit quality other than auditor size to the cost of equity 

capital. 

29 The study adopts the definition of industry specialisation of Ferguson and Stokes (2002). 
30 The sample of the study spans the merger period of Coopers and Lybrand and Price Waterhouse (1994 
to 1998), and the results also show that the newly merged PwC depicts greater drift than other large 
auditors. It implies capital market uncertainty about the quality implications of the structural change in 
the auditor market. 
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2.5 Earnings Quality and Cost of Equity Capital31 

This section reviews the prior studies that associate earnings quality with cost of equity capital. 

This strand of research provides a basis for examining the impact of audit quality on the 

perception of earnings quality and the cost of equity capital in Chapter 4. 

Four prior studies (FLOS, 2004; FLOS, 2005; Taylor and Wong, 2006; and Wong, 2008) 

examine the association between earnings quality and the cost of equity capital. Based on the 

U.S. data, FLOS (2004) first consider the relationship between the cost of equity capital and 

seven earnings quality attributes, which are drawn from the prior literature. 32 They adopt 

analytical models that link information quality with the cost of capital (Easley and O'Hara, 

2004; Leuz and Verrecchia, 2005) and find that firms with the least favourable values of each 

attribute experience a higher cost of equity capital. In particular, they find that accrual quality 

has the greatest effect on the cost of equity capital after controlling for the innate determinates 

of earnings quality that proxy for firm risk. In another study, FLOS (2005) implicitly examine 

the relationship between accrual quality and the cost of debt and equity capital in the U.S. 

market. They identify accrual quality as a measure of information risk attached to cash flows. 33 

The results of FLOS (2005) indicate that poor accrual quality is associated with a higher cost of 

debt and equity, supporting the inference that earnings quality is a priced information risk 

factor. 

Based on the Australian data, Taylor and Wong (2006) conduct a similar study to that ofFLOS 

(2004, 2005) on the cost of equity capital using measures derived from ten different 

concepts/dimensions of earnings quality. 34 They find that poor earnings quality lowers the cost 

of equity capital and these effects are most pronounced using total accruals and unexpected 

accruals measures of earnings quality.35 Later, with a larger and more recent sample, Wong 

(2008) re-examines the finding of Taylor and Wong (2006) by estimating the cost of equity 

31 A detailed summary for each of the studies discussed in this section is provided in Appendix 5.2. 
32 FLOS (2004) identify earnings quality attributes as accrual quality, persistence, predictability, 
smoothness, value relevance, timeliness, and conservatism. 
33 They argue that accrual quality affects investors' mapping of accounting earnings into cash flows. 
Thus, lower accruals quality weakens mapping and, therefore, increases information risk. 
34 Taylor and Wong (2006) utilise ten earnings quality concepts, i.e., total accruals, unexpected accruals, 
cash-to-profit, accruals quality, persistence, predictability, smoothness, relevance, conservatism and 
timeliness. 
35 Taylor and Wong (2006) also find a significant result for predictability, which is measured as the 
seven-year rolling standard deviation of the residuals from the finn-specific regression for the persistence 
model. However, they point out that predictability is a less practical metric to evaluate the quality of a 
specific firm's earnings, as the accuracy of the prediction cannot be evaluated until a future period. In 
addition, in contrast to Taylor and Wong's (2006) finding, FLOS (2005) finds no reliable association 
between cost of equity capital and earnings predictability (p.996). Earnings predictability is not examined 
in this theis. 
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capital effects on all the identified earnings-quality dimensions in a single cost of equity capital 

model. The results show that while controlling for total accruals, the previously documented 

unexpected accrual effect on the cost of equity capital in Taylor and Wong (2006) dissipates. 

This evidence leads Wong (2008) to conclude that total accruals is the dominant earnings-

quality factor priced in the equity market. 

In summary, prior literature demonstrates that earnings quality has an impact on the cost of 

equity capital, and accrual quality is the most key factor affecting investor pricing. Recent 

Australian evidence also suggests that total accruals is the dominant earnings-quality factor 

priced in the equity capital market. However, in these studies, earnings quality is exclusively 

treated as a single attribute of information risk used by investors to price securities. They do not 

consider whether audit quality affects investors' perceptions of information risk on accounting 

information and may consequently influence the pricing of earnings quality. The following 

section reviews prior research that associates audit quality with earnings quality, and 

demonstrates the effects of audit quality on accounting outcomes and opportunistic reporting. 

2.6 Audit Quality and Earnings Quality36 

This section reviews pnor studies linking earnings quality and external audit quality. This 

review provides the basis of examining the effect of audit quality on perception of earnings 

quality in the equity market as manifested in the cost of equity capital (the focus of Chapter 4). 

Financial reporting is a joint product of n1anagement discretion and auditor work (Ruddock et 

al., 2006; Hamilton et al., 2007). As noted above, prior literature links earnings quality with a 

range of audit-quality dimensions including auditor size (Big n), industry specialisation, auditor 

rotation, and non-audit service fees. Many studies utilise abnormal accruals (with slight 

variations) to capture earnings quality (or earnings management). For instance, Becker et al. 

( 1998) examine the effect of brand-name auditors on earnings management (proxied by 

discretionary accruals). They document more income-increasing discretionary accruals for non-

Big n auditees than for clients of Big n auditors, and conclude that large auditors are less willing 

to accept questionable accounting methods and are more likely to detect and report errors and 

irregularities. In another study, Francis et al. (1999) provide evidence from both audit demand 

and supply perspectives suggesting a higher propensity of Big n engagements for clients with 

greater general accruals and a lower propensity of Big n clients to allow a high level of 

discretionary accruals. In a recent Chinese market study, Chen et al. (2008) proxy earnings 

36 A detailed summary for each of the key studies discussed in this section is provided in Appendix 5.3. 
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management usmg discretionary accruals and find that large auditors will lead to greater 

reduction in earnings management for FOFs than for SOEs, due to the difference in the nature 

of their ownership, agency relations, bankruptcy risks and strength of client-auditor economic 

bond. 

DeFond and Subramanyam (1998) argue that there is an incentive to dismiss the incumbent 

auditor if the management believes the auditor has a preference for more conservative than 

expected accounting choices. In a sample of auditor-switching firms, they find the firms have 

significantly negative (income-decreasing) discretionary accruals during the last year with the 

predecessor auditor but insignificant discretionary accruals during the first year with the 

successor. Also, they find that switching firms from large (Big n) to small (non-Big n) auditors 

have more negative discretionary accruals during the last year with the predecessor, which 

supports the high quality of large auditors. Consistently, further evidence from Frankel, Johnson 

and Nelson's (2002) field research, exploring specific managers' and auditors' decisions in 

respect of earnings management, confirm that large auditors require clients to make adjustments 

that are income decreasing. 

By examining a different dimension of audit quality, Balsam et al. (2003) explore the 

relationship between industry specialisation and earnings quality measured by the absolute level 

of discretionary accruals. They argue that the specialised know ledge of an industry and its 

accounting will enable an industry specialist to have a greater ability to detect and curb ean1ing 

management and unintentional errors in the accounts. Their results (a negative relationship 

between discretionary accruals and industry-specialisation proxies) support the view that 

specialist auditors reduce earnings management. Their examination is conducted at the national 

level, and the recent view that auditors with specialised knowledge of an industry are likely to 

reside in a specific city office has not been explored. Based on the data of Taiwan IPO finns , 

Elder and Zhou (2006) also associate audit size and industry specialisation with unexpected 

accruals. They find the clients of large auditors and industry experts have less earnings 

management in the IPO year in Taiwan. 

From a different angle, Reynolds and Francis (2000) conduct an office-level analysis and 

conclude that large auditors report more conservatively in the offices because they find the 

clients of these firms have smaller accruals implying less discretion to manage earnings. In 

addition, by documenting that larger auditors report more conservatively (less accounting 

accruals and more going-concern reports) for larger clients (that pose more litigation risk), they 

reject the economic-dependence concerns in relation to large auditors and suggest that 

reputation protection dominates auditor behaviours. In contrast, Bradshaw, Richardson and 
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Sloan (2001) examine the relationship between earnings quality (levels of current accruals) and 

the propensity to issue a qualified audit opinion, but find no association. However, they point 

out that their analysis is limited due to the low power of testing and the potential conceptual 

problem that an auditor does not issue a qualified opinion just because of a high probability of 

GAAP violation (p.49). 

Some studies have associated partner tenure to earnmgs quality. For instance, Carey and 

Simnett (2006), in an Australian study, examine the relationship between partner tenure and the 

probability of a first-time going-concern opinion, the distribution of earnings (i.e., the extent of 

benchmark beating) and unexpected working-capital accruals. They find, in general, no 

evidence consistent with audit independence concerns. 37
•
38 

In contrast, with a more recent Australian sample (1990 to 2004), Fargher, Lee and Mande 

(2005) associate auditor tenure with accrual-based earnings management and suggest that longer 

partner tenure impairs the quality of earnings by allowing more 'cookie jar' reserves. They 

document that partner tenure is positively associated with the absolute value of unexpected 

accruals, and negatively associated with signed unexpected accruals. In other research, 

Hamilton et al. (2005) associate partner rotation with some accrual-based conservatism 

measures. Their findings are consistent with the more conservative reporting (e.g., timely 

recognition of economic losses; lower signed unexpected accruals) following an audit partner 

rotation, which is predominantly strong within the 1nandatory partner-rotation period. 

Earnings quality is also argued to be influenced by higher audit quality when auditors deliver 

more audit effort (Caramanis and Letmox, 2007; Friedrich et al., 2004). Based on audit-hour 

information disclosed in Greece, Caramanis and Lennox (2007) document an adverse 

relationship between audit hours and the magnitude of income-increasing accruals, which 

support the effect of audit effort on earnings management. They also find that when audit effort 

(audit hours) is low, firms are more likely to report income-increasing abnonnal accruals than 

income-decreasing abnormal accruals and their earnings are more likely to just meet or beat the 

zero-earnings benchtnark. 

In response to the criticism of joint supply of audit and non-audit services (NAS) and regulatory 

intervention, some recent studies associate non-audit services fees to earnings quality. For 

37 The data of Carey and Simnett (2006) are drawn from a period which pre-dates recent concerns and 
legislative and professional action. 
38 Carey and Simnett (2006) find some weak evidence that partner tenure is negatively associated with the 
probability of a going-concern opinion. However, after restricting the sample to those firms most likely to 
receive a going-concern opinion, this finding is not robust. 
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example, Frankel et a!. (2002) examine the association between NAS and the probability of 

meeting or beating three possible earnings benchmarks, namely last year's earnings, analysts' 

expectations and avoiding a loss. They find that the extent of NAS relative to total fees paid to 

the auditor is positively associated with unexpected accruals and the probability of client firms 

reporting a small earnings surprise, but not other possible earnings benchmarks. Their results 

provide evidence in support of the regulatory proposition that provision of non-audit services 

impairs the quality of reporting. 

Subsequent studies such as Ashbaugh et a!. (2003 ), Chung and Kalla pur (2003) and Larker and 

Richardson (2004) argue that findings of Frankel et a!. (2002) are caused by the choice of 

means of fee dependence and abnormal accruals. With alternative measures of both fee ratios 

and abnormal accruals, they fail to find results consistent with those of increased earnings 

management in the presence of increased NAS. Specifically, Ashbaugh eta!. (2003) argue that 

the results from Frankel et a!. (2002) are attributable to the association between income-

decreasing abnormal accruals and the fee ratios. Using a performance-adjusted measure of 

abnormal accrual, they fail to find results consistent with Frankel et a!. (2002). Chung and 

Kallapur (2003) show that results of Frankel eta!. (2002) are sensitive to the model of abnormal 

accntals with industry controls. No evidence of NAS and unexpected accruals association is 

found even when the tests are confined to the subsets of firms with greater earnings-

management incentives. Furthermore, Larcker and Richardson (2004) indicate that results 

supporting the unexpected accruals and NAS fee association are constrained within the small 

proportion of the firm sample with a weak corporate-governance structure. 

In the Australian setting, Ruddock et al. (2006) link NAS provision to earnings conservatism. 

They point out that the prior U.S. results could be affected by the intense scrutiny of the 

accounting and auditing profession following the mandated audit and NAS fee disclosures and 

explanatory power of earnings-management models. Using a news-driven measure (following 

Basu, 1997) and accrual-based measure of earnings conservatism (following Ball and 

Shivakumar, 2005), they find no relationship between increasing NAS (measured by unexpected 

NAS fee) and less conservative accounting. It allows them to conclude that the legislative 

intervention of restricting the supply of NAS is unlikely to result in increased auditor 

independence. 

In summary, prior literature demonstrates that there are audit quality effects on the quality of 

earnings. This thesis investigates whether audit quality (measured from multiple dimensions 

suggested in section 2.3.2) affects investors' perceptions on earning quality as manifested in the 

cost of equity capital. This investigation is the subject of Chapter 4. 
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The next section summarises an audit-quality information risk framework on the basis of the 

multiple dimensions of audit quality addressed in the extant literature and DeAngelo's ( 1981) 

definition and re-organises the dimensions in a systematic way to facilitate the investigations in 

chapters 3 and 4. 

2.7 Audit Quality Information Risk Framework (AQIR)39 

This section outlines a framework of audit-quality information risk (AQIR), which summarises 

and organises the multiple dimensions of audit quality evident in the existing literature as well 

as extending the prior metrics and models of audit quality. Specifically, the framework 

decomposes the DeAngelo's (1981) competence component of audit quality definition into the 

choice of auditor (commensurate with the client's demand- circumstances/characteristics) and 

audit effort delivered by the incumbent auditor. Such decomposition follows the argument that a 

higher quality auditor with greater competence could have greater investment in the audit 

infrustructure (large/industry specialisation) (DeAngelo, 1981; Craswell et al., 1995; Ferguson 

et al., 2003) and/or greater effort (Caramanis and Lennox, 2007). The independence component 

of the DeAngelo's (1981) audit quality definition is decomposed into the extent of economic 

dependence (on the client preconditioning perceptions of preparedness to qualify the accounts) 

and the auditor opinion delivered on the accounts. Greater economic reliance upon a client 

could impair an auditor's objectiveness of its audit decisions (DeAngelo, 1981; Frankel et al., 

2002) and influences the audit opinion outcome (Monroe and Teh, 1993). Therefore, equity 

investor reliance on audited accounts could be subject to four risk factors, that is, auditor choice 

risk, audit effort risk, audit independence risk, and audit opinion risk. This frarnework guides 

the empirical examination of audit quality in the later chapters. 

2. 7.1 Auditor Choice Risk (AcQIR) 

Audit quality may be influenced by the choice of auditor. Poor audit choice decisions may lead 

to great market uncertainty about the firm's reporting, and thereby create AcQIR. This view is 

in line with ample literature (see the review in section 2.2) that recognises an engagement with 

the brand name (Big n) or industry specialist auditor as a signal of high audit quality. A choice 

of such an auditor who has greater investment in audit infrastructure, which enables the supply 

of high-quality auditing, reduces the information asymmetry between the managers and 

investors by reducing the market-perceived infonnation risk 

39 This section outlines the AQIR framework, which is developed in Stokes, Li and Zhu (2007). 
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In addition to the size and specialisation of an auditor, other information about auditor choice 

may influence the perceived information risk. Section 2.2 suggests that there is a risk when a 

firm changes its incumbent auditor to avoid unfavourable reporting; a risk with an especially 

long or short auditor tenure, lessening the auditor's objectivity or familiarity respectively with 

the clients' accounts; a risk that when a change of auditor or rotation of audit partner occurs, the 

audit may be delivered with less competence. 

To identify and measure the exposure to the auditor choice risk effects, this thesis utilises 

indicators applied in the extant literature (summarised in section 2.2), such as that associated 

with the identity of the auditor (Big n, industry specialist, in particular, an office-level 

specialist), auditor switch, the auditor tenure and audit partner tenure/rotation. Company 

characteristics also impact the choice of auditor (e.g., Big n). Smaller companies with less 

complexity of operations that are not raising additional equity or debt in the market are more 

likely to use lower-quality audits because the demand is not there for higher-quality audits to 

meet market expectations (see Johnson and Lys, 1990). 40 By modelling the choice of a Big n 

auditor against known choice determinants, a greater departure from the model predicted choice 

decision captures the extent of surprise in the actual auditor-client alignment. This n1easure is 

also used to capture risk associated with the auditor selection. 41 

2. 7.2 Audit Effort Risk (AeQIR) 

Given that audit quality hinges on audit competence (DeAngelo, 1981 ), audit quality may be 

influenced by the extent of audit effort - external audit control as described by Simunic ( 1980) 

- associated with the audit work. Perceptions of lower audit effort could call into question the 

credibility of the firm's reporting, and thereby create AeQIR. 

40 Recent significant audit failures (e.g., Enron, World com, HIH) followed by mergers and eliminations of 
audit firms (e.g., Arthur Anderson) impair the high-quality image of brand name audit firms. There is also 
research (e.g., Stein and Cardman, 2005) that points out that firms recognised as industry specialists do 
not necessarily supply high-quality audits. 
41 This measure draws on prior literature (e.g., Titman and Trueman, 1986; Francis and Wilson, 1988; 
Datar et al. , 1991; DeFond, 1992) that modelled the choice of auditor as determined by the extent of 
agency conflicts and firm risks, which manifest in the firm's specific characteristics (e.g., size, leverage, 
ownership, capital issuance, etc). Certain characteristics such as smaller size, lower complexity of 
operations and the tendency not to go to the market to raise equity and/or debt make it conducive for the 
company to choose the non-Big N (non-specialist) auditors to meet the minimal legal requirements. 
Hence, clients of low-quality auditors (defined in the conventional measure) may not necessarily have 
greater audit choice risk. In contrast, increased information risk is likely to be accompanied by change in 
a firm's characteristics, which requires an auditor re-alignment to meet market expectations. Therefore, 
variations in underlying client characteristics and audit market conditions will affect the choice of an 
auditor that creates AQIR. 
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As noted in section 2.2, variations m underlying client characteristics and audit market 

conditions affect the amount of audit effort delivered and the amount of the audit fee. Certain 

firm characteristics are conductive to the incumbent auditor doing less auditing to supply the 

audit demanded in the market place. Other characteristics, for instance, operating internationally 

and dealing with different regulatory and accounting regimes carry additional risks for the 

company and the auditor and require more audit effort. Also, the change in some characteristics 

(e.g., growth in size, establishment of international subsidiaries) demands additional audit 

effort. In this thesis, the effort risk is captured by modelling the audit effort input against the 

known effort determinates, and a departure from the model prediction is used as an indication of 

the risk likely to be associated with under-auditing or over-auditing. 42 

2. 7.3 Audit Independence Risk (AiQIR) 

Audit quality may be influenced by the extent to which the auditor develops an economic bond 

with the client. While concentrating on servicing a client with both NAS as well as audit 

services allows a focus on a particular client's potential, it also generates concerns about the 

extent of fee dependence upon the client, which could give the audit firm incentive to agree with 

the client's accounting choices. Since a greater economic bond with clients consciously or 

unconsciously reduces the audit independence and quality of reported earnings, ceteris paribus 

(Frankel et al. , 2002), it creates AiQIR. Such risk is negatively correlated with the propensity of 

the auditor to forgo future revenues from a client if the auditor takes a position in their audit 

opinion that is averse to management's position on its accounts. 43 

This thesis utilises indicators applied in the prior literature to identify and measure the risk of 

audit independence. As noted in section 2.2, the risk could arise when a firm's undue economic 

dependence upon the revenues derived from one client results in the auditor being influenced to 

report favourably for fear of losing the appointment. The risk could also be indicated by the 

greater unexpected component of NAS provision estimated by modelling the NAS provision 

against the known NAS fee determinates, as suggested by the client's characteristics and market 

42 This thesis utilises unexpected audit fees to measure and capture risk associated with audit effort input. 
The market will have access to the information about fees charged by companies in similar industries and 
fees charged in previous years to establish price about the expected audit fees, and unexpected audit fees 
are likely to be used by the market as indicators where auditors put in more audit effort. A similar 
measure is adopted by Beatty ( 1989), who utilises the residual of the auditor compensation model to 
capture the payment of auditor reputation. In contrast to Beatty's measure, this thesis controls for the 
auditor reputation factor (proxied by Big n and/or industry specialisation) and utilises the model residual 
to proxy for unexpected audit effort in capturing the associated information risk. 
43 Khrishnan et al. (2005) document that the equity market regards a great extent of NAS provision as 
being at high risk of compromising audit quality. 
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conditions (Ruddock eta!., 2006). 44 Other measures, such as NAS to audit fee ratio, the level of 

NAS scaled by client size, and the level of total fees scaled by asset size of audit independence, 

may also indicate audit independence risk. 45 

2. 7.4 Audit Opinion Risk (AoQJR) 

The audit opinion is the key external communication on the outcome of audit work. 46 The type 

of audit opinion rendered to a client is subject to a considerable amount of professional 

judgment and negotiation with the client (Geiger and Raghunandan, 2002). AQIR may be 

influenced by the extent to which the auditor makes a poor decision on the choice of audit 

opinion to accompany the accounting information going to the market. The sub-standard 

information can come about from false negatives (i.e., issuing a clean opinion when a qualified 

opinion is more appropriate) and false positives (i.e., issuing a qualified opinion when a clean 

opinion is more appropriate) in audit reporting (Monroe and Teh, 1993). Both outcomes are 

arguably reporting failures in the sense that the right audit opinion was not issued, which 

reduces the information value of the audit report (Francis, 2004) and the financial reports, and 

creates AoQIR. 

The audit opinion risk effect may be indicated through a prima facie qualified audit opinion. 47 

There are variations in the extent to which the auditor can qualify the accounts, with severe 

qualifications indicating greater audit opinion risk on the accounts (Monroe and Teh, 1993). 

Utilising the departure from an audit opinion model's predictions as a means of measuring the 

risk associated with opinion decisions in a given year, the unexpected audit opinion measure is 

utilized for companies receiving qualified opinions. 48 An unexpected qualified opinion is likely 

to have measure the perceped risk of investors. 49 

44 Prior studies such as Ashbaugh et al. (2003) and Khrishnan et al. (2005) propose that the unexpected 
component of the fee rather than the actual fee could have greater relevance in measuring an auditor's 
incentive to compromise independence. 
45 Following the surveillant's concern, this thesis adopts the NAS ratio by viewing it as a sign of an 
auditor's incentive to impair independence (SEC, 2001). Other studies (e.g., Ashbaugh et al., 2003) argue 
that the level ofNAS matters more if the client's NAS fee is an inconsequential part of the auditor's client 
portfolio. 
46 Auditors can answer questions at AGMs. 
47 Prima facie, the issue of a qualified opinion informs markets by indicating the auditor disagrees with 
management on aspects of accounting information and there are adverse consequences associated with 
relying on accounts at face value (Francis, 2004). 
48 Prior audit opinion literature suggests that publicly available information (both quantitative and 
qualitative) is useful in predicting the qualification of audit opinions (Monroe and Teh, 1993). For 
example, prior period loss and low profitability create conditions conductive to auditors mitigating their 
own risk of litigation by qualifying the accounts. 
49 In the sensitivity analysis of chapter 3 (in section 3.4.3), unexpected clean opinion is also examined. 
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2.8 Summary 

In summary, this chapter provides a retrospective of the prior literature relating to the value of 

audits, the demand for audit quality and the two primary audit-related research strands: capital-

markets research and earnings-quality research, which have investigated the market's 

assessment of the value of auditing. The review demonstrates that audit quality is multi-

dimensional and that there are prior capital market effects and earnings quality effects for higher 

audit quality. The chapter concludes by presenting an audit-quality information risk framework 

to summarise these dimensions. The AQIR framework decomposes DeAngelo's (1981) 

definition of audit quality into four risk factors . Specifically, her competence definition is 

decomposed into the risk regarding auditor choice and audit effort, and her independence 

definition is decomposed into the risk regarding auditor independence and audit opinion. In the 

next chapter, the theoretical associations between these audit-quality components and the cost of 

equity capital are developed and investigated in an Australian setting. It is motivated by the 

mixed findings of two studies by Khurana and Raman (2004 ), and Azizkhani, Monroe, and 

Shailer (2007) (reviewed in section 2.4.4) on the cost of equity capital, using Australian data, 

and the demand for a better understanding of whether it is the reputation of high-quality auditors 

or insurance for litigation risk that drives audit quality. It is also motivated by some emerging 

evidence (e.g., Hope et al., 2008; Ahmed eta/., 2008; Fernando eta/., 2008) in support of the 

reporting credibility notion driving auditor quality in the U.S. market, which stands in contrast 

with the finding of Khurana and Raman (2004) that audit quality is primarily driven in the 

equity market by insurance for litigation risk. By explicitly examining the influence of each 

dimension of audit quality on the cost of equity capital in the less litigious Australian setting, 

the next chapter seeks to demonstrate the value of auditing to the equity market by virtue of the 

reputation for audit quality. 
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Chapter 3 Audit Quality and Cost of Equity Capital 

3.1 Introduction 

This chapter investigates the relationship between audit quality and the cost of equity capital in 

the Australian market. 50 In two prior studies based on the Australian market by Khurana and 

Raman (2004), and Azizkhani et al. (2007) (as reviewed in section 2.4.4), mixed findings have 

emerged on the cost of equity capital benefits of higher audit quality. To better understand the 

underlying drivers of audit quality, Khurana and Raman (2004) conduct a cross-country study 

(including the U.S., Australia, Canada, and the UK) to examine the influence of a Big n auditor 

choice on cost of equity capital. They document that clients of a Big n auditor have a lower cost 

of equity capital in the U.S. (a high litigation risk environment), but not in the other Anglo-

American countries (low litigation risk environments), where they include a sample of 579 

Australian companies over 10 years from 1990-99. In the literature Khurana and Raman (2004) 

identify two potential drivers - brand-name reputation for higher-quality reporting and 

insurance for litigation risk. They argue the insurance role of a Big n (versus non-Big n) auditor 

(Dye, 1993; Menon and William, 1994; Mansi eta/., 2004), which may affect equity pricing, is 

much weaker in Australia. 51 They interpret their failure to find that Big n auditor choice lowers 

the cost of equity capital in their Australian sample, compared to finding that Big n audits had a 

lower cost of capital in the more litigious U.S. setting, as supporting insurance for litigation risk 

to be driving audit quality. 

This finding is at odds with the findings on a larger Australian sample of Azizkhani et al. (2007) 

using the tenure of a Big n (a non-Big n) auditor in an overlapping period from 1995 to 2005. 

Their Australian study focuses primarily on the influence of auditor (partner) tenure and auditor 

(partner) switch on firm valuation for a sample of 2,033 companies over the period from 1995 to 

2005. They examine Big nand non-Big n choices and find a choice effect reducing the cost of 

equity capital only under the condition where there is increased auditor and partner tenure of 

non-Big n audit firms and only in a specified pre-regulation period. This chapter is motivated by 

these mixed findings in the studies on the cost of equity capital using Australian data and the 

demand for a better understanding of the drivers of audit quality. 

50 This chapter contributes to a broader group of studies of cost of capital effects that also include audit 
quality effects on cost of debt. See, for example Blackwell et a/. (1998), Mansi eta!. (2004) and Pitman 
and Fortin (2004) (reviewed in section 2.4.3), which demonstrate that a high-quality audit enhances the 
credibility of financial statements and lowers costs of debt capital. 
51 As noted in Azizkhani eta!. (2007), the insurance role of auditing in Australia was weakened by the 
following cases: R. Lowe Lippman Figdor & Franck (a firm) v A.G.C. (Advances) Ltd (1992) 2 VR 671; 
Esanda Finance Corp Ltd v Peat Marwick Hungerfords (1994) 12 ACLC 199; and Esanda Finance 
Corporation Ltd v Peat Marwick Hungerfords (Reg) (1997) 142 ALR 750. 
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This chapter is also motivated by the evidence of the emerging studies [as summarised in 

chapter 2 (in section 2.4) with particular reference to studies like Hope et al., 2008; Ahmed et 

al., 2008; Fernando et al., 2008] conducted in the more litigious U.S. market finding that some 

selected dimensions of audit quality (e.g., industry specialist, qualified audit opinion) are 

associated with the cost of equity capital. Their results are in support of the brand-name 

reputation driving auditor quality, which stands in contrast with the finding of Khurana and 

Raman (2004) that audit quality is driven by insurance for litigation risk in the U.S. By 

examining the Australian market, a low litigation-risk environment where audit quality is less 

likely to be driven by insurance for litigation risk, this thesis sheds further light on whether 

high-quality auditors bring value to the equity market by adding credibility to any given 

earnings or balance sheet by virtue of their reputation for audit quality. 

There are two primary objectives of this chapter. First, it extends the sample examined by 

Khurana and Raman (2004) to 1,080 companies over a more recent time period from 1999 to 

2004, a sample and period that overlaps substantially with the other Australian study by 

Azizkhani et al. (2007). In addition to looking at how the perceived higher quality of a Big n 

audit appointment and switches to a Big n (Johnson and Lys, 1990; Teoh and Wong, 1993; 

Hackenbrack and Hogan, 2002) are related to the cost of equity capital in a low litigation-risk 

Australian environment, this chapter draws on other mainstream audit-quality research to 

identify other aspects of auditor choice argued to raise perceptions of higher-quality audits 

being delivered (as discussed in section 2.7.1 ). 

The extant literature summarised in chpater 2 suggests audit quality is multi-dimensional 

beyond just the size of the auditor and its tenure of appointment. These dimensions are 

summarised in the AQIR fran1ework in section 2. 7. As was noted in chapter 2, prior studies 

(e.g. , Craswell et a!., 1995) argue that choice of auditor entails more than choosing between a 

Big n and non-Big n auditor to include choosing whether to use an industry specialist to raise 

the quality of the financial reports. This chapter draws on recent developments in understanding 

the choice of industry specialist auditors, which has shown clients are prepared to pay audit fee 

premiums for industry-specialist auditors who improve financial reporting credibility by virtue 

of the expertise they bring to the audits, especially those who are local city industry specialists 

(Ferguson, et al., 2003; Francis, Reichelt, and Wong, 2005). It examines whether these 

specialist appointments are perceived by equity 1narkets to be higher-quality appointments, as 

captured through the lower cost of equity capital. This examination is in line with and adds 

additional city-level evidence to the recent U.S. findings (e.g., Fernando et al., 2008; Ahmed et 

al., 2008) that an industry specialist is negatively associated with the cost of equity capital at the 
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national level (see review m section 2.4 ). 52 By exammmg such an audit-quality choice 

dimension, which is arguably more directly tied to the financial reporting credibility notion of 

audit quality and less so to the litigation risk exposure dimension associated with a Big n, this 

study can shed further light on whether brand-name reputation for higher-quality reporting 

drives perceived audit quality in Australia. 

The second objective of this chapter is to extend the study of how audit quality impacts the cost 

of capital to examine two other dimensions of audit quality associated with auditor effort and 

the auditor 's opinion. As was noted in section 2.7.2, studies by, for example, Johnson and Lys 

(1990) and Beatty (1989), suggest audit quality is higher if auditors supply more effort, as 

captured by higher than expected audit fees. This chapter examines whether audits with these 

effort characteristics are perceived to be higher-quality audits and lower the cost of equity 

capital. Others have suggested that higher than expected fees could also proxy for a closer 

economic bond with the client, raising independence concerns regarding the audit (see, e.g., 

Ruddock et al., 2006; Choi et at., 2007), lowering audit quality, increasing information risk 

attached to the accounting numbers and thus biasing against finding a lower cost of equity 

capital. Khurana and Raman (2006) investigate the relationship between an auditor's economic 

dependence on its clients and cost of equity capital. Using 2000 and 2001 U.S. Big n data they 

find that higher non-audit services (NAS) fees and total fees earned from a client are perceived 

negatively by investors and consequently lead to a higher cost of equity capital. 53 Recently, 

Hope et al. (2008) investigate the effect of excess audit remuneration (audit and non-audit 

services fees) on the cost of equity capital in 14 countries and find that close client/auditor 

bonds are perceived as a lack of independence and associated with higher cost of equity 

capital. 54 This chapter also explicitly tests for an auditor economic dependence effect using 

these and other fee-dependence metrics suggested in the extant literature, as discussed in section 

2.7.3 , to determine whether such audit quality threats manifest in higher cost of equity capital 

effects. 

As argued in section 2.7.4, higher audit quality is delivered on audits where auditors, having 

discovered errors and irregularities in the accounts, qualify the accounts through their audit 

report (DeAngelo, 1981 ). A qualification raises questions about the credibility of the financial 

52 As noted in chapter 2, prior Australian-based research on national-level industry specialists (e.g., 
Ferguson eta!., 2002, Anderson eta!., 1999; Craswell eta!., 1995) produce mixed results. National-level 
industry specialist measures are examined in section 3.4.3, 
53 Khurana and Raman (2006) utilise NAS fee data newly disclosed in U.S. proxy statements. 
54 Hope eta!. (2008) classify Australia as a stronger investor-protection country, in contrast to Khurana 
and Raman (2004) and other studies (e.g. , Azizkhani, eta!., 2007; Lee eta!., 2003), which argue there is a 
lower-litigation risk environment in Australia. Their measure of audit independence, namely unexpected 
total fee in this study, is examined in the sensitivity analysis of this chapter (section 3.4.3). 
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reporting, thus increasing the information risk attached to the accounting numbers. By lowering 

the financial reporting credibility, a firm's cost of equity capital rises. Other capital markets 

research also suggests qualified opinions impact equity markets (Dodd et a!., 1984; Douph et 

al., 1986; Fields and Wilkins, 1991 ). Recently, based on U.S. data, Fernando eta!. (2008) find a 

positive relationship between the auditor's issuance of an unclean audit opinion and the client's 

cost of equity capital. This chapter examines whether qualified audit opinions (and surprises in 

qualified audit opinions issued) are perceived by Australian equity markets as indicators of 

underlying problems with the quality of the accounts through raising the cost of equity capital. 

In studying these cost of capital effects, in this chapter, the primary results draw on the cost of 

capital models employed by FLOS (2005), Taylor and Wong (2006) and Wong (2008) reviewed 

in section 2.5. Industry-adjusted earnings-price (EP) ratios are utilised as a proxy for the cost of 

equity capital on the assumption that the EP ratio is more likely to capture the pricing effect of 

perceived audit quality by indicating how much an investor is willing to pay for a dollar of 

audited earnings (FLOS, 2005). This approach maximises the sample size of this study for 

investigation. Furthermore, this research obtains access to some data containing alternative cost 

of equity capital estimates and so examines whether the primary findings are robust to cost of 

capital estimation. These include estimates which are ex ante in nature, in particular measures 

used by, for example, Khurana and Raman (2004, 2006) and Azizkhani et al. (2007). As such, 

this chapter also addresses the debate surrounding proxies for the cost of equity capital (see, 

e.g., Troung and Partington, 2007; Botosan and Plumlee, 2005; Guay, Kothari and Shu, 2005; 

Easton, and Monahan, 2005; Easton, 2004). 

The findings show that the choice of a Big n auditor is associated with a lower cost of equity 

capital where a firm switches from a non-Big n auditor to a Big n auditor. These findings 

contrast with the initial absence of Big n audit quality effects on the cost of equity capital of 

Khurana and Raman (2004) based on Australian data, which led them to conclude litigation risk 

drives audit quality. Finding a Big n switch effect on the cost of equity capital in a low-litigation 

environment like Australia suggests some support for brand-name reputation driving audit 

quality. Additional weight for this view comes from the findings for clients of a city industry 

specialist (controlling for Big n auditor choice), which are shown to enjoy a lower cost of equity 

capital, along with those clients for which greater audit effort is applied to their audits 

(controlling for plausible auditor litigation risk exposure effects on audit quality). This chapter 

explicitly tests for auditor economic dependence effects and finds no evidence of cost of equity 

capital being raised in Australia, which stands in contrast to the findings of Khurana and Raman 

(2006). Contrary to the closer economic dependence view of higher fee dependence, the results 

suggest possible cost of capital benefits for clients through spending more on audit and non-
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audit services. Finally, those recetvmg qualified audit opmwns are found to expenence an 

increase in the cost of equity capital and those with an unexpected qualified audit opinion (after 

controlling for litigation risk exposure effects on audit quality) experience an even greater 

increase in their cost of equity capital. 

When the analysis is repeated using seven additional cost of equity capital measures, estimated 

respectively from the price-earnings growth model (PEG), the Ohlson-Juttener model (OJ), the 

capital asset pricing model (CAPM), the three versions of dividend discount model (Gordon, 

DDM2, DDM3) and the residual income model (RIM), on a reduced sample, the results show 

some sensitivity to the choice of cost of capital estimate on smaller samples available. This is 

consistent with other cost of capital investigations and modelling that study alternative cost of 

capital estimates on overlapping samples evident in, for example, Troung and Partington, 2007; 

Botosan and Plumlee, 2005 ; Guay, Kothari and Shu, 2005; Easton, and Monahan, 2005. 

The remainder of this chapter is organised as follows. Section 3.2 outlines the theory linking 

audit-quality dimensions and cost of equity capital and explains how the dimensions chosen can 

shed light on the reporting credibility notion of audit quality and the litigation exposure notion. 

Section 3.3 discusses the research design, sample selection and model specifications. The results 

are presented in sections 3.4 and 3.5 conclude the chapter. 

3.2 Theory and Hypothesis Development 

This study utilises the theory that an independent audit acts as a monitoring device designed to 

provide assurance information on financial reports (Jensen and Meckling, 1967) and a higher 

perceived audit quality enhances the systematic confidence in the integrity of financial reporting 

(Levitt, 2000). Analytical models of the association between information quality and cost of 

equity capital (Easley and O'Hara, 2004; Leuz and Verrecchia, 2005; Lambert, Leuz and 

Verrecchia, 2006), suggest a higher-quality audit signals greater precision of earnings 

information or reliance of capital investment decisions and consequently reduces investors' 

perceptions of being exposed to a higher information risk. 55
'
56 Less perception of information 

55 This study seeks to represent perceived audit quality through a proxy of financial reporting credibility, 
i.e. cost of capital, because the "credibility is judged by users" (Dopuch and Simunic, 1982, 407). The 
perceived audit quality is utilised here because the actual audit quality is unobservable and financial 
report users can only respond to the appearance of audit quality. 
56 With a multi-asset rational expectations model, Easley and O'Hara (2004) consider the impact on a 
firm's cost of equity capital of cross-sectional differences in the composition of information between 
public and private information, the dissemination of private information across traders, and the overall 
precision of inforrnation. They conclude that lower precision of information directly raises a company's 
cost of capital because it induces a systematic risk, and in equilibrium investors require a risk premium 
(higher cost of capital) for holding sub-optimal portfolios. In the model of Leuz and Verrecchia (2005), 
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risk reduces the information asymmetry between company insiders and current or potential 

stockholders, improves investors' confidence, mitigates the transaction cost due to adverse 

selection, and increases stock price (Titman and Trueman, 1986; Simunic and Stein, 1987; 

Dater, Feltham and Hughes, 1991 ; Botosan, 1997; Leuz and Verrecchia, 2000). Therefore, the 

perception of lower information risk is expected to be transformed into a tangible benefit for 

audit clients in the form of a lower cost of equity capital. 

As argued in chapter 2, perceptions of information risk depend not only on the identity of the 

auditor but on other audit-quality dimensions. This chapter extends prior studies to consider 

these attributes to investigate the drivers of audit quality. Craswell et al. ( 1995) argue industry 

specialists offer higher-quality audits because due to greater experience in the industry they 

have a deeper knowledge than non-experts. This enables a better understanding of accounting 

rules and reporting requirements, efficient identification of various particular industry risks, and 

more accurate audit judgments (see, e.g., Solomon, Shields and Wittington, 1999; Kwon, 1996, 

Owhoso, Messier and Lynch, 2001). Recent studies (e.g., Francis, Stokes and Anderson, 1999; 

Ferguson et al., 2003; Francis, Reichelt and Wong, 2005; Ferguson et al., 2006) argue and 

demonstrate that high-quality audits are delivered by city-level industry specialists. The 

rationale for this view is that individual audit engagements are administered by an office-based 

engagement partner who is typically located in the same city as a client's headquarters (Francis 

et al., 1999; Reynolds and Francis, 2001 ), and an investment in industry specialisation is 

essentially the investment in human capital of professional staff, which is more likely to reside 

in a specific office (Ferguson et al. , 2003). Findings of city leader fee premiums (e.g., Ferguson 

and Stokes; 2002; Ferguson et al., 2003; Ferguson et al., 2006) suggest clients value industry-

specialist auditors improving financial reporting credibility with the consequence of lowering a 

firm's cost of equity capital. This is in line with recent U.S. studies (e.g., Fernando et al., 2008; 

Ahmed et al., 2008), which find the cost of equity capital benefits from an audit by an industry 

specialist (measured at the national level). By examining such an audit-quality choice 

dimension more directly tied to the financial reporting credibility notion of audit quality, and 

less so to the litigation exposure dimension associated with a Big n choice, this study can shed 

managers select market value-maximising projects, and the market value reflects the firm's reporting to 
the market. Therefore, the quality of reporting influences investment choices by coordinating both 
activities of managers and investors with respect to the firm's capital investment, and in turn this affects 
the level of the firm 's future cash flows. Hence, poor-quality reporting impairs the coordination between 
firms and their investors with respect to the firm's capital investment decisions and thereby creates 
information risk (non-diversifiable), which leads to a higher risk premium (higher cost of capital), and 
vice versa. 
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further light on whether brand-name reputation for higher-quality reporting drives perceived 

audit quality in Australia. 57 

Caramanis and Lennox (2007) argue that higher audit quality is achieved where auditors deliver 

more audit effort. 58 As reviewed in chapter 2, higher than expected audit fees are used to 

capture higher audit quality (Johnson and Lys, 1990, Beatty, 1989), the rationale being that the 

variation in underlying client characteristics and audit market conditions affect the amount of 

audit effort delivered and the amount of the expected audit fee (e.g., Ballet a!., 2001; Johnstone 

and Bedard, 2003; Simunic, 1980). Higher than expected audit fees could signal higher audit 

effort, improving financial reporting credibility, with the consequence of lowering a firm's cost 

of equity capital. More effort could also be applied to an audit to reduce the risk of litigation, 

but given the low litigation environment in Australia relative to other countries, litigation 

exposure is less likely to be a driver for greater audit effort in this setting. Moreover, the models 

used in this chapter to measure expected fees (see section 3.3) control for variation in litigation 

risk across clients in estimating 'normal' effort levels. 

A higher than expected audit fee could signal a closer economic bond established with the client 

(see, e.g. , Ruddock et a!., 2006; Choi et a!., 2007), which would bias against finding the 

predicted audit effort effect of lowering the cost of equity capital. Khurana and Raman (2006) 

argue the economic fee-dependence effect exists in their findings, that both larger non-audit 

service (NAS) fees and total fees are perceived negatively by investors and increase the cost of 

equity capital. This chapter tests a number of these fee-dependence proxies for lower audit 

quality in line with the approach of Khurana and Raman (2006) and Ruddock et a!. (2006) to 

control for the possible perceived lower audit-quality effects of fee dependence. 59 

DeAngelo ( 1981) argues higher audit quality is delivered in an audit where auditors, having 

discovered errors and irregularities in the accounts, qualify the accounts through their audit 

report. An audit qualification raises questions about the underlying accounts, thus increasing the 

information risk attached to the accounting numbers. By lowering the financial reporting 

57 In the sample of this chapter, 96% of industry specialists are Big n and to address this brand name 
reputation driver of audit quality, the results are reported with and without the small percentage of non-
Big n industry specialists. 
58 Caramanis and Lennox (2007) examine the influence of audit effort, denoted by audit hours, on 
earnings management and conclude that lower audit effort increases the chance of aggressive earnings 
reporting of managers. Audit hours are proprietary and difficult to gain access to in Australia. 
59 As outlined in chapter 2, in other literature using fee dependence as a proxy for lower audit quality, the 
evidence is less compelling (Ashbaugh et al., 2003; Chung and Kallapur, 2003; Larker and Richardson, 
2004; Ruddock et al., 2006), especially Australian-based evidence on the impact on accounting quality 
outcomes, which suggests the economic dependence effects on the cost of equity capital could be difficult 
to observe in Australia. 
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credibility, a firm's share price falls (Fleak and Wilson, 1994)60 and the cost of equity capital 

rises. This effect is evident in the U.S., with Fernando et al. 's (2008) finding that the auditor 

issuance of unclean opinion is associated with the increasing cost of equity capital. A qualified 

opinion could also be used to lower auditor-litigation risk (i .e., the auditor takes a conservative 

stance on the accounts, perhaps qualifying them when the circumstances warrant) but, as noted, 

this is less likely to be an issue in Australia. Moreover, this study also estimates models to 

measure the probability of the accounts being qualified (see section 3.3) and these models 

control for any variation in litigation risk across clients impacting the opinion. The extent to 

which a qualified audit opinion differs from what is expected, after controlling for any variation 

in litigation risk, creates more uncertainty about the accounting information going to the market, 

and lowers financial reporting credibility, with the consequence of further raising a firm's cost 

of equity capital. 

In summary, this chapter conducts an investigation of a number of audit-quality dimensions 

argued in chapter 2 to impact the financial reporting information risk and, in this section, the 

cost of equity capital in a low-litigation environment (Australia), to further investigate whether 

auditor brand-name reputation drives audit quality (as distinct from litigation-risk exposure). In 

addition to investigating Big n auditor choice and economic dependence effects on the cost of 

equity capital (the focus of the published cost of capital studies to date), it examines whether 

clients of a city industry specialist enjoy a lower cost of equity capital along with those where 

greater audit effort is applied to the audit. This chapter also investigates whether those receiving 

qualified audit opinions and unexpected qualified audit opinions experience an increase in the 

cost of equity capital. 

3.3 Research Design 

3.3.1 Cost of Equity Capital Model 

This chapter follows the approach of FLOS (2005) and utilises earnings-price ratios as a short-

hand measurement of cost of equity capital. This approach is adopted because: 1) PE ratio is a 

popular means of estimating rate of retun1 in the equity market, and it is widely used as a basis 

of stock investment and recommendation (Easton, 2004); 2) earnings, as the numerator of EP 

ratio, is a key accounting number of financial reports (FLOS, 2005) and is subject to audit and 

the resultant EP ratio shows how much an investor is willing to pay for a dollar of audited 

earnings; and 3) recently, Taylor and Wong (2006) have conducted a study based on FLOS 

60 Unfavourable audit opinions could be associated with falling share prices, because audit reports can 
signal impending bankruptcy (Chen and Church, 1996). 
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(2005) in the Australian market, and kindly made available their EP data and EP model control 

variables to use in the current study. This study differs from those of Khurana and Raman 

(2004, 2006) and Azizkhani et a!. (2007), who use ex ante cost of capital estimates based on 

analysts' views about a firm's future earnings. Sensitivity tests are run on ex ante costs of 

capital measures in section 3.4, albeit on a limited sample. 

An EP ratio instead of PE ratio is used to address the concerns of a small value of earnings in 

the denominator (FLOS, 2005). Also, as noted by FLOS (2005), the ratio is industry adjusted 

because Alford (1992) finds that industry membership works well for selecting firms that are 

comparable in terms of risk and growth. 61 Consistent with FLOS (2005), due to the difficulties 

in interpreting a negative EP ratio in terms of cost of equity capital, only firms with positive 

earnings are included. FLOS (2005) calculates the industry-adjusted earnings-price ratio 

(lndEP) using a median EP first calculated for all firms with positive earnings in a given year in 

each GICS industry. A minimum of five positive earnings (excluding the firm}) in an industry 

is required. IndEP1,, is then calculated as the difference between the firm}' s EP and its median 

industry EP in year t. It is predicted that if investors value the high quality of an audit, the 

earnings associated with the audit will be priced high with a smaller IndEP. 

The cost of capital model estimated for examining the association between audit quality and 

cost of equity capital controls for growth, leverage, beta, and firm size is adopted from FLOS 

(2005) and follows Taylor and Wong (2006) and Wong (2008): 

The independent control variables are defined as follows. Growth is defined as the log of one 

plus a firm's growth in value of equity over the past five years. A negative sign is predicted -

higher equity growth could lead to lower EP because the market expects high earnings growth 

in the future (FLOS, 2005). Beta is calculated from the firm-specific CAPM using 36-month 

rolling returns, and a minimum of seven monthly returns are required. The capital assets pricing 

model suggests that a stock market beta will positively correlate with cost of equity capital 

(Sharpe, 1964; Gebhardt et a!., 2001 ). Leverage is defined as total debt divided by total assets. 

Higher risk could be associated with greater financial leverage (Modigliani and Miller, 1958; 

Gebhardt eta!., 2001 ), and therefore, a positive relationship is proposed. Size is estimated as the 

log of a firm's total assets. Prior studies (e.g., Brennan and Subramanyam, 1996; Gebhardt et 

61 Using raw EP data produced qualitatively, the same testing results are reached. Moreover, lndEP is also 
allocated into ranked decile portfolios. All tests are repeated and the results (untabulated) are similar. 
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al., 2001; Fama and French, 1992) note that large firms have more available information and are 

more liquid than small firms. Hence, a negative sign is predicted because of the lower risk of 

large firms. AQIR denotes the measures of audit-quality information risk perceived around the 

audit, which is the experimental variable of interest. 

3.3.2 Audit Quality Measures 

An indicator variable, Big, is constructed equal to 1 if a firm is audited by a Big n audit firm, 

and 0 otherwise. Big is expected to have a negative sign. Auditor switch (Aswitch) is a dummy 

variable equal to 1 if a firm switched its incumbent auditor in a given year, and 0 otherwise. 

This study uses a dummy (Aswitch-NBtoB) to control for high-quality auditor switches (from 

non-Big n to Big n auditors); a dummy (Aswitch-BtoNB) to control for low-quality auditor 

switches (from Big n to non-Big n auditors); and two dummies (Aswitch-BtoB and Aswitch-

NBtoNB) to control for no quality change auditor switches (from Big n to Big n auditors and 

from non-Big n to non-Big n auditors). A firm that switched from a low-quality auditor to a 

high-quality auditor is expected to have a lower cost of equity capital, and vice versa. 

An indicator variable CL is created equal to 1 if a firm is audited by a city-industry leader, 

defined as an audit firm that possesses the largest (audit fees based) market share in a given 

GICS industry city wide, and 0 otherwise. 62 CL is expected to have a negative sign. 

The audit effort measure, unexpected audit fee (UnexpAF) , is 1neasured as a ratio of actual to 

expected audit fees , where the expected fee is the anti-log of the fitted value of the audit fee 

model adopted from Ferguson, Francis and Stokes (2006). 63 A firm is labelled as over-audited 

(more effort than expected) if its UnexpAF is above 1, or under-audited (less audit effort than 

expected) if its UnexpAF is below 1. The variable is expected to have a negative sign. To the 

extent that a higher than expected audit fee proxies for a fee-dependence effect, this will bias the 

sign in the opposite direction. 

Audit opinion is an indicator variable equal to 1 if a firm receives a qualified or modified audit 

opinion and 0 otherwise. A positive sign is predicted for this variable. An unexpected qualified 

audit opinion measure (UnexpQa!Opin) is created for those firms receiving a qualified opinion 

by taking the difference between the actual audit opinion (i.e., 1 =qualified) and the probability 

of receiving a qualified audit opinion estimated from the audit opinion model of Craswell et al. 

62 In Australia, five cities (Adelaide, Brisbane, Melbourne, Perth, and Sydney) become the basis of 
estimation in accordance with the prior studies (e.g., Ferguson et al., 2003). 
63 This chapter utilises the control variables of Ferguson eta/. 's (2006) audit fee model to estimate audit 
fees, which also controls for the Big n choice effect. The audit fee model estimations are summarised in 
Appendix 2 Table 2.2. 
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(2002). 64 It is designed to capture the extent of surprise for companies receiving a qualified 

audit opinion. All other firms receiving clean opinions are coded as 0. 65 

Following Khurana and Raman (2006), economic dependence on a client is measured by scaling 

NAS fees and total fees by the revenue of the national audit firm (NASIREVand TFIREV) or the 

revenue of the audit firm's city-based office (NASIOFFICEREV and TFIOFFICEREV). The 

latter two test variables (NASIOFFICEREV and TFIOFFICEREV) attempt to capture the 

economic importance of the client to the individual practice office. In addition, the unexpected 

NAS ratio (UnexpRNAS) is also used to proxy for the auditor-client economic bond where the 

expected NAS ratio is estimated based on the model suggested by Ruddock et al (2006). 66 

3.3.3 Sample and Regression Specification 

Audit-related data are obtained from the Capital Markets Co-operative Research Centre-UTS 

Australian audit market database. Taylor and Wong (2006) describe the sources of the sample 

and cost of capital model variables data used in theirs and this study. 67 The initial sample begins 

with all firms listed in the Australian ASX market for the period from 1999 to 2004. This full 

sample consists of 10,275 firm-year observations. 68 The requirement of positive earnings-to-

price ratios cuts the number of observations down to 3,240. 69 Financial firms (GICS 4000 to 

4999) are also excluded because of their special financial leverage. 70 This filter further reduces 

the sample to 1,502. Finally, in order to meet the requirement of non-missing values for every 

control variable (i.e., Growth, Beta, Leverage, Size), the final sample size arrived at is 1,080 

firm-year observations. 

Audit-quality measures are calculated or estimated across all listed companies available in the 

audit database for the relevant years and are not restricted to the 1,080 firm-year observations. 

64 The opinion model estimation results are summarised in Appendix 2 Table 2.6 
65 A sensitivity test is conducted in section 3.4.3 to examine the unexpected clean audit opinion. 
66 The NAS ratio model estimation results are summarised in Appendix 2 Table 2.3 
67 Accounting data are collected from the Aspect Financial database. Stock price data are extracted from 
the SIRCA ASX daily stock price database. IBES analyst forecast earnings are obtained from the 
Wharton Research Data Services (WRDS). 
68 All firms with non-missing assets (Aspect Item 5090) from 1999 to 2004 are collected. 
69 As noted, following prior literature (e.g., Francis et al., 2005; Liu and Wysocki, 2006), loss firms are 
excluded from the sample due to the difficulty of interpreting a negative earnings-price ratio and the non-
linearity in the distribution of negative and positive earnings-price ratio. Prior research (e.g., Hayn, 1995; 
Collins, Pincus and Xie, 1.999) also demonstrate that the earning numbers have low information content 
for loss companies. Moreover, in Australia, the prevalence of losses is much higher for smaller firms, 
which could induce a data reliability problem. This thesis conducts separate tests on the loss firm sub-
sample, and the results (untabulated) are very weak and mixed. 
7° Financial firms are excluded in the prior research, e.g., Khurana and Raman (2004; 2006), FLOS 
(2005), Azizkhani et al. (2007), Taylor and Wong (2006), and Wong (2008). 
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Thus, for example, industry-specialist measures for a given year are based on the whole audit 

market, not just those from the 1,080 firm-years applicable to that year. As the estimations of 

the cost of capital models require matching the audit data with the Growth, Beta, Leverage and 

Size variables, the number of observations varies for each cost of capital estimation regression 

model. 

After conducting the conventional regressiOn diagnostics, outliers are deleted for each 

regression, that is, studentised residuals greater than the absolute value of 2, and Cook's D 

greater than 4 divided by the number of observations (Chen, Ender, Mitchell and Wells, 2003). 

All regressions apply the Kernel-based estimations for the panel data, and the standard errors 

reported are controlled for heteroskedasticity and autocorrelation. 71 All reported regressions do 

not suffer from multicollinearity problems. 72 

3.4 Results 

3.4.1 Descriptive Statistics and Correlation Matrix 

Panel A of Table 2 displays the descriptive statistics for the pool sample of six years. The mean 

and median for IndEP are 0.027 and 0.000, which are quite similar to those reported in the U.S. 

studies (e.g., FLOS, 2005). 73 With respect to the controls, Panel A also reports a mean and 

median, respectively, of 0.583 and 0.467 for Growth (in book value of equity); 74 a mean and 

median, respectively, of 0.440 and 0.463 for Leverage; a mean and median, respectively, of 

0.376 and 0.510 for Beta,75 and a mean and median, respectively, of 18.677 and 18.450 for 

Size. 76 The mean and median total assets are $1 , Ill million and $103 million, respectively. 77
' 

78 

71 The standard STAT A commands are used to assure the regression estimators are effective in the 
presence of arbitrary heteroskedastistity and autocorrelation. All regression estimates reported in this 
study are equivalent to those produced by robust regression and Newey-West regression. 
72 The VIF tests are untabulated for each regression but available on request. 
73 FLOS (2005) report a mean and median for JndEP of 0.008 and 0.001, while Liu and Wysocki (2006) 
report a mean and median for JndEP of 0.006 and 0.000. 
74 FLOS (2005) report a mean and median for Growth of 1.056 and 0.961, while Liu and Wysocki (2006) 
report a mean and median for Growth of0.470 and 0.395. 
75 There are negative values for Beta. Model estimations (untabulated) without Beta are qualitatively 
unchanged. 
76 Size is not directly comparable to that reported in the U.S.-based studies because their total assets are 
rounded into millions before taking the log transfonnation. 
77 Azizkhani et a/. (2007) report a mean and median respectively of $2,722 million and $587 million for 
total assets of their sample from 1995 to 2005, suggesting they have a sample of larger Australian 
companies. 
78 An untabulated descriptive statistic shows for all ASX-listed firms having all four valid control 
variables (n=2,810), the mean and median for Growth is 0.399 and 0.389, respectively; the mean and 
median for Leverage is 0.374 and 0.379, respectively; the mean and median for Beta is 0.421 and 0.416, 
respectively; and the mean and median for Size is 17.801 and 17.436 respectively, It suggests that the 
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Insert Table 2 here 

The descriptive statistics for the audit-quality measures are presented in Panel B of Table 2. 

Approximately 74% of the sample firms are Big n clients, and this proportion is slightly higher 

than those reported in the prior Australian studies (e.g., Craswell et al., 1995, Ferguson et al. , 

2002). 79 This may be attributable to the exclusion of loss firms, which are more likely to be 

engaged with small auditors. 80 The city-leader auditors account for 34. 7o/o of the sample firms 

and 96% of city leaders are Big n auditors. 

During the six years of the study, 89 sample firms switched their incumbent auditors, 81 with 17 

firms switching from Big n to non-Big n auditors and 12 firms switching from non-Big n to Big 

n auditors. Another 43 firms switched between Big n auditors, and 17 firms switched between 

non-Big n auditors. 

The mean and median UexpAF are 1.291 and 1.121, respectively. Approximately 4% of the 

sample firms (n=42) receive qualified audit opinions. Such a small proportion (in contrast to the 

17% of firms receiving qualified audit opinions in the full sample) is attributed to the reduction 

of the sample towards larger and more stable firms. For the 42 firms receiving qualified audit 

opinions, UexpQalOpin has a mean and median, respectively, of 0.603 and 0.652. Panel B also 

shows that the mean values of NASIREV and TFIREVare 0.018 and 0.072, respectively. At the 

city-based office level, a slightly larger mean is reported for NASIOFFICEREV (0.039) and 

TFIOFFICEREV(0.124). Finally, a mean of0.952 is reported for UnexpR.JVAS. 

The Pearson correlation matrix is reported in Table 3. Key results show that larger firms are 

more likely to experience equity growth (Growth), to have greater financial leverage 

(Leverage), and to pay higher than expected audit fees (UnexpAF), but are less likely to 

surprisingly receive a qualified audit opinion ( UnexpQalOpin). Size is also positively correlated 

firms in the final sample (n= 1 ,080) are larger, experience higher growth, have smaller leverage ratios but 
larger betas. 
79 An untabulated descriptive statistic shows about 63% of all ASX-listed firms were audited by Big n 
auditors for the time period of 1999 to 2004 (calculated from the CMCRC-UTS Australia Audit 
Database). 
80 This proportion, however, is significantly lower than the percentage of Big n audits (87%) reported in 
Khurana and Raman (2004) for their 1/B/E/S Australian sample from the period of 1990 to 1999, which 
would tend to focus on larger companies with an analyst following, which are more likely to be audited 
by Big n. 
81 Azizkhani et al. (2007) report 92 auditor switches in their sample from 1995 to 2005: 55 from Big n to 
Big n auditors, 34 from non-Big n to Big n auditors, and 3 from non-Big 4 to non-Big n auditors. This 
shows that, compared with the sample of the present study: 1) the sample of Azizkhani et al. (2007) 
covers less cases of auditor switches given the longer sample period; 2) Azizkhani's sample is 
concentrated on more stable finns, as there is no auditor switch from Big n to non-Big n auditors; 3) there 
are more cases of auditor switches from non-Big n to Big n auditors in their sample. 
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with NASIOFFICEREV, implying that larger firms acqmre more NAS, and the NAS fee 

payments form a greater proportion of their auditors' city-based office revenue. Furthermore, 

not surprisingly, most of the fee-dependence measures (NASIREV, TF/RE V, NASIOFFICEREV, 

TFIOFFICEREV) are correlated with each other. 

Insert Table 3 here 

3.4.2 Regression Results 

Table 4 displays the regression estimation results for the IndEP model using the audit choice 

measures of audit quality. All regressions are statistically significant (based on the F test), with 

adjusted R2 of around 2%, which is in line with prior studies using the same model and sample 

restrictions. 82 Leverage and Size are consistently significant and of the expected signs, whereas 

Growth is insignificant. Beta is consistently insignificant in all regressions. 

Insert Table 4 here 

The coefficient on the Big variable is not significant. Consistent with Khurana and Raman 

(2004) and Azizkhani et al. (2007), there is no evidence to support the conjecture that having a 

Big n audit lowers the cost of equity capital in the Australian market. 83 However, the coefficient 

on the dummy, Aswitch- NBtoB, is negative and significant, suggesting firms switching from a 

low-quality auditor (non-Big n) to a high-quality auditor (Big n) enjoy a lower cost of capital in 

the year of the switch. 84
' 

85
' 

86 Table 4 also shows that CL is negatively associated with IndEP, 

82 Liu and Wysocki (2006) report adjusted R-Squared results of between 0.6% and 1.1 %. FLOS (2005) 
do not report adjusted R-Squared results. On a sample of positive earnings companies Taylor and Wong 
(2006) report adjusted R-Squared results of between 6% and 9%. 
83 The same result is reported by Azizkhani et al. (2007) in their sub-sample from 2001 to 2005. 
84 Azizkhani et al. (2007) do not find a significant relationship between audit switch and cost of capital. 
However, instead of using an industry-adjusted earnings-price ratio, they utilise different approaches, 
namely the PEG model and the Ohlson-Juettner model. In a later section, this study also examines the 
sensitivity of the fmdings under alternative cost of capital estimates. After applying their cost of equity 
capital measures and sample selection criteria, results are qualitatively similar to their study. 
85 Following Azizkhani et al. (2007), a one-year change model is estimated on audit firm switch (Aswitch) 
and switch dummies (i.e., Aswitch-BtoB, Aswitch-BtoNB, Aswitch-NBtoB, AswitchNBtoNB) in a reduced 
sample. In a reduced sample (n=639), only 55 firms switched their auditors, where 7 switched from non-
Big n to Big n auditors. None of these variables is statistically significant. The same model is also applied 
to partner rotation (Pswitch) and a similar result is found. The results are available from the auditor upon 
request. 
86 There are not necessarily to be a symmetry cost of equity capital effect for a higher quality auditor 
switch (Aswitch-NBtoB) and a lower quality auditor switch (Aswitch-BtoNB). A switch from low quality 
auditor to high quality auditor is likely to be voluntary and driven by the equity benefits of auditor-client 
realignement. In contrast a switch from high quality auditor to low quality auditor could follow the 
change of a firm's characteristics or its operating environment, which has been priced earlier by the 
investors. 
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with a coefficient of -0.0082 significant at the 5% level. This suggests that clients of city-

industry leaders enjoy a lower cost of equity capital. 87 

Table 5 displays the cost of capital regression estimations for the audit effort dimension of audit 

quality using UnexpAF. The models have significant explanatory power. In the full sample, 

UnexpAF has a negative coefficient -0.0034, which is significant at the 5% level. This suggests 

that companies paying higher than expected audit fees enjoy a lower cost of equity capital, 

which supports the audit effort view rather than a fee-dependence view on how higher than 

expected fees may impact the cost of equity capital. 

Insert Table 5 here 

The second and third columns of Table 5 exhibit the regressiOn estimations separately 

conducted on the sample of over-audited firms ( UnexpAF> = 1, n =618) and under-audited firms 

(UnexpAF<1, n=444). In the over-audited sample, in line with the full sample result, UnexpAF 

is negative and significant, with a coefficient of -0.0028. In contrast, in the under-audited 

sample, UnexpAF appears insignificant. In the fourth and fifth columns, firms are classified on 

audit effort according to whether they are in the top decile on UnexpAF or not (LrgUnexpAF= 1 

or 0) and separately based on whether they are in the bottom decile or not (SmlUnexpAF= 1 or 

0). LrgUnexpAF is negative and significant, whereas SmlUnexpAF is insignificant. 88 These 

results indicate that while investors perceive a lower information risk from a firm paying an 

abnormally higher audit fee for n10re audit effort, an abnormally lower audit fee does not appear 

to signal higher information risk. 

Table 6 reports the IndEP regression model estimates for the audit-opinion dimension of audit 

quality using measures of qualified opinion and the unexpected qualified opinion, respectively. 

The first model has an adjusted R2 of 3% and in the second model the explanatory power 

increases by 1 o/o (Ad} R2=0.0397). The coefficient on Opin (=0.0329) is positive and significant. 

This result suggests there is a higher perceived information risk associated with firms receiving 

qualified audit opinions, as reflected in a higher cost of equity capital. 89 This result is consistent 

87 The test is repeated controlling for audit firm size by excluding 16 non-Big n city-industry leader 
observations. This result ( untabulated) is robust to the exclusions. 
88 In an additional test, firms are classified on audit effort according to whether they are in the top 5% on 
UnexpAF and separately based on whether they are in the bottom 5%. The results (untabulated) are 
qualitatively the same. 
89 There is some evidence in the prior literature (e.g., Francis and Krishnan, 1999) suggesting that Big n 
auditors are more likely to issue a qualified audit opinion. A Chi-square test is performed and the result 
shows that there is a relationship between Opin and Big 4 (Chi-square=21.9923, p<O.OOO) in the sample. 
In order to examine whether Opin is another proxy for Big, a separate regression has been run on Opin 
and Big. The results of Opin and Big (untabulated) are qualitatively unchanged (i.e., Opin is positive 
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with Fernando et al. 's (2008) finding of a positive relationship between qualified audit opinion 

and cost of equity capital in the U.S. market. The coefficient on UnexpQalOpin is 0.0682 and 

significant in the regression, implying that a greater surprise in receiving a qualified audit 

opinion has an even bigger negative impact on firm valuation. 

Insert Table 6 here 

Table 7 summarises the regression estimates for the independence dimension of audit quality 

using fee-dependence measures. It reports the results for the NASIREV, NAS/OFFICEREV, 

TFIREV, TF/OFFICEREV and UnexpRNAS. All the regressions are significant, with the 

adjusted R2 around 2%. The coefficients of NASIREV, NASIOFFICEREV and UnexpRNAS are 

insignificant. TFIREV and TFIOFFICEREV are negative and significant at the lOo/o level (two-

tailed). Contrary to the closer economic dependence view of higher fee dependence, the results 

suggest possible cost of capital benefits for clients from spending more on audit and non-audit 

services. These results are in contrast to Khurana and Raman's (2006) U.S. findings that higher 

NAS or total fees are associated with an increased cost of equity capital. 

Insert Table 7 here 

Table 8 reports the results of regression estimations using multiple dimensions identified above 

as capturing the quality of the choice of auditor - whether there was a switch to a Big n auditor 

and selecting a city-industry leader (CL) - the audit effort dimension and the audit opinion 

quality dimension. We also include the non-audit service fee-dependence measures, which 

Table 7 suggests proxy for a lowering of information risk effect. The results show the effects on 

the cost of equity capital identified for the individual dimensions persist when combined with 

the other dimensions. While the directional effects and significance continue to hold, there is 

some evidence the audit effort dimension loses statistical significance when combined with the 

fee-dependence measure TFIOFFICEREV. In summary, the results suggest the effects of these 

multiple audit quality dimensions are independent and additive. 

Insert Table 8 here 

significant in the regression, but Big is insignificant in the regression). The results are available upon 
requests. 
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3.4.3 Sensitivity Analysis 

The results of several additional tests are summarised in this section. The analyses fall into five 

groups. First, this section examines whether other audit-quality measures identified in the extant 

literature and derived from the AQIR framework are associated with the cost of equity capital. 

Second, a sub-period analysis following Azizkhani et a/ (2007) is conducted. Third, based on 

the reduced sample available, 90 this section examines whether the results of the tests are 

sensitive to sample selection and the measures of cost of equity capital. Fourth, the section 

examines whether audit-quality impact varies according to where audits are argued to be more 

highly valued- in unregulated industries as distinct from regulated ones (Dunn and Mayhew, 

2004). Fifth, this section examines whether audit-quality impact varies due to the small size of 

clients, where the signalling role of audits is argued to be more important (Fernando et a/. 

2008). 

Other Audit-Quality Measures 

Based on the first group of sensitivity tests, this section examines if other measures of quality 

identified in the prior literature and the AQIR framework in section 2. 7 are associated with cost 

of equity capital. It first examines if other (national- and office-based) measures of industry 

expertise lower the cost of equity capital. Following Ferguson et a/. (2003)91
, an Australian 

study, this section consttucts four indicator variables separately denoting a national industry 

leader (NL), a national- and city-industry leader (NL&CL), a purely national industry leader (not 

a city-industry leader) (NLnotCL), and a purely city industry (not a national industry leader) 

(CLnotNL). National leader is defined as an audit firm that possesses the largest or second-

largest (audit fees based) market share in a given GICS industry national wide. It is found that 

investors only view a city-industry leader as high quality, not a national leader (see Appendix 3 

Table 3.1). 92 Industry specialist is also defined as an audit firm achieves a certain percentage of 

market share (10% to 20%) at either national (ISJO; IS20) or office level (JSOFFICEJO, 

JSOFFICE20) (see Craswell eta/., 1995; Ferguson and Stokes, 2002). However, no significant 

result is found (see Appendix 3 Table 3.1). The market-based industry specialist measures 

adopted here at the national level are similar to those utilised by Ahmed et a/. (2008) and 

90 The data were generously made available by Giang Truong- see Truong and Partington (2007). 
91 Ferguson et al. (2003) argue and document a joint national and office industry leadership effect on 
audit fee premiums. Ferguson et al. (2006) further demonstrate that the results of Ferguson et al. (2003) 
are not confounded by the presence of city-specific overall market leadership effects. 
92 A positive coefficient of 0.0097 is reported for NLnotCL, which is significant at 10 percent level. A 
further test is conducted with qualified audit opinion (Opin) controlled in the regression. The untabulated 
result shows that while Opin is significant in the model, NLnotCL becomes insignificant. 
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Fernando et al. (2008). 93 However, this insignificant result stands in contrast with the negative 

cost of equity capital effect of industry specialists documented in Ahmed et al. (2008) and 

Fernando et al. (2008) in the more litigious U.S. setting. 

The AQIR framework also suggests evaluating the adequacy of an auditor choice by contrasting 

a firm's auditor choice decision against the modelling outcome determined by the firm's 

characteristics. To do this, an unexpected Big n auditor choice measure (UnexpBig) is created 

for Big n clients. It is calculated by taking the difference between the actual auditor choice (i.e., 

1 =Big n) and the probability of choosing a Big n auditor estimated from the auditor choice 

model of Godfrey and Hamilton (2005). A positive UnexpBig is designed to capture greater 

surprise for companies engaging with a Big n auditor. Correspondingly, an unexpected non-Big 

n auditor choice measure ( UnexpNBig) is also created for non Big n clients, by taking the 

absolute value of the difference between the actual auditor choice (i.e., O=non Big n) and the 

probability of choosing a Big n auditor estimated from the same auditor choice model. 94 Thus, a 

more positive UnexpNBig captures a greater extent of surprise for companies engaging with a 

non Big n auditor. Separate regressions are run in the sub-sample of Big n firms with UnexpBig 

and in the sub-sample of non-Big n firms with UnexpNBig. However, neither of these two 

variables is statistically significant in any of the regressions (see Appendix 3 Table 3.2). 

Following the same procedures, this section also creates another four unexpected industry-

specialist measures at both city level ( UnexpCL and UnexpNCL) and national level ( UnexpCL 

and UnexpNNL). Again, none of these experimental variables produces any significant result 

(see Appendix 3 Table 3.2). Tests are also conducted by transfonning each unexpected auditor 

choice measure into an indicator variable using a 50% benchmark. 95 The results (untabulated) 

remain unchanged. Firms are further classified according to whether or not they are in the top 

decile on each unexpected auditor choice measure. It is designed to examine if an obvious 

93 In Ahmed et al. (2008), an auditor is classified as an industry specialist if the auditor's industry market 
share is at least 20% higher than a within-industry market-share average. They also define an auditor as a 
specialist if the auditor's industry market share is the highest in a given industry and is at least 10 
percentage points higher than the next Big 4 competitor. Fernando et al. (2008) classify an industry 
specialist as an auditor which audits more than 20% of the sales of the client's industry during a particular 
year. 
94 The probability of choosing a non-Big n auditor is 1 minus the probability of choosing a Big n auditor. 
Hence, for non-Big n clients, the difference between the actual auditor choice (i.e., O=non-Big n) and the 
probability has a scale of 0 to -1. The more negative the difference is, the more surprise for companies 
engaging with a non-Big n auditor. For ease of understanding, UnexpNBig is coded as the absolute value 
of this difference. 
95 Taking UnexpBig as an example, a dichotomy variable is created equal to 1 if UnexpBig is above 50% 
and 0 otherwise. A similar approach of classifying an unexpected or expected Big n auditor choice can be 
found in Chaney et a!. (2004 ). 
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auditor misalignment is associated with the cost of equity capital. No significant result 

( untabulated) is found. 96 

To further test the auditor switch effect on the cost of equity capital, following Johnson and Lys 

(1991), for each switching firm, a ratio, Aswitch(MS), of the overall market share of its 

predecessor and successor auditor is estimated. For non-switching firms, Aswitch(MS) is coded 

as 1. It is designed to capture whether a firm shifts towards a larger (Aswitch(MS)> 1) or a 

smaller (Aswitch(MS)<1) auditor. This variable is not significant (see Appendix 3 Table 3.3) 

Moreover, two variables are created to examine whether the number of times a firm switches its 

auditor has an impact on the cost of equity capital. NumAswitch is created to denote the number 

of times a firm switched its incumbent auditor within the six years of the sample period. 

TSAswitch is a simplified measure equal to 1 if a firm switched its auditor once in the six years, 

2 if a firm switched more than once and 0 otherwise. Both variables are tested in the year 2004. 

No audit switch effect is found (see Appendix 3 Table 3.3). 

This section also exaffilnes whether engagement partner rotation lowers the cost of equity 

capital in line with Azizkhani et al. 's. (2007) argument and tests. 97 Consistent with Azizkhani et 

al. (2007), a partner rotation dummy (Pswitch) is not found to be associated with the cost of 

equity capital (see Appendix 3 Table 3.3). Similar to the auditor switch design, two variables, 

NumPswitch and TSPswitch, are created to examine if the number of times a firm switched its 

partner is associated with the cost of equity capital. They are tested in the year 2004, and none 

of them is significant (see Appendix 3 Table 3.3). 

A proxy for auditor tenure is also examined in line with Azizkhani et al 's. (2007) argument and 

tests by defining auditor tenure (A Tenure) as the number of years an incumbent audit firm has 

been auditing a client's financial statement in the sample period. This audit tenure variable is 

tested in the year 2004. Unlike Azizkhani et al. (2007), no auditor tenure effect is detected even 

after controlling for auditor size (see Appendix 3 Table 3.3). 98
' 

99 A partner tenure variable 

96 Each unexpected auditor choice measure is also re-estimated from another two versions of auditor 
choice model, i.e., a full model (that includes all available independent variables found to be significant in 
any of the prior literature) and a stepwise model (that takes a step-wise statistical approach on the full 
model). Consistent findings (untabulated) are reached. 
97 As argued in Azizkhani et a!. (2007), partner rotation encourages a "fresh viewpoint", which could be 
perceived by the market as an enhancement of the reporting quality. On the other hand, a partner rotation 
could also lose some client-specific knowledge and reduce the quality of audit. 
98 Following Azizkhani et al. (2007), this study constructed an interaction of auditor/partner tenure and 
Big. 
99 However, the finding is consistent with the results of Azizkhani et al. (2007) in the during-events 
(200 1-2002) and post-events (2003-2005). See discussion under sub-period analysis of these periods. 
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(PTenure) is further created in the same way and the results are similar (see Appendix 3 Table 

3.3). 

For audit effort risk, this section first examines whether over-audited firms (UnexpAF is above 

1) enjoy a lower cost of equity capital than under-audited firms (UnexpAF is below 1). A 

dichotomous variable, OverAudit, is constructed equal to 1 if a firm is over-audited and 0 

otherwise. It is not significant in the regression (see Appendix 3 Table 3.4). In another test, for 

each firm, its UnexpAF is benchmarked against the firm's GICS industry median, and a new 

variable, JndUnexpAF, is created. 100 This variable is designed to capture the extent of excessive 

audit effort input above (or below) the industry average. The result (reported in Appendix 3 

Table 3.4) shows a negative and significant IndUnexpAF, suggesting that investors perceive a 

lower information risk from a firm paying a higher abnormal audit fee than other firms in the 

same industry. Furthermore, this section creates Ts UnexpAF equal to 1 if a firm is consistently 

over-audited or under-audited in the sample period, and 0 otherwise. It intends to examine if the 

market perceives less risk from firms maintaining certain levels of excessive audit fees over 

time. The test is conducted in the year 2004, and no significant result is found (see Appendix 3 

Table 3.4). 101 

An unexpected clean audit opinion measure ( UnexpClOpin) is created for firms receiving a 

clean audit opinion. It is designed to capture the extent of surprise for companies receiving an 

unqualified audit opinion. The variable is estimated by taking absolute value of the difference 

between the actual audit opinion (i.e., O=unqualified) and the probability of receiving a qualified 

audit opinion estimated from the audit opinion model of Craswell et al. (2002). 102 All other 

firms receiving qualified audit opinions are coded as 0. No significant result is found (see 

Appendix 3 Table 3.5). 103 Tests are also conducted by transforming UnexpQalOpin and 

100 JndUnexpAF is created following the method of calculating the industry-adjusted EP ratio. It is 
measured by taking the difference between a firm j' s UnexpAF and the median UnexpAF (excluding the 
firm}) of its GICS industry. A minimum of five UnexpAF in an industry is required in order to calculate 
the industry median. 
101 A test is also conducted by coding the variable as 1 if a firm is consistently over-audited, -1 if a firm is 
consistently under-audited, and 0 otherwise. No significant result (untabulated) is found. 
102 The probability of receiving an unqualified audit opinion is 1 minus the probability of receiving a 
qualified audit opinion. Hence, for firms receiving an unqualified audit opinion, the difference between 
the actual audit opinion (i.e., O=unqualified) and the probability has a scale of 0 to -1. A bigger negative 
difference suggests a bigger surprise for companies receiving an unqualified audit opinion. For ease of 
understanding, UnexpC!Opin is measured as the absolute value of this difference. 
103 Regression is also run in the sub-sample of firms receiving unqualified audit opinions. A similar result 
is found. 
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UnexpClOpin into indicator variables using a 50o/o benchmark. 104 The results (untabulated) 

remain unchanged. 1 05
' 

106 

This section also exammes other fee-dependence measures advocated by the prior studies, 

including the ratio of non-audit service fees to audit service fees (NASI AF) (e.g., Firth, 1997), 

the ratio of non-audit service fees to total audit and non-audit service fees (RNAS) (e.g., 

Ashbaugh et al., 2003; Chung and Kallapur, 2003), the natural log of non-audit service fees 

(LnNAS) (e.g., Khrishnan et al., 2006), and the natural log of total fees (LnTF) (e.g., Khrishnan 

et al., 2006). While the former two measures are induced by regulatory concerns (e.g., 

Sarbanes-Oxley Act, CLERP9) directed at audit firms using audits as a platform of selling high 

profit-margin non-audit services, the latter two measures capture the extent of the auditor's 

interest in the engagement. 107 None of these measures shows any significant result (see 

Appendix 3 Table 3.6), and they provide no support to the regulatory proposition. Following the 

process of estimating the unexpected NAS ratio in Ruddock et al. (2006), two additional 

unexpected fee-dependence measures are created. They are the unexpected N AS fee measure 

( UnexpNAS), where the expected NAS fee is estimated based on the model suggested by 

Larcker and Richardson (2004 ), and the unexpected total fee measure ( Unexp TF) , where the 

expected total fee is estimate based on the model suggested by Ruddock et al. (2006). None of 

these is significant in the regression (see Appendix 3 Table 3. 6). This result is contrary to the 

finding of Hope et a!.' s (2008) study in a cross-country setting that excess audit remuneration 

(unexpected total fees) is viewed by investors as preventing economic bonding between the 

auditor the client, leading to a higher cost of equity capital. 

Moreover, for UnexpRNAS, UnexpNAS, and UnexpTF, a corresponding dichotomous variable is 

constructed for each in order to classify each firm according to whether the firm has a higher 

NAS ratio than expected (DUnexpRNAS=l or 0); whether the firm pays higher non-audit 

services fees than expected (DUnexpNAS= 1 or 0); or whether the firm pays higher audit and 

non-audit services fees than expected (DUnexpTF=1 or 0). A positive and significant (at the 

10% level) DUnexpRNAS is reported (see Appendix 3 Table 3. 6). This suggests that, compared 

with firms with lower than expected NAS ratio, investors perceive greater information risk for 

104 Taking UnexpQa!Opin as an example, a dichotomy variable is created equal to 1 if UnexpQa!Opin is 
above 50% and 0 otherwise. 
105 In fact, no firm has a UnexpQa!Opin above 50%. Therefore, conceptually, no firm unexpectedly 
receives a clean audit opinion. 
106 UnexpQa!Opin and UnexpC!Opin are also re-estimated from a further two versions of the audit 
opinion model, i.e. , a full model (that includes all available independent variables found to be significant 
in any of the prior literature) and a stepwise model (that takes a step-wise statistical approach on the full 
model). Similar results (untabulated) are found. 
107 Ashbaugh eta!. (2003) argue that the ratio may not matter to an auditor if a client's NAS or total fee is 
an inconsequential part of the auditor's client portfolio. 
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firms with a higher than expected NAS ratio, which gives some support to the fee-dependence 

argument. In contrast, DUnexpNAS shows a negative and significant (at the 5% level) result 

suggesting some benefits of acquiring excessive non-audit services. DUnexpTF is not 

significant in the regression. 108 

Firms are also classified according to whether or not they are in the top decile on each auditor 

independence measure. The results show that firms with a large ratio of non-audit services fees 

to audit fees (LrgNASIAF) or non-audit services fees to total fees (LrgRNAS) will have a higher 

cost of equity capital. A similar result is also found for firms with a large unexpected NAS ratio 

(see Appendix 3 Table 3. 7). These results suggest that investors perceive higher information risk 

from a firm with very strong economic-bond relationship with its auditor (as measured by NAS 

or excessive NAS proportion). With respect to other measures, none of these is positive and 

significant. In contrast, LrgNASIREV, LrgNASIOFFICEREV, LrgTFIOFFICEREV, and 

LrgUnexpNAS are negative and significant, giving more support to the benefits of acquiring 

more non-audit and audit services. 

Sub-Period Analysis 

In order to compare the results of this study to those of Azizkhani et al. (2007), following the 

approach of Azizkhani et al. 's (2007) sub-period analysis, this section also examines the Big n 

choice effect, the audit-firm switching and partner-rotation effects in three sub-periods, that is, 

pre-events (1999-2000), during-events (200 1-2002) and post-events (2003-2004), where the 

events refer to accounting scandals (Arthur Anderson shredding audit documents), corporate 

collapses (e.g., Enron in the U.S., and HIH in Australia) and regulatory interventions (the 

Sarbanes-Oxley Act in the U.S., and the CLERP 9 in Australia) that occurred in 2001 and 2002. 

Azizkhani et al. (2007) suggest the different periods could influence the market perception on 

audit quality but they are non-specific in relation to the different periods' impacts. The results 

show that there is no association between the indicator variable - Big and cost of equity capital 

in any sub-periods; switches to Big n from non-Big n lower the cost of capital in the pre-events 

period only and in the case of partner rotations there is no association with cost of equity capital 

in any of the periods. The results of during-events and post-events periods are identical to those 

of Azizkhani et al. (2007). However, while the pre-events findings for Big n switches are 

contrary to any switch effects documented by Azizkhani et al. (2007). 

108 Each unexpected fee dependence measure (i.e., UnexpRNAS, UnexpNAS, and UnexpTF) is re-
estimated from a further two versions of the fee dependence model, i.e., a full model (that includes all 
available independent variables found to be significant in any of the prior literature) and a stepwise model 
(that takes a step-wise statistical approach on the full model). Similar results (untabulated) are found. 
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Alternative Cost o( Equitv Capital Measures109 

In the sensitivity tests on alternative cost of equity capital measures, this section first follows 

Khurana and Raman (2004, 2006), using a cost of equity capital estimated from the PEG model 

of Easton (2004). The same approach is also adopted by Azizkhani et al. (2007). The PEG 

model uses analysts' earnings forecasts to impute the expected rate of return, calculated as the 

price-earnings ratio divided by the short-term earnings growth rate. The second measure uses 

the cost of capital estimated from the Olson and Juettner Model (OJ), which follows the 

procedures of Gode and Mohanram (2003). Azizkhani et al. (2007) also use this model as their 

sensitivity measure. The similarity between PEG, OJ and IndEP is that they all utilise earnings 

to impute the cost of equity capital. PEG and OJ apply ex ante forecasted earnings, whereas 

IndEP uses current earnings in the financial report. Furthermore, PEG is different from OJ as it 

imposes more restricted assumptions on the terminal value (Botosan and Plumlee, 2005). 110 

The third cost of equity capital measure is estimated from the CAPM. CAPM is also used by 

FLOS (2005) as an alternative way of evaluating accrual quality impacts on the equity market. 

However, instead of constructing stock-mimicking portfolios, as FLOS (2005) do to their 

discretionary accruals, this section imputes the rate of return from a CAPM regression. This 

approach is equivalent to the mimicking portfolio approach (Barth et al. , 2005). 111 

The cost of equity capital is also estimated from three variations of dividend discount models, 

which define the value of the fi1m as the sum of the present value of expected future cash flows. 

The first measure, Gordon, utilises the simplest form of dividend discount model by implying 

the cost of capital from the one-year-ahead dividend forecast and long-term growth rate from 

the IBES database. The second measure, DDM2, is adopted from Gordon and Gordon (1997) 

with the key assumption that beyond a finite horizon investors expect a return equal to its cost 

of capital (Botosam and Plumlee, 2005). The procedure of DDM2 calculation follows that 

adopted in Guay et al. (2005). The third measure, DDM3, follows the process of estimating 

DDM2, with the exception of treating the terminal value as the final-year forecast dividend in 

perpetuity, which is estimated based on the forecast dividend before the final year and a forecast 

growth rate. 

109 The alternative cost of equity capital measures data are provided by Giang Truong and Graham 
Partington. 
11 0 PEG is different from OJ as it imposes two additional assumptions: year 1 dividend per share is zero, 
and there is no growth in abnormal returns beyond the forecast horizon (Botosan and Plumlee, 2005). 
111 Cost of capital is also estimated from the Fama-French three-factor model, which is highly (over 98%) 
correlated with the estimates of CAPM. Untabulated tests show that the results of the Fama-French model 
are found to be qualitatively the same as the results of CAPM. 

71 



The last estimation of the cost of capital is based on the residual income model. The estimation 

follows the approach used by Gebhardt et al. (200 1 ), and the terminal value is estimated based 

on year 12 residual income in perpetuity, assuming a zero terminal-growth rate. 112 

The number of observations for each cost of equity capital measure in every year (reported in 

Appendix 3 Table 3.8) varies, with IndEP having the largest number of observations (2, 178 

firm-years) in six years, followed by PEG (1,588 firm-years) 113 and CAPM (1,327 firm-years). 

Every other estimate has a sample of around 1,100 firm years. After matching the eight cost of 

capital estimates, we had an overlapping sample of 389, ranging from 59 to 71 observations 

every year. 

The sample size is further reduced to 282, after eliminating the observations missing on any of 

the control variables. Most of the cost of capital measures have a mean of 10%, except for 

Gordon and RIM, which have means of over 16%> (see Appendix 3 Table 3.9). IndEP is found 

not to be correlated with any of the other cost of capital measures except DDM2 (=0.1781), 114 

while PEG is significantly correlated with all other measures with correlation coefficients 

smaller than 39% (see Appendix 3 Table 3.1 0). The reduced sample consists of larger firms with 

lower systematic risk and higher equity growth. Most of them (over 93o/o) are audited by Big n 

auditor or city leader; only a few of them switched their auditors (n=18) in the sample period; 

and none of them received a qualified audit opinion (see Appendix 3 Table 3.9 for the 

descriptive statistics). 

All analyses in section 3.4.2 are first rerun on the reduced sample of IndEP companies (see 

Appendix 3 Table 3.11). The results on Big, city leader, and auditor switch remain unchanged. 

For the economic dependence measures, all results remain unchanged except for UnexpRNAS, 

which becomes positive and significant at p=.05 level two-tailed. This finding gives some 

support to the fee-dependence argument in relation to the provision of excessive non-audit 

services. The unexpected audit fee measure is insignificant for the reduced sample. No qualified 

audit opinion is received by any firm in the reduced sample, and as a consequence no test is 

conducted with respect to audit opinion or unexpected audit opinion audit-quality infonnation 

risk measures. 

112 Details about each way of calculating the cost of equity capital are outlined in the footnotes for Table 
3.8 in Appendix 3. The detailed model assumptions could be found in Truong and Partington (2007). 
113 The PEG model sample of Azizkhani et al. (2007) from 1999 to 2004 is 1,235. 
114 This result is not surprising, as all other measures are estimated from the valuation models that are 
built on the discounted cash flow principles (Troung and Partington, 2007). Other correlations worth 
noting include OJ and PEG (=0.3575), OJ and DDM2 (=0.7977), OJ and DDM3 (=0.6653), and OJ and 
RIM (=0.4894). DDM2, DDM3 and RIM have relatively high correlations with each other. 
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When the alternative cost of capital models are estimated using these audit-quality measures, the 

pattern of results is mixed and lacks consistency, with the FLOS (2005) IndEP estimates on the 

full sample in section 3.4.2 and the reduced sample reported immediately above (see Appendix 3 

Table 3.23 for condensed results summary). 115 City leadership is the one audit-quality indicator 

showing the most consistency, with the section 4.2 results being associated with a lower cost of 

capital in three of the models, and two of these coefficients are significant at p= .05 level one-

tailed (see Appendix 3 Table 3.13). Of particular interest are the results using the PEG model. 

The PEG model is used in the two prior Australian studies by Khurana and Raman (2004, 2006) 

and in Azizkhani et al. (2007), and the results from using this model do not replicate the 

findings of these earlier studies. 

Following Hope et al. (2008), an average of three ex ante cost of equity capital measures (i.e., 

PEG, OJ and RIM) is estimated. 116 Repeating all tests on audit-quality measures shows that the 

experimental variables, that is, Aswitch-NBtoB, Aswitch-BtoNB, and NASIREV, are significant 

and supports the prediction in section 4.2 (see Appendix 3 Table 3.22). Also, consistent with the 

full sample result, it shows that firms switching from a non-Big n to a Big n auditor enjoy a 

lower cost of capital. The finding also suggests that firms switching from Big n to non-Big n 

and those paying higher non-audit service fees relative to audit firm revenue have a higher cost 

of capital. While care must be taken in placing too much weight on these sensitivities, as the 

sample size has been reduced to one-fifth of the original sample used in 3.4.2, they do highlight 

how the results are not only sensitive to the choice of cost of equity capital measure adopted but 

in part also to the samples chosen. 

Regulated Industry vs. Unregulated Industry 

This set of sensitivity tests examines the effects of the audit quality dimensions on the cost of 

capital for firms in unregulated industries and regulated industries. It is argued that highly 

standardised and additional regulatory monitoring in the regulated industries limits the firms' 

ability and motivation to differentiate themselves based on financial reporting quality, 117 and 

accordingly, the ability of an audit firm to add value via reporting quality is li1nited. 118 In 

contrast, a firm's requirement of disclosure is generally set at a minimum level in unregulated 

115 See Appendix 3 Table 3.12 to 3.21 for the regression details of eight cost of capital estimates on 
different audit quality measures. 
116 Hope et a/. (2008) employ the average of four cost of capital measures to reduce measurement error in 
the estimates. Their measures are various implementations of Ohlson's (1995) valuation model. 
117 Some regulatory departments (e.g., Australian Prudential Regulation Authority) play a surveillance 
role similar to an auditor in the regulated industries. 
118 The high level of disclosure required in the regulated industries could reduce the cost of information 
transfer to the competitors; and therefore, the information role of auditing is also diminished in regulated 
industries (Dunn and Mayhew, 2004). 
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industries, and the reported financial information is subject to management discretion and 

auditor approval. Hence, by enhancing financial reporting quality and reducing information 

asymmetry, a high-quality audit adds more value to the firms in the unregulated industries. 

Recently, Dunn and Mayhew (2004) find that audits enhance the quality of disclosures of 

companies in unregulated industries more so than in regulated industries because, with the 

former, there is less regulation over disclosure and greater scope for discretion in what is 

disclosed and for auditors adding value in so monitoring. 119 

The tests break the sample into regulated and unregulated industries following a schema 

developed by Gallery et al. (2004) 120 for the Australian market, with the result that the majority 

(854 firms) of the sample are in unregulated industries. 12 1
' 

122 All models are re-estimated based 

on these samples, and strong results emerge on the auditor choice (city leader) and greater audit 

effort dimensions of audit quality, which appear to lower the cost of equity capital for firms in 

unregulated industries but not for those in regulated ones, as consistent with the prediction (see 

Appendix 3 Table 3.24 for condensed results summary). 123
• 

124 

119 Other studies also find that audit quality is recognised differently across regulated and unregulated 
industries. For instance, Hogan and Jeter (1997) and Godfrey and Hamilton (2005) document that firms in 
regulated and unregulated industries have different preferences of industry specialisation auditors. 
120 Prior 'regulated industries ' related studies are exclusively U.S. based (e.g., Eichenseher and Danos, 
1981 ; Hogan and Jeter, 1999; Francis et al. , 1999; Godfrey and Hamilton, 2005). Gallery et al. (2004) is 
the only Australian-based study that partitioned firms into 'regulated ' and ' unregulated ' industries. 
121 Following Gallery, Gallery, and Linus (2004), an Australian-based study, an industry is classified as 
' regulated ' if it has a GICS industry code of 151040 (Metals and Mining), 1010 (Energy), or 5510 
(Utilities). In Gallery et al. (2004), Banks and Finance, Insurance, and Property Trusts are also classified 
as regulated industries. However, in this chapter, these industries are not considered because financial 
institutions are excluded from the test (due to their special fmancialleverage). 
122 Regulated industries are also defined by the following GICS code: 151040 (Metals and Mining), 1010 
(Energy), 5510 (Utilities), 2030 (Transportations), and 5010 (Telecommunication Services). Additional 
industries are added following prior U.S.-based research (e.g., Eichenseher and Danos, 1981; Godfrey and 
Hamilton, 2005). All tests are repeated, and the results (untabulated) are qualitatively the same. 
123 The results (untabulated) suggest that the performance of the industry-adjusted earnings-price ratio 
model is very poor in the regulated industries. Most of the regressions have little explanatory power and 
do not pass the F-test. Except for Size, which appears to be significant in some models, most of the 
control variables are insignificant. In contrast, in the unregulated industries, the models exhibit results 
similar to those of the full sample. 
124 In the sample, over two-thirds of the firms (n=158) in the regulated industries are mining companies 
(GICS 151 040). In contrast to the other industries, mining companies are subject to substantial 
uncertainties (e.g. , geological risk of discovering viable deposits, recoverability of mining tenements, 
fluctuating prices for natural resources) (Monroe and Teh, 1993; Craswell et al., 2002; Lee at al. , 2003) 
and their reporting relies heavily on the opinions and estimations from experts in mining and geology. 
The role of an auditor could be particularly underweight in this industry. A further analysis is conducted 
by repeating all the tests in a sub-grouping of mining companies (GICS code 151040) and a sub-grouping 
of the rest of the firms (labelled as industrial). Similar results (untabulated) are found except that city 
leader appears to be insignificant in the industrial sub-sample. 
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The E ffect of Client Size 

This set of sensitivity tests examines the effects of the audit-quality dimensions on the cost of 

capital for large firms and small firms. Prior literature (e.g., Christensen, Smith and Stuerke, 

2004; O'Brien and Bhushan, 1990) argues that, compared to large firms, small firms have 

poorer information environments, such as low analyst following and a lower proportion of 

institutional ownership, and the reported financial information is subject to management 

discretion and auditor approval. Hence, by enhancing financial reporting quality and reducing 

information asymmetry, a high-quality audit adds greater value to small firms. Given there is a 

higher information role of audit quality in place, the marginal effects of higher audit quality will 

be greater for small firms (Fernando et al., 2008). 

The tests partition the sample according to the median of total assets for the sample firms. 125 

Specifically, a finn with a total asset value above the median is classified as a large firm, while 

otherwise a firm is classified as a small firm. All models are re-estimated separately based on 

these two samples. 126 The results show strong results on the auditor choice (city leader) and 

greater audit effort dimensions of audit quality (which appears to lower the cost of equity 

capital) for the large firms, but not for the small firms. In contrast, in the sub-sample of small 

firms, there is evidence of the cost of equity benefits of switching to a high-quality auditor and 

acquiring a large amount of audit and non-audit services (which appears to lower the cost of 

equity capital), but such effects are not found in the sub-sample of large firms (See Appendix 3 

Table 3.25 for condensed results summary) . When small finns are classified as those in the 

lowest quartile of total assets in the sample, 127 the switch effect remains unchanged, whereas the 

audit remuneration effect disappears. Therefore, the results suggest that switching to a higher-

quality auditor is perceived as more important for smaller clients than for larger clients in the 

equity market. 128 

125 Firms are also partitioned into large and small firm groups according to the median market value of 
equity following Femado eta/. (2008), and all tests are repeated. The results are qualitatively the same as 
the sample partition results according to the median total assets. 
126 Models for qualified/surprisingly qualified audit opinion ( Opin/UnexpQalOpin) are not able to be 
conducted because the experimental variables are dropped due to collineality. 
127 The results are untabulated. 
128 With U.S. data, Fernando et al. (2008) find that Big n, auditor tenure and unclean audit opinion are 
significantly associated with the cost of equity capital in the small clients sub-sample, whereas their 
national-level industry specialisation result is sensitive to the classification of small firms. In contrast, 
with Australian data, this chapter does not find that Big n or auditor tenure have any impact on the cost of 
equity capital, while the cost of equity benefits of city leader audit are only evident for the large firms. 
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3.5 Conclusions 

This chapter examines audit-quality influences on the cost of equity capital in the Australian 

market. In doing so, it seeks to investigate the drivers of audit quality - the financial reporting 

credibility notion of audit quality or the litigation exposure notion. Australia is a low-litigation 

environment and to the extent this chapter shows audit quality in this setting (and after 

controlling for variation in auditor litigation risk factors likely to contribute to demand by 

investors for audit quality) is associated with the cost of equity capital, the findings lend support 

for brand-name reputation driving (perceived) audit quality. 

Using a sample of 1,080 firm-year observations from 1999 - 2004 and following FLOS's 

(2005) IndEP cost of equity capital model, this chapter investigates dimensions of audit quality 

outlined in the AQIR framework in chapter 2 centred on those used in the prior cost of equity 

capital studies, as well as others related to the choice of auditor, the effort delivered in the audit, 

and the opinion generated controlling for variation in any auditor litigation risk factors m 

Australia likely to contribute to demand by investors for audit quality. 

The findings show that the choice of a Big n auditor is associated with a lower cost of equity 

capital where a firm switches from a non-Big n auditor to a Big n auditor. These findings are in 

contrast with the initial absence of Big n audit-quality effects on the cost of equity capital found 

by Khurana and Raman (2004) based on Australian data, which led them to conclude litigation 

risk drives audit quality. Finding a Big n switch effect on the cost of equity capital in a low-

litigation envirorunent like Australia suggests some support for brand-name reputation driving 

audit quality. Additional weight for this view comes from the findings for clients of a city 

industry specialist (controlling for Big n auditor choice), which are shown to enjoy a lower cost 

of equity capital along with those clients where higher audit effort is applied to their audits 

(controlling for plausible auditor litigation-risk exposure effects on audit quality). 

This chapter explicitly tests for auditor economic dependence effects and finds little evidence of 

the cost of equity capital being raised in Australia, which stands in contrast to the findings of 

Khurana and Raman (2006) and Hope et al. (2008). Contrary to the closer economic 

dependence view of higher fee dependence, the results suggest possible cost of capital benefits 

for clients arising from spending more on audit and non-audit services. Finally, those receiving 

qualified audit opinions are found to experience an increase in the cost of equity capital and 

those with an unexpected qualified audit opinion (after controlling for litigation risk exposure 

effects on audit quality) experience an even greater increase in their cost of equity capital. 
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Sensitivity tests using other audit-quality measures from the prior literature or suggested by the 

AQIR framework do not produce any significant results. Replications using Khurana and 

Raman (2004, 2006) and Azizkhani et al. (2007) audit-quality dimensions and alternative cost 

of capital estimates, including those based on their PEG model estimates of cost of capital, fail 

to support their initial findings, except those of Khurana and Raman (2004) in an overlapping 

period 1999-2000 and Azizkhani et al. (2007) in the post 2000 period. Sensitivity tests show 

that when eight alternative cost of capital models are estimated using the audit-quality 

dimensions studied here, the pattern of results is mixed and lacks consistency with the FLOS 

(2005) JndEP estimates. While care must be taken in placing too much weight on these 

sensitivities, as the sample size is one-fifth of the original sample used, they do highlight how 

the results are sensitive to the choice of cost of equity capital measure adopted. These findings 

are consistent with other cost of capital investigations and modelling that study alternative cost 

of capital estimates on overlapping samples evident in, for example, Troung and Partington, 

2007; Botosan and Plumlee, 2005; Guay, Kothari and Shu, 2005; Easton, and Monahan, 2005. 

Some evidence is found to suggest that audit quality is perceived to be more important for the 

firms in the unregulated industries than those in the regulated industries. However, no evidence 

is found supporting that audit quality is perceived to be more important for small firms than for 

large firms, which stands in contrast with the findings of Fernando eta/. (2008). 

Beyond the value auditors bring by adding credibility to any given ean1ings or balance sheet by 

virtue of their reputation for audit quality, captured in dimensions such as those investigated 

here, research investigating audit-quality effects on accounting outcomes suggests higher-

quality auditing could deliver additional cost of equity capital benefits by attaching value 

through the quality of the accounting numbers. The quality of accounting earnings has been 

shown (in the absence of control for audit-quality effects on the accounting quality studied) to 

be associated with the cost of equity capital (see e.g., FLOS 2005, Taylor and Wong 2006, 

Wong, 2008). The next chapter examines if higher audit quality can deliver additional cost of 

equity capital benefits by attaching value to the quality of the accounting numbers. 
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Chapter 4 Audit Quality, Earnings Quality and Cost of Equity Capital 

4.1 Introduction 

This chapter investigates the influence of audit quality on the relationship between earnings 

quality and cost of equity capital. As reviewed in chapter 2, recent studies of accounting quality, 

including FLOS (2004), FLOS (2005), Taylor and Wong (2006), and Wong (2008), 

demonstrate that earnings quality (in the absence of controlling for audit-quality effects) is 

associated with the cost of equity capital. In the U.S. market, FLOS (2004) consider the 

relationship between the cost of equity capital and seven earnings attributes and find that firms 

with the least favourable values of each attribute experience a higher cost of equity capital. In 

particular, after controlling for the innate determinates of earnings quality, they find that accrual 

quality has the largest effect on the cost of equity capital. In another study, FLOS (2005) 

examines the relationship between accrual quality and the cost of debt and equity capital. By 

utilising a mapping of accruals into cash flows to indicate the quality of earnings, they find that 

poorer earnings quality increases information risk and leads to a higher cost of debt and equity 

capital. Likewise, with an Australian sample over the period of 1992 to 2004, Taylor and Wong 

(2006) conduct a study similar to FLOS (2005) by associating different properties of earnings 

quality with the cost of equity capital. They document a strong cost of equity effect with low 

earnings quality (particularly for the measures of unexpected accruals and total accruals) 

associated with a higher cost of equity capital. In a subsequent study, Wong (2008) re-examines 

the findings of Taylor and Wong (2006) on a larger sample over a more recent period of 1997 to 

2006. While reaching a similar conclusion that lower earnings quality has a negative in1pact on 

the cost of equity capital, the results of this study further show that, after controlling for total 

accruals, the cost of equity capital effect of unexpected accruals documented in Taylor and 

Wong (2006) dissipates. This evidence leads Wong (2008) to conclude that total accruals has 

the dominant (earnings quality) pricing effect in the equity market. 

In each of these studies, earnmgs quality is exclusively treated as a single attribute of 

information risk used by investors to price securities. They do not consider whether the levels of 

audit quality may affect investors' perceptions of information risk from any given accounting 

numbers and may consequently influence the pricing of earnings quality. As noted in chapter 2, 

prior research suggests that the quality of audited financial data is a joint product of 

management representation and auditor judgement. While managers have the incentive to 

'adjust' earnings to maximise firm and/or manager wealth, high-quality auditing is more likely 

to detect questionable accounting practices, constrain overstated earnings and reveal 

misreporting. Auditing of financial statements reduces information asymmetries between firm 
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insiders and stakeholders (Becker et al., 1998), and a reputation for high-quality auditing could 

enhance confidence in the integrity of financial reporting and temper investors' concerns about 

information risk attached to otherwise perceived aggressive earnings numbers. The perception 

of a lower information risk around these numbers could be transformed into a tangible benefit 

for clients with high-quality audits in the form of a lower cost of equity capital. In this chapter 

that issue is investigated. 

Discussion in this chapter is motivated by literature demonstrating the effect of audit quality on 

accounting outcomes and opportunistic reporting [as summarised in chapter 2 (in section 2.6) 

with reference to studies like e.g., Becker et al., 1998; Francis et al., 1999; Balsam et al., 2003; 

Gul et al., 2006; Caramanis and Lennox, 2007] and by the findings in Chapter 3 demonstrating 

that higher audit quality is associated with a lower cost of capital. No studies have examined the 

joint attributes of earnings quality and audit quality on equity pricing. Earnings quality and audit 

quality are separately investigated in the prior cost of capital research as two essential but 

distinct concepts (e.g., FLOS, 2005; Taylor and Wong, 2006; Wong, 2008; Khurana and 

Raman, 2004; 2006), leaving open the question of whether investors' decisions in relation to 

earnings quality are dependent upon the extent of audit quality delivered around those earnings 

numbers. 

This chapter draws on the industry-adjusted earnings- price ratio models (the same model 

adopted in chapter 3) and the results of Wong (2008) and Taylor and Wong (2006) that low 

earnings quality (as captured by higher total accruals) is positively associated with the cost of 

equiry capital. It utilises the multi-dimensional audit quality framework (see section 2.7) and the 

audit quality measures shown to influence the cost of equity capital (as documented in chapter 

3) to exmnine the additive and interaction effects of these dimensions with earnings quality on 

the cost of equity capital. 

The analysis utilises total accruals as a means of measuring earnings quality. With a slightly 

restricted sample of 1,067 over the period from 1999 to 2004 (reduced from the 1,080 sample 

companies from chapter 3 after matching the available earnings quality data to the audit quality 

data), the key results show that certain audit quality dimensions contribute to lowering the cost 

of capital effects for firms with earnings driven by larger accruals. Specifically, switching to a 

higher-quality auditor mitigates the positive relationship between total accruals and the cost of 

equity capital. This finding supports the argument that with assurance from a higher-quality 

auditor, earnings made up of larger accruals are perceived to have lower risk around these 

eatnings generating higher future cash flows, which lowers the cost of equity capital. Additional 

support for this view also arises from the finding that extremely large amounts of audit effort 
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mitigate the positive relationship between cost of equity capital and greater total accruals. In 

contrast, the results regarding audit opinion suggest that a qualified/a surprisingly qualified 

audit opinion increases the perceived risk around the reported earnings when there are large 

accruals in place, which further increases the cost of equity capital. Importantly, these 

interaction effects are in evidence in addition to the standalone audit-quality effects on the cost 

of equity capital (documented in chapter 3). 

The remainder of the chapter is presented as follows. Section 4.2 provides the hypothesis 

development and explains how each dimension of audit quality influences the investors' 

perceptions of low earnings quality. Section 4.3 describes the research design and sample 

selection. The results are presented in section 4.4 and section 4.5 concludes the chapter. 

4.2 Theory and Hypothesis Development 

Investors' perceptions of information risk on earnings quality could be influenced by audit 

quality from multiple dimensions, as outlined and summarised in chapter 2. The dimensions 

selected for analysis in this chapter are those utilised and found to be associated with the cost of 

equity capital in chapter 3. They are the choice of city-level industry-specialist auditor (CL), 

high-quality auditor switch (Aswitch-NBtoB), unexpected audit fees (UnexpAF/LrgUnexpAF), 

and qualified auditor opinion (Opin/UnexpQa!Opin) . Chapter 2 suggests that the choice of a 

high-quality auditor in the first instance can lower the information risk of the accounting 

information because high-quality auditors have a greater ability to detect and curb earnings 

manage1nent and unintentional errors in the accounts (greater competence) and secure their 

higher reputation at stake (greater independence) (see for example Becker eta!., 1998; Francis 

eta!., 1999; Balsam eta!. 2003). Any reported accruals subject to the scrutiny of a high-quality 

auditor, therefore, are likely to be legitimate indicators of firm performance and the firm's 

ability to generate future cash flows rather than management opportunism. If investors rely on 

the quality of audit firms as an assurance for reported information, the effect of higher accruals 

on the cost of equity capital could hinge on the choice of a high-quality auditor. As argued in 

chapter 2, and empirically demonstrated in chapter 3, the choice of an industry-specialist 

auditor, denoted as a city leader, lowers the cost of equity capital in the Australian market and 

this choice could also lower investor perception of information risk attached to higher accruals 

based earnings. 

In chapters 2 and 3 it is argued that switching to a high-quality auditor could also signal that the 

firm seeks greater credibility to be attached to its accounting choices (DeFond and 

Subramanyam, 1998). Any reported accruals subject to the scrutiny of these high-quality 
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auditors are likely to be legitimate indicators of better firm performance measurement and the 

firm's ability to generate future cash flows rather than management opportunism. As noted in 

chapter 2, and empirically demonstrated in chapter 3, switching to a high-quality auditor (non-

Big n to Big n) lowers investors' perception of information risk in terms of a lower cost of 

equity capital. Such auditor switching may also impact the perceived risk attached to the 

accruals in earnings, and so switching to a high-quality auditor (non-Big n to Big n) is likely to 

bring a cost of equity capital benefit to accruals-based earnings. 

Earnings quality is also argued to be influenced by higher audit quality when auditors deliver 

more audit effort (Caramanis and Lennox, 2007; Friedrich eta/., 2004). As reviewed in chapter 

2 (section 2.6), prior research evidence suggests that audit effort reduces the extent to which 

management reports earnings aggressively as well as detect potential errors or existing problems 

in the accounts (Caramanis and Lennox, 2007). As such, with the assurance of greater audit 

effort, higher accruals are more likely to be perceived as indicators of better firm performance. 

Chapter 3 further shows that greater audit effort input, in particular extremely high levels of 

audit effort input, lowers investor perception of information risk and lowers the cost of equity 

capital. In the presence of greater audit effort, there could be a lowering of the perceived 

information risk of higher accruals based earnings. 

As argued in chapters 2 and 3, the audit opinion is a public signal of the quality of the financial 

reporting by the company ' s management. A qualified audit opinion reflects a potential 

disagreement between auditors and managers over suspicious accounting practices, and signals 

great information risk attached to the ean1ings numbers. Given a professional opinion with 

reservations regarding a firm's current accounting practices, investors are more likely to place 

less weight on the reported earnings in their investment decisions. A qualified opinion (or a 

surprise qualified opinion) is more likely to exacerbate a negative cost of equity capital effect of 

accrual-based earnings. 

In smnmary, in this section it is argued that audit quality will influence the relationship between 

earnings quality and cost of equity capital. Investors' perceptions of risk attached to higher 

accruals are more likely to be perceived as indicators of better firm performance rather than 

aggressive accounting practices in the presence of higher audit quality delivered on the 

accounting numbers. Specifically, the arguments have been presented that while the choice of a 

city-level industry specialist, the switching to a high-quality auditor such as a Big n, and greater 

audit effort input are expected to enhance the credibility of larger accruals as indicators of firm 

performance and weaken previously documented positive relationships between higher earnings 

accruals and cost of equity capital (absent control for audit quality), a qualified audit opinion (or 
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a surprise qualified opinion) could strengthen this positive relationship between the cost of 

equity capital and higher earnings accruals. 

4.3 Research Design 

4.3.1 Cost of Equity Capital Model 

This chapter follows the approach of FLOS (2005) and utilises earnings-price ratios as 

measures of cost of equity capital. The reasons for adopting this approach and how to measure 

industry-adjusted earnings-price ratio are discussed in section 3.3.1 and not repeated here. 

The hypothesis is tested by running several cross-sectional regression models with interaction 

terms of audit quality (AQJR) and earnings quality (EQ) measures. The basic model is outlined 

as follows: 

IndEP1,, = /30 + /31Growth1,, + /32Leverage1,, + jJ3 Beta1 ,~ + f34 Size1 ,~ + f35EQ1,, 

+ f36AQIRJ,t + f37EQJ,t * AQIRJ,t + &J,t 

In this model, the coefficient of the interaction term (/37) and its significance indicates whether 

and how audit quality influences the relationship between earnings quality and the cost of equity 

capital. The average effect of ean1ings quality on the cost of equity capital is measured by fJ5 

and {J7, while the effect of audit quality is measured by {J6 and {J7• The definitions of the control 

variables (i.e., Growth, Leverage, Beta and Size) and their predicted directions are discussed in 

section 3.3 .1, and are not repeated here. 

Moreover, for each AQIR measure, the results section (section 4.4) also provides three 

additional reduced-form regression models with AQIR (labelled Eq.l ), EQ (labelled Eq.2) and 

both AQIR and EQ (labelled Eq.3), respectively, along with the full model (labelled as Eq. 

4). 129 Eq. (1) replicates the results of chapter 3 for a reduced sample after matching the EQ 

measures and it serves to establish the baseline audit-quality key results of chapter 3 continue to 

hold on the smaller sample from matching available earnings quality and audit quality data. Eq. 

(2) estimates the results of Taylor and Wong (2006) and Wong (2008) in a sub-period of their 

129 Eq. (1) to (3) could be summarised as follows, 
IndEP1 ,~ =Po+ p,Growth J,r + P2Leverage J,r + P3Beta J,r + P4Size1,1 + P5 AQIR J,r + £ 1,1 

IndEP1,1 = Po + P, Growth J,r + P2 Leverage J,r + P3Beta J.r + P4 Size J,t + P5EQ J,r + £ J,r 

IndE~, r =Po+ fJ1 Growth1,~ + fJ2Leverage1,r + fJ3Beta1,r + fJ4Size1 ,~ + fJ5EQ1.r + fJ6A QIR1,1 + £ 1,, 

Eq. (1) 

Eq. (2) 

Eq. (3) 
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research in the Australian market to show the baseline earnings quality and cost of equity capital 

relationship. Eq. (3) examines the additive effect of earnings quality and audit quality without 

the interaction across the two information-risk factors. It also checks the robustness of the 

findings of chapter 3 after controlling for the earnings-quality factor in the model. 130 

4.3.2 Earnings Quality Measure 

Earnings quality is measured as total accruals. Higher levels of total accruals are the result of 

termporally inflated current earnings due to accounting choices and unaffected cash flow. The 

accrual process involves a significant amount of subjective allocation and estimation of cash 

receipts and payments in the past and in the future. This creates estimation errors (either 

intentional or unintentional) that manifest themselves in the magnitude of accruals (Richardson, 

2003 ). Such estimation errors will lead to lower persistence of earnings and therefore lower 

earnings quality (Sloan, 1996; Bodie et al., 2002). 

Prior empirical studies (Dechow et al. 1999; Bailey and Taylor, 2008) also find that total 

accruals perform better than unexpected accruals in detecting earnings management for firms 

subject to SEC enforcement actions (i.e., unexpected accruals measures lack power). Accruals 

rely on management discretion and judgement and come under the scrutiny of an audit. In 

contrast, measures of accounting quality such as the popular Dechow and Dichev (2002) 

measure used by FLOS (2005) are the result of estimation processes which potentially reduce 

the link between audit and accounting quality. For example, the Dechow-Deichev measure 

proposed is essentially a measure of how well accruals fit lagged, lead and contemporaneous 

cash flows. The relation with future cash flows is unknown at the time of assessing an 

appropriate EP ratio. In addition, Liu and Wysocki (2008) suggest that use of Dechow-Dichev 

measure by FLOS results in conclusions that are very sensitive to additional controls for 
. . k 131 operatmg ns . · 

Total accruals is a key measure of earnings quality (Richardson, 2003). As previously noted in 

Chapter 2, Taylor and Wong (2006) document a positive relationship between total accruals and 

the cost of equity capital in Australia, consistent with these being an indicator of lower 

accounting quality. In a subsequent study, Wong (2008, p. 38) finds that after controlling for 

130 Prior studies suggest that earnings quality is impacted by audit quality (see, e.g., Reynolds and Francis, 
2000; Balsam et al., 2003; Caramanis and Lennox, 2007) and thus audit quality measures used in chapter 
3 could proxy for earnings quality effects. 
131 In the second analysis outlined in section 4.4, tests are repeated using unexpected accruals as a means 
of measuring earnings quality. 
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both total accruals and unexpected accruals simultaneously in their model, the cost of equity 

capital effect of total accruals is dominant, whereas the unexpected accruals effect disappears. 

Following Taylor and Wong (2006) and Wong (2008), and using their data, total accruals (TAC) 

is measured as net profit after tax and abnormals (Aspect item 8036) less operating cash flows 

(Aspect item 9100) scaled by lagged total assets. A positive sign is expected for TAC. 

4.3.3 Audit Quality Measures 

The measures of audit quality dimensions examined in this chapter are those utilised and found 

to be associated with the cost of equity capital in chapter 3. They are the choice of city-level 

industry-specialist auditor (CL), high-quality auditor switch (Aswitch-NBtoB), unexpected audit 

fees (UnexpAF/LrgUnexpAF), 132 and qualified auditor opinion (Opin/UnexpQa!Opin). 133 The 

definitions of these measures are outlined in section 3.3.2 and not repeated here. 

The choice of city leader, high-quality auditor switch and high/extremely high unexpected audit 

fee are argued (in section 4.2) to enhance the credibility of higher total accruals, and thus, the 

negative signs are expected for each of these variables in relation to the cost of equity capital 

and in their interaction with the earnings-quality measure on the cost of equity capital. In 

contrast, a qualified or a surprisingly qualified audit opinion adds to the perception that greater 

total accruals are problematic and, therefore, the signs of these variables and their interactions 

with the earnings quality measure are predicted to be positive. 

4.3.4 Sample and Regression Specification 

This chapter utilises the same data sources and follows the same data-selection criteria as the 

discussion in chapter 3. In order to meet the requirement of non-missing values for total 

accruals (TAC), the final sample size slightly reduces from the sample of 1,080 in chapter 3 to 

1,067 firm-year observations. 

As in chapter 3, the number of observations will vary for each regression model because the 

estimations of the cost of capital models require matching the audit data with the control 

variables of Growth, Beta, Leverage and Size. The regression specifications are the same as 

those applied in chapter 3 (see section 3.3.3). 

132 Chapter 3 finds that only in the sub-sample of over-audited firms ( UnexpAF above 1 ), those paying far 
higher audit fees than expected (i.e. , firms in the top UnexpAF decile) enjoy a lower cost of equity capital. 
This variable is examined in this chapter. 
133 Other measures of audit quality are also examined in the additional analysis outlined in section 4.4.4. 
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4.4 Results 

4.4.1 Descriptive Statistics and Correlation Matrix 

Panel A of Table 9 displays the descriptive statistics for the matched pool sample of six years. 

The reduction of observations does not result in any significant changes in the descriptive 

statistics (see Table 2 for comparison). 

Insert Table 9 here 

The descriptive statistics for total accruals and audit-quality measures are presented in Panel B 

of Table 9. The mean and median of TAC are 0.087 and 0.030, respectively. 134 The descriptive 

statistics for the audit-quality measures are similar to those reported in Table 2. Compared with 

Table 2, in the reduced sample, two firms switching from Big n to another Big n auditor in the 

initial sample are excluded. 

The Pearson correlation matrix is displayed in Table 10. It shows that firms with greater total 

accruals (TAC) are more likely to be smaller firms (Size), to experience less equity growth 

(Growth), to have lower financial leverage (Leverage), and to pay more unexpected audit and 

non-audit service fees. 

Insert Table 10 here 

4.4.2 Regression Results- Total Accruals 

Table 11 displays the regression estimation results for Eq. (1) to ( 4) for the audit choice 

dimension of audit-quality using the city leader (CL) measure. All regressions are statistically 

significant (based on the F test). The explanatory power of the models and the effects of the 

control variables are similar to those reported in chapter 3, and therefore are not discussed 

unless otherwise stated. 

Insert Table 11 here 

134 Taylor and Wong (2006) report a mean and median for total accruals (TACOCA) of -0.0701 and-
0.0444 for their full sample over the period of 1992 and 2004. Wong (2008) reports a mean and median 
for total accruals (TACOCA) of -0.0185 and -0.0239 for their full sample over the period of 1997 to 
2006. Untabulated descriptive statistics show a mean and median for TAC of -0.0945 and -0.0413 
respectively for all ASX-listed firms from the period of 1999 to 2004. 
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Eq. (1) reports a negative coefficient for CL (= -0.0076), which is significant at the 5% level 

(two-tailed). This is consistent with the result in chapter 3 on the larger sample. Eq. (2) displays 

a positive and significant (at the 1 o/o level, two-tailed) TAC with a coefficient of 0.0462. Thus, 

in this sub-sample of Taylor and Wong's (2006) and Wong (2008) data, the total accruals are 

positively associated with the cost of equity capital, which is consistent with their results for the 

full sample. CL and TAC are jointly regressed in Eq. (3), displaying a significant coefficient of 

0.0458 for TAC and a slightly reduced coefficient of -0.0071 for CL (significant at the 10% 

level, two-tailed). This evidence implies that city leader audit and total accruals are independent 

information-risk factors. 

In Eq. (4), the interaction of CL and TAC is positive (=0.0068) but insignificant. The 

performances of CL and TAC remain almost unchanged in this model compared to Eq. (3). 

Hence, there is no evidence that the appointment of a city industry specialist auditor 

significantly influences the positive relationship between cost of equity capital and total 

accruals. 135 

The regression results of the auditor switch dummy Aswitch - NBtoB are reported in Table 12. 

The other auditor switch dummies (i.e., Aswitch - BtoB, Aswtich - Bto1VB , Aswitch - NBtoNB) 

and their interactions with TAC are also included in the models as control variables. 

Insert Table 12 here 

Eq. (1) reports a negative (-0.0214) and significant coefficient for Aswitch- NBtoB, suggesting 

that firms switching to a higher-quality auditor enjoy a lower cost of equity capital. This is 

consistent with the result in chapter 3 based on the larger sample. TAC is consistently positive 

and significant in Eq. (2) and (3), whereas Aswitch - NBtoB becomes insignificant after 

controlling for total accruals in Eq. (3). Eq. (4) displays a significant interaction of Aswitch -

NBtoB and TAC (at the 10% level, two-tailed) with a coefficient of -0.0621. Aswitch - NBtoB 

has a reduced ( -0.0 193) and significant coefficient (significant at the 5% level, one-tailed), 

while the coefficient of TAC increases slightly to 0.0801 and remains significant at the 1 o/o level 

(two-tailed). The results suggest that for increasing levels of TAC, the IndEP for finns switching 

135 The sample is further partitioned into two sub-groups according to whether a firm engaged with a city 
leader or not. Separate Eq. (2) models are re-estimated in each sub-group and the results (unreported) 
show that the coefficients of TAC are positive and significant for both the groups of firms that engaged 
with city leaders (=0.0440) and those that did not (=0.0484). A Wald test further examining the equality 
of these two coefficients suggests they are not significantly different from each other. This finding is 
identical to the results of the interaction model (Eq. 4 ). 
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to a high-quality auditor increases by 0.0180 (-0.0621+0.0801) (which is indifferent from 0), 136 

while that for other non-switching firms increases by 0.0801. This evidence indicates that the 

positive relationship between total accruals and the cost of equity capital for firms switching to 

a high-quality auditor is significantly weakened compared to that for non-switching firms. 137 

Table 13 reports the results of the audit effort dimension of audit quality using unexpected audit 

fees , UnexpAF. 

Insert Table 13 here 

Eq. (1) reports a negative ( -0.0033) and significant UnexpAF at the 5% level, suggesting greater 

audit effort input lowers the cost of equity capital, consistent with the result in chapter 3 based 

on the larger sample. TAC is consistently positive and significant in Eq. (2) and Eq. (3). The 

performance of both TAC and UnexpAF remains almost unchanged in Eq. (3). The adjusted R2 

of Eq. (3) (8 .03%) is greater than that of Eq. (2) (7 .87o/o). These results indicate that external 

audit effort and total accruals are independent information-risk factors. Eq. (4) reports a 

negative (-0.0044) but insignificant interaction of UnexpAF and TAC. 

A further test is conducted on LrgUnexpAF (largest 1 Oo/o UnexpAF) and the results are reported 

in Table 14. 138 This variable focuses on the top decil e firms paying higher audit fees than 

expected found to enjoy a lower cost of equity capital in chapter 3. 

Insert Table 14 here 

In Eq. (1), LrgUnexpAF is negative and significant (at the 1 o/o level) with a coefficient of 

-0.0163, suggesting that firms with greater external audit effort input enjoy a lower cost of 

equity capital. This is consistent with the result in chapter 3 based on the larger sample. Eq. (2) 

has a positive and significant TAC with a coefficient of0.0919. The magnitude and significance 

136 A Wald test is used to examine whether ~5+~7=0 . It shows the sum of the coefficients is not 
significantly different from 0. 
137 The sample is also partitioned into fi1ms switching to a high-quality auditor versus non-switch firms. 
Then, Eq. (2) is re-estimated in each partitioned sample to test whether TAC is significantly different in 
each sub-grouping. The results (not tabulated) show that for the firms switching to a high-quality auditor, 
the coefficient for TAC is positive (=0.0326) and significant (at 1% level, two-tailed), while the same 
coefficient is also significant (=0.0524) for the non-switching firms. A Wald test further examining the 
equality of these two coefficients suggests the coefficient of TAC for the firms switching to a high-quality 
auditor is significantly smaller than that for the non-switching finns . Therefore, these results are 
consistent with the results ofEq. (4). 
138 Tests are repeated with the UnexpAF re-estimated from another two versions of the audit fee model , 
i.e., a full model (that includes all available independent variables found to be significant in any of the 
prior literature) and a stepwise model (that takes a step-wise statistical approach on the full model). The 
results (untabulated) are qualitatively the same. 
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of the coefficients for TAC and LrgUnexpAF, in Eq. (3), are not different from those reported in 

Eq. (1) and (2), respectively. These results imply that the effects of LrgUnexpAF and TAC are 

linearly additive. Eq. (4) reports a negative interaction (LrgUnexpAF*TAC) with a coefficient of 

-0.1387, which is significant at the 1% level (two-tailed). The coefficient for LrgUnexpAF 

slightly increases to -0.0187 and remains significant (at the 1% level), while the coefficient for 

TAC increases a little to 0.1000 (significant at the 1 o/o level). These results suggest that for 

increasing levels of TAC, the IndEP for firms with extremely large unexpected audit fees 

decreases by -0.0387 (-0.1387+0.1 000), but it is not significantly different from 0. 139 For the 

rest of the firms, for a unit increase in TAC, the IndEP will increase by 0.1000. This evidence 

indicates that greater external audit effort adds additional value to the firm through tempering 

the information risk perceived from higher accruals. 140 Tests are repeated with the extremely 

large unexpected audit fee classified at 5%, 15%, and 20% level and the results are robust. 141 

The interaction term eventually becomes insignificant when the classification goes beyond the 

20% cut-off. 

Table 15 displays the regression results of using information on whether there is a qualified 

audit opinion or not ( Opin ). 

Insert Table 15 here 

Eq. (1) reports a positive (0.035) and significant Opin, which is consistent with the Opin result 

displayed in chapter 3. TAC has a positive and significant coefficient of 0.0488 in Eq. (2). In Eq. 

(3), the results for TAC remain unchanged but Opin becon1es insignificant. Eq. (4) reports a 

positive and significant interaction (Opin*TAC) with a coefficient of 0.0697, which is 

significant at the 5o/o level (two-tailed). The performance of TAC and Opin remain similar to Eq. 

(3). These results suggest that for increasing levels of TAC, the IndEP for firms receiving a 

qualified audit opinion increases by 0.1044 (0.0347+0.0.0679). For firms not receiving a 

qualified opinion, for a unit increase in TAC, the lndEP will increase by 0.0347. The evidence 

indicates that the positive relationship between total accruals and the cost of equity capital is 

exacerbated for firms receiving a qualified audit opinion. 

139 A Wald test is used to examine whether ~5+P7=0. It shows that the sum of the coefficients is not 
significantly different from 0. 
140 The sample is further partitioned into two according to the dichotomous variable, LrgUnexpAF. 
Separate regressions (Eq. 2) are then re-estimated to test whether TAC are significantly different in each 
sub-grouping. The results (not tabulated) show that for the firms paying far higher audit fees than 
expected, the coefficient for TAC (=--0.00357) is insignificant. In contrast, for the rest of the firms, the 
same coefficient is 0.1010, which is significant at the 1% level (two-tailed). These results are consistent 
with that of the interaction model (Eq. 4) . 
141 Tests are repeated in the sub-sample of over-audited firms (UnexpAF> 1) (n=629), and the results 
(untabulated) are qualitatively the same. 
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Table 16 further shows the results for the unexpected qualified audit opinion, UnexpQalOpin. 

Insert Table 16 here 

Eq. (1) shows that the coefficient on UnexpQalOpin is positive (0.0669) and significant, which 

is consistent with the results of chapter 3. TAC remains positive (0.0462) and significant in Eq. 

(2). These results for TAC and UnexpQalOpin remain almost unchanged in Eq. (3). This 

evidence implies that unexpected qualified audit opinion and total accruals are independent 

information-risk factors that increase the cost of equity capital. Eq. ( 4) reports a positive 

(0.1054) and significant interaction coefficient for UnexpQalOpin*TAC (at the 5% level, two-

tailed). Both coefficients of UnexpQalOpin and T AC remain positive but are no longer 

significant. These results suggest that for increasing levels of T A C, a unit increase in the 

surprise of a firm receiving a qualified audit opinion leads to an average increase in the JndEP 

by 0.1361 (0.1 054+0.0307). Therefore, the results indicate that a greater surprise in a qualified 

audit opinion exacerbates the effects of higher total accruals on the cost of equity capital· 142 

In summary, this section replicates Taylor and Wong (2006) and Wong (2008) in a sub-sample 

of their Australian data for which there is matching audit quality dimension data and the results 

support their finding of a positive relationship between total accruals and the cost of equity 

capital. The tests on audit quality measures after controlling for earnings quality demonstrate 

that there are higher audit-quality effects on lowering cost of equity capital after controlling for 

earnings quality. This finding irnplies that audit quality and earnings quality are distinct 

information risk concepts priced separately in the equity market. The interaction analysis further 

shows that a switch to a higher-quality auditor delivers additional cost of equity capital benefits 

by enhancing the credibility of total accruals, which leads to a reduced cost of equity capital. 

The section also shows that greater audit effort (captured by extremely large unexpected audit 

fees) is rewarded by the additional cost of equity benefits when there are larger accruals 

repmied. Furthermore, a qualified/a surprise qualified audit opinion are also found to exacerbate 

the higher of cost of capital of total accruals. However, city leader is not found to have any 

impact on the relationship between total accruals and the cost of equity capital. 

142 Further tests in the partitioned sample according to DUnexpQalOpin (=1 if UnexpQalOpin>0.5, and 0 
otherwise) (unreported) show for firms surprisingly receiving a qualified opinion (n=22), the coefficient 
of TAC is positive (0.0640) and significant (at the 10% level, two-tailed), whereas the same coefficient for 
the other group (0.0339) is insignificant. A Wald test further examining the equality of these two 
coefficients suggests the coefficient of TAC for the firms receiving qualified audit opinions is 
significantly greater than that for the other firms. Therefore, these results are consistent with the results of 
the interaction model reported in Table 16. 
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4.4.3 Sensitivity Analysis 

The results of two additional tests are summarised in this section. First, following Taylor and 

Wong (2006), this section repeats all tests outlined in the above section, with earnings quality 

estimated as unexpected accruals. Second, this section examines whether other audit-quality 

measures outlined in both the main section (but found to be insignificant) and the additional 

analysis section of chapter 3 (see section 3.4.3) have an impact on the association between 

earnings quality (measured by total accruals and unexpected accruals) and the cost of equity 

capital. 

Alternative Measure of Earnings Quality- Unexpected Accruals 

With the first group of sensitivity tests, this section examines signed unexpected accruals as an 

alternative measure of earnings quality utilising measures made available by Taylor and Wong 

(2006) and Wong (2008). The tests are conducted because Taylor and Wong (2006) (p38.) 

document a positive relationship between unexpected accruals and the cost of equity capital. 

The rationale of unexpected accruals as an earnings-quality measure is that a firm's accruals can 

be segregated into an expected component and an unexpected component (Jones, 1991; Dechow 

et al., 1995). Expected accruals are driven by a firm's underlying business characteristics and 

operating environment and are free from management discretion. They are estimated from an 

accruals model and represents the unmanaged accruals portion of income, with the residuals 

from the model labelled unexpected accruals, and is a proxy for earnings manipulation. Positive 

unexpected accruals are income-increasing earnings management, while negative unexpected 

accruals signal greater earnings conservatism. The level of signed unexpected accruals is an 

inverse tneasure of earnings quality. 

Taylor and Wong (2006) and Wong (2008) estimate unexpected accruals from a lagged total 

accruals model of Coulton et al. (2005), which is outlined as follows: 143 

where: 

143 Coulton et a/. (2005) find that for Australian data, the forward-looking Jones (1 991 )-type model has 
higher explanatory power (Adjusted Rr of 57%) than the extant U.S.-based studies. However, Taylor and 
Wong (2006) argue that the measure may introduce a look-ahead bias, which would be impractical for 
their purpose of examining the association between earnings quality and cost of equity capital. Therefore, 
they utilise the ' second best' lagged total accruals model (Adjusted R2 of 48%). 
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LJSALES, 

LJREC, 

PPE 

TAC, 

TAC,_1 

TA,_ 1 

=change in sales (Aspect item 7070), 

=change in receivables (Aspect item 4995), 

=gross property plant and equipment (Aspect items 5030 plus 5039), 

= total accruals, measured as net profit after tax and abnormals (Aspect item 

8036) less operating cash flows (Aspect item 91 00) scaled by lagged total 

assets, 144 

= lagged total accruals, 

=lagged total assets. 

Coulton et al. (2005) argue that accruals are less persistent than cash flow, as a result of the way 

they reverse, and inclusion of lagged total accruals into the modified Jones model (outlined by 

Dechow et al., 1995) could help capture the predictable component of total accruals. 145 The 

model is estimated in cross-section for each GICS industry code and for each year. The residual 

from the model is labelled as unexpected accruals (UAC) . A positive sign is expected for UAC. 

The sample is reduced to 1,005 firm-year observations, after meeting the requirement of non-

missing value for unexpected accruals. The reduction of observations does not result in any 

significant changes in the descriptive statistics (see Appendix 4 Table 4.1. 1). The mean and 

median of UAC are 0.074 and 0.019, respectively. The Pearson correlation matrix (displayed in 

Appendix 4 Table 4.1.2) shows that firms with greater unexpected accruals (UAC) are more 

likely to be smaller firms (Size), to experience less equity growth (Growth), to have lower 

financial leverage (Leverage), and to surprisingly receive a qualified audit opinion. All tests 

outlined in section 4.4.2 are repeated, with unexpected accruals replacing total accruals. (The 

regression details are displayed in the Appendix 4 from Table 4.1.3 to Table 4.1.8.) The key 

results are summarised as follows. 146 

First, based on Eq. 2 model estimations, the coefficient for unexpected accruals is consistently 

positive and significant in all regressions. This evidence replicates the finding of Taylor and 

Wong (2006) (p.3 8) that unexpected accruals are positively associated with the cost of equity 

capital. 

Then, jointly introducing each proxy for audit quality one at a time and UAC (in Eq. 3) with 

IndEP, the results show that the respective effects of each audit-quality metric and unexpected 

144 Collins and Hribar (2002) demonstrate the estimation of total accruals from a 'direct' cash flow 
statement approach is subject to fewer measurement errors. 
145 In Coulton et al. (2005), the modified Jones model has lower explanatory power (Adjusted R2 of 34%) 
than the lagged modified Jones model. 
146 Appendix tables related to this section are numbered as Table 4.l.x. 
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accruals on the cost of equity capital remain unchanged. This demonstrates that audit-quality 

effects persist after controlling for earnings quality, implying the cost of capital effects of audit 

quality and unexpected accruals are linearly additive. 

In contrast to the results using total accruals to proxy for earnings quality, the result of the 

interaction model suggests that a city-industry leader (CL) delivers additional cost of equity 

benefits by enhancing the credibility of unexpected accruals, which leads to a reduced cost of 

equity capital (see Appendix 4 Table 4.1.3). 

On the tests using audit effort, the interaction of UnexpAF and UAC is not significant (see 

Appendix 4 Table 4.1.5). However, an extremely high excess audit fee payment (LrgUnexpAF) 

mitigates the higher cost of equity capital attached to higher total accruals (see Appendix 4 

Table 4.1.6). This evidence indicates that greater audit effort adds additional value to the firm 

through tempering the information risk perceived from aggressive accounting in the higher than 

expected accruals. 147
' 
148 

However, switching to a higher-quality auditor (Aswitch-NBtoB) (see Appendix 4 Table 4.1.4) 

and a qualified/a surprise qualified audit opinion (Opin/UnexpQalOpin) (see Appendix 4 Table 

4.1. 7 and 4.1. 8) are not found to have any impact on the relationship between unexpected 

accruals and the cost of equity capital. 

Other Audit-Oualitv Measures 

Analyses are further conducted on total accruals (TAC) and unexpected accruals (UAC), 

respectively, with the other audit-quality measures found to be insignificant in chapter 3. The 

results of these tests are mixed and no discerning findings emerge. The relevant results are 

reported in Appendix 4.2 and 4.3. 

4.6 Conclusions 

This chapter investigates the influence of audit quality on the relationship between earnings 

quality and cost of equity capital. It is argued that a high-quality audit could lower perceived 

147 Tests are repeated with the extremely large unexpected audit fee classified at both the 5% and 15% 
level. The cost of equity capital effect of this variable appears to be robust, and the effect gradually 
disappears when the classification goes beyond the 15% cut-off. 
148 Tests are repeated with the UnexpAF re-estimated from a further two versions of the audit fee model, 
i.e., a full model (that includes all available independent variables found to be significant in any of the 
prior literature) and a stepwise model (that takes a step-wise statistical approach to the full model). The 
results (untabulated) are qualitatively the same. 

92 



information risk based on a company's aggressive earnings numbers. Utilising the data and 

adopting the findings of the recent Australian-based studies by Taylor and Wong (2006) and 

Wong (2008), this chapter utilises total accruals as the measure of earnings quality, with audit-

quality measures found to be important in chapter 3. Tests are conducted on examining the 

additive effect of audit quality and earnings quality first, and then examining the interaction 

terms in explaining variations in the cost of equity capital. 

With a slightly restricted sample of 1,067 (from 1,080 of chapter 3) over the period from 1999 

to 2004, the key results show that switching to a higher-quality auditor mitigates the positive 

relationship between total accruals and the cost of equity capital. This finding supports the 

argument that with the assurance from a higher-quality auditor, earnings made up of larger 

accruals are perceived to have lower risk around these earnings generating higher future cash 

flows, which lowers the cost of equity capital. Additional support for this view arises from the 

finding that extremely large amounts of audit effort input temper the negative-pricing effect of 

greater total accruals. The results on audit opinion suggest that a qualified/a surprisingly 

qualified audit opinion increases the perceived risk around the reported earnings when there are 

large accruals in place, which further increases the cost of equity capital. Importantly, in 

addition to the stand alone audit-quality effects (documented in chapter 3) on the cost of equity 

capital, the documented interaction effects are in evidence. 

The results of the sensitivity test, where ean1ings quality is measured as unexpected accruals, 

suggest that choosing a city-leader industry specialist auditor mitigates the positive relationship 

between unexpected accruals and the cost of equity capital. The results also show that extremely 

large amounts of audit effort input bring cost of equity capital benefits to the firms with higher 

unexpected accruals. However, unlike total accruals, insignificant or mixed results are found for 

the other audit-quality measures, including auditor switch and audit opinion. 
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Chapter 5 Summary and Conclusions 

This thesis examines whether and how the equity market recognises and responds to audit-

quality information risk as manifested in the cost of equity capital. Audit quality information 

risk (AQIR) is defined as the risk of errors, misstatements, omissions and fraud in accounts 

arising from the quality of the audit of the accounts delivered. Theory on the demand and supply 

of accounting and auditing (see e.g. Jensen and Meckling 1976, Watts and Zimmerman 1986) 

argues that investors demand audits to reduce information asymmetry around the accounting 

information supplied by the firm and auditors invest in supplying audit quality in response to 

that demand and earn returns for doing so. In addition, regulatory changes in the wake of high 

profile corporate collapses addressing the role of audits in the financial reporting process have 

further focussed the attention of markets, firms and investors on deriving value from audits. The 

thesis draws on the prior analytical models of the association between information quality and 

cost of equity capital (Easley and O'Hara, 2004; Leuz and Verrecchia, 2005; Lambert, Leuz and 

Verrecchia, 2006). It is argued that a higher-quality audit signals greater precision of earnings, 

and reduces investors' perceptions of being exposed to higher information risk, and 

consequently leads to a tangible benefit for audit clients in the form of a lower cost of equity 

capital. 

Chapter 2 provides a review of the prior literature regarding the value of audits, the demand for 

and supply of audit quality, measurement of audit quality and two relevant audit-related 

research strands: capital-markets research and ea1nings quality research, which have 

investigated the market's assessment of the value of auditing. Chapter 2 provides an audit 

quality inforn1ation risk framework to summarise these dimensions. The framework 

decomposes DeAngelo's (1981) definition of audit quality, competence and independence, into 

four risk factors, which are; risk regarding auditor choice, audit effort, auditor independence and 

audit opinion. This AQIR framework is then utilised to develop hypotheses in the later chapters. 

Chapter 3 of this thesis investigates the association between audit-quality and the cost of equity 

capital in the Australian market. In so doing, it addresses the question whether it is the 

reputation of high-quality auditors or insurance for litigation risk that drives audit quality given 

the mixed findings of Khurana and Raman (2004) and Azizkhani et al. (2007) on the cost of 

equity capital using Australian data. Emerging U.S. evidence contradicts Khurana and Raman's 

(2004) conclusion that insurance for litigation risk drives audit quality in the equity market. This 

chapter utilises the multiple dimensions of audit quality information risk (as per chapter 2) and 

investigates whether the proxies of audit quality centred on those used in the prior cost of equity 

capital studies as well as others related to the choice of auditor, the effort delivered in the audit, 
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and the opinion generated, controlling for variation in any auditor litigation risk factors m 

Australia, are likely to impact the cost of equity capital. 

The findings indicate that the choice of a Big n auditor is associated with a lower cost of equity 

capital, where a firm switches from a non-Big n auditor to a Big n auditor. These findings are in 

contrast with the initial absence of Big n audit quality effects on the cost of equity capital as 

found by Khurana and Raman (2004) based on Australian data, which led them to conclude that 

litigation risk drives audit quality. Finding a Big n switch effect on the cost of equity capital in a 

low-litigation environment like Australia suggests some support for brand-name reputation 

driving audit quality. Additional support for this view arises from our findings that clients of a 

city-leader industry specialist (controlling for Big n auditor choice) are shown to enjoy a lower 

cost of equity capital, along with those clients for which extreme audit effort is applied to their 

audits (controlling for plausible auditor litigation-risk exposure effects on audit quality). 

Chapter 3 also explicitly tests for auditor economic dependence effects and finds no evidence of 

the cost of equity capital rising in Australia, which stands in contrast to Khurana and Raman's 

(2006) findings. Contrary to the closer economic dependence view of higher fee dependence, 

the results suggest possible cost of capital benefits for clients arising from spending more on 

audit and non-audit services. Finally, those receiving qualified audit opinions are found to 

experience an increase in the cost of equity capital and those with an unexpected qualified audit 

opinion (after controlling for litigation-risk exposure effects on audit quality) experience an 

even greater increase in their cost of equity capital. 

Further sensitivity tests using other audit-quality measures adopted in the prior literature or 

suggested by the AQIR framework do not produce any significant results. Replications using 

Khurana and Raman (2004, 2006) and Azizkhani et al. (2007) audit-quality dimensions and 

alternative cost of capital estimates, including those based on their PEG model estimates of cost 

of capital, fail to support their initial findings, except those of Khurana and Raman (2004) in an 

overlapping period from 1999-2000 and Azizkhani et al. (2007) in the post-2000 period. 

Sensitivity tests show that when eight alternative cost of capital models are estimated using the 

audit-quality dimensions studied here, the pattern of results are mixed and lack consistency with 

the FLOS (2005) IndEP estimates. While care must be taken in placing too much weight on 

these sensitivities, as the sample size is one-fifth of the original sample used, they highlight the 

way in which the results are sensitive to the choice of cost of equity capital measures adopted. 

These findings are consistent with other cost of capital investigations and modelling that study 

alternative cost of capital estimates on overlapping samples evident in, for example, Troung and 
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Partington, 2007; Botosan and Plumlee, 2005; Guay, Kothari and Shu, 2005; Easton, and 

Monahan, 2005. 

Chapter 4 investigates the influence of audit quality on the relation between earnings quality 

and cost of equity capital. It draws on the recent studis of accounting quality (including FLOS 

(2004), FLOS (2005) in the U.S., and Taylor and Wong (2006) and Wong (2008) in Australia) 

that demonstrate an inverse relationship between earnings quality and the cost of equity capital 

(in the absence of controlling for audit-quality effects). These studies fail to recognize that 

properties of audited financial statemnts are a joint product of managements representations 

(including the reliability of the accounting system, internal controls etc) as well as the audit 

process. This chapter argues that a high-quality audit may lower perceived information risk 

arising from a company's aggressive earnings numbers. Utilising the data and adopting the 

conclusion of the recent Australian-based studies by Taylor and Wong (2006) and Wong 

(2008), this chapter employs total accruals as the measures of earnings quality with audit-

quality measures found to be important in chapter 3. Tests are constructed first to examine the 

additive effect of audit quality and earnings quality, and then to examine the interaction terms in 

explaining variation in the cost of equity capital. 

The key results show that switching to a higher-quality auditor mitigates the positive 

relationship between total accruals and the cost of equity capital. Additional weight for this 

view also comes from the finding that extremely large amounts of external audit effort temper 

the pricing effect of greater total accruals. The results on opinion outcomes of audits suggest 

that a qualified/a surprisingly qualified audit opinion increases the perceived risk around the 

reported earnings when there are large accruals based earnings, which further increases the cost 

of equity capital. These results hold typically in addition to the main effect of audit quality on 

the cost of equity capital documented in chapter 3. 

Overall, this thesis demonstrates the value of auditing to the equity market by virtue of the 

reputation for audit quality and attaching through the quality of accounting numbers, as 

manifested in the cost of equity capital. In contrast to the prior literature [such as Khurana and 

Raman (2004), Azizkhani et al. (2007), Ahmed et al. (2008), Fernando et al. (2008)] 

demonstrating that brand-name and industry specialisation of an auditor has an impact on the 

cost of equity capital, the Australian evidence documented in this thesis provides greater insight 

into investors ' pricing of audit quality in addition to static information relating to choice of 

auditor (Big n or industry specialist). In particular, this thesis shows that investors are more 

likely to access and evaluate new information based on the outcome of a firm's audit work (i .e., 

the amount of audit effort delivered, the type of audit opinion, the extant of economic bonding 
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between auditor and clients) disclosed in the annual financial report. Such audit-quality 

information is also read in conjunction with the assessment of current financial reporting quality 

by investors to price securities. 

This thesis is subject to certain limitations. First, this thesis primarily focuses on the EP ratio 

based measurement of cost of equity capital. This measure constrains the sample to the 

profitable and relatively large firms, with a small numbers of auditor switches and indicences of 

qualifications. Tests on the alterative cost of equity capital measures (reported in section 3.4.3) 

also highlight that the results of this research could be sensitive to the choice of cost of capital 

estimates. Increasing the sample sizes for tests on alternative costs of equity capital metrics 

could shed further light on the extent of this sensitivity. Future research could also associate the 

multiple dimensions of audit quality conceptualized in the AQIR framework in chapter 2 with 

the other equity market properties, such as ERC, value relevance, or PEAD. In so doing, 

additional insights for the pricing effect of audit quality could be obtained on a larger sample by 

including, for example, loss making firms which are excluded in the tests of this thesis. Future 

research could also be conducted on the debt market or the IPO firms to shed light on the value 

of audit quality in these markets. 

A second limitation centres around control for potential self-selection on choice based metrics 

(e.g. , city leader). Lennox and Francis (2008) review the self selection issue in some detail and 

point out that the existing selection models are "vulnerable to multicollinearity and extremely 

sensitive to minor changes in model specification and sample criteria". Further research could 

investigate this issue by taking up the challenges of Lennox and Francis (2008) through 

improving the model specification or using other approaches to control for self-selection. It is 

also possible that EQ is affected by AQIR, and they are not independent variables. Future 

research could consider employing a two-stage approach, where earnings quality is regressed on 

a set of auditor characteristics (and other endogenous drivers of earnings quality). This first-

stage model is then used to derive a 'predicted value' of EQ, which is inserted in the cost of 

equity capital model (and deleting the AQIR variable). 

A third limitation is that this thesis only selects two earnings quality measures (i.e. total accruals 

and unexpected accruals). While the thesis follows the prior earnings quality cost of equity 

capital findings of Taylor and Wong (2006) and Wong (2008) on Australian data, a number of 

alternative metrics are noted in the literature reviewed in this thesis. Further research could look 

at these other earnings quality measures (e.g. earnings predictability). Research could also be 

conducted on other indicators of opportunistic reporting behaviour, such as earnings benchmark 

beating, where a higher quality audit could contribute value. 
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A fourth limitation is that the results of the audit effort measure ( UnexpAF) could be driven by 

the invisible willingness of a company investing more into audit quality. 149 In other words, to 

the extent that the audit fee model could not captured all demand related drivers, the unexpected 

audit fee measure could be a proxy for other (unobservable) omitted correlated demand driven 

factors. 

Finally, Ahmed et al. (2008) argue that with alternative monitoring or governance mechanisms 

in place, the cost of equity benfits of a higher quality audit could be weakened. They find that 

the benefits of using an industry specialist auditor dissipate when alternative monitoring 

mechanisms are strong. Future research could investigate the cost of equity capital effects of 

high audit quality and/or earnings quality conditional upon alternative monitoring mechanisms, 

such as institutional ownership and board independence. 

149 Higher effort firms are also firms that are willing to invest more in audit quality, and hence the lower 
information asymmetry could be due to the underlying demand.driven factors . 
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Table 1 Prior Capital Market Studies of Audit Quality 

Post Earnings Earnings Response Cost of Equity I 

Cost of Debt IPO Underpricing Announcement Drift Coefficient Capital Value Relevance 
I 

Pittman and Fortin Balvers, McDonald, Ferguson and Matolcsy Teoh and Wang (1993) Khurana and Raman Stokes, Vassallo, I 

(2004) and Miller ( 1988) (2004) (U.S.) (2004) and Wells (2005) 
I (U.S.) (U.S.) (Australia) Heckenbrack and (U.S., Australia, (Australia[ 

Mansi, Maxwell and Beatty ( 1989) Hogan (2002) Canada, U.K.[ 
I 

Miller (2004) (U.S.) CU.S.2 Azizkhani, Monroe, 
Brand Name (U.S.) Michaely and Shaw and Shailer (2007) 

(Big N) (1995) (Australia[ 
(U.S.) Chen, Chen, Gerald, 

i 

I Hogan ( 1997) and Wang (2008) 
(U.S.) (China[ I 

Willenborg ( 1999) 
{_U.S.l 

Ahmed, Rasmussen, Ferguson and Matolcsy Balsam, Krishnan, and Fernando, Elder, and 

Industry and Tse (2008) (2004) (Australia[ Yang (2003) (U.S.) Ahmed (2008) 

Specialisation (U.S[ Heckenbrack and (U.S) 
Hogan (2002) (U.S.) Ahmed, Rasmussen, 

and Tse (2008) {_U.Sl 
Mansi, Maxwell and Ghosh and Moon Fernando, Elder, and 

Auditor Tenure Miller (2004) (2005) (U.S.) Ahmed (2008) 
{_U.S.l {_U.S.l 

Heckenbrack and Azizkhani, Monroe, 
Auditor Switch Hogan (2002) (U.S.[ and Shailer (2007) 

(Australia) 
Dhaliwal, Gleason, Krishnan, Sami, and Khurana and Raman 
Heitzman, and Zhang(2005)(U.S.2 (2006) 

Auditor Melendrez (2008) Gul, Tusi, and Dhaliwai (U.S.[ 
Independence (U.S.) (2005) (Australia[ Hope, Kang, Wayne 

and Y oo. (2008) 
{_U.SJ 

Willenborg (1999) Choi and Jeter (1992) Fernando, Elder, and 
Audit Opinion (U.S.) Ahmed (2008) (U.S.) 

{_U.S.l 
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Table 2 Descriptive Statistics for the Pooled Sample, 1999 - 2004 

Panel A Descriptive Statistics for IndEP and Control Variables 

Variable N Mean Median Std. Dev 
lndEP 1080 0.027 0.000 0.163 
EP 1080 0.096 0.069 0.164 
Growth 1080 0.583 0.467 0.943 
Leverage 1080 0.440 0.463 0.193 
Beta 1080 0.376 0.510 1.213 
Size 1080 18.677 18.450 2.028 
Total Assets ($million) 1080 1' 111 103 4,198 

IndEP = industry adjusted earnings-to-price ratio, equal to firm j ' s earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; EP = earnings-to-price ratio; 
Growth =natural log of the fraction of firm j ' s current year' s book value of equity and last year 's book 
value of equity (Aspect item 701 0); Leverage = firm j 's total debt (Aspect item 6040) to total assets 
(Aspect item 5090). Beta= calculated from the finn-specific CAPM using 36-month rolling returns, to 
three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log 
offirmj ' s total assets (Aspect item 5090). 

Panel B Descriptive Statistics for Measures of Audit Quality 

Variable N Mean or Median Std Dev 
percentage 

Big 1080 74.0% 
CL 1080 34.7o/o 
As witch 1080 8.2% 
Aswitch - BtoB 1080 4.0% 
Aswitch - BtoNB 1080 1.6% 
Aswitch - NBtoB 1080 1.1% 
Aswitch - NBtoNB 1080 1.6% 
UexpAF 1080 1.291 1. 121 0.983 
Opin 1080 3.9% 
UnexpQalOpin" 42 0.603 0.652 0.278 
NAS/REV 1080 0.018 0.001 0.062 
TF/REV 1080 0.072 0.005 0.209 
NAS/OFFICEREV 1056 0.039 0.007 0.086 
TF/OFFICEREV 1056 0.124 0.027 0.236 
Un~RNAS 989 0.952 0.888 0.677 

" Only the values of UnexpQa/Opin for firms that receive qualified audit opinion are reported. 
Big = 1 if firm j is audited by Big n auditor, and 0 otherwise; CL = 1 if fmnj is audited by city leader 
defined as an audit firm has the largest market share based on audit fees in finnj's industry in a specific 
city market, and 0 otherwise; As witch = 1 if firm j switches its incumbent auditor in the current year, and 
0 otherwise; Aswitch - BtoB = 1 if firm j switches its incumbent auditor and the preceding and 
succeeding auditors are both Big n auditors, and 0 otherwise. A switch - BtoNB = 1 if firm j switches it 
incumbent auditor, and the preceding auditor is Big n auditor and the succeeding auditor is non Big n 
auditor, and 0 otherwise; Aswitch- NBtoB = 1 if firm} switches its incumbent auditor, and the preceding 
auditor is non-Big n auditor and the succeeding auditors is Big n auditor, and 0 otherwise; Aswitch -
NBtoNB = 1 if firm} switches its incumbent auditor and the preceding and succeeding auditors are both 
non-Big n auditors, and 0 otherwise; UnexpAF = unexpected audit fee denoted as actual audit fees 
divided by expected audit fees, where the expected audit fees is the anti-log of the fitted value of the audit 
fee model adopted from Ferguson, Francis and stokes (2006); Opin = 1 if firm} receive a qualified audit 
opinion, and 0 otherwise. UnexpQalOpin = unexpected qualified audit opinion denoted as the difference 
between the actual audit opinion (= 1) and the probability of a qualified audit opinion estimated from the 
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audit opinion model adopted from Craswell et al. (2002) for those that have qualified audit reports, 0 
otherwise; NAS/REV = ratio of NAS fees to audit firm's total revenue; TF/REV =ratio of total fees to 
audit firm's total revenue; NAS/OFFICEREV =ratio of NAS fees to the revenues of the practice office 
through which the audit was conducted; TF/OFFICEREV = ratio of total fees to the revenues of the 
practice office through which the audit was conducted. UnexpRNAS =unexpected NAS ratio denoted as 
actual NAS ratio divided by expected NAS ratio, where the expected NAS ratio is the fitted value of the 
NAS ratio model adopted from Ruddock, Taylor, and Taylor (2006). 
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Table 3 {Pearson) Correlation Matrix 
Growth Lev Beta Size UnexpAF U nexpQaiOpin NAS/REV TF/REV NAS/OFFICEREV TF/OFFICEREV 

Growth 
p 
Leverage -0.0592 
p 0.052 
Beta 0.0194 -0.0034 
p 0.525 0.911 
Size 0.1565* 0.4021 * -0.0376 
p 0.000 0.000 0.217 
UnexpAF -0.0664* 0.0692* -0.0352 0.2263* 
p 0.029 0.023 0.248 0.000 
U nexpQalOpin -0.0828* -0.0585 -0.0014 -0. 1564* -0.0620* 
p 0.007 0.055 0.963 0.000 0.042 
NAS/REV 0.0243 0.0251 -0.0277 0.0045 0.0791 * -0.0142 
p 0.426 0.409 0.364 0.883 0.009 0.642 
TF/REV -0.0018 -0.0073 -0.0371 -0.0955* 0.0211 0.0111 0.7026* 
p 0.953 0.811 0.223 0.002 0.489 0.715 0.000 
NAS/OFFICEREV 0.0301 0.1197* -0.0740* 0.1198* 0.0466 0.01 6 0.7392* 0.4743* 
p 0.329 0.000 0.016 0.000 0.130 0.602 0.000 0.000 
TF/OFFICEREV -0.0111 0.0779* -0.0643* -0.0308 0.0192 0.0406 0.6213* 0.8711 * 0.7057* 
p 0.718 0.011 0.037 0.317 0.533 0.188 0.000 0.000 0.000 
UnexpRNAS 0.0434 0.0028 0.0102 0.0531 -0.0239 0.0031 0.1997* 0.3163* -0.0518 0.0028 

0.173 0.931 0.748 0.095 0.452 0.922 0.000 0.000 0.103 0.931 

* Significant at 5 percent level (two-tailed). 
Growth= natural log of the fraction of firm j's current year's book value of equity and past 5 year's book value of equity (Aspect item 70 10); Leverage= firm j's total debt (Aspect 
item 6040) to total assets (Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with minimum 
of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090); UnexpAF =unexpected audit fee denoted as actual audit fees divided by expected audit 
fees, where the expected audit fees is the anti-log of the fitted value of the audit fee model adopted from Ferguson, Francis and Stokes (2006); UnexpQalOpin = unexpected 
qualified audit opinion denoted as the difference between the actual audit opinion (=1) and the probability of a qualified audit opinion estimated from the audit opinion model 
adopted from Craswell et al. (2002) for those that have qualified audit reports, 0 otherwise; NAS/REV =ratio of non-audit services fees to audit firm's total revenue; TF/REV = 
ratio of total fees to audit firm's total revenue; NAS/OFFICEREV = ratio of NAS fees to the revenues of the practice office through which the audit was conducted; 
TF/OFFICEREV =ratio of total fees to the revenues of the practice office through which the audit was conducted. UnexpRNAS =unexpected NAS ratio denoted as actual NAS 
ratio divided by expected NAS ratio, where the expected NAS ratio is the fitted value of the NAS ratio model adopted from Ruddock, Taylor and Taylor (2006). 
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Indep. Var. 

Growth 

Leverage 

Beta 

Table 4 lndEP Cost of Capital Regression Estimation 
with Auditor Choice Risk Measures 

Pred. Sign Big CL Aswitch 

Coef -0.0032 -0.0036 -0.0032 
t (-1.38) ( -1.57) (-1.40) 

+ Coef 0.0304** 0.0309** 0.0306** 
t (2.49) (2.54) (2.50) 

+ Coef -0.0002 -0.0002 -0.0002 
t (-1.19) (-1.14) (-1.10) 

Switch 
Dumm~ 
-0.0039 
( -1.62) 

0.0295** 
(2.42) 

-0.0002 
( -0.92) 

Size Coef -0.0043*** -0.0033*** -0.0040*** -0.0041 *** 
t ( -4.41 ) (-3.38) ( -4.31) (-4.36) 

Big Coef 0.0035 
t (0.67) 

CL Coef -0.0082** 
t (-2.21) 

Aswitch Coef 0.0048 
t (0.59) 

Aswitch - BtoB +/- Coef 0.0185 
t (1.42) 

Aswitch - BtoNB + Coef -0.0161 
t ( -1.18) 

Aswitch - NBtoB Coef -0.0210** 
t (-2.14) 

Aswitch - NBtoNB +I- Coef 0.0063 
t (0.32) 

Constant +I- Coef 0.0769*** 0.0637*** 0.0730*** 0.0767*** 
t (4.30) (3.52) (4.20) (4.30) 

Observations 1063 1063 1063 1063 
Adj R-squared 0.0186 0.0218 0.0186 0.0208 
F test 5.27*** 5.68*** 4.92*** 3.88*** 

*** p<O.Ol, ** p<0.05, * p<0.1 (two-tailed) 
lndEP =industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; EP = earnings-to-price ratio; 
Growth= natural log of the fraction of firm j's current year's book value of equity and last year 's book 
value of equity (Aspect item 701 0); Leverage = firm j 's total debt (Aspect item 6040) to total assets 
(Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to 
three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log 
offirmj's total assets (Aspect item 5090). 
CL = 1 if firm j is audited by city leader defined as an audit firm has the largest market share based on 
audit fees in firmj's industry in a specific city market, and 0 otherwise; Aswitch = 1 if fmnj switches its 
incumbent auditor in the current year, and 0 otherwise; Aswitch - BtoB = 1 if firm j switches its 
incumbent auditor and the preceding and succeeding auditors are both Big n auditors, and 0 otherwise. 
Aswitch- BtoNB = 1 if firm} switches it incumbent auditor, and the preceding auditor is Big n auditor 
and the succeeding auditor is non Big n auditor, and 0 otherwise; Aswitch- NBtoB = 1 iffirn1} switches 
its incumbent auditor, and the preceding auditor is non-Big n auditor and the succeeding auditor is Big n 
auditor, and 0 otherwise; Aswitch - NBtoNB = 1 if firm j switches its incumbent auditor and the 
preceding and succeeding auditors are both non-Big n auditors, and 0 otherwise. 
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Indep. Var. 

Growth 

Leverage 

Beta 

Size 

UnexpAF 

LrgUnexpAF 

SmlUnexpAF 

Constant 

Observations 
Adj R-squared 
F test 

Table 5 lndEP Cost of Capital Regression Estimation 
with Auditor Effort Risk Measures 

Pred. UnexpAF UnexpAF UnexpAF Lrg-
Sign (Over- (Under- UnexpAF 

audit) audit) 
Coef -0.0036 -0.0051 * -0.0037 -0.0037 

t (-1.54) (-1.70) ( -1.16) (-1.60) 
+ Coef 0.0298** 0.0225 0.0347** 0.0282** 

t (2.45) (1.34) (1.99) (2.32) 
+ Coef -0.0002 -0.0002 -0 .0003 -0.0003 

t ( -1.24) ( -1.24) (-0.90) ( -1.50) 
Coef -0.0036*** -0.0038*** -0.003 1 * -0.0034*** 

t ( -3 .67) (-3 .18) (- 1.88) (-3.64) 
Coef -0.0034** -0.0028* -0.0101 

t (-2. 12) ( -1.84) ( -0. 73) 
Coef -0.0162*** 

t (-3.14) 
+ Coef 

t 
+/- Coef 0.0637*** 0.0761 *** 0.0644** 0.0649*** 

t (3.52) (3.49) (2 .08) (3 .72) 

1063 61 8 444 1062 
0.0218 0.0256 0.0079 0.0239 
5.68*** 5.14*** 2.11 * 6.98*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 

Sml-
UnexpAF 

-0.0031 
( -1.32) 

0.0351 *** 
(2.97) 

-0.0002 
( -1.18) 

-0.0040*** 
(-4.25) 

0.0046 
(0.58) 

0.0698*** 
(4.00) 

1062 
0.0196 
5.07*** 

IndEP = industry adj usted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of finn j 's current year 's book value of equity and past 5 year's book value of equity (Aspect 
item 7010); Leverage = firm j ' s total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = 
calculated from the firm-specific CAPM using 36-month rolling returns, to three months after financia] 
year end, with minimum of7 months of monthly returns; Size = natural log offirmj's total assets (Aspect 
item 5090). 
UnexpAF = unexpected audit fee denoted as actual audit fees divided by expected audit fees, where the 
expected audit fees is the anti-log of the fitted value of the audit fee model adopted from Ferguson, 
Francis and Stokes (2006); LrgUnexpAF =1 if firm j is in the top decile of UnexpAF, 0 otherwise; 
Smi UnexpAF =1 iffirmj is in the bottom decile ofUnexpAF, 0 otherwise. 
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Table 6 lndEP Cost of Capital Regression Estimation 
with Audit Opinion Risk Measures 

Indep. Var. Pred. Sign Opin U nexpQalOpin 
Growth Coef -0.0028 -0.0028 

t ( -1.23) ( -1.26) 
Leverage + Coef 0.0360*** 0.0348*** 

t (3 .1 0) (3.00) 
Beta + Coef -0.0002 -0.0002 

t (-1.11 ) ( -1.17) 
Size Coef -0.0034*** -0.0033*** 

t (-3.75) (-3.65) 
Opin + Coef 0.0329* 

t (1.90) 
U nexpQalOpin + Coef 0.0682** 

t (2.5 1) 
Constant +/- Coef 0.0585*** 0.0572*** 

t (3.53) (3.46) 

Observations 1062 1062 
Adj R-squared 0.0297 0.0397 
F test 5.26*** 5.68*** 

*** p<O.Ol, ** p<0.05, * p<O. l (two-tailed) 
lndEP =industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; EP = earnings-to-price ratio; 
Growth = natural log of the fraction of firm j's current year's book value of equity and last year's book 
value of equity (Aspect item 70 10); Leverage = firm j 's total debt (Aspect item 6040) to total assets 
(Aspect item 5090); Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to 
three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log 
of firmj's total assets (Aspect item 5090). 
Opin = 1 if firm j receive a qualified audit opinion, and 0 otherwise. UnexpQalOpin = unexpected 
qualified audit opinion denoted as the difference between the actual qualified audit opinion (Opin= 1) and 
the probability of a qualified audit opinion estimated from the audit opinion model adopted from Craswell 
et al. (2002) for those receiving a qualified audit report, and 0 if a clean audit opinion (Opin=O) is 
received. 
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Table 7 IndEP Cost of Capital Regression Estimation 
with Economic Dependence Risk Measures 

lndep. Var. Pre d. NAS/REV TF/REV NASI TF/ UnexpRNAS 
Sign 

Growth - Coef -0.0032 -0.0032 
t ( -1.37) ( -1.38) 

Leverage + Coef 0.0307** 0.0308** 
t (2 .52) (2.52) 

Beta + Coef -0.0002 -0.0002 
t (-1.19) (-1.24) 

Size - Coef -0.0040*** -0.0042*** 
t (-4.32) (-4.46) 

NAS/REV + Coef -0.0386 
t ( -1.30) 

TF/REV + Coef 
t 

NAS/OFFICEREV + Coef 
t 

-0.0132* 
(-1.75) 

TF/OFFICEREV + Coef 

UnexpRNAS 

Constant 

Observations 
Adj R-squared 
F test 

t 
+ Coef 

t 
+/- Coef 0.0748*** 0.0776*** 

t (4.25) (4.37) 

1063 
0.0197 
5.64*** 

1063 
0.0202 

5.86*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 

OFFICEREVOFFICEREV 
-0.0026 -0.0025 
(- 1.15) (- 1. 10) 

0.0378*** 0.0401 *** 
(3.23) (3 .38) 

-0.0003 -0.0003 
(-1.42) (-1.41) 

-0.0038*** -0.0042*** 
(-4.03) (-4.37) 

-0.0290 
(-1.51) 

0.0656*** 
(3.79) 

1038 
0.0206 
5.35*** 

-0.0116* 
( -1.82) 

0.0731 *** 
(4.12) 

1039 
0.0221 

6.08*** 

-0.0035 
(-1.47) 

0.03 13*** 
(2 .68) 

-0.0002 
(-1.00) 

-0.0037*** 
( -4.14) 

0.0000 
(0.0070) 

0.0661 *** 
(3.92) 

975 
0.0239 

4.91 *** 

lndEP =industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industly classified by the GICS industry code; EP = earnings-to-price ratio; 
Growth= natural log of the fraction of firm j 's current year's book value of equity and last year's book 
value of equity (Aspect item 7010); Leverage= firm j's total debt (Aspect item 6040) to total assets 
(Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to 
three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log 
of firm j 's total assets (Aspect item 5090). 
TF/REV =ratio of total fees to audit firm's total revenue; NAS/OFFICEREV =ratio ofNAS fees to the 
revenues of the practice office through which the audit was conducted; TF/OFFICEREV = ratio of total 
fees to the revenues of the practice office through which the audit was conducted; UnexpRNAS = 
unexpected NAS ratio denoted as actual NAS ratio divided by expected NAS ratio, where NAS ratio is 
NAS fee divided by total fee (NAS fee plus audit fee) and the expected NAS ratio is the fitted value of the 
NAS ratio model adopted from Ruddock, Taylor, and Taylor (2006). 
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Table 8 IndEP Cost of Capital Regression Estimation 
With Multiple Audit Quality Information Risk dimensions 

Variables (1) (2) (3) (4) 
Growth -0.0045* -0.0045* -0.0036 -0.0033 

( -1.87) ( -1.88) ( -1.57) (-1.47) 
Leverage 0.0321 *** 0.0310** 0.0377*** 0.0371 *** 

(2.66) (2.57) (3 .07) (3.03) 
Beta -0.0002 -0.0002 -0.0003 -0.0003 

( -1.20) ( -1.25) (-1.45) ( -1.62) 
Size -0.0024** -0.0023** -0.0029*** -0.0027*** 

( -2.29) (-2.24) ( -2.76) (-2.61) 
Choice Dimensions 
CL -0.0108*** -0.0107*** -0.0090** -0.0089** 

(-2.71) ( -2.68) ( -2.33) (-2.31) 
As witch-NBtoB -0.0225** -0.0221 ** -0.0222** -0.0220** 

( -2.28) (-2.24) ( -2.28) (-2.27) 
E[fort Dimension 
UnexpAF -0.0036** -0.0034** -0.0030 -0.0034 

( -2.21) (-2.13) ( -1.09) ( -1.21) 
Oe_inion Dimensions 
Opin 0.0307* 0.0321 * 

(1.80) (1.80) 
UnexpQalOpin 0.0646** 0.0613** 

(2.41) (2.23) 
lndef!.endence dimensions 
TF/REV -0.0179** -0.0176** 

(-2.23) ( -2.22) 
TF/OFFICEREV -0.0158** -0.0157** 

(-2.31) (-2.31) 
Constant 0.0527*** 0.0514*** 0.0573*** 0.0545*** 

(2.90) (2.86) (3.15) (3.02) 

Observations 1064 1064 1039 1040 
Adj R-squared 0.0342 0.0425 0.0351 0.0411 
F Test 5.08*** 5.25*** 4.61 *** 4.74*** 

*** p<O.Ol , ** p<0.05 , * p<O.l (two-tailed) 
IndEP =industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and past 5 year's book value of equity (Aspect 
item 7010); Leverage = finn j's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = 
calculated from the firm-specific CAPM using 36-month rolling returns, to three months after financial 
year end, with minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect 
item 5090). CL = 1 if firm} is audited by city leader defined as an audit firm has the largest market share 
based on audit fees in firmj's industry in a specific city market, and 0 otherwise; Aswitch- NBtoB = 1 if 
firm j switches its incumbent auditor, and the preceding auditor is non-Big n auditor and the succeeding 
auditors is Big n auditor, and 0 otherwise; UnexpAF = unexpected audit fee denoted as actual audit fees 
divided by expected audit fees, where the expected audit fees is the anti-log of the fitted value of the audit 
fee model adopted from Ferguson, Francis and Stokes (2006); Opin = 1 if firm} receive a qualified audit 
opinion, and 0 otherwise. U nexpQalOpin = unexpected qualified audit opinion denoted as the difference 
between the actual audit opinion (=1) and the probabi lity of a qualified audit opinion estimated from the 
audit opinion model adopted from Craswell et a/. (2002) for those that have qualified audit reports, 0 
otherwise; TF/REV = ratio of total fees to audit firm's total revenue; TF/OFFICEREV = ratio of total 
fees to the revenues of the practice office through which the audit was conducted. 
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Table 9 Descriptive Statistics for the Pooled Sample, 1999 - 2004 

Panel A Descriptive Statistics for IndEP and Control Variables 

Variable N M ean M edian St d Dev 
lndEP 1067 0.026 0.000 0.163 
EP 1067 0.096 0.069 0.164 
G r owth 1067 0.581 0.467 0.940 
Leverage 1067 0.441 0.464 0.193 
Beta 1067 0.356 0.430 4.528 
Size 1067 18.678 18.444 2.033 
Tota l Assets($ Millions) 1067 1,120 103 4,080 

IndEP =industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; EP = earnings-to-price ratio; 
Growth= natural log of the fraction of firm j's current year's book value of equity and last year's book 
value of equity (Aspect item 7010); Leverage = firm j's total debt (Aspect item 6040) to total assets 
(Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to 
three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log 
offirmj ' s total assets (Aspect item 5090). 

Panel B Descriptive Statistics for Measures of Unexpected Accruals and Audit Quality 

Variable 

Earnings Quality Measure 
TAC 
Audit Quality Measure 
Big 
CL 
Aswitch 
Aswitch - BtoB 
Aswitch - BtoNB 
Aswitch - NBtoB 
Aswitch - NBtoNB 
UexpAF 
Opin 
U nexpQaiOpin" 
UnexpRNAS 

N 

1067 

1067 
1067 
1067 
1067 
1067 
1067 
1067 
1067 
1067 
42 
978 

Mean or 
percentage 

0.087 

73.76% 
34.49% 
8.15% 
3.84% 
1.59% 
1.12% 
1.59% 
1.291 

3.94% 
0.603 
0.956 

Median 

-0.030 

1.123 

0.652 
0.893 

" Only the values of UnexpQa!Opin for firms that receive qualified audit opinion are reported. 

Std Dev 

2.811 

0.986 

0.278 
0.678 

T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 
91 00) scaled by lagged total assets; Big = 1 if firm j is audited by Big n auditor, and 0 otherwise; CL = 1 
if firm) is audited by city leader defined as an audit firm has the largest market share based on audit fees 
in firmj's industry in a specific city market, and 0 otherwise; Aswitch = 1 iffirmj switches its incumbent 
auditor in the current year, and 0 otherwise; Aswitch - NBtoB = 1 if firm j switches its incumbent 
auditor, and the preceding auditor is non-Big n auditor and the succeeding auditors is Big n auditor, and 0 
otherwise; UnexpAF =unexpected audit fee denoted as actual audit fees divided by expected audit fees, 
where the expected audit fees is the anti-log of the fitted value of the audit fee model adopted from 
Ferguson, Francis and stokes (2006); Opin = 1 if firm) receive a qualified audit opinion, and 0 otherwise. 
UnexpQaiOpin = unexpected qualified audit opinion denoted as the difference between the actual audit 
opinion ( = 1) and the probability of a qualified audit opinion estimated from the audit opinion model 
adopted from Craswell et al. (2002) for those that have qualified audit reports, 0 otherwise; UnexpRNAS 
=unexpected NAS ratio denoted as actual NAS ratio divided by expected NAS ratio, where the expected 
NAS ratio is the fitted value of the NAS ratio model adopted from Ruddock, Taylor, and Taylor (2006) . 
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Table 10 (Pearson) Correlation Matrix 

TAC Growth Lev Beta Size Unex~AF Unex~Qal 

TAC 
p 
Growth -0.0583* 
p 0.057 
Leverage -0.0712* -0.0552* 
p 0.020 0.071 
Beta -0.0032 0.02 -0.0024 
p 0.917 0.514 0.936 
Size -0.0972* 0.1586* 0.4025* -0.0383* 
p 0.002 0.000 0.000 0.211 
UnexpAF 0.0534* -0.0679* 0.0692* -0.0347* 0.2300* 
p 0.081 0.027 0.024 0.258 0.000 
UnexpQalOpin 0.0069 -0.0831 * -0.0593* -0.0015 -0.1571 * -0.0623* 
p 0.821 0.007 0.053 0.960 0.000 0.042 
UnexpRNAS 0.0753* 0.0414* 0.0006 0.0091 0.0536* -0.0217* 0.0024 

0.019 0.196 0.986 0.776 0.094 0.497 0.941 

* Significant at 5 percent level (two-tailed). 
TAC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 
9100) scaled by lagged total assets; Growth= natural log of the fraction of firm j's current year's book 
value of equity and last year's book value of equity (Aspect item 70 10); Leverage = finn j 's total debt 
(Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the firm-specific CAPM 
using 36-month rolling returns, to three months after financial year end, with minimu..rn of 7 months of 
monthly returns; Size = natural log offmnj's total assets (Aspect item 5090). 
U nexpAF = unexpected audit fee denoted as actual audit fees divided by expected audit fees , where the 
expected audit fees is the anti-log of the fi.tted value of the audit fee model adopted from Ferguson, 
Francis and stokes (2006); UnexpQaiOpin = unexpected qualified audit opinion denoted as the 
difference between the actual audit opinion (=1) and the probability of a qualified audit opinion estimated 
from the audit opinion model adopted from Craswell et al. (2002) for those that have qualified audit 
reports, 0 otherwise; UnexpRNAS = unexpected NAS ratio denoted as actual NAS ratio divided by 
expected NAS ratio, where the expected NAS ratio is the fitted value of the NAS ratio model adopted 
from Ruddock, Taylor, and Taylor (2006). 
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Table 11 IndEP Cost of Capital Regression Estimation with 
Total Accruals and City Leader 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign CL TACOCA CL& Interaction 

TACOCA 
Growth Coef -0.0034 -0.0033 -0.0036 -0.0036 

t ( -1.46) ( -1.39) ( -1.53) ( -1.53) 
Leverage + Coef 0.0315** 0.0382*** 0.0386*** 0.0385*** 

t (2.56) (3 .23) (3.27) (3 .27) 
Beta + Coef -0.0002 -0.0001 -0.0001 -0.0001 

t ( -1.16) ( -0. 78) (-0.81) (-0.79) 
Size Coef -0.0034*** -0.0035*** -0.0029*** -0.0029*** 

t (-3.41 ) ( -3. 74) ( -2.93) ( -2.93) 
CL Coef -0.0076** -0.0071 * -0.0069* 

t (-2.02) (-1.91 ) (-1.75) 
TAC + Coef 0.0462** 0.0458** 0.0453** 

t (2.33) (2.32) (2.15) 
CL*TAC Coef 0.0068 

t (0.20) 
Constant +/- Coef 0.0641 *** 0.0618*** 0.0529*** 0.0525*** 

t (3.52) (3.55) (2.94) (2 .94) 

Observations 1050 1050 1050 1050 
Adj R-squared 0.0208 0.0398 0.04 17 0.0408 
F test 5.43*** 5.76*** 5.29*** 4.85*** 

*** p<O.O 1, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j ' s earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j 's current year's book value of equity and last year 's book value of equity (Aspect item 
7010); Leverage = firm j's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = 
calculated from the finn-specific CAPM using 36-month rolling returns, to three months after financial 
year end, with minimum of7 months of monthly returns; Size= natural log offinnj's total assets (Aspect 
item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 
9100) scaled by lagged total assets; CL = 1 if firm) is audited by city leader defined as an audit firm has 
the largest market share based on audit fees in firmj's industry in a specific city market, and 0 otherwise. 
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Table 12 IndEP Cost of Capital Regression Estimation with 
Total Accruals and Audit Switch Dummies 

lndep. Var. Pred. (1) (2) (3) 
Sign As witch TAC Dummies & 

Dummies TAC 
Growth Coef -0.0047* -0.0048* -0.0046* 

t (-1.75) (-1.75) ( -1. 77) 
Leverage + Coef 0.0268** 0.0380*** 0.0377*** 

t (2.11) (3.18) (3 .18) 
Beta + Coef -0.0002 -0.0001 -0.0001 

t ( -0.94) ( -0.39) ( -0.41) 
Size Coef -0.0046*** -0.0037*** -0.0039*** 

t ( -4.60) (-3.86) (-4.04) 
Aswitch - BtoB +/- Coef 0.0358* 0.0392* 

t (1.79) (1.92) 
Aswitch - BtoNB + Coef -0.0171 -0.0130 

t ( -1.24) ( -0.95) 
Aswitch - NBtoB Coef -0.0214** -0.0117 

t (-2.14) (-0.99) 
Aswitch - NBtoNB +/- Coef 0.0049 0.0053 

t (0.25) (0.27) 
TAC + Coef 0.0757*** 0.0758*** 

t (3.79) (3.75) 
BtoB*TAC +/- Coef 

t 
BtoNB*TAC + Coef 

t 
NBtoB*TAC Coef 

t 
NBtoNB*TAC +I- Coef 

t 
Constant +I- Coef 0.0871 *** 0.0690*** 0.0711 *** 

t (4.52) (3.82) (3.91) 

Observations 1049 1048 1048 
Adj R-squared 0.0312 0.0594 0.0710 
F test 4.37*** 7.97*** 5.04*** 

*** p<0.01 , ** p<0.05, * p<0.1 (two-tailed) 

(4) 
Interaction 

-0.0048* 
( -1.85) 

0.0385*** 
(3.24) 

-0.0001 
(-0.40) 

-0.0038*** 
(-3.94) 

0.0430** 
(2.11) 

-0.0153 
(-1.06) 

-0.0193* 
(-1.95) 
0.0056 
(0.31) 

0.0801 *** 
(3.68) 
0.0919 
(0.72) 

-0.0523 
( -0.96) 

-0.0621 ** 
(-2.51) 
-0.0221 
(-0.16) 

0.0689*** 
(3.81) 

1048 
0.0707 

4.26*** 

IndEP =industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firm j ' s total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = 
calculated from the firm-specific CAPM using 36-month rolling returns, to three months after financial 
year end, with minimum of 7 months of monthly returns; Size = natural log of firm j 's total assets (Aspect 
item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 
91 00) scaled by lagged total assets; As witch - BtoB = 1 if firm j switches its incumbent auditor and the 
preceding and succeeding auditors are both Big n auditors, and 0 otherwise. A switch - BtoNB = 1 if firm 
j switches it incumbent auditor, and the preceding auditor is Big n auditor and the succeeding auditor is 
non Big n auditor, and 0 otherwise; Aswitch- NBtoB = 1 if firm) switches its incumbent auditor, and the 
preceding auditor is non-Big n auditor and the succeeding auditor is Big n auditor, and 0 otherwise; 
Aswitch - NBtoNB = 1 if firm j switches its incumbent auditor and the preceding and succeeding 
auditors are both non-Big n auditors, and 0 otherwise. 
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Table 13 IndEP Cost of Capital Regression Estimation with 
Total Accruals and Unexpected Audit fees 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign UnexpAF TAC UnexpAF & Interaction 

TAC 
Growth Coef -0.0025 -0.0023 -0.0027 -0.0029 

t ( -0.98) (-0.97) (-1.11) ( -1.22) 
Leverage + Coef 0.0240* 0.0393*** 0.0387*** 0.0386*** 

t (1.85) (3 .31) (3.28) (3.29) 
Beta + Coef -0.0002 -0.0001 -0.0001 -0.0001 

t ( -1.26) (-0.60) (-0.70) (-0.76) 
Size Coef -0.0040*** -0.0035*** -0.0030*** -0.0032*** 

t (-3.83) (-3 .63) (-3 .01) (-3.20) 
UnexpAF Coef -0.0033** -0.0033** -0.0044** 

t (-2 .04) (-2 .01 ) (-2.05) 
TAC + Coef 0.0934*** 0.0934*** 0.1225*** 

t (4.60) ( 4.61 ) (3.63) 
UnexpAF Coef -0.0291 
*TAC t (-1.07) 
Constant +I- Coef 0.0811*** 0.0610*** 0.0576*** 0.0626*** 

(4.08) (3.41) (3.17) (3.39) 

Observations 1048 1048 1048 1048 
Adj R-squared 0.0 187 0.0787 0.0803 0.0826 
F test 6.23*** 8.51 *** 8.74*** 7.78*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j 's current year ' s book value of equity and last year' s book value of equity (Aspect item 
701 0); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = 
calculated from the firm-specific CAPM using 36-month rolling returns, to three months after financia l 
year end, with minimum of7 months of monthly returns; Size= natural log offirmj ' s total assets (Aspect 
item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 
9100) scaled by lagged total assets; UnexpAF =unexpected audit fee denoted as actual audit fees divided 
by expected audit fees , where the expected audit fees is the anti-log of the fitted value of the audit fee 
model adopted from Ferguson, Francis and stokes (2006). 

125 



Table 14 IndEP Cost of Capital Regression Estimation with 
Total Accruals and Extremely Large Unexpected Audit fees 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign LrgUnexpAF TAC LrgUnexpAF Interaction 

&TAC 
Growth Coef -0.0026 -0.0024 -0.0028 -0.0032 

t (-1.04) ( -0.98) (-1.19) ( -1.34) 
Leverage + Coef 0.0225* 0.0389*** 0.0370*** 0.0383*** 

t (1.73) (3.28) (3 .14) (3.29) 
Beta + Coef -0.0003 -0 .0001 -0.0002 -0.000 1 

t ( -1.53) ( -0.57) (-0.97) ( -0.88) 
Size Coef -0.0038*** -0.0033*** -0.0028*** -0.0032*** 

t (-3.78) (-3.52) ( -2.88) (-3.33) 
LrgUnexpAF Coef -0.0163*** -0.0176*** -0.0187*** 

t ( -3 .1 7) (-3 .18) (-3.62) 
TAC + Coef 0.0919*** 0.0926*** 0.1 000*** 

t (4.51) (4.59) (4.94) 
LrgUnexpAF Coef -0.1387*** 
*TAC t ( -3 .67) 
Constant +I- Coef 0.0747*** 0.0581 *** 0.0510*** 0.0591 *** 

(3.83) (3.29) (2.84) (3 .26) 

Observations 1047 1047 1047 1047 
Adj R-squared 0.0213 0.0782 0.0839 0.09 11 
F test 6.93*** 8.25*** 9.22*** 8.21 *** 

*** p<O.O 1, ** p<0.05, * p<0.1 (two-tailed) 
I ndEP = industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firm j's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = 
calculated from the firm-specific CAPM using 36-month rolling returns, to three months after financial 
year end, with minimum of7 months of monthly returns; Size = natural log offirmj 's total assets (Aspect 
item 5090). 
TAC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 
9100) scaled by lagged total assets; LrgUnexpAF = 1 if a firm's unexpAF is one of the largest 10% of 
overall market in year t, where UnexpAF =unexpected audit fee denoted as actual audit fees divided by 
expected audit fees, where the expected audit fees is the anti-log of the fitted value of the audit fee model 
adopted from Ferguson, Francis and stokes (2006). 
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Table 15 IndEP Cost of Capital Regression Estimation with 
Total Accruals and Qualified Audit Opinion 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign O~in TAC O~in & TAC Interaction 

Growth Coef -0.0032 -0.0037 -0.0035 -0.0035 
t ( -1.39) ( -1.58) (-1.54) (-1.51) 

Leverage + Coef 0.0323*** 0.0377*** 0.0386*** 0.0406*** 
t (2.63) (3 .19) (3.26) (3 .41) 

Beta + Coef -0.0002 -0.0001 -0.0001 -0.0001 
t ( -0.97) (-0.68) ( -0.65) ( -0.68) 

Size Coef -0.0036*** -0.0036*** -0.0032*** -0.0033 *** 
t ( -3 .85) ( -3.84) ( -3.47) ( -3 .59) 

Opin + Coef 0.0350** 0.0275 0.0168 
t (2.00) (1.62) (0.95) 

TAC + Coef 0.0488** 0.0446** 0.0347* 
t (2.43) (2.26) (1.67) 

Opin*TAC + Coef 0.0697** 
t (1.97) 

Constant +I- Coef 0.0635 *** 0.0640*** 0.0553*** 0.0562*** 
(3.7 1) (3 .69) (3 .25) (3.32) 

Observations 1049 1049 1049 1049 
Adj R-squared 0.0300 0.0431 0.0489 0.0542 
F test 5.31 *** 6.06*** 5.42*** 6.86*** 

*** p<O.Ol, ** p<0.05 , * p<0.1 (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j ' s earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j ' s current year' s book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firm j's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = 
calculated from the firm-specific CAPM using 36-month rolling returns, to three months after financial 
year end, with minimum of 7 months of monthly returns; Size= natural log of fum j's total assets (Aspect 
item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 
91 00) scaled by lagged total assets; Opin = 1 if fim1j receive a qualified audit opinion, and 0 otherwise 
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Table 16 IndEP Cost of Capital Regression Estimation with 
Total Accruals and Unexpected Qualified Audit Opinions 

Indep. Var. Pre d. (1) (2) (3) (4) 
Sign U nexpQalOpin TAC UnexpQalOpin & Interaction 

TAC 
Growth Coef -0.0029 -0.0033 -0.0031 -0.0030 

t (-1 .25) ( -1.39) ( -1.34) (-1.31) 
Leverage + Coef 0.0318*** 0.0382*** 0.0380*** 0.0401 *** 

t (2.60) (3.23) (3.22) (3.38) 
Beta + Coef -0.0002 -0.0001 -0.0002 -0.0002 

t (-1. 11) ( -0. 78) (-0.82) ( -0.84) 
Size Coef -0.0034*** -0.0035*** -0.0031 *** -0.0031 *** 

t (-3 .69) ( -3. 74) ( -3 .29) (-3.38) 
U nexpQalOpin + Coef 0.0669** 0.0576** 0.0436 

t (2.47) (2.17) (1.61) 
TAC + Coef 0.0462** 0.0407** 0.0307 

t (2 .33) (2 .1 1) (1 .52) 
UnexpQalOpin + Coef 0.1054** 
*TAC t (1.97) 
Constant +I- Coef 0.0604*** 0.0618*** 0.0518*** 0.0521 *** 

t (3 .54) (3.55) (3.05) (3.08) 

Observations 1050 1050 1050 1050 
Adj R-squared 0.0369 0.0398 0.0528 0.0584 
F test 5.48*** 5.76*** 5.47*** 6.61 *** 

*** p<O.O 1, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j 's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = 
calculated from the firm-specific CAPM using 36-month rolling returns, to three months after financial 
year end, with minimum of7 months of monthly returns; Size = natural log offirmj's total assets (Aspect 
item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 
91 00) scaled by lagged total assets; U nexpQaiOpin = unexpected qualified audit opinion denoted as the 
difference between the actual qualified audit opinion (Opin=l) and the probability of a qualified audit 
opinion estimated from the audit opinion model adopted from Craswell et a!. (2002) for those receiving a 
qualified audit report, and 0 if a clean audit opinion (Opin=O) is received. 
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Appendix 1 Summary of Auditing Models 

Panel AS .. -f Auditor Choice/Switch Model 
Level's Test 

Study Francis and Wilson ( 1988) DeFond (1992) 
Sample Period 1978-1985 1979-1984 
Country U.S. U.S. 

Dep. Var. Brand Name (Switch) Auditor Size Brand Industry In depend-
Name Expertise ence 

Explanatory Power .658 .147 .057 .034 .178 
Correct Classification 

Variable used Si Sig Variable used Si Sig Si Sig Si Sig Si Sig 
Size Assets + s I growth in assets (spanned 

growth in assets (before the + s + s + s + s 
alignment) + s period) 

Complexity n/a n/a 
Inherent Risk new Issue + NS new Issue + s + s + NS + s 
Profitability n/a n/a 
Leverage Leverage - s change in leverage + s + s + NS + s 

change in leverage + s 
Form of Ownership major shareholding + NS change in management 

shareholding - s - s - NS - s 
change in major shareholding - s 
management shareholding - NS 
change in management + NS shareholding 

Corporate Governance bonus plan + NS n/a 
change in bonus plan + s 

Industry n/a n/a 
Miscellanies n/a acquisition - NS - NS - NS - NS 
Accrual n/a I n/a 

- -
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(continued) 
Study Francis, May dew and Sparks ( 1999) Chaney, Jeter, and Shivakumar (2004) Hogan and Jeter (1999) 
Sample Period 1975-1994 1994-1998 1976-1993 
Country U.S. U.K. U.S. 
Dep. Var. Brand Name Brand Name IS (market share) 
Explanatory Power n/a n/a .03-.21 
Correct Classification 68.5% 

Variable used Si Sig Variable used Si Sig Variable used Si Sig 
Size Sales + s assets + s n/a 

growth opportunity (P/E) + s sales/assets - s 
Complexity n/a foreign sales + s n/a 
Inherent Risk new issue + s litigation propensity - s 

operating cycle + s 
capital intensity + s 

Profitability Loss - NS profitability ratio + s n/a 
profitability ratio* loss - s 

Leverage Leverage - s leverage + s n/a 
current assets + s 
quick ratio + NS 

Form of Ownership n/a n/a n/a 
Corporate Governance n/a n/a n/a 
Industry Regulated + s n/a regulated + s 
Miscellanies n/a n/a n/a 
Accrual short-term accrual + s n/a n/a 

long-term accrual + s 
------···---------
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(continued) j 
Study Abbott and Parker (2000) Godfrey and Hamilton (2005) 

! 

Sample Period 1994 1997 ! 

I 

Country U.S. U.S. I 

IS( market IS( market R&D Brand 
Dep. Var. IS (Palmrose) IS(CFT) share) Brand Name share) Specialist Name & IS I 

Explanatory Power 0.05 0.1 0.03 n/a 0.075 0.108 0.076 
Correct Classification 89.10% n/a n/a n/a 

Var iable used Si Sig Si Sig Si Sig Variable used Si Sig Si Sig Si Sig Si Sig 
Size sales + NS + s + s sales + s + s + s + s 

E/P + NS + NS + NS + NS 
no. of business 

Complexity segments - NS - NS - NS n/a 
foreign sales + NS + NS + NS 

Inherent Risk new Issue + NS - NS - NS operating cycle - NS + s + NS + s 
capital intensity + s + NS + NS + NS 
new Issue + NS + NS + NS + s 

Profitability profitability ratio + NS - NS + NS loss + NS + NS + NS + NS 
Leverage leverage + NS - NS + NS leverage - NS - NS - NS - NS 
Form of Ownership insider shareholding - NS + NS - s n/a 
Corporate Governance audit committee + s + s + s n/a 

outside directors - NS + NS - NS 
Industry n/a regulated + NS + NS + NS + NS 

research & 
Miscellanies n/a development + s + s + s + s 
Accrual n/a n/a 
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(continued) 
Study Barton (2005) Lee, Stokes, Taylor and Walter (2003) 
Sample Period 2001-2002 1976-1989 
Country U.S. Australia 

Dep. Var. locaVnationaVanother Big 5/national instead Brand name of local 0.43 (Cragg-Uhler R sq.) 
Explanatory Power 328 (x2

) 

Correct Classification 91 %/94%/97%/85% n/a 
Variable used Si Sig Variable used Si Sig 

Size Sales + s n/a 
P/B - NS 

Complexity business diversification - NS n/a 
geography diversification + NS 

Inherent Risk new Issue + NS operating history (firm age) - NS 
tangible assets to raised + NS equity 
equity raised + NS 
subsequent new issue + s 

-- (dummy) 
Profitability profitability ratio + NS n/a 

Altman z score + s 
Leverage leverage - NS leverage + s 
Form of Ownership management shareholding + NS n/a 

institutional shareholding + s 
Miscellanies n/a earnings forecast (in + s prospectL 
Capital Market Visibility Media coverage + s n/a 

no. of analysts follows + s 
Share turnover + s 

Auditor Attributes NAS fee + NS n/a 
negative opinion - s 
fiscal year end + s 
auditor tenure + NS 
auditor resign - s 

Capital M.arket Properties CAR + s n/a 
Stock volatility - NS 

132 



(continued) 
Chang_e's Test 

Study Francis and Wilson (1988) Johnson and Lys (1990) DeFond (1992) 
Sample Period 1978-1985 1973-1982 1979-1984 

! Country U.S. U.S. U.S. 
Dep. Var. Auditor Size Auditor Size Combined audit quality measure 
Explanatory Power .040 .201 .191 
Correct Classification 

Variable used Si Sig Variable used Si Sig Variable used Si Sig 

Size Assets - NS growth in assets (before + s growth in assets (spanned + s the alignment) period) 
growth in assets (before the + s growth in assets (after the 

- NS alignment) alignment) 
change in cashflow + s 

Complexity n/a n/a n/a 
Inherent Risk new issue + NS new Issue + s new issue + s 
Profitability n/a n/a n/a 
Leverage Leverage - NS change in times-interest- change in leverage + s 

I earned - s 
change in leverage + NS 

Form of Ownership major shareholding + NS n/a change in management 
share holding - s 

change in major shareholding - NS 
management shareholding + NS 
change in management + NS shareholding 

Corporate Governance bonus plan - NS n/a n/a 
change in bonus plan + s 

Industry n/a n/a n/a 
Miscellanies n/a acquisition + NS n/a 
Accrual n/a n/a n/a 

.. 

Note: Si - Sign of coefficient; Sig- Significant or not; NS - Not Significant; S - Significant. 
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p ane I B S ummary o fA d·t F U I d I ee mo e s 
Number of Number of 

Attribute Independent Sets of si2nificant results 
variable Results Pos. Neg. Ns 

Client Attributes 

Size Assets 87 85 0 2 

Sales 24 22 0 2 

City population 7 7 0 0 

Complexity Complexity 9 8 0 1 

No. of subsidiaries 82 68 0 14 

No of SIC codes 14 11 0 3 

Foreign Subsidiaries 39 29 1 9 

No. of business segments 7 5 1 1 

No. of audit locations 7 6 0 1 

Foreign assets 11 10 0 1 

Inherent Risk Inventory 19 9 1 9 

Receivables 17 11 1 5 

Inventory and Receivables 43 36 0 7 

Current assets 6 6 0 0 

Systematic risk 5 3 0 2 

Profitability Profitability ratio 37 6 13 18 

Loss 39 9 3 27 

Leverage Leverage ratio 39 19 1 19 

Quick Ratio 16 1 8 7 

Equity to debt ratio 5 0 2 3 

Bond rating 7 6 0 1 

Debt per capita 5 2 0 3 

Probability of failure 7 6 0 1 

Form of Ownership Stock vs. Mutual 8 1 0 7 

Public or private 12 8 0 4 

.Major shareholding 8 1 4 3 

Internal Control Internal audit 11 3 1 7 

Governance Outside directors 5 2 0 3 

Industry Financial institutions 16 1 10 5 

Utilities 16 0 9 7 

Manufacturing 6 3 1 2 
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(continued) 

Number of Number of 
Attribute Independent Sets of si2nificant results 

variable Results Pos. Neg. Ns 

Auditor Attributes 

Auditor Quality Big 5/Big 6/Big 8 85 49 3 33 

P W 10 3 2 5 

Auditor specialist 9 3 0 6 

Audit Tenure Audit tenure 13 4 2 7 

Change of auditor 23 4 8 11 

Auditor Location Auditor Location 11 8 0 3 

Engagement Attributes 

Report Lag Audit report lag 12 6 0 6 

Busy Season Busy season 32 5 2 25 

Audit Problems Audit opinion 46 13 2 31 

Non-Audit Ser vices Non-audit services 19 16 2 1 

Reporting No. of audit reports 8 6 0 2 

Note: This table is based on a table summarized in Hay, Kenchel and Wong (2006) from 66 studies in 
AJPT, AR, CAR, JAE, JAR. 
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p lC S ------ - - - ---- ---- fFee-D d Model -- - - - ~ - .- ------ -- -- - -- --- - -

Study Parkash and Venable (1993) Firth ( 1997) Frankel, Johnson and Nelson (2002) 
Sample Period 1979, 1980 1992 2000 
Country U.S. UK U.S. 
Dep. Var. Recur NASF/AF Non recur NASF/AF NAS/AF 
Explanatory Power 0.2604 0.0068 0.32 

Variable used Si Sig Si Sig Variable used Si Sig Variable used Si Sig 
Size n/a assets + s cash flow from operation + NS 

growth in assets + NS market value of equity + s 
MIB ratio - s 

Complexity n/a n/a + s n/a 
Inherent Risk n/a new issue + s inventory and receivables - NS 

new information system + s 
Profitability net income + s + NS profitability ratio + NS profitability ratio - s 

loss + NS Loss + NS 
Leverage Leverage - s - NS leverage - s Leverage + NS 
Form of Ownership director and manager % + s + s director % shareholding + s institution % shareholding - NS shareholding 

market value of the largest + s - NS the largest % shareholding + s % shareholding 
Corporate n/a CEO change + s n/a Governance 
Miscellanies n/a market adjusted stock s market adjusted stock s - -

return return 

acquisition + s security issue and + s acquisition 
restructuring + s 

Auditor Quality Arthur Anderson + s + NS Big6 + s Big5 + s 
auditor specialist + s - NS 

Audit Tenure n/a n/a audit tenure - s 
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(continued) 
I 

Study Ashbaugh, LaFond and Mayhew (2003) Ruddock and Taylor (2005w) 
Sample Period 2000 1.993-2000 
Country U.S. Australia 
Dep. Var. NAS fee Total fee NASF/TF NAS/AF Total fee 
Explanatory Power 0.34 0.68 0.28 .0.662 0.799 

Variable used Si Sig Si Sig Si Sig Variable used s Sig Si Sig 
Size market value of equity + s + s + s total assets + s + s 

MIB ratio - s - s - s growth in sales + NS - s 
Inherent Risk inventory and receivables + NS + s - NS inventory and receivables n/a n/a + NS 

new Issues - s - s - s new Issues - NS - s 
Profitability profitability ratio - s - s - s profitability ratio + s - s 

Loss + NS + s + NS loss + s - NS 
Leverage Leverage + s + s - NS leverage + s + s 
Miscellanies merger or acquisition + s + s + s market adjusted stock retwn - NS - NS 

special i tern repmt + s + s + s merger + s + s 
Auditor Quality Big5 + s + s -1- s Big6 + s + s 
Audit Problem n/a . .. -~lldit opinion n/a n/a + s 
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Study Larcker and Richardson (2004) Ruddock, Taylor and Taylor (2006) 
Sample Period 2000,2001 1993-2000 
Country U.S. Australia 
Dep. Var. Total fee NAS fee RNAS 
Explanatory Power 0.749 0.587 N/A 

Variable used Si Sig Si Sig Variable used 
Size assets + s + s market value of equity 

M/B 
cashflow from operation 

Inherent Risk business segment + s + s inventory and receivable 
inventory + s + s 
Receivables + NS - NS 

Profitability profitability ratio - s .. NS profitability ratio 
loss + s + s loss 

Leverage Leverage + NS - NS leverage 
Miscellanies n/a market adjusted stock return 

merger and acquisition 
Auditor Quality n/a Big 6 
Industry n/a industry dummy 
Audit Problem audit opinion + s + s n/a 

a. Ruddock, Taylor and Taylor (2006) regroup 24 industry ASX industries into 9 industries similar to the GICS coding. 
Note: Si - Sign of coefficient; Sig - Significant or not; NS- Not Significant; S - Significant. 

Si Sig 
+ s 
- NS 
+ s 
- s 

- s 
- s 
+ NS 
- s 
- NS 
+ s 

+/-a SINS 
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p IDS f Audit 0 · · Model 
Study Levitan & Knoblett 1985 Mutchler 1985 Menon & Schwartz 1987 Dopuch et al. 1986 Bell & Tabor 1991 Monroe & Teh 1993 
Year 1980-1981 1981-1982 1974-1980 1969-1980 1980-1983 1984-1988 
Country U.S. U.S. U.S. U.S. U.S. Australia 
Sample Size 32 matched pairs 119 matched pairs of 89 bankrupt firms 716 including 441 clean 108 qualified+995 1848 audit reports 

manufacturing firms opinions unqualified firms 
Dependent Going-concern Opinion Going-concern Opinion Going-concern First time subject to First time modified Subject to Opinion 
Variable Opinion= 1, 0 others opinion opinion 
Model Power CCR= 93.55% CCR= 89.9% R=0.497 Pseudo-R2=0.189 Accuracy Rate=0.93 Accuracy Rate=0.7-0.95 
Methodoloey Discriminant Analysis Discriminant Analysis Logistic Regression Probit model (WESML) Logit Model Logit Model 

sc Sep * PS Sig PS Sig PS Sig PS Sig 
Independent Curr yr net .576 9.1 CF (working capital from 

Curr Ratio NS Time s t.Nct Income/ NS Age-Medium + NS worth/total debt -
Listed(O/ I) 

- -
Variables operations)/Total Liabilities Net Worth 

How many of3 
Change in Curr Returns- Industry Std 

yrs has negative .454 23.3 Curr Asscts/Curr Liabilities Ratio - s Industry (%) 
- s Net Inc/Net - s Age-Old - NS 

nct-inc-CF Worth 
Slope of 3 yrs -

2.7 Net Worth/Total Liabilities Debt/Total 
NS 

Curr Yr s t.Curr Ratio NS Auditor-Mcd NS curr ratio .199 Assets + Loss(0/ 1) + - + 

How many of3 Retained Industry Std 
yrs had negative .339 18.6 Total Long-Term Earnings/ NS BY ofTotal + 

TL /Total s Auditor-Sml NS Liabilities/Total Assets Assets (Log) 
-

NS 
+ -

net inc Total Assets Capital 

Curr yr tota I 
.861 33.8 Net Income before Tax/Net Income/ 

NS t. Beta + -NS t.Rcccivablc/1 + s Previous Yr's + s debt/total assets sales Total Assets - nvcntory Audit Report 

Curr yr quick Recurring 
t.Resid Sd t. Recurring -

assets/net sales .385 6.3 Operating + s Returns 
+ s Inventory/Sale + s Losses 

+ s 
Losses s 

Curr yr net CF from t.(Rec/ Previous Yr's cam i ngs/total -
6.2 Opcrations/Tota NS 

-
NS Industry s .266 -

Total Assets) 
+ 

NS Audit Report 
+ + 

assets I Liabilities 
t.Inv/TA + s Returns - s 
t.(TLITA) + s Size - NS 

Beta + NS 
Rcsid . Std. 
Returns 

+ s 
Receivables/ + NS Total Assets 

I Inventory/ + -S 

I Total Assets 
TLITA + s 

--- --- - ~ . ~ - ---
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(continued) 
Wines 1994 Craswell, Stokes and Laughton 2002 

Year 1980-1989 1994 & 1996 
Country Australia Australia 
Sample Size 100 companies listed on the ASX 1062 for 1994, 1045 for 1996 
Dependent Variable Qualified Opinion= 1, Qualified Opinion= 1, Non-qualified Opinion=O 

Non-qualified Opinion=O 
Model Power CCR=64.5%, Maddala R:z=0.16 CCR: 90% for 1994, 91% for 1996 
Methodolo2y Probit Model Logit Model 

PS Sig PS Sig (1994/1996) 
Independent Variables NAS fee% ? -S Fee ? NS 

Size - +S LnTA +/- -NS/-S 
Industry + NS The square root of number of subsidiaries + +NS/+S 
Auditor + NS Curr Assets/T A - -S 

Leverage + +S/+NS 
EBIT/TA - NS 
Loss Indicator + s 
Auditor Identity +/- -NS/+S 
Previous Y r Audit Opinion + s 
Industry + -NS/-S 

Note: 
* Mutchler (1985) didn't report coefficient estimates and significance levels of the tests. 
CCR --Correct Classification Rate; SC- Standardized Coefficient; Sep - Contribution Percentage; PS - Predicted Sign; Sig- Significant or not; NS- Not Significant; S -
Significant; 
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Appendix 2 Models for Estimating Unexpected Measures 

Table 2.1 Auditor Choice Model - adopted from Godfrey and Hamilton (2005) 

Year 1999 2000 2001 2002 2003 2004 G&H(2005) 1997 
Sign Country U.S. 

Intangible + -0.1379 -1.1716*** 0.2352 -0.5252 -0.5302* 0.1007 R&D 0.621*** 
z ( -0.23) ( -2.59) (0.43) (-1.47) (-1.72) (0.39) p (0.000) 

OPCYCLE -0.010** 
p (0.024) 

CAPINT + 0.3160 0.1532 0.3670 0.5763** 0.3097 0.3500* CAPINT 0.168*** 
z (1.34) (0.67) (1.63) (2.46) (1.42) (1.70) p (0.009) 
LnTA + 0.4453*** 0.5349*** 0.5164*** 0.4638*** 0.4829*** 0.4906*** SIZE 0.853*** 
z (8.23) (9.24) (9.50) (9.44) (10.3) (10.8) p (0.000) 
DE +/- 0.0329 -0.6294 -0.9325* -0.7889 -0.0487 -0.3291 LEV 0.225 
z (0.069) ( -1.22) (-1.85) (-1.63) (-0.12) (-0.78) p (0.592) 
EP + -0.1421 0.0093 0.0282 0.0581 -0.0662 -0.0528 EP 0.013 
z (-0.73) (0.046) (0.56) (0.72) (-0.88) (-0.37) p (0.363) 
ISSUE + 0.2046 -0.2496 -0.2851 * -0.2228 -0.0966 -0.0787 ISSUE 0.593** 
z (1.09) (-1.56) (-1.71) (-1.40) (-0.62) (-0.58) p (0.012) 
NEG LOSS 0.4361 ** 0.4845** 0.0818 0.0736 0.2509 -0.0397 LOSS 0.333 
z (2.01) (2.55) (0.45) (0.41) ( 1.41) ( -0.25) p (0.306) 

REG 4.015 
p (0.587) 

Constant -7.3465***-8.5947***-8.2562***-7.3699***-7.9123***-8.1945***Constant 0.846*** 
z (-7.62) ( -8.55) (-8.71) (-8.61) (-9.52) (-10.3) p (0.000) 

Observations 766 865 926 983 1043 1160 n 2696 
Predictive 0.708 0.697 0.684 0.687 0.675 0.678 Predictive 0.891 
Accuracy Accuracy 
LR Chi-square 114.33 140.81 166.63 174.56 197.19 241.58 Chi-square 526.480 
Model[! 0.000 0.000 0.000 0.000 0.000 0.000 Model~ 

z statistics in parentheses 
*** p<0.01, ** p<0.05, * p<O.l (two-tailed) 

BIG=ao+adntangible+a2CAPINT+a3LnTA +aJ]E+a5 EP +aJSSUE+a7NEGLOSS+e 

where: 

BIG = 1 if client is audited by Big n auditor, and 0 otherwise; 
Intangible = ratio of client intangible assets to total assets; 
CAPINT = ratio of gross property plant and equipment to sales; 
LnT A = natural log of total assets ($000); 
DE= ratio of firm long-term debt to total assets; 
EP = ratio of earnings to price ratio at fiscal year end; 
ISSUE= 1 if change in equity> 10% and 0 otherwise; 
NEG LOSS = 1 if net income<O and absolute change in income> 10% and 0 otherwise; 
e = error term. 
See Godfrey and Hamilton (2005) for their variable defmitions. 

0.000 
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Table 2.2 Audit Fee Model - adopted from Ferguson, Francis and Stokes (2006) 

Year 1999 2000 2001 2002 2003 2004 Ferguson et al. 1998 
Sign (2006) Australi 

LnTA + 0.2989*** 0.3531 *** 0.3113*** 0.3539*** 0.2997*** 0.3410*** LnTA 0.46*** 
t (21.9) (21.5) (20.4) (21.6) (23.2) (23.8) t (30.84) 
LnSUB + 0.4024*** 0.3664*** 0.3681 *** 0.3069*** 0.3649*** 0.3811 *** LnSUB 0.05* ** 
t ( 18.5) (15.9) (16.5) (13.0) (17.6) (17.8) t (9.09) 
CATA + 0.5230*** 0.5713*** 0.6497*** 0.6306*** 0.7436*** 0.62 19*** CATA 0.93*** 
t (6.16) (6.64) (7.87) (7.16) (10.2) (8.07) t (8.81) 
QUICK -0.0086*** -0.0071 *** -0.0123*** -0.0110*** -0.0097*** -0.0115*** QUICK -0.03**' 
t ( -5.71) (-5.22) (-7.89) ( -6.66) (-8.03) ( -8.67) t (-5.12) 
DE + 0.3520*** 0.3999*** 0.2570* 0.3587*** 0.3232*** 0.1817 DE 0.79*** 
t (3.23) (3.01) (1.93) (2.91) (3.55) (1.63) t (4.38) 
ROI -0.2060*** -0.2672*** -0.1269*** -0.1621 *** -0.0887*** -0.0813** ROI -0.46**' 
t (-3.91) (-4.27) (-3.65) (-4.57) (-3.62) (-2.38) t ( -4.45) 
FOREIGN + 0.5120*** 0.6659*** 0.5301 *** 0.4004*** 0.5363*** 0.5443*** FOREIGN 0.69*** 
t (5.83) (7.46) (6.23) (4.08) (6.79) (7.03) t (6.60) 
OPIN + 0.0848 -0.0796 0.1888*** 0.1293* 0.1548*** 0.2708*** OPIN 0.01 
t (1.26) (-1.13) (2.74) (1.84) (2.76) ( 4.18) t (0.15) 
YE 0.0560 0.0103 0.0483 0.0478 0.0533 0.0985* YE 0.01 
t ( 1.01) (0.18) (0.82) (0.73) (0.97) (1.65) t (0.18) 
LOSS -0.2079*** -0.1276** -0.1520*** -0.1593*** -0.0786 -0.0602 LOSS 0.01 
t ( -3.92) (-2.26) (-2.69) ( -2.59) (-1.53) (-1.14) t (0.02) 
BIG + 0.2850*** 0.2586*** 0.3516*** 0.3582*** 0.4155*** 0.4135*** N#1or#2 & C#1 0.213** 
t (5.93) (5.24) (7.24) (6.87) (9.57) (9.04) t (3.16) 

N#1 or#2 not C#1 -0.01 
t 
C#1, not N#l 
or#2 

Constant 4.4859*** 3.5832*** 4.2982*** 3.8299*** 4.5730*** 3.8586*** Constant 
t (18.7) (12.6) (16.3) (13.3) (20.1) (15.3) t 

Observations 1148 1262 1283 1271 1281 1418 Observations 
F test 329.90 294.55 301.39 268.30 378.39 384.45 F test 
Model p 0.000 0.000 0.000 0.000 0.000 0.000 Model p 
Adj R-sguared 0.7593 0.7192 0.7205 0.6984 0.7643 0.7485 Adj R-sguared 

t statistics in parentheses 
*** p<0.01 , ** p<0.05, * p<O.l (two-tailed) 

LnAF=ao+a1LnTA+a2LnSub+a3CATA +a4Quick+a5 DE +arfi_OI+a7FOREIGN+a80pin+a9YE 

+a10Loss+a 11BIG+e 

where: 

LoAF = natural log of audit fees; 
LoT A = natural log of total assets ($000); 
LnSub =natural log of the number of client's subsidiaries; 
CAT A = ratio of current assets to total assets; 
Quick= ratio of client current assets (less inventories) to current liabilities; 
DE= ratio of firm long-term debt to total assets; 
ROI = ratio of earnings before interest and tax to total assets; 
Foreign = proportion of client's subsidiaries that are foreign; 
Opin = 1 if client receives a qualified audit report, and 0 othenvise; 
YE = 1 if client has a non-June 301

h year end, and 0 otherwise; 
BIG= 1 if client is audited by Big n auditor, and 0 otherwise; 
e = error term. 
See Ferguson, Francis and Stokes (2006) for their variable definitions. 
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( -0.28) 
-0.08 

(-0.96) 
-1.45**' 
(-7.63) 

681 
213 
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Table 2.3 NAS Ratio (NAS/TF) Model- adopted from Ruddock, Taylor and Taylor (2006) 

Year 1999 2000 2001 2002 2003 2004 Ruddock eta!. 1993-2000 
Sign (2006) Australia 

LnTA + 0.0330***0.0328***0.0375***0.0344***0.0314***0.0212***LnTA 0.0334*** 
t (6.36) (5.43) (7.00) (6.90) (6.99) (4.92) t (14.10) 
BIG + 0.0527** 0.0421 ** 0.0662*** 0.0351 ** 0.0354** 0.0375** BIG6 0.0582*** 
t (2.55) (2.11) (3.62) (1.98) (2.24) (2.49) t (7.55) 
ROI +/- -0.0148 0.0443 -0.0188 -0.0101 -0.0174 0.0049 ROA -0.0498*** 
t ( -0.59) (1.43) (-0.93) (-0.66) ( -1.58) (0.38) t ( -2.89) 
MRET +/- 0.0012 0.0004 -0.0059 0.0027* 0.0002 0.0004 MRET -0.0021 
t (0.30) (0.16) (-0.63) (1.69) (0.13) (0.71) t (-0.71) 
DE -0.0122 -0.0832 -0.1048** -0.0729 0.0300 0.0523 LEV 0.0243*** 
t (-0.24) (-1.45) (-2.03) (-1.57) (0.77) (1.29) t (3.36) 
LOSS + 0.0423* -0.0078 -0.0017 0.0118 0.0253 0.0117 LOSS 0.0227*** 
t ( 1.82) ( -0.33) ( -0.078) (0.58) ( 1.32) (0.62) t (2.23) 
G(TA) + 0.0129 0.0086 0.0067 0.0036 0.0179** 0.0040 GROWTH 0.0006 
t 
MERGER 
t 

(1.46) (1.27) (0.63) (0.41) (2.47) (0.75) t (0.37) 
+ -0.1312 -0.0167 0.0545 0.0106 0.0110 -0.0026 MERGER 0.0199* 

(-0.81) (-0.16) (0.51) (0.16) (0.25) (-0.050) t (1.77) 
ISSUE + 0.0149 -0.0159 0.0068 0.0047 0.0067 -0.0187 EQUITY -0.0015 
t (0. 72) ( -0.83) (0.36) (0.25) (0.41) ( -1.29) t (-0.15) 

Observations 
F test 
Model p 
Adj R-squared 

659 
4.85 
0.000 

67.49% 

t statistics in parentheses 

799 
11.82 
0.000 

69.85% 

907 
4.78 

0.000 
69.39% 

*** p<0.01, ** p<0.05, * p<0.1 (two-tailed) 

983 
4.84 
0.000 

66.47% 

1040 
11.10 
0.000 

64.34% 

1187 Observations 4021 
3.19 F test 

0.000 Model p 
62.75% Adj R-squared 66.2% 

RNAS='fp;IND;+b 1LnTA +b2BIG+b3ROJ+b4MRET+b5DE+b~OSS+b7G(TA)+b8MERGER+bcjSSUE+e 

where: 

RNAS =ratio of non-audit services fees to total audit fees; 
IND = 1 if observation belongs to a specific industry, and 0 otherwise; 
LnT A = natural log of total assets ($000); 
BIG = 1 if client is audited by Big n auditor, and 0 otherwise; 
ROI = ratio of earnings before interest and tax to total assets; 
MRET = market adjusted annual return in current year; 
DE= ratio of firm long-term debt to total assets; 
LOSS = 1 has a loss in past three years, and 0 otherwise; 
G(T A) = ratio of total assets in last year to total assets in current year; 
MERGER= 1 if client occurs a merger and acquisition event in current year, and 0 otherwise; 
ISSUE = 1 if the firm receives a modified audit opinion and 0 otherwise; 
Opin = 1 if client receives a qualified audit report, and 0 otherwise; 
e = error term. 
See Ruddock, Taylor and Taylor (2006) for their variable defmitions. 
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Table 2.4 NAS Fee Model- adopted from Larcker and Richardson (2006) 

Year 1999 2000 2001 2002 2003 2004 Larcker & 
Sign 

LnTA + 0.5836*** 0.7416*** 0.7517*** 0.7657*** 0.7852*** 0.8204*** Log(Assets) 
t (7.92) (8.15) (9.35) (9.37) (10.2) (9.91) t (min, max) 
LnSub + 0.7313*** 0.5360*** 0.4888*** 0.4143*** 0.6869*** 0.4814*** Log(Segments) 
t (5.92) (4.39) (4.29) (3.72) (5.74) (4.06) t (min, max) 
INVREC +/- 0.6545 1.1469* 0.9951 * 1.6326*** 0.9401 1.8913*** Inventory 
t (1.13) (1.91) (1.81) (2.91) (1.62) (3.26) t (min, max) 

Receivables 
t (min, max) 

DE 1.0074 0.0461 -0.3696 -0.2713 -0.2053 0.9499 Debt 
t (1.65) (0.061) (-0.52) ( -0.42) (-0.36) ( 1.41) t (min, max) 
ROA + 0.3031 -0.3906 -0.2205 -0.0241 -0.3426** -0.1781 Income 

(1.03) (- 1.07) (-1.06) (-0.13) (-2.17) (-0.85) t (min, max) 
Loss + -0.1795 -0.3307 -0.1905 -0.1024 -0.2326 0.3170 Loss 
t (-0.55) ( -1.06) (-0.63) ( -0.33) (-0.74) (1.07) t (min, max) 
Opin + -0.3684 -0.3288 -0.2210 0.2242 -0.2716 -0.4381 Opinion 
t (-0.98) (-0.91) (-0.62) (0.65) (-0.82) (-1.26) t (min, max) 
Intercept -2.9755** -5.0644*** -5.0586*** -5.6196*** -6.7877*** -7.1456*** Intercept 
t (-2 .16) (-3.09) (-3.46) (-3 .71) (-4.76) (-4.75) t 

Observations 908 1038 1086 1107 1106 1187 Observations 
F test 15.42 15.15 17.49 15.66 21.44 19.31 F test 
Model p 0.000 0.000 0.000 0.000 0.000 0.000 Model p 
Adi R-sguared 0.3230 0.2905 0.3132 0.2845 0.3491 0.3093 Adi R-sguared 

t statistics in parentheses 
*** p<O.Ol , ** p<0.05 , * p<O.l (two-tailed) 

LnNAS=a0+a1LnTA+a2LnSub+a3JNVREC+aJ)E+a5ROA+ar£0SS+a70pin+e 

where: 

LnNAS = natural log of non-audit service fees paid to the auditor; 
LnT A = natural log of total assets; 
LnSub = natural log of the number of client's subsidiaries; 
INVREC = inventory plus accounts receivable as a percentage of average total assets in current year; 
DE = ratio of firm long-term debt to total assets; 
ROI = ratio of earnings before interest and tax to total assets; 
LOSS = 1 has a loss in past three years, and 0 otherwise; 
Opin = 1 if client receives a qualified audit report, and 0 otherwise; 
e = error term. 
See Larcker and Richardson (2004) for their variable definitions. 

u.s. 

0.835 
(9.13, 67.09) 

0.155 
(0.31' 2.28) 

0.837 
(0.52, 3.82) 

-0.537 
(-0.25, -1.84) 

-0.002 
(0.03, 0.22) 

0.143 
(-0.20, -1.47) 

0.188 
(0.41, 3.01) 

0.072 
(0.28, 2.06) 

0.042 
(0.38, 2.79) 

5,103 

0.587 
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Table 2.5 Total Fee Model- adopted from Ruddock, Taylor and Taylor (2006) 

Year 1999 2000 2001 2002 2003 2004 Ruddock et a/. 1993-2000 
Sign (2006) Australia 

LnTA + 0.5748*** 0.5521 *** 0.5513*** 0.5266*** 0.5008*** 0.4849*** LnTA 0.603*** 
t (35.5) (26.0) (31.9) (31.5) (32.8) (31.6) t (82.10) 
BIG + 0.3637*** 0.31 00*** 0.4563*** 0.5349*** 0.5338*** 0.5913*** BIG6 0.290*** 
t (5.12) (3.97) (7.21) (8.51) (9.23) (10.5) t (12.12) 
ROI +/- -0.4370*** -0.1728 -0.4349***-0.2445***-0.2281 ***-0.2468***ROA -0.647*** 
t (-4.83) (-1.40) (-6.15) (-4.48) (-5.59) (-4.93) t (-12.12) 
MRET +/- 0.0185 0.0020 -0.0514 -0.0013 0.0019 0.0003 MRET -0.003 
t ( 1.30) (0.22) ( -1.60) ( -0.23) (0.32) (0.17) t ( -0.32) 
DE - 0.7881 *** 0.4538** 0.3241 * 0.3593** 0.5652*** 0.6911 ***LEV 0.238*** 
t (4.71) (2.14) (1.89) (2.25) (4.03) (4.63) t (10.23) 
LOSS + 0.1617** 0.1404 0.0673 0.1303* 0.0441 -0.0579 LOSS -0.048 
t (2.12) (1.60) (0.93) (1.80) (0.63) (-0.85) t (-1.50) 
G(TA) + 0.0001 0.0002 -0.0134 -0.0438 -0.0463* -0.0245 GROWTH -0.014*** 
t 
MERGER 
t 

(0.0035) (0.0059) (-0.36) (-1.40) (-1.73) (-1.23) t (-2.72) 
+ -0.3322 0.1129 0.1121 0.1071 -0.0648 0.0180 MERGER 0.177*** 

(-0.68) (0.51) (0.44) (0.46) (-0.41) (0.091) t (5.10) 
ISSUE + -0.1464** -0.0544 0.1077 0.0197 -0.0648 -0.0828 EQUITY -0.066 
t (-2.12) (-0.74) (1.64) (0.30) (-1.10) (-1.52) t (-2.04) 
INVREC + 1.3136*** 1.3538*** 1.2257*** 1.1536*** 1.0379*** 1.0196*** INVREC 0.148*** 
t (10.0) (8.56) (9.73) (9.23) (8.95) (8.67) t (3.42) 
Opin + 0.0873 -0.0645 0.0297 -0.0050 0.0776 0.1889** QUAL 0.083*** 
t (0.83) ( -0.57) (0.30) ( -0.054) (0.98) (2.33) t (2.42) 

Observations 
F test 

766 
225 .87 
0.000 

76.38% 

854 
141.81 
0.000 

64.49% 

926 
223.83 
0.000 

72.60% 

983 
229.93 
0.000 

71.94% 

1043 
252.41 
0.000 

72.63% 

1188 Observations 4021 
263.93 F test 

Model p 0.000 Model p 
Adj R-squared 70.90% Adj R-squared 79.9% 

t statistics in parentheses 
*** p<O.O 1, ** p<0.05 , * p<0.1 (two-tailed) 

LnTF =a0+a 1LnTA +a2Big+a3ROJ+a4MRET+a5DE+a~OSS+a7G{TA) +a8MERGER+a7ISSUE 

+a8JNVREC+a90pin+ e 

where: 

LnTF =natural log of total fees; 
LnT A = natural log of total assets ($000); 
BIG = 1 if client is audited by Big n auditor, and 0 otherwise; 
ROI = ratio of earnings before interest and tax to total assets; 
MRET = 1 if client occurs a merger and acquisition event in current year, and 0 otherwise; 
DE = ratio of firm long-term debt to total assets; 
LOSS = 1 has a loss in past three years, and 0 otherwise; 
G(T A) = ratio of total assets in last year to total assets in current year; 
MERGER = 1 if client occurs a merger and acquisition event in current year, and 0 otherwise; 
ISSUE = 1 if the firm receives a modified audit opinion and 0 otherwise; 
Opin = 1 if client receives a qualified audit report, and 0 otherwise; 
e = error term. 
See Ruddock, Taylor and Taylor (2006) for their variable definitions. 
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Table 2.6 Audit Opinion Model - adopted from Craswell, Stokes and Laughton (2002) 

' ear 1999 2000 2001 2002 2003 2004 Craswell et a/. 1994 1996 
Sign 2002 Australia Australia 

.nTA +/- -0.2048*** 0.0133 -0.1287** -0.2104*** -0.3232*** -0.3892*** LnTA -0.155 -0.227** 
( -3.33) (0.17) (-2.01) (-2.65) (-4.63) (-4.95) p (0.129) (0.039) 

:ATA - -1.2367*** -1.1678*** -1.2679*** -0.9214*** -1.6186*** -1.4110*** CATA -0.140** -0.101 
( -3.02) (-3.17) (-3.70) (-2.76) (-4.91) (-4.05) p (0.034) (0.145) 

.nSUB + 0.1341 0.1050 0.1303 0.1 673 0.3689*** 0.5277*** SUB0'5 0.085 0.095 
(1.14) (0.99) (1.25) (1.57) (3.47) (4.44) p (0.224) (0.1 09) 

)E + 1.4247*** 0.3668 1.1624** 0.1342 0.7708** -0.3541 Leverage 0.066** 0.043 
(3.35) (0.79) (2.27) (0.32) (2.10) (-0.78) p (0.038) (0.534) 

.oss + 1.2558*** 1.2781 *** 1.7076*** 2.4961 *** 1.6354*** 1.0045** LOSS 0.584*** 0.775*** 
(3.87) (4.29) (4.73) (4.63) (4.06) (2.53) p (0.001) (0.000) 

HG +/- -0.2394 -0.0534 -0.1981 -0.3448* -0.5573*** 0.1574 BIG -0.399*** 0.410*** 
( -1.06) (-0.25) (-0.99) (-1.76) (-2.98) (0.74) p (0.007) (0.036) 

'OPIN + 2.8877*** 2.4460*** 1.9720*** 2.3373*** 2.0852*** 2.7639*** OPINIONt-t 1.847*** 2.073*** 
(11.8) (11.1) (9.16) (11.1) (10.4) (13.1) p (0.000) (0.000) 

IND -0.087 -0.469*** 
p (0.530) (0.007) 

tO I -0.4588** -0.4023* -0.5854*** -0.2994** -0.2159** -0.2603** ROI -0.019 0.128 
(-2.33) (-1.77) ( -5 .22) (-2.43) (-2.30) (-2.20) p (0.643) (0.556) 

IIRMFEE +I- 0.1011 0.3153 0.3043 -0.2530 0.6102 0.9560** FIRMFEE 0.009 0.102 
(0.21) (0.83) (0.79) (-0.63) ( 1.51) (2.11) p (0.865) (0.214) 

:onstant +I- 0.0566 -3.6474*** -1.5853 -0.4790 1.7121 1.9477 Constant -1.033* -1.594** 
(0.048) (-2.61) ( -1.30) ( -0.31) (1.28) (1.34) p (0.057) (0.010) 

)bservations 1148 1261 1284 1269 1281 1415 Observations 1053 992 
'redictive 89.7% 89.1% 88.6% 88.0% 85.6% 90.7% Predictive 91% 93% 
~ccuracy Accuracy 
.R Chi- 343.19 251.58 293.13 360.57 408.36 460.69 LR Chi-square 359.53 250.48 
quare 
flodelp 0.000 0.000 0.000 0.000 0.000 0.000 Model p 0.000 0.000 

z statistics in parentheses 
*** p<0.01, ** p<0.05 , * p<O.l (two-tailed) 

Opin = a0+a 1LnTA +a2LnSub +a3CATA +a4DE +a5RO I +a~oss+a7BJG+a80pinion_ 1 +a9FIRMFEE + e 

where: 

Opin = 1 if client receives a qualified audit report, and 0 otherwise; 
LnT A = natural log of total assets ($000); 
CAT A = ratio of current assets to total assets; 
LnSub =natural log of the number of client's subsidiaries; 
DE = ratio offi1m long-term debt to total assets; 
LOSS = 1 has a loss in past three years, and 0 otherwise; 
BIG = 1 if client is audited by Big n auditor, and 0 otherwise; 
POP IN = 1 if client receives a qualified in the last year; 
ROI = ratio of earnings before interest and tax to total assets; 
FIRMFEE =ratio of client audit fees to audit firm's total national audit plus non-audit fees; 
e = error term. 
See Craswell, Stokes and Laughton (2002) for their variable defmitions. 
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Appendix 3 Appendix for Chapter 3 

Table 3.1 IndEP Cost of Capital Regression Estimation with Industry Specialist Measures 

lndep. Var. Pred. NL NL&CL NLnotCL CLnotNL ISlO IS20 IS IS 
Sign OFFICE100FFICE2( 

Growth Coef -0.0030 -0.0035 -0.0033 -0.0033 -0.0029 -0.0031 -0.0029 -0.0030 
t (-1.28) (-1.51) (-1.42) (-1.40) (-1.27) (-1.34) (-1.27) (-1.31) 

Leverage + Coef 0.0340*** 0.0308** 0.0313*** 0.0303** 0.0340*** 0.0341 *** 0.0340*** 0.0337*** 
t (2.91) (2.52) (2.60) (2.49) (2.90) (2.91) (2.90) (2.85) 

Beta + Coef -0.0002 -0.0002 -0.0002 -0.0002 -0.0002 -0.0002 -0.0002 -0.0002 
t (-1.18) (-1.16) (-1.22) (-1.04) (-1.18) (-1.19) (-1.18) (-1.23) 

Size Coef-0.0041 ***-0.0036***-0.0041 ***-0.0040***-0.0041 ***-0.0039*** -0.0041 *** -0.0041 *** 
t (-4.26) (-3.59) ( -4.40) ( -4.28) ( -4.36) ( -4.04) ( -4.36) ( -4.56) 

NL - Coef 0.0016 
t (0.41) 

NL&CL - Coef -0.0055 
t (-1.45) 

NLnotCL - Coef 0.0097* 
t (1.76) 

CLnotNL Coef -0.0086* 
t (-1.73) 

ISlO Coef 0.0020 
t (0.51 ) 

IS20 Coef -0.0009 
t (-0.23) 

ISOFFICE10 - Coef 0.0020 
t (0.51) 

ISOFFICE20 - Coef 0.0024 
t (0.52) 

Constant +/- Coef 0.0724*** 0.0671 *** 0.0731 *** 0.0740*** 0.0728*** 0.0694*** 0.0728*** 0.0725*** 
t (4.10) (3.65) (4.15) (4.21) (4.15) (3.97) (4.15) (4.28) 

Observations 
Adj R-
squared 

1063 
0.0194 

1063 
0.0195 

1063 
0.0223 

1063 
0.0198 

1062 
0.0195 

1062 
0.0193 

1062 
0.0195 

F test 5.21*** 5.32*** 6.23*** 5.20*** 5.27*** 4.95*** 5.27*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
lndEP =industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; EP = earnings-to-price ratio; 
Growth =natural log of the fraction of firm j's current year's book value of equity and last year's book 
value of equity (Aspect item 7010); Leverage = firm j's total debt (Aspect item 6040) to total assets 
(Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to 
three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log 
of firm j 's total assets (Aspect item 5090). 
NL = 1 if firm j is audited by national leader defined as an audit firm has the largest or second largest 
market share based on audit fees in firmj's industry in the national market, and 0 otherwise; NL&CL = 1 
if firmj's auditor is both national and city leader, and 0 otherwise; NLnotCL = 1 if firmj's auditor is 
national leader but not city leader, and 0 otherwise; CLnotNL = 1 if firmj's auditor is city leader but not 
national leader, and 0 otherwise; ISlO = 1 if firmj's auditor possesses more than 10 percent of market 
share based on audit fees in firmj's industry in the national market; IS20 = 1 iffirmj's auditor possesses 
more than 20 percent of market share based on audit fees in firm j' s industry in the national market; 
ISOFFICElO = 1 iffirmj's auditor possesses more than 10 percent of market share based on audit fees 
in firmj's industry in a specific city market; ISOFFICE20 = 1 if finnj's auditor possesses more than 20 
percent of market share based on audit fees in firm j' s industry in a specific city market. 
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0.0195 
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Table 3.2 /ndEP Cost of Capital Regression Estimation with Unexpected Auditor Choice 
Measures 

lndep. Var. Pred. 
Sign 

Growth 

Leverage + 

Beta + 

Size 

UnexpBig +/-

U nexpNBig +/-

UnexpCL +/-

UnexpNCL +/-

UnexpNL +/-

U nexpNNL +/-

Constant +/-

Observations 
Adj R-squared 
F test 

Coef 
t 

Coef 
t 

Coef 
t 

Coef 
t 

Coef 
t 

Coef 
t 

Coef 
t 

Coef 
t 

Coef 
t 

Coef 
t 

Coef 
t 

Unexp 
Big 

-0.0050** 
(-2.01) 

0.0258* 
(1.81) 

-0.0002 
(-1.33) 

-0.0058*** 
(-3.10) 
-0.0337 
(-1.41) 

0.1154*** 
(2.79) 

735 
0.0333 
3.78*** 

*** p<0.01, ** p<0.05, * p<0.1 (two-tailed) 

Unexp 
NBig 

0.0031 
(0.63) 

0.0618*** 
(3.59) 

-0.0013 
( -0.50) 
-0.0026 
(-0.75) 

-0.0089 
(-0.33) 

0.0348 
(0.65) 

240 
0.0174 
2.81 ** 

Unexp Unexp Unexp Unexp 
CL NCL NL NNL 

-0.0028 -0.0048 -0.0041 * -0.0008 
(-1.01) ( -1.52) ( -1.65) ( -0.25) 
-0.0036 0.0453*** 0.0122 0.0492*** 
(-0.22) (3.11) (0.79) (3.27) 
-0.0000 -0.0006** -0.0000 -0.0005* 
( -0.0 14) (-2.00) ( -0.32) (-1.93) 
-0.0018 -0.0014 -0.0016 -0.0036* 
(-1.01) ( -0.62) ( -1.02) ( -1.94) 

0.0126 
(0.63) 

-0.0296 
( -1.08) 

0.0122 
(0.66) 

-0.0166 
( -0.82) 

0.0331 0.0307 0.0236 0.0616** 
(0.75) (0.85) (0.64) (2.11) 

358 628 454 525 
0.0125 0.0232 0.0159 0.0227 

1.68 4.53*** 1.76 4.31 *** 

lndEP =industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; EP = earnings-to-price ratio; 
Growth= natural log of the fraction of firm j's current year's book value of equity and last year's book 
value of equity (Aspect item 7010); Leverage = firm j's total debt (Aspect item 6040) to total assets 
(Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to 
three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log 
offirmj's total assets (Aspect item 5090). 
UnexpBig = the difference between the actual auditor choice (1 =Big n) and the probability of a Big n 
auditor choice estimated from the auditor choice model suggested by Godfrey and Hamilton (2005). 
UnexpNBig = the absolute value of the difference between the actual auditor choice (0 =Big n) and the 
probability of a Big n auditor choice estimated from the auditor choice model suggested by Godfrey and 
Hamilton (2005). UnexpCL = the difference between the actual auditor choice (1 = city leader) and the 
probability of a city leader choice estimated from the auditor choice model suggested by Godfrey and 
Hamilton (2005). UnexpNCL =the absolute value of the difference between the actual auditor choice (0 
= non city leader) and the probability of a city leader choice estimated from the auditor choice model 
suggested by Godfrey and Hamilton (2005). UnexpNL =the difference between the actual auditor choice 
(1 = national leader) and the probability of a national leader choice estimated from the auditor choice 
model suggested by Godfrey and Hamilton (2005). UnexpNNL = the absolute value of the difference 
between the actual auditor choice (0 =non national leader) and the probability of a national leader choice 
estimated from the auditor choice model suggested by Godfrey and Hamilton (2005). 
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Table 3.3 lndEP Cost of Capital Regression Estimation with Auditor/Partner Switch and 
Auditor/Partner Tenure Measures 

Indep. Var. Pred. ASwitch Num Ts PSwitch Num Ts ATenure# PTenure# 
Sign (MS) ASwitch# ASwitch# PSwitch# PSwitch# 

Growth - Coef -0.0032 -0.0004 -0.0005 -0.0017 -0.0005 -0.0005 -0.0002 0.0001 
t (-1.39) (-0.12) (-0.15) (-0.88) (-0.12) (-0.13) (-0.048) (0.023) 

Leverage + Coef 0.0303** 0.0400* 0.0402* 0.0321 *** 0.0393* 0.0410* 0.0580** 0.0591 ** 
t (2.49) (1.72) (1.72) (3.15) (1.68) (1.76) (2.33) (2.33) 

Beta + Coef -0.0002 -0.0004 -0.0004 -0.0002 -0.0004 -0.0004 -0.0003 -0.0003 
t (-1.10) (-1.40) (-1.46) (-0.54) (-1.45) (-1.40) (-1.29) (-1.18) 

Size - Coef-0.0040***-0.0037** -0.0038** -0.0037***-0.0037**-0.0038** -0.0047**-0.0050*** 
t ( -4.3 1) (-2. 0 8) (-2. 13) (-3. 8 2) (-2. 12) (-2. 1 9) (-2. 53) (-2. 7 4) 

ASwitch(MS) +/- Coef 0.0000 
t (0.081) 

NumAswitch +/- Coef 0.0010 
t (0.14) 

TsAswitch +/- Coef -0.0018 
t ( -0.29) 

PSwitch +/- Coef -0.0041 
t ( -0.93) 

NumPSwitch +/- Coef -0.0006 
t (-0.46) 

TsPswitch +/- Coef 0.0021 
t (0.40) 

ATenure +/- Coef 0.0011 
t (0.71) 

PTenure +/- Coef -0.0024 
t (-1.39) 

Constant +/- Coef 0.0739*** 0.0625* 0.0661 ** 0.0661 *** 0.0644** 0.0615* 0.0697** 0.0880*** 
t (4.20) (1.88) (1.98) (3.94) (2 .01) (1.84) (2.09) (2.69) 

Observations 
Adj R-
squared 

1063 
0.0181 

222 
0.0111 

222 
0.0114 

1002 
0.0169 

222 
0.0114 

222 
0.0118 

208 
0.0303 

201 
0.0367 

F test 4.88*** 1.37 

*** p<0.01 , ** p<0.05 , * p<O.l (two-tailed) 
# Tests are conducted in the year 2004. 

1.38 4.44*** 1.39 1.58 1.85* 2.88** 

IndEP = industry adjusted earnings-to-price ratio, equal to finn j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; EP = earnings-to-price ratio; 
Growth =natural log of the fraction of firm j's current year's book value of equity and last year's book 
value of equity (Aspect item 7010); Leverage = firm j's total debt (Aspect item 6040) to total assets 
(Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to 
three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log 
of firm j 's total assets (Aspect item 5090). 
ASwitch(MS) = for firms switched auditor, it is the ratio of the overall audit fee based market share of 
predecessor and successor auditor. For non switching firms, it is 1; NumAswitch =the number of times a 
firm switched its auditor within the six years of sample period; TsSwitch = 1 for a firm switched its 
auditor once in the six years, 2 if a firm switched its auditor more than once in the six years, and 0 
otherwise; Pswitch = 1 if firm} switches its partner within the same audit finn in the current year, and 0 
otherwise; N umPSwitch = the number of times a firm switched its partner within the six years of sample 
period; TsPswitch = 1 for a firm switched its partner once in the six years, 2 if a firm switched its partner 
more than once in the six years, and 0 otherwise; A Tenure = the number of years the incumbent audit 
firm has been auditing firmj's financial statement in the sample period. PTenure =the number of years 
the incumbent partner has been auditing firmj's financial statement in the sample period. 

149 



Table 3.4 IndEP Cost of Capital Regression Estimation with Audit Effort Measures 

lode~. Var. Pred. Sign 
Growth Coef 

t 
Leverage + Coef 

t 
Beta + Coef 

t 
Size Coef 

t 
Over Audit +/- Coef 

t 
lndUnexpAF +/- Coef 

t 
TsUnexpAF +/- Coef 

t 
Constant +/- Coef 

Observations 
Adj R-squared 
F test 

*** p<O.Ol, ** p<0.05, * p<O. l (two-tailed) 
# Tests are conducted in the year 2004. 

Over Audit 
-0.0033 
(-1.41) 

0.0341 *** 
(2.92) 

-0.0002 
( -1.26) 

-0.0038*** 
(-4.09) 
-0.0047 
( -1.22) 

0.07 10*** 
( 4.1 1) 

1062 
0.0208 

5.29*** 

lndUnex~AF TsUnex~AF# 
-0.0036 -0.0005 
( -1.53) ( -0.13) 

0.0292** 0.0401 * 
(2.40) (1.75) 

-0.0002 -0.0004 
(-1.19) (-1.44) 

-0.0036*** -0.0037** 
( -3.63) ( -2.12) 

-0.0028* 
( -1. 77) 

0.0000 
(0.0035) 

0.0679*** 0.0639** 
(3.63) (1.99) 

1063 222 
0.0200 0.0 109 

6.29*** 1.55 

lndEP = industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; EP = earnings-to-price ratio; 
Growth = natural log of the fraction of firm j's current year's book value of equity and last year's book 
value of equity (Aspect item 7010); Leverage = firm j's total debt (Aspect item 6040) to total assets 
(Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling retun1s, to 
three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log 
offirmj's total assets (Aspect item 5090). 
Over Audit = 1 if is over-audited (UnexpAF is above i), and 0 otherwise; IndUnexpAF =the difference 
between firmj's UnexpAF and the median UnexpAF of frrmj's industry classified by the GICS industry 
code; TsUnexpAF = 1 if a frrm is consistently over-audited or under audited in the sample period, and 0 
otherwise. 
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Table 3.5 lndEP Cost of Capital Regression Estimation with Audit Opinion Measures 

lndep. Var. 
Growth 

Leverage 

Beta 

Size 

U nexpClOpin 

Constant 

Observations 
Adj R-squared 
F test 

Pred. Sign 

+ 

+ 

+/-

+/-

*** p<O.O 1, ** p<0.05, * p<O.l (two-tailed) 

Coef 
t 

Coef 
t 

Coef 
t 

Coef 
t 

Coef 
t 

Coef 
t 

U nexpClOpin 
-0.0032 
( -1.36) 

0.0333*** 
(2.72) 

-0.0002 
( -1.15) 

-0.0045*** 
(-4.19) 
0.0332 
(0.90) 

0.0821 *** 
(3.94) 

1021 
0.0207 

5.10*** 

IndEP = industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less th~ median 
earnings-to-price ratio of its industry classified by the GICS industry code; EP = earnings-to-price ratio; 
Growth= natural log of the fraction of firm j ' s current year 's book value of equity and last year's book 
value of equity (Aspect item 7010); Leverage = firm j's total debt (Aspect item 6040) to total assets 
(Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to 
three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log 
offirmj's total assets (Aspect item 5090). 
UnexpCIOpin = the absolute variable of the difference between the actual audit opinion (i.e. , 
O=unqualified) and the probability of receiving a qualified audit opinion estimated from the audit opinion 
model of Craswell eta!. (2002). All other firms receiving qualified audit opinions are coded as 0. 
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Table 3.6 IndEP Cost of Capital Regression Estimation with Fee-Dependence Measures 

Indep. Var. Pred. NAS/AF RNAS LnNAS LnTF Unexp Unexp DUnexp DUnexp DUnexp 
Sign {NAS/TF) NAS TF RNAS NAS TF 

Growth - Coef -0.0033 -0.0033 -0.0032 -0.0033 -0.0033 -0.0035 -0.0038 -0.0034 -0.0038 
t (-1.41) ( -1.44) ( -1.39) (-1.41) (-1.40) (-1.51) (-1.59) ( -1.44) (-1.58) 

Leverage + Coef 0.0307** 0.0303** 0.0307** 0.0305** 0.0320*** 0.0370*** 0.0358*** 0.0329*** 0.0356*** 
t (2.51) (2.48) (2.50) (2.44) (2.66) (3.09) (3.04) (2.73) (3.09) 

Beta + Coef -0.0002 -0.0002 -0.0002 -0.0002 -0.0002 -0.0001 -0.0002 -0.0002 -0.0002 
t (-1.06) ( -1.08) ( -1.09) (-1.11) ( -1.06) (-0.54) (-1.10) ( -1.32) ( -1.06) 

Size - Coef -0.0042*** -0.0043*** -0.0039*** -0.0039* -0.0040*** -0.0043*** -0.0038*** -0.0038*** -0.0041 *** 
t ( -4.39) (-4.22) (-3.19) (-1.77) ( -4.34) (-4.27) ( -4.12) (-4.14) (-4.25) 

NAS/AF + Coef 0.0011 
t (0.95) 

RNAS(NAS/TF) + Coef 0.0070 
t (0.76) 

LnNAS + Coef -0.0001 
t ( -0.18) 

LnTF + Coef -0.0001 
t (-0.051) 

UnexpNAS + Coef 0.0000 
t (0.43) 

UnexpTF + Coef 0.0033 
t ( 1.19) 

DUnexpRNAS + Coef 0.0126* 
t (1.78) 

DUnexpNAS + Coef -0.0090** 
t ( -2.50) 

DUnexpTF + Coef -0.0010 
t ( -0.14) 

Constant +/- Coef 0.0603*** 0.0768*** 0.0726*** 0.0740*** 0.0720*** 0.0713*** 0.0639*** 0.0692*** 0.0709*** 
(3.38) (4.23) (3 .70) (4.18) (4.12) (4.06) (3.73) (3.99) (3.91) 

Observations 1063 1063 1063 i063 1053 976 977 1053 975 
Adj R-squared 0.0188 0.0187 0.0181 0.0181 0.0198 0.0301 0.0302 0.0225 0.0282 
F test 5.02*** 4.93*** 4.93*** 4.92*** 5.18*** 5.33*** 5.50*** 6.22*** 5.89*** 

*** p<0.01, ** p<0.05, * p<O.l 
IndEP =industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median earnings-to-price ratio of its industry classified by the 
GICS industry code; EP = earnings-to-price ratio; Growth =natural log of the fraction of firm j 's current year's book value of equity and last year's book value 
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of equity (Aspect item 7010); Leverage= firm j's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the firm-specific 
CAPM using 36-month rolling returns, to three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log of firm j 's total 
assets (Aspect item 5090). 
NAS/AF = NAS fees divided by audit fees; RNAS = ratio ofNAS fees and total fees; LnNAS =the natural log ofNAS fees; LnTF =the natural log of total fees; 
UnexpNAS =unexpected NAS fees denoted as actual NAS fees divided by expected NAS fees, where the expected NAS fees is the fitted value of the NAS fees 
model adopted from Larckard and Richardson (2004); UnexpTF = unexpected total fees denoted as actual total fees divided by expected total fees, where the 
expected total fees is the fitted value of the total fees model adopted from Ruddock, Taylor and Taylor (2006); DUnexpRNAS = 1 if UnexpRNAS is above 1, and 
0 otherwise; DUnexpNAS = 1 if UnexpNAS is above 1, and 0 otherwise; DUnexpTF = 1 if UnexpTF is above 1, and 0 otherwise. 
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Table 3.7 IndEP Cost of Capital Regression Estimation with Extreme :Fee-Dependence (Top Decile) Measures 
lndep. Var. Pred. Lrg Lrg LrgNAS/ LrgTF/ LrgUnexp Lrg Lrg LrgNAS LrgTF Lrg Lrg 

Sign NAS/REV TF/REV OFFICEREVOFFICEREV Ri~AS NAS/AF RNAS UnexpNAS UnexpTF 
Growth Coef -0.0030 -0.0032 -0.0026 -0.0028 -0.0038 -0.0033 -0.0033 -0.0032 -0.0033 -0.0034 -0.0038 

t (-1.31) (-1.37) (-1.13) (-1.20) (-1.59) (-1.44) (-1.44) (-1.38) (-1.42) (-1.44) (-1.58) 
Leverage + Coef 0.0304** 0.0308** 0.0376*** 0.0382*** 0.0358*** 0.0320*** 0.0320*** 0.0305** 0.0303** 0.0329*** 0.0356*** 

t (2.48) (2.52) (3.20) (3.26) (3.04) (2.62) (2.62) (2.51) (2.50) (2. 73) (3.09) 
Beta + Coef -0.0003* -0.0002 -0.0003 -0.0002 -0.0002 -0.0002 -0.0002 -0.0002 -0.0002 -0.0002 -0.0002 

t (-1.68) (-1.18) (-1.60) (-1.21) (-1.10) (-0.71) (-0.71) (-1.06) (-1.11) (-1.32) (-1.06) 
Size Coef -0.0040*** -0.0042*** -0.0038*** -0.0040*** -0.0038*** -0.0043*** -0.0043*** -0.0043*** -0.0039*** -0.0038*** -0.0041 *** 

t (-4.31) (-4.49) (-4.01) (-4.30) (-4.12) (-4.60) (-4.60) (-3.41) (-2.74) (-4.14) (-4.25) 
LrgNAS/REV + Coef -0.0104* 

t (-1.65) 
LrgTF/REV + Coef -0.0084 

t (-1.20) 
LrgNAS/OFFICEREV + Coef -0.0087* 

t 
LrgTF/OFFICEREV + Coef 

t 
LrgUnexpRNAS + Coef 

t 
LrgNAS/AF + Coef 

t 
LrgRNAS + Coef 

t 
LrgNAS + Coef 

t 
LrgTF + Coef 

t 
LrgUnexpNAS + Coef 

t 
LrgUnexpTF + Coef 

t 
Constant +/- Coef 0.0747*** 

Observations 
Adj R-squared 
F test 

t (4.26) 

1063 
0.0206 
5.98*** 

0.0774*** 
(4.37) 

1063 
0.0196 
5.54*** 

(-1.72) 
-0.0091 * 
(-1.75) 

0.0654*** 0.0702*** 
(3.76) (4.02) 

1038 1038 
0.0210 0.0211 
5.56*** 5.53*** 

0.0126* 
( 1. 78) 

0.0123* 
(1.68) 

0.0123* 
(1.68) 

0.0024 
(0.40) 

-0.0010 
(-0.16) 

-0.0090** 
( -2.50) 

-0.0010 
(-0.14) 

0.0639*** 0.0782*** 0.0782*** 0.0793*** 0.0714*** 0.0692*** 0.0709*** 
(3.73) (4.42) (4.42) (3.35) (2.74) (3.99) (3.91) 

977 1063 1063 1063 1063 1053 975 
0.0302 0.0212 0.0212 0.0183 0.0181 0.0225 0.0282 
5.50*** 5.58*** 5.58*** 4.89*** 4.88*** 6.22*** 5.89*** 
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*** p<O.Ol, ** p<0.05, * p<O. l 
IndEP =industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median earnings-to-price ratio of its industry classified by the GICS industry code; 
EP =earnings-to-price ratio; Growth= natural log of the fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 70 10); Leverage = 
firm j's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of 7 months of monthly returns; Size = natural log of firm j 's total assets (Aspect item 5090). 
LrgNAS/REV =1 iffirmj is in the top decile ofNAS/REV where NAS/REV is the ratio ofNAS fees to audit firm ' s total revenue; LrgTF/REV =1 iffmnj is in the top decile of 
TF/REV, where TF/REV is the ratio of total fees to audit firm's total revenue; LrgNAS/OFFICEREV = 1 if firm j is in the top decile of NAS/OFFICEREV, where 
NAS/OFFICEREV is the ratio of NAS fees to the revenues of the practice office through which the audit was conducted; LrgTF/OFFICEREV = 1 if firm j is in the top decile of 
TF/OFFICEREV, where TF/OFFICEREV is the ratio of total fees to the revenues of the practice office through which the audit was conducted. LrgUnexpRNAS = 1 if firm j is in 
the top decile of UnexpRNAS, where UnexpRNAS is unexpected NAS ratio denoted as actual NAS ratio divided by expected NAS ratio, where the expected NAS ratio is the fitted 
value of the NAS ratio model adopted from Ruddock, Taylor, and Taylor (2006). LrgNAS/AF =1 iffnmj is in the top decile ofNAS/AF, where NAS/AF is NAS fees divided by 
audit fees; LrgRNAS =1 iffirmj is in the top decile ofRNAS, where RNAS is the ratio ofNAS fees and total fees ; LrgNAS =1 iffirmj is in the top decile ofNAS fees ; LrgTF =1 
iffirmj is in the top decile of audit and non-audit service fees; LrgUnexpNAS =1 if firm j is in the top decile of UnexpNAS, where UnexpNAS is the unexpected NAS fees denoted 
as actual NAS fees divided by expected NAS fees, where the expected NAS fees is the fitted value of the NAS fees model adopted from Larckard and Richardson (2004); 
LrgUnexpTF =1 iffirn1j is in the top decile ofUnexpTF, where UnexpTF is the unexpected total fees denoted as actual total fees divided by expected total fees, where the expected 
total fees is the fitted value of the total fees model adopted from Ruddock, Taylor and Taylor (2006). 
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Table 3.8 Number of Observations for Alternative Cost of Capital in Each Year 

Model 1999 2000 2001 2002 2003 2004 Total 
l ndEP 334 372 350 325 359 438 2178 
PEG 218 273 281 244 245 294 1555 
OJ 166 176 214 207 177 180 1120 

CAPM 199 197 226 230 238 237 1327 
Gordon 164 180 232 228 176 186 1166 
DDM2 167 190 229 210 168 194 1158 
DDM3 165 175 193 159 153 169 1014 
RIM 175 193 228 215 166 188 1165 

Over-lapping 59 60 66 63 70 71 389 

lndEP = industry adjusted earnings-to-price ratio, equal to firm j' s earnings-to-price ratio less 
the median earnings-to-price ratio of its industry classified by the GICS industry code; 
PEG= price-earnings growth model, eps, -eps1 , where eps2 is two-year ahead mean analysts' 

r = -
p 

earnings forecast per share, eps1 is one-year ahead mean analysts' earnings forecast per share, p 
is fiscal year-end price per share; 

A A 2 eps 1 eps1 ( 
1
. - 2 (r ) 

OJ = Ohlson-Juettner model, . [ eps2 - epsl + g ] where A-_!_( - I + dpsl J. dps 1 is one-
r = + +- Y - ) , Po 

Po 2 

year ahead mean analysts' dividend forecast per share, eps2 is two-year ahead mean analysts' 
earnings forecast per share, eps 1 is one-year ahead mean analysts' earnings forecast per share, g 
is the average of two year and five year growth rate, y is the risk free rate equals 10-year 
government bond yield; 
CAPM = capital assets pricing model; 
Gordon = infinite Gordon model, P o = _5_, where d1 is one-year ahead forecast of dividend 

r - g 
payment, g is IBES long term growth rate, p is share price; 
DDM2 = finite Gordon model, Po= f[ E0 [d 1 ]] +[E 0 (FEPSr)]' where Eo[dJ] is one-year ahead 

; " 1 (l + r) r r(J + rf 

forecast of dividend payment, T =4, E 0[FEPST] is four-year ahead mean analysts' earnings 
forecast per share. 
DDM3 =a variation of DDM2, Po= f[ E0 [d1] J + [E0 (FDPS r)CI +g)], where Eo[dd is one-year ahead 

;~1 (l+r)r (r - g)(l+r)r 

forecast of dividend payment, T =4, E0[FDPSr] is four-year ahead forecast dividend payment 
per share, g is the IBES forecast growth rate. 
RIM = residual income model, _ B .f E0 [EPS;- rBi-1] Eo [(ROEr- r )Br_, KI +g), where Bi is book 

Po -- o + ~ r + r 
i=J (l+r) (r-g)(l+r) 

value per share, EPSi is forecast earnings per share, ROE is return on equity, g is IBES long-
term growth. 
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Table 3.9 Descriptive Statistics for the Overlapping Sample, 1999- 2004 

Panel A Descriptive Statistics for Cost of Capital Measures 

Variable N Mean 
lndEP 282 -0.001 
PEG 282 0.101 
OJ 282 0.123 
CAPM 282 0.110 
Gordon 282 0.164 
DDM2 282 0.090 
DDM3 282 0.091 
RIM 282 0.167 

See Appendix 3 Table 3.8 for the defmition of cost of capital variables. 

Panel B Descriptive Statistics for Control Variables 

Variable 
Growth 
Leverage 
Beta 
Size 

N 
282 
282 
282 
282 

Mean 
0.786 
0.503 
0.847 

20.197 

Median 
-0.006 
0.087 
0.116 
0.106 
0.146 
0.083 
0.089 
0.148 

Median 
0.622 
0.515 
0.785 

20.342 

Std. Dev. 
0.042 
0.107 
0.043 
0.032 
0.080 
0.045 
0.032 
0.082 

Std. Dev 
0.745 
0.129 
0.517 
1.608 

Growth = natural log of the fraction of firmj's current year's book value of equity and last year's book 
value of equity (Aspect item 7010); Leverage = firm j's total debt (Aspect item 6040) to total assets 
(Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to 
three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log 
offirmj's total assets (Aspect item 5090). 

Panel C Descriptive Statistics for the (Major) Measures of Audit Quality 

Variable 
Big 
CL 

Aswitch 
Aswitch - BtoB 

Aswitch - BtoNB 
Aswitch - NBtoB 

Aswitch - NBtoNB 
UexpAF 

NASIREV 
TF/REV 

NAS/OFFICEREV 
TF/OFFICEREV 

UexpRNAS 
Opin 

N 
282 
282 
282 
282 
282 
282 
282 
282 
282 
282 
277 
277 
277 
282 

Mean 
93.6% 
54.3o/o 
6.4% 
5.0% 
0.4% 
1.1% 

0 
1.380 
0.017 
0.039 
0.047 
0.103 
0.988 
0% 

Median 

1.218 
0.003 
0.007 
0.011 
0.029 
0.991 

Std. Dev. 

0.765 
0.068 
0.142 
0.103 
0.190 
0.516 

Big = 1 if firm j is audited by Big n auditor, and 0 otherwise; CL = 1 if firm j is audited by city leader 
defined as an audit firm has the largest market share based on audit fees in firmj's industry in a specific 
city market, and 0 otherwise; A switch= 1 if firm) switches its incumbent auditor in the current year, and 
0 otherwise; Aswitch - BtoB = 1 if firm j switches its incumbent auditor and the preceding and 
succeeding auditors are both Big n auditors, and 0 otherwise. Aswitch- BtoNB = 1 if firm) switches it 
incumbent auditor, and the preceding auditor is Big n auditor and the succeeding auditor is non Big n 
auditor, and 0 otherwise; Aswitch- NBtoB = 1 if firm) switches its incumbent auditor, and the preceding 
auditor is non-Big n auditor and the succeeding auditors is Big n auditor, and 0 otherwise; Aswitch -
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NBtoNB = 1 if firm} switches its incumbent auditor and the preceding and succeeding auditors are both 
non-Big n auditors, and 0 otherwise; UnexpAF = unexpected audit fee denoted as actual audit fees 
divided by expected audit fees , where the expected audit fees is the anti-log of the fitted value of the audit 
fee model adopted from Ferguson, Francis and stokes (2006); Opin = 1 if firm} receive a qualified audit 
opinion, and 0 otherwise. UnexpQalOpin =unexpected qualified audit opinion denoted as the difference 
between the actual audit opinion (= 1) and the probability of a qualified audit opinion estimated from the 
audit opinion model adopted from Craswell et al. (2002) for those that have qualified audit reports, 0 
otherwise; NAS/REV = ratio of NAS fees to audit firm's total revenue; TF/REV = ratio of total fees to 
audit firm's total revenue; NAS/OFFICEREV =ratio of NAS fees to the revenues of the practice office 
through which the audit was conducted; TF/OFFICEREV = ratio of total fees to the revenues of the 
practice office through which the audit was conducted. UnexpRNAS =unexpected NAS ratio denoted as 
actual NAS ratio divided by expected NAS ratio, where the expected NAS ratio is the fitted value of the 
NAS ratio model adopted from Ruddock, Taylor, and Taylor (2006). 
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Table 3.10 Correlation Matrix of Alternative Cost of Capital Measures 

lndEP PEG OJ CAPM Gordon DDM2 DDM3 RIM 
lndEP 1 0.0076 0.0741 -0.1291 * -0.1215* 0.3102* 0.1905* 0.0838 
PEG -0.0535 1 0.5853* 0.2970* 0.2394* 0.4300* 0.1619* 0.2325* 
OJ 0.0441 0.3575* 1 0.1934* 0.4727* 0.7207* 0.5635* 0.4493* 
CAPM -0.0194 0.2284* 0.2901 * 1 0.2284* 0.1245* -0.0589 -0.0344 
Gordon 0.0232 0.2037* 0.4079* 0.1895* 1 0.1351* 0.0682 0.1415* 
DDM2 0.1781* 0.3862* 0.7977* 0.2168* 0.1514* 1 0.6894* 0.6094* 
DDM3 0.0786 0.1958* 0.6553* 0.0166 0.065 0.7626* 1 0.4725* 
RIM 0.0451 0.1752* 0.4894* 0.0233 0.089 0.6136* 0.5374* 1 

* Significant at 5 percent level 
Pearson and Spearman correlations are reported below and above and diagonal. 
See Appendix 3 Table 3.8 for the defmition of cost of capital variables. 
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Table 3.11lndEP Cost of Ca~ital Regression Estimation with Auditor Quali!! Risk Measures (in reduced sam~le} 
lndep. Var. Pred. Sign Big CL Aswitch Auditor Switch UnexpAF NAS/REV TF/REV NASI TF/ UnexpRNAS 

Dumm~ OFFICEREV OFFICEREV 
Growth - Coef -0.0005 -0.0002 -0.0005 -0.0005 -0.0003 -0.0004 -0.0004 -0.0009 -0.0010 -0.0010 

t (-0.20) (-0.098) (-0.19) (-0.20) (-0.14) (-0.17) (-0.17) ( -0.37) (-0.39) ( -0.48) 
Leverage + Coef 0.0064 0.0084 0.0065 0.0112 0.0025 0.0067 0.0069 0.0031 0.0036 0.0151 

t (0.36) (0.51) (0.37) (0.61) (0.15) (0.39) (0.39) (0.17) (0.20) (0.95) 
Beta + Coef -0.000 1 -0.0001 -0.0001 -0.0001 -0.0001 -0.0001 -0.0001 -0.0000 -0.0001 0.0000 

t (-0.65) (-0.78) ( -0.62) ( -0.78) (-0.70) ( -0.61) (-0.63) (-0.42) ( -0.58) (0.14) 
Size - Coef -0.0029** -0.0019 -0.0028** -0.0034*** -0.0023* -0.0029** -0.0029** -0.0030** -0.0029** -0.0025** 

t (-2.18) ( -1.62) (-2.24) (-2.71) (-1.82) ( -2.28) (-2.29) (-2.32) (-2.27) (-2.12) 
Big - Coef 0.0006 

t (0.093) 
CL - Coef -0.0090** 

t (-2.47) 
A switch - Coef -0.0012 

t (-0.18) 
Aswitch - BtoB +/- Coef -0.0027 

t ( -0.39) 
Aswitch- BtoNB + Coef 0.0456*** 

t (8.12) 
Aswitch - NBtoB - Coef -0.0113 

t ( -0.62) 
UnexpAF - Coef -0.0021 

t (-0.65) 
NAS/REV + Coe.f 0.0090 

t (0.30) 
TF/REV + Coef 0.0036 

t (0.26) 
NAS/OFFICEREV + Coef 0.0125 

t (0.69) 
TF/OFFICEREV + Coef 0.0031 

t (0.31) 
UnexpRNAS + Coef 0.0078** 

t (2.33) 
Constant +I- Coef 0.0497** 0.0348 0.0498** 0.0603** 0.0430* 0.0502** 0.0500** 0.0542** 0.0521 ** 0.0310 

(2.06) (1.55) (2.04) (2.47) (1.82) (2.06) (2.06) (2.15) (2.11) ( 1.39) 
Observations 276 275 276 277 275 276 276 272 272 269 
Adj R-squared 0.0040 0.0227 0.0041 0.0113 0.0032 0.0044 0.0043 0.0060 0.0046 0.0207 
F test 1.37 2.35** 1.34 62.58*** 1.21 1.36 1.39 1.40 1.37 2.44** 
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*** p<O.Ol, ** p<0.05, * p<O.l 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median earnings-to-price ratio of its industry classified by the GICS 
industry code; EP = earnings-to-price ratio; Growth =natural log of the fraction of finn j's current year's book value of equity and last year's book value of equity 
(Aspect item 7010); Leverage= firn1 j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-
month rolling returns, to three months after financial year end, with minimum of 7 months of monthly returns; Size = natural log of firm j's total assets (Aspect item 
5090). 
Big = 1 if firm j is audited by Big n auditor, and 0 otherwise; CL = 1 if firm j is audited by city leader defined as an audit firm has the largest market share based on 
audit fees in fmn j's industry in a specific city market, and 0 otherwise; Aswitch = 1 if firm j switches its incumbent auditor in the current year, and 0 otherwise; 
Aswitch - BtoB = 1 if firm} switches its incumbent auditor and the preceding and succeeding auditors are both Big n auditors, and 0 otherwise. Aswitch- BtoNB = 1 if 
firm} switches it incumbent auditor, and the preceding auditor is Big n auditor and the succeeding auditor is non Big n auditor, and 0 otherwise; Aswitch- NBtoB = 1 if 
firm j switches its incumbent auditor, and the preceding auditor is non-Big n auditor and the succeeding auditors is Big n auditor, and 0 otherwise; UnexpAF = 
unexpected audit fee denoted as actual audit fees divided by expected audit fees, where the expected audit fees is the anti-log of the fitted value of the audit fee model 
adopted from Ferguson, Francis and stokes (2006); NAS/REV = ratio of NAS fees to audit firm's total revenue; TF/REV = ratio of total fees to audit firm's total 
revenue; NAS/OFFICEREV =ratio ofNAS fees to the revenues ofthe practice office through which the audit was conducted; TF/OFFICEREV = ratio of total fees to 
the revenues of the practice office through which the audit was conducted; UnexpRNAS =unexpected NAS ratio denoted as actual NAS ratio divided by expected NAS 
ratio, where the expected NAS ratio is the fitted value of the NAS ratio model adopted from Ruddock, Taylor, and Taylor (2006). 
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Table 3.12 Alternative Cost of Capital Regression Estimation with Big n Dummy 

Inde~. Var. Pred. Sign IndEP PEG OJ Gordon DDM2 DDM3 RIM CAPM 
Growth - Coef -0.0005 -0.0035 -0.0110*** 0.0104* -0.0120*** -0.0060** -0.0104** 0.0070*** 

t (-0.20) ( -0. 76) (-3 .68) (1.85) (-4.00) ( -2.28) ( -2.02) (2.80) 
Leverage + Coef 0.0064 0.0047 0.0042 -0.0206 0.0124 0.0132 0.1311*** 0.0026 

t (0.36) (0.23) (0.20) (-0.62) (0.63) (0.89) (4.29) (0.18) 
Beta + Coef -0.0001 0.0006** 0.0001 0.0004* 0.0000 -0.0001 -0.0003* 

t ( -0.65) (2. 16) (1.11) (1.94) (0.17) ( -0.56) ( -1.84) 
Size - Coef -0.0029** -0.0029 -0.0050*** -0.0052* -0.0075*** -0.0043*** -0.0242*** 0.0038*** 

t (-2.1 8) (-1.64) ( -3 .64) (-1.87) (-5.47) (-3.65) (-8.73) (3.28) 
Big +/- Coef 0.0006 0.01 06 0.0213* 0.0015 0.0101 0.0183** 0.0101 0.0224*** 

t (0.093) (0.98) (1.71) (0.091) (0.80) (2.51) (0.80) (4.03) 
Constant +/- Coef 0.0497** 0.1413*** 0.2051 *** 0.2643*** 0.2301 *** 0.1579*** 0.5835*** 0.0025 

(2.06) (4.04) (6.92) (4.78) (7.44) (6.43) (11.1) (0.12) 

Observations 276 278 273 272 273 279 265 270 
Adj R-squared 0.0040 0.0067 0.1056 0.0151 0.1656 0.0990 0.3079 0.1607 
F test 1.37 1.68 6.20*** 4.89*** 11.40*** 4.90*** 21.32*** 13.19*** 

*** p<O.Ol , ** p<0.05, * p<O.l 
See Appendix 3 Table 3.8 for the defmitions of the alternative cost of capital measures. 
Growth = natural log of the fraction of firm j ' s current year's book value of equity and last year's book value of equity (Aspect item 70 10); Leverage = firm j 's total 
debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = caJculated from the firm-spec ific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of 7 months of monthly returns; Size = natural log of firm j ' s total assets (Aspect item 5090). 
Big = 1 if firm j is audited by Big n auditor, and 0 otherwise. 
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Table 3.13 Alternative Cost of Capital Regression Estimation with City Leader Dummy 

IndeQ. Var. Pred. Sign IndEP PEG OJ Gordon DDM2 DDM3 RIM CAPM 
Growth - Coef -0.0002 -0.0034 -0.0102*** 0.0080 -0.0118*** -0.0049* -0.0107** 0.0077*** 

t (-0.098) (-0.75) (-3.43) (1.45) (-3.99) ( -1.90) (-2.20) (3.04) 
Leverage + Coef 0.0084 0.0125 -0.0011 -0.0248 0.0156 0.0155 0.1231 *** 0.0086 

t (0.51) (0.57) ( -0.051) (-0.74) (0.75) (1.00) ( 4.18) (0.61) 
Beta + Coef -0.0001 0.0005** 0.0001 0.0003 0.0000 -0.0001 -0.0003** 

t (-0.78) (1.98) (1.12) (1.55) (0.27) ( -0.62) (-2.00) 
Size - Coef -0 .0019 -0.0020 -0.0043*** -0.0042 -0.0072*** -0.0041 *** -0.0245*** 0.0045*** 

t (-1.62) ( -1.22) (-3.19) ( -1.59) (-5.01) (-3.42) (-8.95) (3.62) 
CL +/- Coef -0.0090** -0.0086* -0.0018 -0.0154* 0.0003 0.0013 0.0130* 0.0059* 

t ( -2.47) ( -1.69) (-0.41) (-1.81) (0.071) (0.34) (1.68) (1.76) 
Constant +I- Coef 0.0348 0.1344*** 0.2161 *** 0.2562*** 0.2323*** 0.1683*** 0.5938*** 0.0010 

(1 .55) (3.97) (7.60) (4.64) (7.63) (6.37) (11.1) (0.040) 

Observations 275 278 273 271 273 279 263 272 
Adj R-squared 0.0227 0.0129 0.0836 0.0291 0.1606 0.0709 0.3323 0.1443 
F test 2.35** 1.97* 5.71 *** 4.89*** 10.20*** 3.74*** 21.14*** 8.94*** 

*** p<O.O 1, ** p<0.05, * p<O.l 
See Appendix 3 Table 3.8 for the defmitions of the alternative cost of capital measures. 
Growth = natural log ofthe fraction offirmj's current year' s book value of equity and last year's book value of equity (Aspect item 7010); Leverage= firmj's total 
debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
CL = 1 if firm} is audited by city leader defined as an audit firm has the largest market share based on audit fees in firmj's industry in a specific city market, and 0 
otherwise. 
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Table 3.14 Alternative Cost of Capital Regression Estimation with Auditor Switch 

lode~. Var. Pred. Sign IndEP PEG OJ Gordon DDM2 DDM3 RIM CAPM 
Growth - Coef -0.0005 -0.0031 -0.0104*** 0.0094* -0.0116*** -0.0051 ** -0.0098* 0.0076*** 

t ( -0.19) ( -0.69) (-3.67) (1.65) (-4.03) ( -1.97) (-1.93) (2.98) 
Leverage + Coef 0.0065 0.0088 -0.0062 -0.0276 0.0173 0.0190 0.1331 *** 0.0116 

t (0.37) (0.42) ( -0.30) ( -0.81) (0.87) (1.25) (4.33) (0.80) 
Beta + Coef -0.0001 0.0005** 0.0001 0.0004* 0.0000 -0.0000 -0.0003* 

t (-0.62) (2.06) (0. 79) (1.92) (0.12) ( -0.44) (-1.73) 
Size - Coef -0.0028** -0.0027 -0.0050*** -0.0053** -0.0071 *** -0.0040*** -0.0221 *** 0.0049*** 

t (-2.24) (- 1.53) (-3.50) ( -1.97) ( -5.07) (-3.35) (-7.75) (3.87) 
A switch +/- Coef -0.0012 0.0114 0.0170** 0.0014 0.0119* -0.0009 0.0151 0.0007 

t (-0.18) (0.84) (2.06) (0.18) (1.71) (-0.16) (1.05) (0.14) 
Constant +/- Coef 0.0498** 0.1441 *** 0.2307*** 0.2717*** 0.2291 *** 0.1638*** 0.5476*** -0.0048 

(2.04) (4.08) (7.66) (4.84) (7.73) (6.31) (9.32) ( -0.20) 

Observations 276 278 274 273 272 279 266 272 
Adj R-squared 0.0041 0.0076 0.1110 0.0146 0.1689 0.0696 0.2789 0.1324 
F test 1.34 1.62 6.39*** 5.03*** 10.56*** 3.91 *** 19.68*** 7.16*** 

*** p<0.01 , ** p<0.05, * p<O.l 
See Appendix 3 Table 3.8 for the defmitions of the alternative cost of capital measures. 
Growth= natural log ofthe fraction offirmj's current year's book value of equity and last year's book value of equity (Aspect item 7010); Leverage= firmj's total 
debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of7 months of monthly returns; Size = natural log offirmj's total assets (Aspect item 5090). 
Aswitch = 1 if firm) switches its incumbent auditor in the current year, and 0 otherwise. 
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Table 3.15 Alternative Cost of Capital Regression Estimation with Auditor Switch Dummies 

lode~. Var. Pred. Sign IndEP PEG OJ Gordon DDM2 DDM3 RIM CAPM 
Growth - Coef -0.0005 -0.0049 -0.0110*** 0.0095* -0.0110*** -0.0051 ** -0.0126** 0.0067** 

t (-0.20) ( -1.05) (-3.84) (1.65) ( -3.47) ( -1.97) (-2.31) (2.54) 
Leverage + Coef 0.0112 0.0135 -0.0000 -0.0260 0.0269 0.0181 0.1289*** 0.0125 

t (0.61) (0.59) (-0.0019) (-0.75) (1.23) (1.17) (3.58) (0.83) 
Beta + Coef -0.0001 0.0007** 0.0001 0.0004** 0.0000 -0.0001 -0.0003 

t ( -0.78) (2.11) (0.90) (2.00) (0.0061) (-0.48) ( -1.28) 
Size - Coef -0.0034*** -0.0023 -0.0051 *** -0.0050* -0.0077*** -0.0040*** -0.0223*** 0.0050*** 

t (-2.71) ( -1.32) ( -3.43) ( -1.84) ( -4.82) (-3.41) (-7.47) (3.91) 
Aswitch-BtoB +/- Coef -0.0027 0.0205 0.0240** 0.0013 0.0146* -0.0000 0.0130 0.0048 

t ( -0.39) (1.26) (2.54) (0.14) (1.71) (-0.0021) (0.88) (0.90) 
A switch-BtoNB + Coef 0.0456*** -0.0472*** -0.0 166*** -0.0499*** 0.0167*** 0.0 164*** 0.1527*** -0.0500*** 

t (8 .12) (-6.71) (-3.01) ( -4.50) (2.94) (3.45) (14.4) (-9.02) 
Aswitch-NBtoB - Coef -0.0113 -0.0213** -0.0108 0.0183 -0.0056 -0.0104 -0.0217** -0.0052 

t ( -0.62) ( -2.48) (-1.54) (1.56) ( -0.85) (-1.22) (-2.04) ( -0.48) 
Constant +/- Coef 0.0603** 0.1367*** 0.2313*** 0.2649*** 0.2355*** 0.1661 *** 0.5549*** -0.0046 

t (2.47) (3.86) (7 .50) (4.66) (7.26) (6.35) (9.02) ( -0.19) 

Observations 277 279 276 273 276 279 271 274 
Adj R-squared 0.0113 0.0117 0.1057 0.0099 0.1527 0.0661 0.2497 0.1206 
F test 62.58*** 63 .14*** 38.55*** 62.39*** 7.71*** 4.50*** 143.31 *** 56.83*** 

*** p<0.01, ** p<0.05, * p<O.l 
See Appendix 3 Table 3.8 for the defmitions of the alternative cost of capital measures. 
Growth = natural log ofthe fraction offirmj's current year's book value of equity and last year's book value of equity (Aspect item 7010); Leverage= firmj's total 
debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the finn-specific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
Aswitch- BtoB = 1 iffirmj switches its incumbent auditor and the preceding and succeeding auditors are both Big n auditors, and 0 otherwise. Aswitch- BtoNB = 1 if 
firm} switches it incumbent auditor, and the preceding auditor is Big n auditor and the succeeding auditor is non Big n auditor, and 0 otherwise; Aswitch- NBtoB = 1 if 
firm} switches its incumbent auditor, and the preceding auditor is non-Big n auditor and the succeeding auditors is Big n auditor, and 0 otherwise. 
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Table 3.16 Alternative Cost of Capital Regression Estimation with Unexpected Audit Fee Measure 

Inde~. Var. Pred. Sign IndEP PEG OJ Gordon DDM2 DDM3 RIM CAPM 
Growth - Coef -0.0003 -0.0030 -0.0110*** 0.0105* -0.0118*** -0.0053** -0.0108** 0.0071 *** 

t ( -0.14) ( -0.65) (-3.67) (1.84) (-3.98) (-2.07) (-2.11) (2.65) 
Leverage + Coef 0.0025 0.0101 -0.0099 -0.0204 0.0154 0.0169 0.1437*** 0.0108 

t (0.15) (0.48) ( -0.47) ( -0.61) (0.76) (1.12) (4.49) (0.74) 
Beta + Coef -0.0001 0.0006** 0.0000 0.0004* 0.0000 -0.0001 -0.0001 

t (-0. 70) (2.30) (0.38) (1.80) (0.20) ( -0.67) ( -0.28) 
Size - Coef -0.0023* -0.0029 -0.0044*** -0.0052* -0.0071 *** -0.0039*** -0.0229*** 0.0049*** 

t (-1.82) (-1.56) (-3.01) (-1.83) (-4.70) (-3.23) (-8.61) (4.03) 
UnexpAF - Coef -0.0021 0.0026 -0.0042* -0.0001 -0.0004 -0.0017 0.0100** -0.0024 

t (-0.65) (0.84) ( -1.77) (-0.020) (-0.16) (-0.82) (2.09) (-1.14) 
Constant +/- Coef 0.0430* 0.1448*** 0.2280*** 0.2647*** 0.2317*** 0.1658*** 0.5450*** -0.0015 

(1.82) (4.06) (7.54) (4.71) (7.56) (6.4 7) (9.94) (-0.062) 

Observations 275 278 274 272 273 280 266 272 
Adj R-squared 0.0032 0.0051 0.1041 0.0151 0.1606 0.0726 0.2914 0.1285 
F test 1.21 1.60 6.21 *** 4.90*** 10.30*** 4.12*** 20.68*** 7.74*** 

*** p<O.Ol , ** p<0.05, * p<O.l 
See Appendix 3 Table 3.8 for the defmitions of the alternative cost of capital measures. 
Growth = natural log of the fraction offirmj's current year's book value of equity and last year's book value of equity (Aspect item 7010); Leverage= firmj's total 
debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of7 months of monthly returns; Size = natural log oftirmj's total assets (Aspect item 5090). 
UnexpAF = unexpected audit fee denoted as actual audit fees divided by expected audit fees, where the expected audit fees is the anti-log of the fitted value of the audit 
fee model adopted from Ferguson, Francis and stokes (2006). 

166 



Table 3.17 Alternative Cost of Capital Regression Estimation with NAS/REV 

Inde~. Var. Pred. Sign IndEP PEG OJ Gordon DDM2 DDM3 RIM CAPM 
Growth - Coef -0.0004 -0.0028 -0.0098*** 0.0100* -0.0116*** -0.0049* -0.0099* 0.0074*** 

t ( -0.17) ( -0.61) (-3.26) (1.75) ( -3.94) (-1.91) ( -1.92) (2.90) 
Leverage + Coef 0.0067 0.0097 -0.0027 -0.0282 0.0072 0.0189 0.1356*** 0.0109 

t (0.39) (0.44) ( -0.13) (-0.84) (0.37) (1.23) (4.27) (0.75) 
Beta + Coef -0.0001 0.0006** 0.0002 0.0004** 0.0001 -0.0000 -0.0002 

t ( -0.61) (2.21) (1.53) (2.13) (0.60) (-0.29) (-1.10) 
Size - Coef -0.0029** -0.0029 -0.0047*** -0.0056** -0.0077*** -0.0042*** -0.0226*** 0.0050*** 

t ( -2.28) (-1.60) ( -3.35) ( -2.05) (-5.78) ( -3.55) ( -8.32) (4.04) 
NAS/REV + Coef 0.0090 0.0772 0.0859*** 0.1061 * 0.1161*** 0.0454* 0.0963** -0.0270* 

t (0.30) (1.12) (2.98) (1.91) (6.04) (1.78) (2.11) (-1.72) 
Constant +/- Coef 0.0502** 0.1464*** 0.2219*** 0.2756*** 0.2465*** 0.1682*** 0.5562*** -0.0060 

t (2.06) (4.09) (7.58) (4.86) (8.70) (6.48) (1 0.1) ( -0.25) 

Observations 276 278 273 273 271 280 267 272 
Adj R-squared 0.0044 0.0191 0.1131 0.0258 0.2319 0.0850 0.2838 0.1374 
F test 1.36 1.69 7.68*** 5.63*** 18.76*** 4.64*** 21.73*** 8.79*** 

*** p<O.Ol , ** p<0.05, * p<O.l 
See Appendix 3 Table 3.8 for the defmitions of the alternative cost of capital measures. 
Growth =natural log of the fraction of firm j 's current year' s book value of equity and last year's book value of equity (Aspect item 70 10); Leverage = firm j 's total 
debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of 7 months of monthly returns; Size = natural log of firm j 's total assets (Aspect item 5090). 
NAS/REV =ratio ofNAS fees to audit firm's total revenue. 
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Table 3.18 Alternative Cost of Capital Regression Estimation with TFIREV 

lode~. Var. Pred. Sign IndEP PEG OJ Gordon DDM2 DDM3 RIM CAPM 
Growth - Coef -0.0004 -0.0032 -0.0098*** 0.0099* -0.0114*** -0.0050* -0.0098* 0.0072*** 

t ( -0.17) (-0.70) ( -3.26) (1.74) (-3.86) (-1.93) (-1.91) (2.82) 
Leverage + Coef 0.0069 0.0095 -0.0024 -0.0279 0.0076 0.0141 0.1391 *** 0.0103 

t (0.39) (0.46) (-0.11) ( -0.83) (0.39) (0.93) (4.35) (0.69) 
Beta + Coef -0.0001 0.0006** 0.0002 0.0004** 0.0001 -0.0000 -0.0002 

t ( -0.63) (2.14) (1.38) (2.01) (0.55) ( -0.33) ( -1.05) 
Size - Coef -0.0029** -0.0022 -0.0046*** -0.0054** -0.0073*** -0.0041 *** -0.0218*** 0.0048*** 

t (-2.29) (-1.27) (-3.27) (-2.00) (-5.07) ( -3.48) (-7.62) (4.03) 
TF/REV + Coef 0.0036 -0.0214 0.0365* 0.0410 0.0520*** 0.0238* 0.0310 -0.0213* 

t (0.26) ( -1.17) (1.69) (1.15) (3.01) (1.66) (1.06) ( -1.94) 
Constant +/- Coef 0.0500** 0.1342*** 0.2200*** 0.2732*** 0.2359*** 0.1685*** 0.5382*** -0.0001 

(2 .06) (3.94) (7.51) (4.81) (7.79) (6.52) (9.06) (-0.0052) 

Observations 276 277 273 273 272 279 268 271 
Adj R-squared 0.0043 0.0073 0.1037 0.0209 0.2049 0.0841 0.2637 0.1383 
F test 1.39 1.67 6.40*** 5.03*** 11.73*** 4.18*** 18.14*** 8.32*** 

*** p<O.Ol , ** p<0.05, * p<O.l 
See Appendix 3 Table 3.8 for the defmitions of the alternative cost of capital measures. 
Growth = natural log of the fraction offirmj 's current year's book value of equity and last year's book value of equity (Aspect item 7010); Leverage = firmj 's total 
debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the finn-specific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of7 months of monthly returns; Size = natural log offirmj's total assets (Aspect item 5090). 
TF /REV = ratio of total fees to audit firm's total revenue. 
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Table 3.19 Alternative Cost of Capital Regression Estimation with NAS/OFFICEREV 

Inde~. Var. Pred. Sign lndEP PEG OJ Gordon DDM2 DDM3 RIM CAPM 
Growth - Coef -0.0009 -0.0017 -0.0090*** 0.0115** -0.0106*** -0.0043 -0.0075 0.0083*** 

t (-0.37) (-0.37) (-2.96) (2.05) (-3.51) (-1.64) ( -1.46) (3 .17) 
Leverage + Coef 0.0031 0.0125 0.0001 -0.0347 0.0220 0.0220 0.1359*** 0.0142 

t (0.17) (0.57) (0.0037) (-1.03) (1.07) (1.43) ( 4.48) (0.97) 
Beta + Coef -0.0000 0.0007** 0.0002* 0.0004** 0.0001 -0.0000 -0.0003* 

t ( -0.42) (2.46) (1.75) (2.03) (0.65) ( -0.12) (-1.78) 
Size - Coef -0.0030** -0.0035* -0.0051 *** -0.0057** -0.0075*** -0.0044*** -0.0235*** 0.0048*** 

t ( -2.32) ( -1.84) (-3.43) (-2.01) (-4.95) (-3.52) ( -8.68) (3.81) 
NAS/OFFICEREV + Coef 0.0125 0.0532 0.0420 0.0351 0.0258 0.0195 0.0111 0.0041 

t (0.69) (1.51) (1.58) (0.75) (1.02) (1.03) (0.34) (0.27) 
Constant +/- Coef 0.0542** 0.1556*** 0.2280*** 0.2802*** 0.2341 *** 0.1703 *** 0.5727*** -0.0051 

t (2.15) (4.05) (7.30) (4.76) (7.20) (6.21) (1 0.4) (-0.21) 

Observations 272 274 269 268 268 276 262 268 
Adj R-squared 0.0060 0.0183 0.0887 0.0254 0.1627 0.0743 0.3085 0.1408 
F test 1.40 1.93* 5.54*** 5.05*** 9.61 *** 4.05*** 19.87*** 7.38*** 

*** p<O.Ol , ** p<0.05, * p<O.l 
See Appendix 3 Table 3.8 for the defmitions of the alternative cost of capital measures. 
Growth = natural log of the fraction of firm j 's current year's book value of equity and last year's book value of equity (Aspect item 701 0); Leverage = firm j 's total 
debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of7 months of monthly returns; Size = natural log offirmj's total assets (Aspect item 5090). 
NAS/OFFICEREV =ratio ofNAS fees to the revenues of the practice office through which the audit was conducted. 
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Table 3.20 Alternative Cost of Capital Regression Estimation with TF/OFFICEREV 

lnde~. Var. Pred. Sign lndEP PEG OJ Gordon DDM2 DDM3 RIM CAPM 
Growth - Coef -0.00 10 -0.0018 -0.0090*** 0.0115** -0.0109*** -0.0043 -0.0075 0.0082*** 

t ( -0.39) ( -0.38) (-2.97) (2 .04) (-3.60) ( -1.62) (-1.45) (3.13) 
Leverage + Coef 0.0036 0.0144 0.0001 -0.0341 0.0133 0.0237 0.1393*** 0.0144 

t (0.20) (0.66) (0.0029) (-1.01) (0.67) (1.55) ( 4.61) (0.97) 
Beta + Coef -0.000 1 0.0006** 0.0002* 0.0004* 0.0001 -0.0000 -0.0003* 

t ( -0. 58) (2.24) (1.66) (1.93) (0.69) ( -0.43) ( -1.86) 
Size - Coef -0.0029** -0.003 1 * -0.0051 *** -0 .0056** -0.0074*** -0.0040*** -0.0225*** 0.0051 *** 

t ( -2.27) (-1.65) ( -3.44) ( -1.98) (-5.02) (-3.31) (-7.89) (4.04) 
TF/OFFICEREV + Coef 0.0031 0.0175 0.0235 0.0142 0.0187 0.0003 -0.0068 -0.0064 

t (0.31) (0.76) ( 1.58) (0.54) (1.46) (0.040) ( -0.36) (-0.64) 
Constant +/- Coef 0.0521 ** 0.1481 *** 0.2262*** 0.2764*** 0.2367*** 0.1624*** 0.5524*** -0.0091 

t (2.11) (3.89) (7.38) (4.77) (7.48) (6.08) (9.38) (-0.37) 

Observations 272 274 269 268 267 275 263 268 
Adj R-squared 0.0046 0.0080 0.0888 0.0241 0.1681 0.0680 0.2918 0.1426 
F test 1.37 1.59 5.79*** 4.90*** 9.79*** 3.88*** 17.86*** 7.77*** 

*** p<O.O 1, ** p<0.05 , * p<O.l 
See Appendix 3 Table 3.8 for the defmitions of the alternative cost of capital measures. 
Growth = natural log of the fraction offirmj ' s current year's book value of equity and last year's book value of equity (Aspect item 7010); Leverage= firmj ' s total 
debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = ca1culated from the firm-spec ific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of7 months of monthly returns; Size = natural log of furnj ' s total assets (Aspect item 5090). 
TF/OFFICEREV = ratio of total fees to the revenues of the practice office through which the audit was conducted. 
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Table 3.21 Alternative Cost of Capital Regression Estimation with Unexpected NAS Ratio 

lnde~. Var. Pred. Sign lndEP PEG OJ Gordon DDM2 DDM3 RIM CAPM 
Growth - Coef -0.0010 -0.0031 -0.0102*** 0.0093 -0.0120*** -0.0051 * -0.0100** 0.0074*** 

t ( -0.48) (-0.69) ( -3.42) (1.63) (-4.04) (-1.93) (-2.01) (2.89) 
Leverage + Coef 0.0151 0.0083 -0.0026 -0.0488 0.0132 0.0207 0.1110*** 0.0054 

t (0.95) (0.35) ( -0.11) ( -1.36) (0.61) (1.30) (3.57) (0.33) 
Beta + Coef 0.0000 0.0006** 0.0001 0.0004** 0.0000 -0.0001 -0.0004** 

t (0.14) (2.22) ( 1.17) (2.26) (0.063) ( -0.55) ( -2.30) 
Size - Coef -0.0025** -0.0028 -0.0050*** -0.0051 * -0.0080*** -0.0041 *** -0.0238*** 0.0051 *** 

t (-2.12) ( -1.54) ( -3 .66) ( -1.89) ( -5.85) (-3.50) (-8.88) (4.04) 
UnexpRNAS + Coef 0.0078** 0.0042 0.0053 0.0167** 0.0027 -0.0031 0.0070 -0.0001 

t (2.33) (0.89) (1.32) (2.07) (0.67) ( -0.97) (0.94) (-0.040) 
Constant +/- Coef 0.0310 0.1429*** 0.2255*** 0.2617*** 0.2489*** 0.1687*** 0.5854*** -0.0057 

t (1.39) (3 .96) (7.99) (4.54) (8.81) (6.45) (11.0) ( -0.23) 

Observations 269 273 267 268 266 275 257 266 
Adj R-squared 0.0207 0.0055 0.1005 0.0339 0.1925 0.0763 0.3244 0.1321 
F test 2.44** 1.62 6.08*** 6.59*** 12.41 *** 4.36*** 20.47*** 7.10*** 

*** p<O.Ol , ** p<0.05, * p<O.l 
See Appendix 3 Table 3.8 for the defmitions of the alternative cost of capital measures. 
Growth= natural log ofthe fraction offirrnj's current year's book value of equity and last year's book value of equity (Aspect item 7010); Leverage = firrnj 's total 
debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of7 months of monthly returns; Size = natural log offmnj's total assets (Aspect item 5090). 
UnexpRNAS =unexpected NAS ratio denoted as actual NAS ratio divided by expected NAS ratio, where the expected NAS ratio is the fitted value of the NAS ratio 
model adopted from Ruddock, Taylor, and Taylor (2006). 
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Table 3.22 Average Ex Ante Cost of Capital Regression Estimation with Audit Quality Information Risk Measures 

Indep. Var. Pred. Big CL As witch Auditor UnexpAF NAS/REV TF/REV NASI TF/ UnexpRNAS 
Sign Switch OFFICEREV OFFICEREV 

Dumm~ 
Growth - Coef -0.0124*** -0.01 06*** -0.0108*** -0.0107*** -0.0109*** -0.01 06*** -0.0088*** -0.0109*** -0.0087*** -0.0 110*** 

t (-4.14) (-3 .56) (-3 .64) ( -3 .56) (-3.58) (-3.50) (-2.95) ( -3 .59) ( -2.93) ( -3.59) 
Leverage + Coef 0.0450** 0.0474** 0.0460* 0.0435 * 0.0451 * 0.0456* 0.0551 ** 0.0456* 0.0581 ** 0.0431 

t (1.98) (2.03) (1.93) (1.79) (1.86) (1.86) (2.34) (1.92) (2.51) (1.62) 
Beta + Coef 0.0001 0.0001 0.0001 0.0001 0.0001 0.0001 0.0002 0.0001 0.0001 0.0001 

t (0.97) (1.24) (0.82) (0.88) (1.05) (1.22) (1.56) (0.94) (1.14) (0.92) 
Size - Coef -0.0105*** -0.0099*** -0.0101 *** -0.0 lOS** * -0.0103*** -0.0104*** -0.0108*** -0.0100*** -0.0101 *** -0.0103*** 

t (-6.30) (-6.12) ( -5.92) (-5.91) (-5.94) (-6.09) (-6.01) ( -5.78) ( -5.72) (-5.87) 
Big - Coef 0.0206 

t (1.42) 
CL - Coef 0.0040 

t (0.84) 
As witch - Coef 0.0092 

t (1 .03) 
Aswitch - BtoB +I- Coef 0.0205 

t (1.63) 
Aswitch - BtoNB + Coef 0.0310*** 

t (4.85) 
Aswitch - NBtoB - Coef -0.0201 *** 

t ( -4.44) 
UnexpAF - Coef 0.0011 

t (0.44) 
NAS/REV + Coef 0.0722** 

t (1.99) 
TF/REV + Coef 0.0340 

t (1 .29) 
NAS/OFFICEREV + Coef -0.0027 

t (-0.12) 
TF/OFFICEREV + Coef -0.0004 

t (-0.03) 
UnexpRNAS + Coef 0.0003 

t (0.06) 
Constant +/- Coef 0.3035*** 0.3075*** 0.3128*** 0.3243*** 0.31 69*** 0.3164*** 0.31 64*** 0.3191*** 0.3206*** 0.3117*** 

t (8.42) (9.31) (8 .76) (8.58) (8.75) (8.72) (8.72) (8.84) (8.47) (8.58) 
Observations 274 274 274 277 275 275 275 275 271 274 
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Adj R-squared 
F test 

*** p<O.Ol, ** p<0.05, * p<0.1 

0.2224 0.1926 0.2057 
15.69*** 14.41 *** 13.60*** 

0.1910 
16.99*** 

0.2001 0.2027 0.2027 
14.10*** 17.15*** 17.15*** 

0.2156 
14.35*** 

0.2042 
12.17*** 

0.2025 
13.33*** 

Average ex ante Cost of Capital Meausre is the average of the cost of capital estimates from PEG model, RIM model and OJ mmodel. See Appendix 3 Table 3.8 for the 
defmitions of these cost of capital measures. 
Growth = natural log ofthe fraction offirmj's cunent year 's book value of equity and last year's book value of equity (Aspect item 7010); Leverage= firmj's total 
debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of7 months of monthly returns; Size = natural log offirmj's total assets (Aspect item 5090). 
Big = 1 if firm j is audited by Big n auditor, and 0 otherwise; CL = 1 if firm j is audited by city leader defined as an audit firm has the largest market share based on 
audit fees in frrm j's industry in a specific city market, and 0 otherwise; Aswitch = 1 if firm j switches its incumbent auditor in the current year, and 0 otherwise; 
Aswitch- BtoB = 1 if firm) switches its incumbent auditor and the preceding and succeeding auditors are both Big n auditors, and 0 otherwise. Aswitch - BtoNB = 1 if 
firm) switches it incumbent auditor, and the preceding auditor is Big n auditor and the succeeding auditor is non Big n auditor, and 0 otherwise; Aswitch- NBtoB = 1 if 
firm j switches its incumbent auditor, and the preceding auditor is non-Big n auditor and the succeeding auditors is Big n auditor, and 0 otherwise; UnexpAF = 
unexpected audit fee denoted as actual audit fees divided by expected audit fees, where the expected audit fees is the anti-log of the fitted value of the audit fee model 
adopted from Ferguson, Francis and stokes (2006); NAS/REV = ratio of NAS fees to audit firm's total revenue; TF/REV = ratio of total fees to audit firm's total 
revenue; NAS/OFFICEREV =ratio ofNAS fees to the revenues of the practice office through which the audit was conducted; TF/OFFICEREV = ratio of total fees to 
the revenues of the practice office through which the audit was conducted; UnexpRNAS =unexpected NAS ratio denoted as actual NAS ratio divided by expected NAS 
ratio, where the expected NAS ratio is the fitted value of the NAS ratio model adopted from Ruddock, Taylor, and Taylor (2006). 
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Table 3.23 Condensed Summary of the Significance of Alternative Cost of Capital Measures in Full and Reduced Sample 

Pred. Full Sam~le Reduced Sam~le {n=282} 
Audit Quality Measures Sign lndEP IndEP PEG OJ Gordon DDM2 

(n=1083) 
Big - ns ns ns + ns ns 
City Leader - - - - ns - ns 
Auditor Switch +I- ns ns ns + ns + 

Aswitch-BtoB" +/- ns ns ns + ns + 
Aswitch-BtoNB" + ns + - - - + 
Aswitch-NBtoBI\ - - ns - ns ns ns 

UnexpAF - - ns ns - ns ns 
NAS/REV + ns ns ns + + + 
TF/REV + - ns ns + ns + 
NAS/OFFICEREV + ns ns ns ns ns ns 
TF/OFFICEREV + - ns ns ns ns ns 
UexpRNAS + ns + ns ns + ns 

+, - and ns denotes that the interested variable is positive significant, negative significant, and not significant, respectively. 
1\ Variables are tested in a single regression. 
See Appendix 3 Table 3.8 for the definitions of the alternative cost of capital measures. 

DDM3 

+ 
ns 
ns 
ns 
+ 
ns 
ns 
+ 
+ 
ns 
ns 
ns 

RIM 

ns 
+ 
ns 
ns 
+ 

+ 
+ 
ns 
ns 
ns 
ns 

CAPM 

+ 
+ 
ns 
ns 

ns 
ns 

ns 
ns 
ns 

AvgCoC 
(ex ante) 

ns 
ns 
ns 
ns 
+ 

ns 
+ 
ns 
ns 
ns 
ns 

Big= 1 if firm j is audited by Big n auditor, and 0 otherwise; CL = 1 if firm} is audited by city leader defined as an audit firm has the largest market share based on audit fees in firm 
j's industry in a specific city market, and 0 otherwise; Aswitch = 1 if firm} switches its incumbent auditor in the current year, and 0 otherwise; Aswitch- BtoB = 1 if firm} switches 
its incumbent auditor and the preceding and succeeding auditors are both Big n auditors, and 0 otherwise. Aswitch - BtoNB = 1 if firm j switches it incumbent auditor, and the 
preceding auditor is Big n auditor and the succeeding auditor is non Big n auditor, and 0 otherwise; Aswitch- NBtoB = 1 if firm} switches its incumbent auditor, and the preceding 
auditor is non-Big n auditor and the succeeding auditors is Big n auditor, and 0 otherwise; UnexpAF = unexpected audit fee denoted as actual audit fees divided by expected audit 
fees, where the expected audit fees is the anti-log of the fitted value of the audit fee model adopted from Ferguson, Francis and stokes (2006); NAS/REV =ratio ofNAS fees to audit 
firm's total revenue; TF/REV =ratio of total fees to audit firm 's total revenue; NAS/OFFICEREV =ratio ofNAS fees to the revenues of the practice office through which the audit 
was conducted; TF/OFFICEREV =ratio of total fees to the revenues of the practice office through which the audit was conducted. UnexpRNAS = unexpected NAS ratio denoted 
as actual NAS ratio divided by expected NAS ratio, where the expected NAS ratio is the fitted value of the NAS ratio model adopted from Ruddock, Taylor, and Taylor (2006). 
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l ndep. Var. 
Big 

CL 

A switch 

Aswitch - NBtoB 

UnexpAF 

LrgUnexpAF 

Opin 

U nexpQalOpin 

NASIREV 

TF/REV 

NAS/OFFICEREV 

TF/OF~"'ICEREV 

UnexpRNAS 

Table 3.24 Summary Results of the lndEP Model in 
Regulated Industries and Unregulated Industries 

Pred. Sign Regulated 
NS 

NS 

NS 

-S 

NS 

NS 

+ +S 

+ +S 

+ -S 

+ -S 

+ -S 

+ -S 

+ NS 

Unregulated 
NS 

-S 

NS 

NS 

-S 

-S 

NS 

NS 

NS 

NS 

NS 

NS 

NS 

The table summarizes the significance of each experimental audit quality proxy in each cost of equity capital 
regression. 
+S, -Sand NS denotes the experimental variable is positive significant (within 10 percent level, two-tailed), 
negative significant (within 10 percent level, two-tailed), and insignificant, respectively. 
Big = 1 if firm j is audited by Big n auditor, and 0 otherwise; CL = 1 if firm) is audited by city leader defined 
as an audit firm has the largest market share based on audit fees in firmj's industry in a specific city market, 
and 0 otherwise; Aswitch = 1 if firm j switches its incumbent auditor in the current year, and 0 otherwise; 
Aswitcb - NBtoB = 1 if fmnj switches its incumbent auditor, and the preceding auditor is non-Big n auditor 
and the succeeding auditors is Big n auditor, and 0 otherwise; UnexpAF = unexpected audit fee denoted as 
actual audit fees divided by expected audit fees , where the expected audit fees is the anti-log of the fitted 
value of the audit fee model adopted from Ferguson, Francis and stokes (2006); LrgUnexpAF = 1 if a firm's 
unexpAF is one of the largest 10% of overall market in year t, and 0 otherwise; Opin = 1 if firm j receive a 
qualified audit opinion, and 0 otherwise. UnexpQaiOpin = unexpected qualified audit opinion denoted as the 
difference between the actual audit opinion (=1) and the probability of a qualified audit opinion estimated 
from the audit opinion model adopted from Craswell et. al. (2003) for those that have qualified audit reports, 
0 otherwise; NAS/REV = ratio of NAS fees to audit firm's total revenue; TF/REV = ratio of total fees to 
audit firm 's total revenue; NAS/OFFICEREV = ratio of NAS fees to the revenues of the practice office 
through which the audit was conducted; TF/OFFICEREV = ratio of total fees to the revenues of the practice 
office through which the audit was conducted. UnexpRNAS =unexpected NAS ratio denoted as actual NAS 
ratio divided by expected NAS ratio, where the expected NAS ratio is the fitted value of the NAS ratio model 
adopted from Ruddock, Taylor, and Taylor (2006). 
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Table 3.25 Summary Results of the IndEP Model for Large and Small Firms 

lndep. Var. Pred. Sign Small Large 
Big NS NS 

CL NS -S 

Aswitch NS NS 

Aswitch - NBtoB -S NS 

UnexpAF NS -S 

LrgUnexpAF NS -S 

Opin + N/A N/A 

U nexpQalOpin + N/A N/A 

NASIREV + NS NS 

TF/REV + NS NS 

NAS/OFFICEREV + -S NS 

TF/OFFICEREV + -S NS 

Un~RNAS + NS NS 

The table summarizes the significance of each experimental audit quality proxy in each cost of equity capital 
regressiOn. 
+S, -Sand NS denotes the experimental variable is positive significant (within 10 percent level, two-tailed), 
negative significant (within 10 percent level, two-tailed), and insignificant, respectively. N/A denotes that the 
experimental variable is dropped due to collinearity. 
Big = 1 if firm j is audited by Big n auditor, and 0 otherwise; CL = 1 if firm} is audited by city leader defined 
as an audit firm has the largest market share based on audit fees in firmj's industry in a specific city market, 
and 0 otherwise; Aswitch = 1 if firm j switches its incumbent auditor in the cwTent year, and 0 otherwise; 
Aswitch- NBtoB = 1 if fmnj switches its incumbent auditor, and the preceding auditor is non-Big n auditor 
and the succeeding auditors is Big n auditor, and 0 otherwise; UnexpAF = unexpected audit fee denoted as 
actual audit fees divided by expected audit fees, where the expected audit fees is the anti-log of the fitted 
value of the audit fee model adopted from Ferguson, Francis and stokes (2006); LrgUnexpAF = 1 if a firm's 
unexpAF is one of the largest 10% of overall market in year t, and 0 otherwise; Opin = 1 if firm} receive a 
qualified audit opinion, and 0 otherwise. UnexpQaiOpin =unexpected qualified audit opinion denoted as the 
difference between the actual audit opinion (=1) and the probability of a qualified audit opinion estimated 
from the audit opinion model adopted from Craswell et. al. (2003) for those that have qualified audit reports, 
0 otherwise; NAS/REV = ratio of NAS fees to audit firm's total revenue; TF/REV = ratio of total fees to 
audit fim1 ' s total revenue; NAS/OFFICEREV = ratio of NAS fees to the revenues of the practice office 
through which the audit was conducted; TF/OFFICEREV = ratio of total fees to the revenues of the practice 
office through which the audit was conducted. UnexpRNAS =unexpected NAS ratio denoted as actual NAS 
ratio divided by expected NAS ratio, where the expected NAS ratio is the fitted value of the NAS ratio model 
adopted from Ruddock, Taylor, and Taylor (2006). 
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Appendix 4 Appendix for Chapter 4 

Appendix 4.1 Cost of Capital Regression Estimation with Unexpected Accruals and Audit 
Quality Measures 

Table 4.1.1 Descriptive Statistics for the Pooled Sample, 1999- 2004 

Panel A Descriptive Statistics for lndEP and Control Variables 

Variable N Mean Median Std Dev 
IndEP 1005 0.028 0.000 0.168 
EP 1005 0.098 0.069 0.169 
Growth 1005 0.572 0.473 0.939 
Leverage 1005 0.438 0.463 0.194 
Beta 1005 0.383 0.520 1.238 
Size 1005 18.696 18.491 2.047 
Total Assets ($Millions) 1005 1,160 110 4,090 

lndEP = industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code~ EP = earnings-to-price ratio; 
Growth = natural log of the fraction offinnj's current year's book value of equity and last year's book value 
of equity (Aspect item 701 0); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 
5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to three months after 
financial year end, with minimum of 7 months of monthly returns; Size = natural log of firm j 's total assets 
(Aspect item 5090). 

Panel B Descriptive Statistics for Measures of Unexpected Accruals and Audit Quality 

Variable 

Earnings Quality Measure 
UAC 
Audit Quality Measure 

N 

1005 

Mean or 
percentage 

0.074 

Big 1005 74.3% 
CL 1005 34.9% 
As witch 1005 7. 9% 
Aswitch- NBtoNB 1005 1.4o/o 
UexpAF 1005 1.299 
Opin 1005 3.9% 
UnexpQalOpin" 39 0.612 

Median 

0.019 

1.123 

0.659 
0.893 

Std Dev 

0.304 

0.998 

0.283 
0.681 UnexpRNAS 918 0.960 

----~-------------------------------------- -------------------------------
1\ Only the values of UnexpQa!Opin for firms that receive qualified audit opinion are reported. 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta!. 
(2005); Big = 1 if firm j is audited by Big n auditor, and 0 otherwise; CL = 1 if firm} is audited by city leader 
defined as an audit firm has the largest market share based on audit fees in firmj's industry in a specific city 
market, and 0 otherwise; Aswitch = 1 if firm j switches its incumbent auditor in the current year, and 0 
otherwise; Aswitch- NBtoB = 1 if firm} switches its incumbent auditor, and the preceding auditor is non-
Big n auditor and the succeeding auditors is Big n auditor, and 0 otherwise; UnexpAF =unexpected audit fee 
denoted as actual audit fees divided by expected audit fees , where the expected audit fees is the anti-log of the 
fitted value of the audit fee model adopted from Ferguson, Francis and stokes (2006); Opin = 1 if firm j 
receive a qualified audit opinion, and 0 otherwise. UnexpQalOpin = unexpected qualified audit opinion 
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denoted as the difference between the actual audit opinion ( = 1) and the probability of a qualified audit opinion 
estimated from the audit opinion model adopted from Craswell eta!. (2002) for those that have qualified audit 
reports, 0 otherwise; UnexpRNAS =unexpected NAS ratio denoted as actual NAS ratio divided by expected 
NAS ratio, where the expected NAS ratio is the fitted value of the NAS ratio model adopted from Ruddock, 
Taylor, and Taylor (2006). 

178 



UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); Growth = natural log of the fraction of finn j's current year's book value of equity and last year's 
book value of equity (Aspect item 7010); Leverage = firm j's total debt (Aspect item 6040) to total assets 
(Aspect item 5090). Beta = calculated from the firm-specific CAPM using 36-month rolling returns, to three 
months after financial year end, with minimum of 7 months of monthly returns; Size = natural log of firm j 's 
total assets (Aspect item 5090). 
UnexpAF = unexpected audit fee denoted as actual audit fees divided by expected audit fees, where the 
expected audit fees is the anti-log of the fitted value of the audit fee model adopted from Ferguson, Francis 
and stokes (2006); UnexpQaiOpin = unexpected qualified audit opinion denoted as the difference between 
the actual audit opinion (=1) and the probability of a qualified audit opinion estimated from the audit opinion 
model adopted from Craswell et al. (2002) for those that have qualified audit reports, 0 otherwise; 
UnexpRNAS = unexpected NAS ratio denoted as actual NAS ratio divided by expected NAS ratio, where 
the expected NAS ratio is the fitted value of the NAS ratio model adopted from Ruddock, Taylor, and Taylor 
(2006). 
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Table 4.1.3 IndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and City Leader 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign CL UAC CL& UAC Interaction 

Growth Coef -0.0053 -0.0042 -0.0045 -0.0046 
t ( -1.62) ( -1.44) ( -1.55) ( -1.60) 

Leverage + Coef 0.0176 0.0257** 0.0262** 0.0279** 
t (1.20) (1.97) (2.0 1) (2.18) 

Beta + Coef -0.0001 -0.0001 -0.0001 -0.0001 
t ( -0.57) ( -0.41) ( -0.43) (-0.57) 

Size Coef -0.0043*** -0.0044*** -0.0038*** -0.0039*** 
t (-3.77) (-4.19) (-3.46) ( -3.58) 

CL Coef -0.0089** -0.0071 * -0.0042 
t (-2.21) ( -1.76) ( -1.02) 

UAC + Coef 0.0759*** 0.0752*** 0.0865*** 
t (3.38) (3.34) (3.40) 

CL*UAC Coef -0.0711 ** 
t (-2.31) 

Constant +I- Coef 0.0920*** 0.0817*** 0.0734*** 0.0737*** 
t (3.95) (4.15) (3 .63) (3.68) 

Observations 987 987 987 987 
Adj R-squared 0.0255 0.0842 0.0855 0.0920 
F test 5.79*** 6.02*** 5.59*** 5.09*** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j 's current year 's book value of equity and last year's book value of equity (Aspect item 
70 10); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size = natural log offirmj ' s total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); CL = 1 if firm} is audited by city leader defined as an audit firm has the largest market share based on 
audit fees in fmnj's industry in a specific city market, and 0 otherwise. 
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Table 4.1.4 IndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Audit Switch Dummies 

Indep. Var. P red. (1) (2) (3) (4) 
Sign A switch UAC Dummies & Interaction 

Dummies UAC 
Growth Coef -0.0051 * -0.0051 * -0.0048* -0.0047 

t (-1.79) ( -1.69) (-1.70) ( -1.60) 
Leverage + Coef 0.0245* 0.0295** 0.0292** 0.0281 ** 

t (1.87) (2.31) (2.31) (2.21) 
Beta + Coef -0.0001 -0.0001 -0.0001 -0.0001 

t ( -0.65) ( -0.46) ( -0.52) ( -0.49) 
Size Coef -0.0045*** -0.0039*** -0.0042*** -0.0041 *** 

t (-4.36) (-3 .78) ( -4.03) (-3.99) 
Aswitch - BtoB +/- Coef 0.0351 0.0372* 0.0357 

t (1.64) (1. 74) (1.57) 
Aswitch - BtoNB + Coef -0.0293*** -0.0270*** -0.0274*** 

t (-2.92) (-2.81) ( -2.59) 
Aswitch - NBtoB Coef -0.0213* -0.0208* -0.0202* 

t (- 1.79) ( -1.84) (-1.85) 
Aswitch - NBtoNB +/- Coef -0.0144 -0.0132 -0.0055 

t ( -1.25) (-1.10) ( -0 .58) 
UAC + Coef 0.0468*** 0.0476*** 0.0476*** 

t (3 .09) (3.17) (3 .08) 
BtoB*UAC +/- Coef 0.0864 

t (0.43) 
BtoNB*UAC + Coef 0.0 185 

t (0.32) 
NBtoB*UAC Coef -0.01 06 

t ( -0.30) 
NBtoNB*UAC +/- Coef -0. 1265 

t (-1.54) 
Constant +/- Coef 0.0893*** 0.0723*** 0.0774*** 0.0765*** 

t (4.44) (3.80) (4.01) (3 .98) 

Observations 986 986 986 986 
Adj R-squared 0.0296 0.0389 0.0510 0.0488 
:F test 4.29*** 6.20*** 4.59*** 3.62*** 

*** p<O.O 1, ** p<0.05, * p<0.1 (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j ' s earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j ' s current year's book value of equity and last year's book value of equity (Aspect item 
701 0); Leverage = firm j ' s total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta =calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of 7 months of monthly returns; Size = natural log of firm j 's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); Aswitch - BtoB = 1 if firm j switches its incumbent auditor and the preceding and succeeding 
auditors are both Big n auditors, and 0 otherwise. Aswitch - BtoNB = 1 if firm j switches it incumbent 
auditor, and the preceding auditor is Big n auditor and the succeeding auditor is non Big n auditor, and 0 
otherwise; Aswitch - NBtoB = 1 if firm) switches its incumbent auditor, and the preceding auditor is non-
Big n auditor and the succeeding auditor is Big n auditor, and 0 otherwise; Aswitch - NBtoNB = 1 if firm) 
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switches its incumbent auditor and the preceding and succeeding auditors are both non-Big n auditors, and 0 
otherwise. 
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Table 4.1.5 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Unexpected Audit fees 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign UnexpAF UAC UnexpAF & Interaction 

UAC 
Growth Coef -0.0031 -0.0026 -0.0029 -0.0029 

t ( -1. 15) (-0.96) ( -1.07) (- 1.07) 
Leverage + Coef 0.0215 0.0267** 0.0261 ** 0.0262** 

t (1.60) (2.06) (2.03) (2 .03) 
Beta + Coef -0.0002 -0.000 1 -0.0001 -0.0001 

t ( -0.88) (-0.60) (-0.72) (-0.73) 
Size Coef -0.0041 *** -0.0040*** -0.0036** * -0.0036*** 

t ( -3 .84) ( -3.88) (-3 .41) (-3.41) 
UnexpAF Coef -0.0034** -0.0033 ** -0.0032** 

t (-2.01 ) ( -1.98) (-2.07) 
UAC + Coef 0.0519*** 0.051 7*** 0.0538** 

t (3.34) (3 .34) (2 .07) 
UnexpAF Coef -0.0018 
*UAC t (-0.11) 
Constant +I- Coef 0.0863*** 0.0740*** 0.0714*** 0.0713 *** 

(4.20) (3.82) (3.68) (3 .68) 

Observations 987 987 987 987 
Adj R-squared 0.0179 0.0447 0.0460 0.0451 
F test 5.75*** 5.92*** 5.99*** 5.53*** 

*** p<O.O 1, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j 's current year's book value of equity and last year's book value of equity (Aspect item 
70 10); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta/. 
(2005); UnexpAF =unexpected audit fee denoted as actual audit fees divided by expected audit fees, where 
the expected audit fees is the anti-log of the fitted value of the audit fee model adopted from Ferguson, 
Francis and Stokes (2006). 
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Table 4.1.6 IndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Extremely Large Unexpected Audit fees 

Indep. Var. Pred. (1) (2) (3) 
Sign LrgUnexpAF UAC LrgUnexpAF 

&UAC 
Gr owth Coef -0.0032 -0.0025 -0.0029 

t ( -1.17) ( -0.91) ( -1.08) 
Leverage + Coef 0.0213 0.0284** 0.0264** 

t (1.58) (2.21) (2.06) 
Beta + Coef -0.0002 -0.0001 -0.0002 

t (-1.15) (-0.69) (-1.01) 
Size Coef -0.0039*** -0.0040*** -0.0036*** 

t ( -3. 76) (-3.96) (-3.41) 
LrgUnexpAF Coef -0.0152*** -0.0151 *** 

t (-2.94) (-2.85) 
UAC + Coef 0.0516*** 0.0515*** 

t (3.27) (3.29) 
LrgUnexpAF Coef 
*UAC t 
Constant +/- Coef 0.0796*** 0.0729*** 0.0669*** 

t (3.92) (3.82) (3.47) 

Observations 986 986 986 
Adj R-squared 0.0204 0.0444 0.0486 
F test 6.75*** 6.00*** 6.89*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 

(4) 
Interaction 

-0.0032 
(-1.18) 

0.0273 ** 
(2. 14) 

-0.0002 
( -0.85) 

-0.0035*** 
( -3.42) 

-0.0 117** 
( -2.33) 

0.0579*** 
(3.47) 

-0.0675** 
(-2.07) 

0.0656*** 
(3.44) 

986 
0.0520 
5.92*** 

IndEP = industry adjusted earnings-to-price ratio, equal to finn j ' s earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j 's current year's book value of equity and last year 's book value of equity (Aspect item 
701 0); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-montb rolling returns, to three months after financial year end, with 
minimum of 7 months of monthly returns; Size = natural log of fi1m j 's total assets (Aspect item 5090). 
UAC =unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); LrgUnexpAF = 1 if a firm's unexpAF is one of the largest 10% of overall market in year t, where 
UnexpAF = unexpected audit fee denoted as actual audit fees divided by expected audit fees, where the 
expected audit fees is the anti-log of the fitted value of the audit fee model adopted from Ferguson, Francis 
and Stokes (2006). 
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Table 4.1.7 IndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Qualified Audit Opinion 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign O~in UAC O~in & UAC Interaction 

Growth Coef -0 .0046 -0.0039 -0.0038 -0.0037 
t (- 1.41) (-1.33) (-1.31) ( -1.28) 

Leverage + Coef 0.0215 0.0274** 0.0275** 0.0272** 
t (1.47) (2.08) (2.09) (2.06) 

Beta + Coef -0.0001 -0.0001 -0.0001 -0.0001 
t ( -0.46) (-0.38) ( -0.35) ( -0.38) 

Size Coef -0.0047*** -0.0043*** -0.0041 *** -0.0041 *** 
t ( -4.19) (-4.12) (-3 .89) ( -3 .90) 

Opin + Coef 0.0127 0.0129 0.0175 
t (0.75) (0.76) (0.96) 

UAC + Coef 0.0687*** 0.0687*** 0.0701 *** 
t (2.78) (2 .77) (2.78) 

Opin*UAC + Coef -0.0569 
t ( -0.88) 

Constant +I- Coef 0.0924*** 0.0789*** 0.0748*** 0.0750*** 
(3.97) (4.02) (3.79) (3.79) 

Observations 985 985 985 985 
Adj R-squared 0.0215 0.0688 0.0690 0.0688 
F test 4.97*** 5.43*** 4.63*** 3.97*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's cunent year's book value of equity and last year's book value of equity (Aspect item 
701 0); Leverage= firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta= calculated 
from the firm-specific CAP11 using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
UAC =unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); Opin = 1 if firm) receive a qualified audit opinion, and 0 otherwise 
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Table 4.1.8 IndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Unexpected Qualified Audit Opinions 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign U nexpQalOpin UAC UnexpQalOpin & Interaction 

UAC 
Growth Coef -0.0046 -0.0039 -0.0038 -0.0037 

t (-1.41) ( -1.33) (-1.31) ( -1.29) 
Leverage + Coef 0.0208 0.0274** 0.0268** 0.0267** 

t (1.43) (2.08) (2.03) (2.02) 
Beta + Coef -0.0001 -0.0001 -0.0001 -0.0001 

t (-0.49) ( -0.38) ( -0.38) (-0.41) 
Size Coef -0.0045*** -0.0043*** -0.0040*** -0.0040*** 

t (-4.12) (-4.12) (-3.80) (-3.82) 
UnexpQalOpin + Coef 0.0348 0.0357 0.0391 

t (1.32) (1.36) (1.43) 
UAC + Coef 0.0687*** 0.0688*** 0.0697*** 

t (2.78) (2 .77) (2.76) 
U nexpQalOpin + Coef -0.0602 
*UAC t ( -0.52) 
Constant +/- Coef 0.0904*** 0.0789*** 0.0726*** 0.0730*** 

(3.94) (4.02) (3 .72) (3.73) 

Observations 985 985 985 985 
Adj R-squared 0.0243 0.0688 0.0719 0.0713 
F test 5.15*** 5.43*** 4.81 *** 4.12*** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j ' s current year's book value of equity and last year' s book value of equity (Aspect item 
7010); Leverage = firmj 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta/. 
(2005); UnexpQalOpin =unexpected qualified audit opinion denoted as the difference between the actual 
qualified audit opinion (Opin= 1) and the probability of a qualified audit opinion estimated from the audit 
opinion model adopted from Craswell et al. (2002) for those receiving a qualified audit report, and 0 if a clean 
audit opinion (Opin=O) is received. 
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Appendix 4.2 Cost of Capital Regression Estimation for Additional Analysis (Section 4.4.3)-
Total Accruals 

lndep. Var. 

Growth 

Leverage 

Beta 

Size 

Big 

TAC 

Big*TAC 

Constant 

Observations 
Adj R-squared 
F test 

Table 4.2.1 IndEP Cost of Capital Regression Estimation with 
Total Accruals and Big 

Pred. (1) (2) (3) 
Sign Big TAC Big& TAC 

Coef -0.0030 -0.0033 -0.0032 
t ( -1.29) ( -1.39) ( -1.36) 

+ Coef 0.0310** 0.0382*** 0.0383*** 
t (2.52) (3.23) (3.25) 

+ Coef -0.0002 -0.0001 -0.0002 
t ( -1.22) ( -0. 78) (-0.90) 

Coef -0.0044*** -0.0035*** -0.0040*** 
t (-4.43) (-3.74) (-3.99) 

Coef 0.0040 0.0052 
t (0.78) (1.02) 

+ Coef 0.0462** 0.0467** 
t (2.33) (2.37) 

Coef 
t 

+/- Coef 0.077 1 *** 0.0618*** 0.0660*** 
t (4.27) (3.55) (3.72) 

1050 1050 1050 
0.0184 0.0398 0.0401 
5.24*** 5.76*** 5.32*** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 

(4) 
Interaction 

-0.0032 
(-1.38) 

0.0383*** 
(3.21) 

-0.0002 
( -0.89) 

-0.0040*** 
(-3.98) 
0.0052 
(1.03) 
0.0471 
(1.36) 

-0.0006 
(-0.015) 

0.0660*** 
(3.71) 

1050 
0.0392 

4.58*** 

lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of fi1m j's current year's book value of equity and last year's book value of equity (Aspect item 
701 0); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; Big = 1 if firm j is audited by Big n auditor, and 0 otherwise. 
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lndep. Var. 

Growth 

Leverage 

Beta 

Size 

NL 

TAC 

NL*TAC 

Constant 

Observations 
Adj R-squared 
F test 

Table 4.2.2 IndEP Cost of Capital Regression Estimation with 
Total Accruals and National Leader 

Pred. (1) (2) (3) 
Sign NL TAC NL&TAC 

Coef -0.0036 -0.0029 -0.0027 
t (-1.13) (-1.02) (-0.96) 

+ Coef 0.0174 0.0251 * 0.0253* 
t (1. 19) (1.92) (1 .93) 

+ Coef -0.0002 -0.0002 -0.0002 
t ( -0.87) (-0.81 ) (-0.81 ) 

Coef -0.0050*** -0.0039*** -0.0041 *** 
t (-4.52) (-3 .77) ( -3 .89) 

Coef 0.0033 0.0026 
t (0.76) (0.61 ) 

+ Coef 0.0675*** 0.0674*** 
t (3.09) (3 .08) 

+ Coef 
t 

+/- Coef 0.0986*** 0.07 12*** 0.0744*** 
( 4.31 ) (3 .68) (3.78) 

1046 1046 1046 
0.0186 0.0481 0.0478 

5. 16** * 6.03*** 5.41 *** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 

(4) 
Interaction 

-0.0027 
(-0.97) 

0.0255* 
(1.96) 

-0.0002 
( -0.85) 

-0.0041 *** 
(-3.89) 
0.0035 
(0.80) 

0.0719** 
(2.38) 

-0.0142 
(-0.37) 

0.0738*** 
(3.76) 

1046 
0.0554 
5.60*** 

lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j ' s current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling rctums, to three months after financial year end, with 
minimum of 7 months of monthly returns; Size =natural log of firm j ' s total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; NL = 1 if firm j is audited by national leader defmed as an audit firm has the 
largest market share based on audit fees in firmj's industry in the overall market, and 0 otherwise. 
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Table 4.2.3 lndEP Cost of Capital Regression Estimation with 
Total Accruals and Unexpected Big n Choice Dummy 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign DUnexpBig TAC DUnexpBig Interaction 

&TAC 
Growth Coef -0.0044** -0.0044** -0.0044** -0.0046** 

t (-2.01) ( -2.03) (-2.01) (-2.12) 
Leverage + Coef 0.0263* 0.0266* 0.0268* 0.0303** 

t (1.69) (1.72) (1.74) (1.99) 
Beta + Coef -0.0002 -0.0001 -0.0001 -0.0001 

t (-0.92) (-0.83) (-0.81) ( -0.85) 
Size Coef -0.0033*** -0.0033*** -0.0032*** -0.0034*** 

t ( -3.36) (-3.44) (-3.21) ( -3.40) 
DUnexpBig +/- Coef 0.0033 0.0022 0.0008 

t (0.29) (0.20) (0.078) 
TAC + Coef 0.0216 0.0214 0.0007 

t (1.05) (1.06) (0.054) 
DUnexpBig*TAC +/- Coef 0.0919*** 

t (2.93) 
Constant +/- Coef 0.0606*** 0.0612*** 0.0595*** 0.0598*** 

t (3.25) (3.37) (3.13) (3 .19) 

Observations 725 725 725 725 
Adj R-squared 0.0209 0.0251 0.0238 0.0363 
F test 3.74*** 3.84*** 3.24*** 3.79*** 

*** p<O.O l , ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
70 10); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size = natural log offirmj's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; DUnexpBig = 1 if UnexpBig is above 0.5 and 0 otherwise, where UnexpBig is 
the difference between the actual auditor choice ( 1 = Big n) and the probability of a Big n auditor choice 
estimated from the auditor choice model suggested by Godfrey and Hamilton (2005). 
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Table 4.2.4 /ndEP Cost of Capital Regression Estimation with 
Total Accruals and Unexpected non Big n Choice Dummy 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign DUnexpNBig TAC DUnexpNBig Interaction 

&TAC 
Growth Coef 0.0032 0.0014 0.0018 0.0018 

t (0.67) (0.3 1) (0.40) (0.39) 
Leverage + Coef 0.0652*** 0.0646*** 0.0672*** 0.0722*** 

t (3.81) (3.85) (4.02) (4.44) 
Beta + Coef -0.0013 -0.0009 -0.0009 -0.001 2 

t ( -0.50) ( -0.32) ( -0.32) ( -0.45) 
Size Coef -0.0017 -0.0027 -0.0016 -0.0016 

t ( -0.61) (-1.11) ( -0.55) ( -0.59) 
DUnexpNBig +/- Coef -0.0101 -0.0092 -0.0079 

t ( -1.08) ( -0.95) (-0.84) 
TAC + Coef 0.0305 0.0291 0.1177** 

t (0.72) (0.71) (2.10) 
DUnexpNBig*TAC +I- Coef -0.0965 

t (-1.41) 
Constant +/- Coef 0.0185 0.0308 0.0152 0.0130 

t (0.38) (0.70) (0.32) (0.28) 

Observations 239 239 239 239 
Adj R-squared 0.0228 0.0269 0.0267 0.0297 
F test 3.07** 3.10** 2.82** 3.35** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year 's book value of equity and last year's book value of equity (Aspect item 
701 0); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; DUnexpNBig = 1 if UnexpNBig is above 0.5 and 0 otherwise, where 
UnexpNBig is absolute value of the difference between the actual auditor choice (1 = Big n) and the 
probability of a Big n auditor choice estimated from the auditor choice model suggested by Godfrey and 
Hamilton (2005). 
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Indep. Var. 

Growth 

Leverage 

Beta 

Size 

As witch 

TAC 

Aswitch*AC 

Constant 

Observations 
Adj R-squared 
F test 

Table 4.2.5 IndEP Cost of Capital Regression Estimation with 
Total Accruals and Auditor Switch 

Pred. (1) (2) (3) 
Sign As witch TAC Aswitch & 

TAC 
Coef -0.0050 -0.0041 -0.0041 

t ( -1.52) (-1.41) (- 1.42) 
+ Coef 0.0168 0.0261 ** 0.0260** 

t (1. 15) (2.00) (2 .00) 
+ Coef -0.0001 -0.0001 -0.0001 

t ( -0.55) ( -0.40) ( -0.40) 
Coef -0.0050*** -0.0043 *** -0.0044*** 

t (-4.60) (-4.16) ( -4.16) 
+/- Coef -0.0041 -0.0010 

t ( -0.50) ( -0.13) 
+ Coef 0.0735*** 0.0735*** 

t (3.32) (3.32) 
+I- Coef 

t 
+I- Coef 0. 1029*** 0.0806*** 0.0808*** 

t ( 4.48) ( 4.11) (4. 13) 

988 988 988 
0.0222 0.0818 0.0809 
5.10*** 5.95*** 4.97*** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 

(4) 
Interaction 

-0.0041 
(-1.42) 

0.0260** 
(2.00) 

-0.0001 
(-0.41) 

-0.0044*** 
( -4.1 6) 
-0.0010 
(-0.13) 

0.0735*** 
(3.22) 

-0.0024 
(-0.043) 

0.0808*** 
(4.13) 

988 
0.0800 

4.44*** 

lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j 's current year's book value of equity and last year's book value of equity (Aspect item 
70 10); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after fmancial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; As witch = 1 if firm} switches its incumbent auditor, and 0 otherwise. 
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lndep. Var. 

Growth 

Leverage 

Beta 

Size 

Pswitch 

TAC 

Pswitch *T A C 

Constant 

Observations 
Adj R-squared 
F test 

Table 4.2.6 IndEP Cost of Capital Regression Estimation with 
Total Accruals and Partner Switch 

Pre d. (1) (2) (3) 
Sign Pswitch TAC Pswitch & 

TAC 
Coef -0.0031 -0.0033 -0.0033 

t (-1.31) ( -1.39) ( -1.39) 
+ Coef 0.031 0** 0.0382*** 0.0383*** 

t (2.53) (3.23) (3.26) 
+ Coef -0.0002 -0.0001 -0.0001 

t (-1. 12) ( -0.78) ( -0. 76) 
Coef -0.0040*** -0.0035*** -0.0035*** 

t (-4.26) (-3.74) (-3.74) 
+/- Coef 0.0001 0.0012 

t (0.028) (0.27) 
+ Coef 0.0462** 0.0463** 

t (2.33) (2.33) 
+/- Coef 

t 
+/- Coef 0.0736*** 0.0618*** 0.06 15*** 

t (4.17) (3 .55) (3 .56) 

1050 1050 1050 
0.0177 0.0398 0.0389 

4.79*** 5.76*** 4.81 *** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 

(4) 
Interaction 

-0.0032 
( -1.36) 

0.0389*** 
(3 .32) 

-0.0001 
( -0.68) 

-0.0036*** 
(-3.81) 
0.0027 
(0.58) 
0.031 1 
(1.44) 
0.0649 
(1.57) 

0.0623*** 
(3.61) 

1050 
0.0462 

4.68*** 

IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j 's current year's book value of equity and last year's book value of equity (Aspect item 
70 10); Leverage = fmn j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
TAC =net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 9100) 
scaled by lagged total assets; Pswitch = 1 if fitmj switches its incumbent partner, and 0 otherwise. 
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Table 4.2. 7 JndEP Cost of Capital Regression Estimation with 
Total Accruals and Extremely Small Unexpected Audit Fees 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign SmlUnexpAF TAC SmlUnexpAF Interaction 

&TAC 
Growth Coef -0.0033 -0.0034 -0.0035 -0.0034 

t (-1.38) ( -1.44) (-1.46) (-1 .43) 
Leverage + Coef 0.0300** 0.0365*** 0.0383*** 0.0377*** 

t (2.37) (3.05) (3.20) (3.1 4) 
Beta + Coef -0.0002 -0.0001 -0.0001 -0.0002 

t ( -1.06) ( -0.68) ( -0.65) (-0.94) 
Size Coef -0.0043*** -0.0036*** -0.0036*** -0.0035*** 

t ( -4.42) (-3.79) (-3.80) (-3.67) 
SmlUnexpAF + Coef 0.0071 0.0074 0.0059 

t (0.75) (0.82) (0. 71) 
TAC + Coef 0.0555** 0.0556** 0.0471 ** 

t (2.36) (2.36) (2.10) 
SmlUnexpAF + Coef 0.2394** 
*TAC t (2.16) 
Constant +I- Coef 0.0794*** 0.0652*** 0.0639*** 0.061 0*** 

t ( 4.21) (3.62) (3 .55) (3.45) 

Observations 1049 1049 1049 1049 
Adj R-squared 0.0192 0.0461 0.0462 0.0642 
F test 5.11*** 5.90*** 4.99*** 4.97*** 

*** p<0.01 , ** p<0.05, * p<0.1 (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
frac tion of firm j ' s current year's book value of equity and last year's book value of equity (Aspect item 
701 0); Leverage= fmn j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta =calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; SmiUnexpAF = 1 if a firm's unexpAF is one of the smallest 10% of overall 
market in year t, where UnexpAF = unexpected audit fee denoted as actual audit fees divided by expected 
audit fees, where the expected audit fees is the anti-log of the fitted value of the audit fee model adopted from 
Ferguson, Francis and stokes (2006). 
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Table 4.2.8 lndEP Cost of Capital Regression Estimation with 
Total Accruals and NAS/REV Dummy (Median) 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign Md(NAS/REV) TAC Md(NAS/REV) & Interaction 

TAC 
Growth Coef -0.0023 -0.0028 -0.0026 -0.0026 

t (-0.90) ( -1. 17) (-1. 10) (-1.10) 
Leverage + Coef 0.0281 ** 0.0402*** 0.04 15*** 0.0415*** 

t (2.25) (3.41) (3.56) (3.57) 
Beta + Coef -0.0002 -0.000 1 -0.0001 -0.0001 

t (-1.01) ( -0.56) ( -0.41) ( -0.41) 
Size Coef -0.0038*** -0.0034*** -0.0029*** -0.0029*** 

t (-3.55) (-3.64) (-2.71) (-2.7 1) 
Md(NAS/REV) + Coef -0.0044 -0.0056 -0.0056 

t ( -0.97) ( -1.26) ( -1.23) 
TAC + Coef 0.0887*** 0.0893*** 0.0886*** 

t (4.69) (4.76) (3.63) 
Md(NAS/REV) + Coef 0.0024 
*TAC t (0.071) 
Constant +/- Coef 0.0742*** 0.0599*** 0.0528 *** 0.0526*** 

t (3.82) (3.43) (2.84) (2.83) 

Observations 1046 1046 1046 1046 
Adj R-squared 0.0175 0.0732 0.0740 0.0731 
F test 5.18*** 8.98*** 7.97*** 7.37*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of finn j 's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage= firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
T AC = net profit after tax and abnom1als (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; Md(NAS/REV) = 1 if a firm's NAS/REV is above the median of overall market 
in year t, and 0 otherwise, where NAS/REV is the ratio ofNAS fees to audit firm's total revenue. 
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Table 4.2.9 lndEP Cost of Capital Regression Estimation with 
Total Accruals and TFIREV Dummy (Median) 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign Md(TF/REV) TAC Md(TF/REV) Interaction 

&TAC 
Growth Coef -0.0031 -0.0035 -0.0034 -0.0034 

t ( -1.32) (-1.47) ( -1.46) (-1.45) 
Leverage + Coef 0.0311 ** 0.0398*** 0.0402*** 0.0401 *** 

t (2.52) (3.38) (3.42) (3 .41) 
Beta + Coef -0.0002 -0.0001 -0.0001 -0.0001 

t ( -1.17) (-0.67) (-0.73) (-0.72) 
Size Coef -0.0038*** -0.0033*** -0.0031 *** -0.0031 *** 

t (-3.64) ( -3.55) (-2.99) (-3.01) 
Md(TFIREV) + Coef -0.0023 -0.0036 -0.0036 

t (-0.55) ( -0.88) (-0.87) 
TAC + Coef 0.0576** 0.0582** 0.0609** 

t (2 .54) (2.57) (2.21) 
Md(TFIREV) + Coef -0.0053 
*TAC t ( -0.12) 
Constant +I- Coef 0.0701 *** 0.0574*** 0.0543*** 0.0546*** 

t (3.78) (3.33) (3 .03) (3.02) 

Observations 1047 1047 1047 1047 
Adj R-squared 0.0177 0.0470 0.0469 0.0460 
F test 4 .90*** 5.79*** 5.23*** 4.55*** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year 's book value of equity and last year's book value of equity (Aspect item 
701 0); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
TAC =net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 9100) 
scaled by lagged total assets; Md(TF/REV) = 1 if a firm's TF/REV is above the median of overall market in 
year t, and 0 otherwise, where TF/REV is the ratio of total fees to audit firm's total revenue. 
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Table 4.2.10 IndEP Cost of Capital Regression Estimation with 
Total Accruals and NAS/OFFICEREV Dummy (Median) 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign Md(NAS/ TAC Md(NAS/OFFICE Interaction 

OFFICEREV) REV) & TAC 
Growth Coef -0.0034 -0.0027 -0.0027 -0.0019 

t (-1. 12) ( -1.07) (-1.06) (-0.75) 
Leverage + Coef 0.0236* 0.0400** * 0.0405 *** 0.0415 *** 

t (1.66) (3.22) (3 .29) (3.3 8) 
Beta + Coef -0.0002 -0.0001 -0.0001 -0.000 1 

t (-0.92) ( -0.52) ( -0.53) (-0.45) 
Size Coef -0.0050*** -0.0038*** -0.0037*** -0.0039*** 

t ( -4.35) (-3 .75) (-3 .35) (-3.54) 
Md(NAS/OFFICE + Coef -0.0005 -0.0016 -0.0025 
REV) t ( -0.12) ( -0.36) ( -0.55) 
TAC + Coef 0.0977*** 0.0978*** 0.1184*** 

t (3.75) (3. 75) ( 4.16) 
Md(NAS/OFFICE + Coef -0.0736* 
REV)*TAC t ( -1.94) 
Constant +/- Co~f 0.0970*** 0.0678*** 0.0663*** 0.0686*** 

t (4.20) (3.55) (3.35) (3.47) 

Observations 1029 1029 1029 1029 
Adj R-squared 0.0201 0.1133 0.1126 0.1228 
F test 5.09*** 7.16*** 6.00*** 6.04*** 

*** p<O.O 1, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of finn j's current year's book value of equity and last year's book value of equity (Aspect item 
701 0); Leverage = firm j's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural Jog offirmj's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; Md(NAS/OFFICEREV) = 1 if a firm's NAS/OFFICEREV is above the median 
of overall market in year t, and 0 otherwise, where NAS/OFFICEREV is the ratio of NAS fees to the revenues 
of the practice office through which the audit was conducted. 
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Table 4.2.11 IndEP Cost of Capital Regression Estimation with 
Total Accruals and TF/OFFICEREV Dummy (Median) 

lndep. Var. Pre d. (1) (2) (3) (4) 
Sign Md(TF/ TAC Md(TF/OFFICE Interaction 

OFFICEREV) REV} & TAC 
Growth Coef -0.0046 -0.0045* -0.0044* -0.0037 

t ( - 1.59) (-1.78) (-1.73) ( -1.57) 
Leverage + Coef 0.0270* 0.0406*** 0.0420*** 0.041 1 *** 

t (1.93) (3.29) (3 .42) (3.32) 
Beta + Coef -0.0002 -0.0000 -0.000 1 -0.0000 

t (-0.92) ( -0.12) ( -0.28) ( -0.23) 
Size Coef -0.0048*** -0.0039** * -0.003 8*** -0.0038*** 

t (-4.39) (-3.95) (-3 .73) (-3.76) 
Md(TF/OFFICE + Coef -0.0041 -0.0050 -0.0055 
REV) t (-1.01) ( -1.23) (-1.33) 
TAC + Coef 0.0850*** 0.0852*** 0.1071*** 

t (2.86) (2.89) (3.09) 
Md(TF/OFFICE + Coef -0.0528 
REV)*TAC t (-1.10) 
Constant +/- Coef 0.0939*** 0.0707*** 0.0700*** 0.0711 *** 

t ( 4.19) (3 .77) (3.74) (3.76) 

Observations 1027 1027 1027 1027 
Adj R-squared 0.0239 0.0990 0.0995 0.1060 
F test 5.47*** 6.35*** 5.59*** 5.24*** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j ' s current year 's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj ' s total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; Md(TF/OFFICEREV) = 1 if a firm 's TF/OFFICEREV is above the median of 
overall market in year t, and 0 otherwise, where TF/OFFICEREV is the ratio of total fees to the revenues of 
the practice office through which the audit was conducted. 
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Table 4.2.12 IndEP Cost of Capital Regression Estimation with 
Total Accruals and Extremely Large NASIREV 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign Lrg(NAS/REV) TAC Lrg(NAS/REV) Interaction 

&TAC 
Growth Coef -0.0032 -0.0034 -0.0034 -0.0034 

t ( -1.35) ( -1.46) (-1.43) ( -1.46) 
Leverage + Coef 0.0295** 0.0365*** 0.0368*** 0.0372*** 

t (2.42) (3.13) (3 .15) (3.16) 
Beta + Coef -0.0002 -0.0001 -0.0002 -0.0002 

t ( -1.35) ( -0. 77) ( -1.00) (-0.99) 
Size Coef -0.0038*** -0.0033*** -0.0033*** -0.0033*** 

t (-4.14) (-3.62) (-3.60) (-3.56) 
Lrg(NASIREV) + Coef -0.0045 -0.0047 -0.0040 

t (-0.86) (-0.90) (-0.76) 
TAC + Coef 0.0468** 0.0468** 0.0455** 

t (2.36) (2.36) (2.25) 
Lrg(NASIREV) + Coef 0.0494 
*TAC t (0.99) 
Constant +I- Coef 0.0706*** 0.0584*** 0.0585*** 0.0576*** 

t (4.05) (3.43) (3.44) (3.39) 

Observations 1049 1049 1049 1049 
Adj R-squared 0.0174 0.0401 0.0399 0.0398 
F test 5.04*** 5.58*** 4.95*** 4.76*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to finn j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year 's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firm j ' s total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj ' s total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; Lrg(NAS/REV) = 1 if a firm's NAS/REV is one of the largest 10% of overall 
market in year t, and 0 otherwise, where NAS/REV is the ratio ofNAS fees to audit firm's total revenue. 
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Table 4.2.13 lndEP Cost of Capital Regression Estimation with 
Total Accruals and Extremely Large TFIREV 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign Lrg(TFIREV) TAC Lrg(TFIREV) Interaction 

&TAC 
Growth Coef -0.0032 -0.0035 -0.0034 -0.0034 

t (-1.34) (-1.50) ( -1.46) ( -1.46) 
Leverage + Coef 0.0298** 0.0370*** 0.0374*** 0.0374** * 

t (2.44) (3 .16) (3.1 9) (3.18) 
Beta + Coef -0.0002 -0.000 1 -0.0002 -0.0002 

t ( -1.17) (-0.74) ( -0.80) ( -0.80) 
Size Coef -0.0040*** -0.0032*** -0.0034*** -0.0034*** 

t (-4.30) (-3.54) (-3 .70) (-3.70) 
Lrg(TFIREV) + Coef -0.0102* -0.0097* -0.0097* 

t (-1.81) (-1.75) (-1.73) 
TAC + Coef 0.0485** 0.0483** 0.0483** 

t (2.39) (2.38) (2.33) 
Lrg(TFIREV) + Coef -0.0011 
*TAC t ( -0.021) 
Constant +/- Coef 0.0740* ** 0.0570*** 0.0607*** 0.0607*** 

t ( 4.18) (3.34) (3.52) (3.52) 

Observations 1048 1048 1048 1048 
Adj R-squared 0.0193 0.0413 0.0427 0.0418 
F test 5.36*** 5.59*** 5.20*** 4.54*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j ' s current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage= firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; Lrg(TF/REV) = 1 if a firm's TF/REV is one of the largest 10% of overall 
market in year t, and 0 otherwise, where TF/REV is the ratio of total fees to audit firm 's total revenue. 
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Table 4.2.14 IndEP Cost of Capital Regression Estimation 
with Total Accruals and Extremely Large NAS/OFFICEREV 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign Lrg(NAS/ TAC Lrg(NAS/OFFICE Interaction 

OFFICEREV} REV) & TAC 
Growth Coef -0.0025 -0.0027 -0.0027 -0.0027 

t (-1.06) ( -1.18) ( -1.1 6) (-1.1 8) 
Leverage + Coef 0.03 84*** 0.0423*** 0.0432*** 0.0438** * 

t (3.26) (3 .61) (3.72) (3.75) 
Beta + Coef -0.0003 -0.0002 -0.0002 -0.0002 

t ( -1.52) (-0.91) ( -1.26) ( -1.24) 
Size Coef -0.0037*** -0.0035*** -0.0033*** -0.0033 *** 

t (-3 .96) (-3.69) (-3.54) (-3.53) 
Lrg(NAS/OFFICE + Coef -0.0072 -0.0074 -0.0066 
REV) t ( -1.42) ( -1.48) ( -1.28) 
TAC + Coef 0.0365* 0.0366* 0.0350* 

t (1.93) (1.94) (1.81) 
Lrg(NAS/OFFICE + Coef 0.0467 
REV)*TAC t (1 .03) 
Constant +/- Coef 0.0649*** 0.0576*** 0.0560*** 0.0555*** 

t (3.71) (3.33) (3.23) (3.21) 

Observations 1025 1025 1025 1025 
Adj R-squared 0.0204 0.0331 0.0342 0.0341 
F test 5.53*** 5.33*** 5.13*** 4.79*** 

*** p<0.01 , ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j ' s earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j ' s current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage= firmj 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta= calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; Lrg(NAS/OFFICEREV) = 1 if a firm's NAS/OFFICEREV is one of the largest 
10% of overall market in year t, and 0 otherwise, where NAS/OFFICEREV is the ratio of NAS fees to the 
revenues of the practice office through which the audit was conducted. 
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Table 4.2.15 lndEP Cost of Capital Regression Estimation with 
Total Accruals and Extremely Large TF/OFFICEREV 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign Lrg(TF/ TAC Lrg(TF/OFFICE Interaction 

OFFICEREV} REV) & TAC 
Growth Coef -0.0037 -0.0040* -0.0040* -0.005 1 ** 

t (-1.63) (-1.75) ( -1.76) (-2.13) 
Leverage + Coef 0.0467*** 0.0539*** 0.0538*** 0.0459*** 

t (3.04) (3.03) (3.20) (3.61) 
Beta + Coef -0.0003 -0.0002 -0.0002 -0.000 1 

t (-1.51) ( -1.06) (-1.01 ) (-0.27) 
Size Coef -0.0051 *** -0.0045*** -0.0045 *** -0.0037*** 

t ( -3.32) (-3.21) ( -3.37) (-3.62) 
Lrg(TF/OFFICE + Coef -0.0001 0.0002 0.0130 
REV) t (-0.0082) (0.023) (1.09) 
TAC + Coef 0.0593** 0.0593** 0.0358* 

t (1.99) (1.98) (1 .87) 
Lrg(TF/OFFICE + Coef 0.6851 ** 
REV)*TAC t (2.06) 
Constant +I- Coef 0.0882*** 0.0732*** 0.0731 *** 0.0631 *** 

(3.42) (3 .20) (3.39) (3.39) 

Observations 1024 1024 1024 1024 
Adj R-squared 0.0245 0.0527 0.0518 0.1810 
F test 5.47*** 2.91*** 4.67*** 4.12*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of 7 months of monthly returns; Size= natural log of firm j 's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; Lrg(TF/OFFICEREV) = 1 if a firm 's TF/OFFICEREV is one of the largest 
10% of overall market in year t, and 0 otherwise, where TF /OFFICEREV is the ratio of total fees to the 
revenues of the practice office through which the audit was conducted. 
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Table 4.2.16 lndEP Cost of Capital Regression Estimation with 
Total Accruals and DUnexpRNAS 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign DUnexpRNAS TAC DUnexpRNAS Interaction 

&TAC 
Growth Coef -0.0041 * -0.0043* -0.0043* -0.0044* 

t (-1.70) ( -1.84) (-1. 80) (- 1.84) 
Leverage + Coef 0.0334*** 0.0358*** 0.0360*** 0.0378*** 

t (2.78) (3 .03) (3.05) (3.23) 
Beta + Coef -0.0002 -0.0001 -0.000 1 -0.0001 

t (-1.02) (-0.64) ( -0.67) (-0.64) 
Size Coef -0.0036*** -0.0034*** -0.0033*** -0.0032*** 

t (-4.03) (-3.84) (-3.71) (-3 .64) 
DUnexpRNAS + Coef -0.0021 -0.0035 -0.0017 

t (-0.60) (-1.01) ( -0.46) 
TAC + Coef 0.0548*** 0.0560*** 0.0269 

t (2.84) (2.92) (1.38) 
DUnexpRNAS + Coef 0.0735** 
*TAC t (2.40) 
Constant +/- Coef 0.0645*** 0.0598*** 0.0598*** 0.0559*** 

t (3.81) (3.57) (3.57) (3.41) 

Observations 962 962 962 962 
Adj R-squared 0.0255 0.0447 0.0447 0.0522 
F test 5.13*** 6.21 *** 5.63*** 6.36*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book va]ue of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of 7 months of monthly returns; Size= natural log of firm j 's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; DUnexpRNAS =1 if UnexpRNAS is above 1, and 0 otherwise, where 
UnexpRNAS is unexpected NAS ratio denoted as actual NAS ratio divided by expected NAS ratio, where 
NAS ratio is NAS fee divided by total fee (NAS fee plus audit fee) and the expected NAS ratio is the fitted 
value of the NAS ratio model adopted from Ruddock, Taylor, and Taylor (2006). 
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Table 4.2.17 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and LrgUnexpRNAS 

Indep. Var. Pre d. (1) (2) (3) (4) 
Sign LrgUnexpRNAS TAC LrgUnexpRNAS Interaction 

&TAC 
Growth Coef -0.0042* -0.0043* -0.0044* -0.0043* 

t (-1.75) (-1.84) (-1. 86) (-1.83) 
Leverage + Coef 0.0349*** 0.0358*** 0.0371 *** 0.0383*** 

t (2.89) (3.03) (3.11) (3 .22) 
Beta + Coef -0.0002 -0.0001 -0.0001 -0.0002 

t ( -1.05) (-0.64) (-0.69) (-0.90) 
Size Coef -0.0035*** -0.0034*** -0.0033*** -0.0034*** 

t ( -3.99) ( -3.84) (-3 .72) ( -3.82) 
LrgUnexpRNAS + Coef 0.0084 0.0068 0.0074 

t (1.29) (1. 10) (1.20) 
TAC + Coef 0.0548*** 0.0538*** 0.0340* 

t (2.84) (2.82) (1.78) 
LrgUnexpRNAS + Coef 0.0774*** 
*TAC t (3.06) 
Constant +/- Coef 0.0602*** 0.0598*** 0.0565*** 0.0567*** 

t (3 .58) (3.57) (3.3 7) (3.40) 

Observations 962 962 962 962 
Adj R-squared 0.0276 0.0447 0.0453 0.0517 
F test 5.03*** 6.21 *** 5.22*** 9.15*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of finn j 's current year's book value of equity and last year's book value of equity (Aspect item 
70 10); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; LrgUnexpRNAS =1 if a firm's UnexpRNAS is in the largest 10% of the overall 
market in year t, and 0 otherwise, where UnexpRNAS is unexpected NAS ratio denoted as actual NAS ratio 
divided by expected NAS ratio, where NAS ratio is NAS fee divided by total fee (NAS fee plus audit fee) and 
the expected NAS ratio is the fitted value of the NAS ratio model adopted from Ruddock, Taylor, and Taylor 
(2006). 
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Table 4.2.18 lndEP Cost of Capital Regression Estimation with 
Total Accruals and Unexpected NAS Fee Dummy 

lndep. Var. Pre d. (1) (2) (3) (4) 
Sign DUnexpNAS TAC DUnexpNAS Interaction 

&TAC 
Growth Coef -0.0031 -0.0033 -0.0033 -0.0041 * 

t ( -1.30) ( -1.39) (-1.38) (-1.75) 
Leverage + Coef 0.0338*** 0.0398*** 0.0411 *** 0.0395*** 

t (2.82) (3.43) (3.60) (3.47) 
Beta + Coef -0.0002 -0.0001 -0.0001 -0.0001 

t ( -0.97) (-0.76) (-0.60) (-0.43) 
Size Coef -0.0035*** -0.0035*** -0.0029*** -0.0025*** 

t (-3.60) (-3.75) ( -3.02) (-2.64) 
DUnexpNAS + Coef -0.0058 -0.0064 -0.0056 

t (-1.37) ( -1.52) ( -1.32) 
TAC + Coef 0.0458** 0.0463** 0.0266 

t (2.31) (2.33) (1.19) 
DUnexpNAS + Coef 0.0902*** 
*TAC t (3.07) 
Constant +/- Coef 0.0661 *** 0.0598*** 0.0535*** 0.0475*** 

(3.75) (3.46) (3.10) (2.78) 

Observations 1040 1040 1040 1040 
Adj R-squared 0.0212 0.0426 0.0439 0.0591 
F test 5.48*** 6.04*** 5.54*** 9.00*** 

*** p<O.O 1, ** p<0.05, * p<O.J (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j ' s earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of finn j ' s current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
TAC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 9100) 
scaled by lagged total assets; DUnexpNAS =1 ifUnexpNAS is above 1, and 0 otherwise, where UnexpNAS 
is unexpected NAS denoted as actual NAS divided by expected NAS, where the expected NAS is the fitted 
value of the NAS model adopted from Larcker and Richardson (2006). 
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Table 4.2.19 lndEP Cost of Capital Regression Estimation with 
Total Accruals and Unexpected Total Fee Dummy 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign DUnexpTF TAC DUnexpTF Interaction 

&TAC 
Growth Coef -0.0047* -0.0049** -0.0049** -0.0050** 

t (-1.93) ( -2.02) ( -2.03) (-2.06) 
Leverage + Coef 0.0361 *** 0.0376*** 0.0370*** 0.0386*** 

t (3 .03) (3 .17) (3 .11) (3.23) 
Beta + Coef -0.0002 -0.0002 -0.0002 -0.0001 

t (-1.06) (-0.92) (-0.92) (-0.76) 
Size Coef -0.0037*** -0.0037*** -0.0036*** -0.0034*** 

t (-4.01 ) (-4.08) (-3 .85) ( -3.66) 
DUnexpTF + Coef -0.00 17 -0.00 18 0.0006 

t ( -0.48) ( -0.49) (0. 14) 
TAC + Coef 0.0179 0.0179 -0.0036 

t (0.98) (0.98) (-0.22) 
DUnexpTF + Coef 0.0918*** 
*TAC t (3.11) 
Constant +/- Coef 0.0654*** 0.0636*** 0.0633*** 0.0579*** 

t (3 .84) (3.74) (3.71) (3.46) 

Observations 961 961 961 961 
Adj R-squared 0.0296 0.0318 0.0310 0.0420 
F test 5.65*** 5.73*** 4.88*** 5.70*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's cunent year 's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of 7 months of monthly returns; Size= natural log of firm j 's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; DUnexpTF =1 if UnexpTF is above 1, and 0 otherwise, where UnexpTF is 
unexpected total fee denoted as actual total fee divided by expected total fee, where the expected total fee is 
the fitted value of the total fee model adopted from Ruddock et al. (2006). 
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Table 4.2.20 lndEP Cost of Capital Regression Estimation with 
Total Accruals and Extremely Large Unexpected NAS Fee Dummy 

lndep. Var. Pre d. (1) (2) (3) (4) 
Sign LrgUnexpNAS TAC LrgUnexpNAS Interaction 

&TAC 
Growth Coef -0.0032 -0.0033 -0.0034 -0.0036 

t (-1.36) ( -1.39) (-1.44) ( -1.50) 
Leverage + Coef 0.0338*** 0.0398*** 0.0410*** 0.0406** * 

t (2.78) (3.43) (3.53) (3.50) 
Beta + Coef -0.0002 -0.000 1 -0.0001 -0.000 1 

t (-1.31) (-0.76) ( -0.91) ( -0.57) 
Size Coef -0.0038*** -0.0035*** -0.0032*** -0.0032*** 

t (-4.07) (-3.75) (-3.51) ( -3.48) 
LrgUnexpNAS + Coef -0.0084** -0.0088** -0.0076* 

t (-2.18) (-2.31) ( -1.82) 
TAC + Coef 0.0458** 0.0462** 0.0448** 

t (2.31) (2.33) (2.23) 
LrgUnexpNAS + Coef 0.0648 
*TAC t (1.21) 
Constant +/- Coef 0.0685*** 0.0598*** 0.0564* ** 0.0558*** 

(3 .91) (3.46) (3 .28) (3.26) 

Observations 1040 1040 1040 1040 
Adj R-squa red 0.0221 0.0426 0.0448 0.0449 
F test 6.12*** 6.04*** 5.90*** 6.07*** 

*** p<0.01, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j ' s earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the G1CS industry code; Growth = natural log of the 
fraction of firm j ' s current year's book value of equity and last year' s book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
T AC = net profit after tax and abnormals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; LrgUnexpNAS =1 if a firm's UnexpNAS is one of the largest 10% of overall 
market in year t, and 0 otherwise, where UnexpNAS is unexpected NAS fee denoted as actual NAS fee 
divided by expected NAS fee, where the expected NAS fee is the fitted value of the NAS fee model adopted 
from Larcker and Richardson (2006) . 
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Table 4.2.21 IndEP Cost of Capital Regression Estimation with 
Total Accruals and Extremely Large Unexpected Total Fee Dummy 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign LrgUnexpTF TAC LrgUnexpTF Interaction 

&TAC 
Growth Coef -0.0041 * -0.0045* -0.0045* -0.0045* 

t ( -1.68) (-1.89) (-1.89) ( -1.94) 
Leverage + Coef 0.0333*** 0.0352*** 0.0353*** 0.0380*** 

t (2.80) (3.00) (3.03) (3 .31) 
Beta + Coef -0.0002 -0.0002 -0.0002 -0.0001 

t (-1.03) ( -0.91) ( -0.82) ( -0.4 7) 
Size Coef -0.0040*** -0.0036*** -0.0037*** -0.0035*** 

t ( -4.25) (-3.96) (-3.86) (-3.78) 
LrgUnexpTF + Coef 0.0015 0.0009 0.0072 

t (0.21) (0.14) (0.93) 
TAC + Coef 0.0512** 0.0512** 0.0423** 

t (2.44) (2.44) (1 .98) 
LrgUnexpTF + Coef 0.2777** 
*TAC t (2.46) 
Constant +/- Coef 0.0715*** 0.0649*** 0.0652*** 0.0604*** 

t (3.98) (3 .76) (3.66) (3.56) 

Observations 957 957 957 957 
Adj R-squared 0.0271 0.0439 0.0429 0.0584 
F test 5.23*** 6.26*** 5.23*** 5.75*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted eamings-to-price ratio, equal to firm j's eamings-to-price ratio less the median 
eamings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
701 0); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta =calculated 
from the firm-specific CAPM using 36-month rolling retums, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offinnj ' s total assets (Aspect item 5090). 
T AC = net profit after tax and abnonnals (Aspect item 8036) less operating cash flows (Aspect item 91 00) 
scaled by lagged total assets; .LrgUnexpTF =1 if a firm's UnexpTF is one of the largest 10% of overall 
market in year t, and 0 otherwise, where UnexpTF is unexpected NAS denoted as actual total fee divided by 
expected total fee , where the expected total fee is the fitted value of the total fee model adopted from 
Ruddock eta/. (2006). 
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Appendix 4.3 Cost of Capital Regression Estimation for Additional Analysis (Section 4.4.3)-
Unexpected Accruals 

Table 4.3.1 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Big 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign Big UAC Big& UAC Interaction 

Growth Coef -0.0034 -0.0035 -0.0034 -0.0035 
t ( -1.25) ( -1.30) ( -1.27) (- 1.33) 

Leverage + Coef 0.0253* 0.0304** 0.0304** 0.0307** 
t (1.93) (2.40) (2.40) (2.43) 

Beta + Coef -0.0002 -0.0001 -0.0002 -0.0002 
t ( -1.05) (-0.81) ( -0.91 ) (-0.97) 

Size Coef -0.0047*** -0.0039*** -0.0043*** -0.0043*** 
t (-4.54) (-3.91) (-4.13) (-4.1 6) 

Big Coef 0.0049 0.0044 0.0059 
t (0.88) (0.82) (1.12) 

UAC + Coef 0.0595*** 0.0594*** 0.0748*** 
t (4.12) ( 4.11) (2 .70) 

Big*UAC Coef -0.0228 
t (-0.70) 

Constant +/- Coef 0.1048*** 0.0817*** 0.0840*** 0.0797*** 
t (4.68) ( 4.15) (4.24) (4.12) 

Observations 981 981 981 981 
Adj R-squared 0.0171 0.0540 0.0539 0.0541 
F test 5.08*** 7.37*** 6.47*** 5.56*** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j ' s current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size = natural log offirmj's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); Big = 1 if firm j is audited by Big n auditor, and 0 otherwise. 
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Table 4.3.2 IndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and National Leader 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign NL UAC NL&UAC Interaction 

Growth Coef -0.0036 -0.0029 -0.0027 -0.0027 
t (-1.13) (- 1.02) (-0.96) (-0.97) 

Leverage + Coef 0.0 174 0.0251 * 0.0253 * 0.0255* 
t (1. 19) (1 .92) (1.93) (1.96) 

Beta + Coef -0.0002 -0.0002 -0.0002 -0.0002 
t ( -0.87) (-0.81) (-0.81) ( -0.85) 

Size Coef -0.0050*** -0.0039*** -0.0041 *** -0.004 1 *** 
t (-4.52) (-3.77) (-3.89) (-3.89) 

NL Coef 0.0033 0.0026 0.0035 
t (0.76) (0.61) (0.80) 

UAC + Coef 0.0675*** 0.0674*** 0.0719** 
t (3.09) (3.08) (2.38) 

NL*UAC + Coef -0.0142 
t ( -0.37) 

Constant +/- Coef 0.0986*** 0.0712*** 0.0744*** 0.0738*** 
(4.31) (3.68) (3.78) (3.76) 

Observations 988 988 988 988 
Adj R-squared 0.0198 0.0768 0.0763 0.0759 
}"' test 4.96*** 5.19*** 4.77*** 4.49*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage= firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta= calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of 7 months of monthly returns; Size = natural log of firm j 's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); NL = 1 if firm j is audited by national leader defined as an audit firm has the largest market share 
based on audit fees in firmj's industry in the overall market, and 0 otherwise. 
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Table 4.3.3 IndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Unexpected Big n Choice Dummy 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign DUnexpBig UAC DUnexpBig Interaction 

&UAC 
Growth Coef -0.0037* -0.0037* -0.0037 -0.0038* 

t ( -1.65) (-1.67) (-1.64) (-1.71 ) 
Leverage + Coef 0.0293* 0.0295* 0.0299* 0.0304* 

t (1.87) (1.87) (1.90) (1.95) 
Beta + Coef -0.0002 -0.0002 -0.0002 -0.000 1 

t (-1.04) (-1.00) (-0.95) (-0.92) 
Size Coef -0.0035*** -0.0036*** -0.0034*** -0.0034*** 

t (-3.44) (-3.59) ( -3 .25) (-3.26) 
DUnexpBig +/- Coef 0.0052 0.0054 0.0021 

t (0.45) (0.48) (0.20) 
UAC + Coef 0.0214 0.0214 0.0189 

t (1.51) (1.51) (1.34) 
DUnexpBig*UAC +/- Coef 0.0584 

t (0.71) 
Constant +/- Coef 0.0637*** 0.0645*** 0.0601 *** 0.0601 *** 

t (3.35) (3.42) (3.05) (3.06) 

Observations 684 684 684 684 
Adj R-squared 0.0223 0.0288 0.0279 0.0287 
F test 3.80*** 4.10*** 3.41 *** 2.95** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural Jog of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
701 0); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling retums, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj ' s total assets (Aspect item 5090). 
UAC =unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta!. 
(2005); DunexpBig = 1 if UnexpBig is above 0.5 and 0 otherwise, where UnexpBig is the difference between 
the actual auditor choice (1 =Big n) and the probability of a Big n auditor choice estimated from the auditor 
choice model suggested by Godfrey and Hamilton (2005). 
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Table 4.3.4 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Unexpected non Big n Choice Dummy 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign DUnexpNBig UAC DUnexpNBig Interaction 

&UAC 
Growth Coef 0.0017 0.0009 0.0016 0.001 3 

t (0.32) (0.1 7) (0.30) (0.26) 
Leverage + Coef 0.0668** * 0.0623*** 0.0669*** 0.0665 *** 

t (3.96) (3.71) (3.97) (3.93) 
Beta + Coef -0.0007 -0.0007 -0.0006 -0.0006 

t ( -0.26) ( -0.25) (-0.24) (-0.21) 
Size Coef 0.00 13 -0.0003 0.00 14 0.001 3 

t (0.39) (-0.11) (0.43) (0.38) 
DUnexpNBig +/- Coef -0.0151 -0.0151 -0.0 162 

t ( -1.33) (-1.33) ( -1.43) 
UAC + Coef 0.0030 0.0036 -0.0098 

t (0.17) (0.21) (-0.37) 
DUnexpNBig*UAC +/- Coef 0.0169 

t (0.50) 
Constant +/- Coef -0.0299 -0.0106 -0.0327 -0.0285 

( -0.55) (-0.22) ( -0.60) ( -0.53) 

Observations 219 219 219 219 
Adj R-squared 0.0260 0.0162 0.0216 0.0177 
F test 3.15** 2.87** 2.64** 2.37** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j 's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j 's current year's book value of equity and last year 's book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
UAC =unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et a!. 
(2005); DunexpNBig = 1 if UnexpNBig is above 0.5 and 0 otherwise, where UnexpNBig is absolute value of 
the difference between the actual auditor choice (1 = Big n) and the probability of a Big n auditor choice 
estimated from the auditor choice model suggested by Godfrey and Hamilton (2005). 
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Table 4.3.5 IndEP Cost of Capital Regression Estimation 
with Unexpected Accruals and Auditor Switch 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign Aswitch UAC Aswitch & Interaction 

UAC 
Growth Coef -0.0050 -0.0041 -0.0041 -0.0041 

t ( -1.52) (-1.41 ) (-1.42) (-1.42) 
Leverage + Coef 0.0168 0.0261 ** 0.0260** 0.0260** 

t (1.15) (2.00) (2.00) (2.00) 
Beta + Coef -0.0001 -0.0001 -0.0001 -0.0001 

t ( -0.55) ( -0.40) ( -0.40) ( -0.41) 
Size Coef -0.0050*** -0.0043*** -0.0044*** -0.0044*** 

t (-4.60) (-4.16) (-4.16) ( -4.16) 
Aswitch +I- Coef -0.0041 -0.0010 -0.0010 

t (-0.50) ( -0. 13) (-0.13) 
UAC + Coef 0.0735*** 0.0735*** 0.0735*** 

t (3.32) (3.32) (3.22) 
Aswitch*UAC +I- Coef -0.0024 

t (-0.043) 
Constant +I- Coef 0.1029*** 0.0806*** 0.0808*** 0.0808*** 

t (4.48) ( 4.11 ) (4.13) (4.13) 

Observations 988 988 988 988 
Adj R-squared 0.0222 0.081 8 0.0809 0.0800 
F test 5.10*** 5.95*** 4.97*** 4.44*** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j 's current year's book value of equity and last year 's book value of equity (Aspect item 
7010); Leverage = firm j ' s total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size = natural log offirm j's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta/. 
(2005); Aswitch = 1 if firm} switches its incumbent audi tor, and 0 otherwise. 
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Table 4.3.6 IndEP Cost of Capital Regression Estimation 
with Unexpected Accruals and Partner Switch 

Indep. Var. Pre d. (1) (2) (3) (4) 
Sign Pswitch UAC Pswitch & Interaction 

UAC 
Growth Coef -0.0047 -0.0040 -0.0040 -0.003 8 

t (-1.44) (-1. 38) (-1.38) ( -1.34) 
Leverage + Coef 0.0201 0.0285** 0.0280** 0.0278** 

t (1.41) (2.22) (2.19) (2 .17) 
Beta + Coef -0.000 1 -0.000 1 -0.0001 -0.000 1 

t (-0.72) ( -0.49) ( -0.57) ( -0.49) 
Size Coef -0.0049*** -0.0044*** -0.0043*** -0.0043*** 

t ( -4.51) (-4.18) (-4.1 6) ( -4.16) 
Pswitch +I- Coef -0.0054 -0.0046 -0.0025 

t (-1.20) ( -1.06) (-0.60) 
UAC + Coef 0.0717*** 0.0715*** 0.0785*** 

t (3 .14) (3.14) (2.94) 
Pswitch*UAC +I- Coef -0.0387 

t ( -1.16) 
Constant +I- Coef 0.1000*** 0.0799*** 0.0808*** 0.0802*** 

(4.37) (4.08) (4.13) ( 4.11) 

Observations 986 986 986 986 
Adj R-squared 0.0228 0.0782 0.0782 0.0797 
F test 5.25*** 5.85*** 4.97*** 4.69*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage=~ firm j's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj ' s total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); Pswitch = 1 if firm) switches its incumbent partner, and 0 otherwise. 
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Table 4.3. 7 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Extremely Small Unexpected Audit Fees 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign SmlUnexpAF UAC SmlUnexpAF Interaction 

&UAC 
Growth Coef -0.005 1 -0.0040 -0.0040 -0.0039 

t ( -1.54) (-1.38) (-1.38) ( -1.35) 
Leverage + Coef 0.0182 0.0259** 0.0271 ** 0.0266** 

t (1.24) (1.98) (2.09) (2.04) 
Beta + Coef -0.0001 -0.000 1 -0.000 1 -0.000 1 

t (-0.54) ( -0.40) ( -0.38) ( -0.55) 
Size Coef -0.0050*** -0.0043*** -0.0043*** -0.0044*** 

t (-4.60) (-4.1 5) (-4.16) (-4.18) 
SmlUnexpAF + Coef 0.0029 0.0060 0.0036 

t (0.30) (0.65) (0.42) 
UAC + Coef 0.0745*** 0.0749*** 0.0714*** 

t (3.25) (3 .27) (2.98) 
SmlUnexpAF + Coef 0.0657 
*UAC t (0.67) 
Constant +I- Coef 0.1016*** 0.0804*** 0.0795*** 0.0800*** 

t (4.44) (4.11) (4.07) ( 4.09) 

Observations 987 987 987 987 
Adj R-squared 0.0224 0.0816 0.0812 0.0826 
F test 5.11 *** 5.94*** 5.02*** 4.35*** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
70 10); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offrrmj ' s total assets (Aspect item 5090). 
UAC =unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta!. 
(2005); SmlUnexpAF = 1 if a firm ' s unexpAF is one of the smallest 10% of overall market in year t, where 
UnexpAF = unexpected audit fee denoted as actual audit fees divided by expected audit fees, where the 
expected audit fees is the anti-log of the fitted value of the audit fee model adopted from Ferguson, Francis 
and stokes (2006). 
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Table 4.3.8 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and NAS/REV Dummy (Median) 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign Md(NAS/REV) UAC Md(NAS/REV) & Interaction 

UAC 
Growth Coef -0.0043 -0.0035 -0.0034 -0.0035 

t (-1.33) ( -1.25) ( -1.22) ( -1.21) 
Leverage + Coef 0.0156 0.0237* 0.0240* 0.0237* 

t (1.04) (1.80) (1.82) (1.78) 
Beta + Coef -0.0001 -0.0001 -0.0001 -0.0001 

t (-0.76) ( -0.58) ( -0.55) ( -0.55) 
Size Coef -0.0047*** -0.0039*** -0.0038*** -0.0038*** 

t ( -3.46) (-3 .77) (-3 .10) (-3.10) 
Md(NAS/REV) + Coef -0.0000 -0.0014 -0.0023 

t (-0.0054) (-0.27) (-0.49) 
UAC + Coef 0.0765*** 0.0766*** 0.0686*** 

t (3.44) (3 .46) (2.79) 
Md(NAS/REV) + Coef 0.0 141 
*UAC t (0.33) 
Constant +/- Coef 0.0947*** 0.0715*** 0.0698*** 0.0704*** 

t (3.63) (3 .72) (3 .28) (3.23) 

Observations 985 985 985 985 
Adj R-squared 0.0201 0.0896 0.0888 0.0884 
F test 4.82*** 5.37*** 4.99*** 4.48*** 

*** p<O.O 1, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j 's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size = natural log offirmj's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); Md(NAS/REV) = 1 if a firm's NAS/REV is above the median of overall market in year t, and 0 
otherwise, where NAS/REV is the ratio ofNAS fees to audit firm's total revenue. 
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Table 4.3.9 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and TFIREV Dummy (Median) 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign Md(TF/REV) UAC Md(TFIREV) Interaction 

&UAC 
Growth Coef -0.0042 -0.0032 -0.0032 -0.0032 

t (- 1.30) (-1.12) (-1.1 3) (-1. 14) 
Leverage + Coef 0.0164 0.0254* 0.0254* 0.0257** 

t (1. 12) (1.94) (1.94) (1.97) 
Beta + Coef -0.0002 -0.0002 -0.0002 -0.0002 

t (-0.93) ( -0.86) ( -0.84) (-0.84) 
Size Coef -0.0047*** -0.0039*** -0.0039*** -0.0038*** 

t (-3.73) (-3.74) (-3.37) (-3.34) 
Md(TFIREV) + Coef 0.0010 0.0005 -0.0012 

t (0.18) (0.11) (-0.29) 
UAC + Coef 0.0751 *** 0.0750*** 0.0602*** 

t (3 .41) (3 .41) (2.90) 
Md(TFIREV) + Coef 0.0252 
*UAC t (0.63) 
Constant +I- Coef 0.0949*** 0.0701 *** 0.0705*** 0.0696*** 

t (3 .84) (3.65) (3.45) (3.43) 

Observations 985 985 985 985 
Adj R-squared 0.0198 0.0878 0.0869 0.0879 
F test 4.79*** 5.49*** 5.03*** 4.74*** 

*** p<O.O 1, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to finn j ' s earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of finn j's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = finnj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firn1-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size = natural log offinnj ' s total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta/. 
(2005); Md(TF/REV) = 1 if a firm's TF/REV is above the median of overall market in year t, and 0 
otherwise, where TF/REV is the ratio of total fees to audit firm 's total revenue. 
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Table 4.3.10 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and NAS/OFFICEREV Dummy (Median) 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign Md(NAS/ UAC Md(NAS/OFFICE Interaction 

OFFICEREV) REV} & UAC 
Growth Coef -0.001 1 -0.0011 -0.0010 -0.0007 

t (-0.42) (-0.41) ( -0.39) (-0.26) 
Leverage + Coef 0.03 16** 0.0336*** 0.0339*** 0.0350*** 

t (2.41) (2.59) (2.65) (2 .78) 
Beta + Coef -0.0002 -0.0002 -0.0002 -0.0002 

t (-1.06) ( -0.99) ( -0.99) (-0.92) 
Size Coef -0.0042*** -0.0039*** -0.0038*** -0.0038*** 

t ( -3.87) ( -3.87) ( -3.48) (-3.47) 
Md(NAS/OFFICE + Coef -0.0011 -0.0011 0.0004 
REV) t (-0.25) (-0.24) (0.078) 
UAC + Coef 0.031 9** 0.0319** 0.0468* 

t (2.2 1) (2.21) (1.66) 
Md(NAS/OFFICE + Coef -0.0258 
REV)*UAC t ( -0.83) 
Constant +I- Coef 0.0772*** 0.0680*** 0.0670*** 0.0648*** 

t (3.88) (3.63) (3.43) (3.35) 

Observations 968 968 968 968 
Adj R-squared 0.0145 0.0273 0.0264 0.0274 
F test 4.36*** 4.82*** 4.04*** 3.56*** 

*** p<O.O 1, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta!. 
(2005); Md(NAS/OFFICEREV) = 1 if a firm's NAS/OFFICEREV is above the median of overall market in 
year t, and 0 otherwise, where NAS/OFFICEREV is the ratio of NAS fees to the revenues of the practice 
office through which the audit was conducted. 
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Table 4.3.11 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and TF/OFFICEREV Dummy (Median) 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign Md(TF/ UAC Md(TF/OFFICE Interaction 

OFFICEREV) REV}&UAC 
Growth Coef -0.0029 -0.0025 -0.0024 -0.0022 

t (-0.92) ( -0.87) (-0.81) ( -0.82) 
Leverage + Coef 0.0261 * 0.0303** 0.0315** 0.0316** 

t (1.80) (2.29) (2.38) (2.41) 
Beta + Coef -0.0002 -0.0002 -0.0002 -0.0002 

t ( -0.99) (-0.80) (-0.93) ( -0.87) 
Size Coef -0.0045*** -0.0039*** -0.0038*** -0.0038*** 

t ( -4.11) (-3.79) ( -3.57) (-3.55) 
Md(TF/OFFICE + Coef -0.0040 -0.0043 -0.0036 
REV) t ( -0.93) (-1.01) (-0.79) 
UAC + Coef 0.0545** 0.0546** 0.0606 

t (2 .30) (2.30) (1.33) 
Md(TF/OFFICE + Coef -0.0113 
REV)*UAC t ( -0.23) 
Constant +/- Coef 0.0890*** 0.0696*** 0.0690*** 0.0684*** 

(3 .98) (3.64) (3.60) (3.54) 

Observations 969 969 969 969 
Adj R-squared 0.0184 0.0553 0.0554 0.0548 
F test 4.78*** 4.65*** 4.15*** 4.32*** 

*** p<O.Ol , ** p<0.05, * p<0.1 (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j ' s current year's book value of equity and last year' s book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta!. 
(2005); Md(TF/OFFICEREV) = 1 if a firm's TF/OFFICEREV is above the median of overall market in year 
t, and 0 otherwise, where TF/OFFICEREV is the ratio of total fees to the revenues of the practice office 
through which the audit was conducted. 
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Table 4.3.12 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and DUnexpRNAS 

Indep. Var. P red. (1) (2) (3) (4) 
Sign DUnexpRNAS UAC DUnexpRNAS Interaction 

&UAC 
Growth Coef -0.0034 -0.0034 -0.0033 -0.0035 

t (-1.34) ( -1.36) (-1.31) (-1.38) 
Leverage + Coef 0.0327*** 0.0328*** 0.0330*** 0.0325*** 

t (2.63) (2.64) (2.66) (2.62) 
Beta + Coef -0.0002 -0.0001 -0.0001 -0.0001 

t ( -0.92) (-0.76) ( -0.80) (-0.81) 
Size Coef -0.0034*** -0.0034*** -0.0033*** -0.0032*** 

t (-3.74) ( -3 .66) (-3.53) ( -3.48) 
DUnexpRNAS + Coef -0.0031 -0.0037 -0.0050 

t ( -0.86) ( -1.00) (-1.43) 
UAC + Coef 0.0225* 0.0231 * 0.0122 

t (1.75) (1.80) (0.65) 
DUnexpRNAS + Coef 0.0258 
*UAC t (1.02) 
Constant +/- Coef 0.0615*** 0.0577*** 0.0576*** 0.0570*** 

(3 .57) (3 .30) (3.29) (3.27) 

Observations 902 902 902 902 
Adj R-squared 0.0223 0.0279 0.0280 0.0290 
F test 4.51 *** 4.68*** 4.22*** 3.83*** 

*** p<O.O 1, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to fim1 j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size = natural log offirmj's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); DUnexpRNAS =1 if UnexpRNAS is above 1, and 0 otherwise, where UnexpRNAS is unexpected 
NAS ratio denoted as actual NAS ratio divided by expected NAS ratio, where NAS ratio is NAS fee divided 
by total fee (NAS fee plus audit fee) and the expected NAS ratio is the fitted value of the NAS ratio model 
adopted from Ruddock, Taylor, and Taylor (2006). 
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Table 4.3.13 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Extremely Large NAS/REV 

lndep. Var. Pre d. (1) (2) (3) (4) 
Sign Lrg(NASIREV) UAC Lrg(NAS/REV) Interaction 

&UAC 
Growth Coef -0.0049 -0.0042 -0.0041 -0.0042 

t (-1.51) (-1.47) (-1.43) (-1.45) 
Leverage + Coef 0.0154 0.0242* 0.0244* 0.0242* 

t (1.06) (1.88) (1.89) (1.87) 
Beta + Coef -0.0002 -0.0001 -0.0001 -0.0001 

t ( -0.98) ( -0.39) (-0.75) ( -0.83) 
Size Coef -0.0047*** -0.0041 *** -0.0041 *** -0.0040*** 

t ( -4.41) (-4.04) ( -3.99) (-3.91) 
Lrg(NAS/REV) + Coef -0.0089* -0.0074 -0.0061 

t (-1.72) (-1.47) ( -1.16) 
UAC + Coef 0.0742*** 0.0739*** 0.0761 *** 

t (3.36) (3.34) (3.24) 
Lrg(NAS/REV) + Coef -0.0329 
*UAC t ( -0.98) 
Constant +I- Coef 0.0981 *** 0.0768*** 0.0765*** 0.0748*** 

t (4.35) (4.00) (3 .99) (3.94) 

Observations 987 987 987 987 
Adj R-squared 0.0230 0.0837 0.0840 0.0839 
F test 5.76*** 5.79*** 5.41 *** 4.96*** 

*** p<O.O 1, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
eamings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year' s book value of equity (Aspect item 
7010); Leverage= firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta!. 
(2005); Lrg(NAS/REV) = 1 if a firm's NAS/REV is one of the largest 10% of overall market in year t, and 0 
otherwise, where NAS/REV is the ratio ofNAS fees to audit firm's total revenue. 
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Table 4.3.14 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Extremely Large TFIREV 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign Lrg(TFIREV) UAC Lrg(TFIREV) Interaction 

&UAC 
Growth Coef -0.0050 -0.0044 -0.0043 -0.0043 

t (-1.53) ( -1.52) (-1.49) ( -1.50) 
Leverage + Coef 0.0155 0.0247* 0.0249* 0.0247* 

t (1.06) (1.92) (1.92) (1.90) 
Beta + Coef -0.0001 -0.0001 -0.0001 -0.0001 

t (-0.65) ( -0.35) ( -0.45) (-0.41) 
Size Coef -0.0050*** -0.0040*** -0.0042*** -0.0041 *** 

t ( -4.58) (-3.96) (-4.09) (-4.05) 
Lrg(TFIREV) + Coef -0.0159** -0.0130** -0.0119* 

t ( -2.57) (-2.19) ( -1.95) 
UAC + Coef 0.0765*** 0.0757*** 0.0767*** 

t (3.42) (3.39) (3.34) 
Lrg(TFIREV) + Coef -0.0320 
*UAC t ( -0.82) 
Constant +I- Coef 0.1027*** 0.0747*** 0.0784*** 0.0775*** 

(4.49) (3.90) (4.08) (4.05) 

Observations 986 986 986 986 
Adj R-squared 0.0257 0.0860 0.0880 0.0874 
F test 6.10*** 5.83*** 5.73*** 5.10*** 

*** p<O.O 1, ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta= calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of 7 months of monthly returns; Size = natural log of firm j 's total assets (Aspect item 5090). 
UAC =unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta!. 
(2005); Lrg(TF/REV) = 1 if a fizm's TF/REV is one of the largest 10% of overall market in year t, and 0 
otherwise, where TF/REV is the ratio of total fees to audit firm 's total revenue. 
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Table 4.3.15 IndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Extremely Large NAS/OFFICEREV 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign Lrg(NAS/ UAC Lrg(NAS/OFFICE Interaction 

OFFICEREV} REV)&UAC 
Growth Coef -0.0014 -0.0015 -0.0013 -0.0013 

t ( -0.53) ( -0.56) ( -0.51) ( -0.49) 
Leverage + Coef 0.0309** 0.0336*** 0.0341 *** 0.0348*** 

t (2.37) (2.63) (2.69) (2 .72) 
Beta + Coef -0.0003 -0.0002 -0.0002 -0.0002 

t ( -1.52) (-0.97) ( -1.39) ( -1.20) 
Size Coef -0.0040*** -0.0039*** -0.0037*** -0.0037*** 

t ( -3.99) ( -3.92) (-3 .71) (-3.74) 
Lrg(NAS/OFFICE + Coef -0.0095* -0.0087* -0.01 04** 
REV) t ( -1.93) ( -1.79) ( -2.23) 
UAC + Coef 0.0357** 0.0352** 0.0328** 

t (2.44) (2.41) (2.16) 
Lr g(NAS/OFFICE + Coef 0.0589 
REV)*UAC t (1.26) 
Constant +/- Coef 0.0741 *** 0.0667*** 0.0642*** 0.0645*** 

t (3 .87) (3.64) (3.50) (3 .52) 

Observations 965 965 965 965 
Adj R-squared 0.0175 0.0306 0.0321 0.0329 
F test 5.34*** 5.11 *** 5.09*** 4.92*** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firn1 j ' s earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage = firmj 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firrn-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj ' s total assets (Aspect item 5090). 
UAC =unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); Lrg{NAS/OFFICEREV) = 1 if a firm's NAS/OFFICEREV is one of the largest 10% of overall 
market in year t, and 0 otherwise, where NAS/OFFICEREV is the ratio of NAS fees to the revenues of the 
practice office through which the audit was conducted. 
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Table 4.3.16 IndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Extremely Large TF/OFFICEREV 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign Lrg(TF/ UAC Lrg(TF /OFFICE Interaction 

OFFICEREV} REV}& UAC 
Growth Coef -0.001 6 -0.001 5 -0.001 5 -0.0015 

t (-0.60) ( -0.56) ( -0.58) ( -0 .58) 
Leverage + Coef 0.031 7** 0.0336** * 0.0348*** 0.0348*** 

t (2.42) (2 .63) (2.73) (2.73) 
Beta + Coef -0.0002 -0.0002 -0.0002 -0.0002 

t (-1.12) (-0.97) ( -1.03) (-1.03) 
Size Coef -0.0043*** -0.0039*** -0.0040*** -0.0040*** 

t (-4.34) ( -3.92) ( -4.04) (-4.04) 
Lrg(TF/OFFICE + Coef -0.0119** -0.0107** -0.0109** 
REV) t (-2.19) (-1.99) (-1.99) 
UAC + Coef 0.0357** 0.0350** 0.0347** 

t (2.44) (2.39) (2.32) 
Lrg(TF/OFFICE + Coef 0.0101 
REV)*UAC t (0.24) 
Constant +/- Coef 0.0798*** 0.0667*** 0.0695*** 0.0695*** 

( 4.16) (3.64) (3.78) (3.78) 

Observations 965 965 965 965 
Adj R-squared 0.0180 0.0306 0.0324 0.0314 
F test 5.43*** 5.11*** 5.01 *** 4.33*** 

*** p<O.Ol, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage= firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size = natural log offirmj 's total assets (Aspect item 5090). 
UAC =unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); Lrg(TF/OFFICEREV) = 1 if a firm 's TF/OFFICEREV is one of the largest 10% of overall market 
in year t, and 0 otherwise, where TF/OFFICEREV is the ratio of total fees to the revenues of the practice 
office through which the audit was conducted. 
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Table 4.3.17 JndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and LrgUnexpRNAS 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign LrgUnexpRNAS UAC LrgUnexpRNAS Interaction 

&UAC 
Growth Coef -0.0036 -0.0034 -0.0035 -0.0037 

t ( -1.42) ( -1.36) ( -1.39) (-1.46) 
Leverage + Coef 0.0341 *** 0.0328*** 0.0343*** 0.0341 *** 

t (2.73) (2.64) (2.75) (2.74) 
Beta + Coef -0.0002 -0.0001 -0.0001 -0.0002 

t (-0.94) (-0.76) ( -0.82) ( -1.07) 
Size Coef -0.0033*** -0.0034*** -0.0032*** -0.0033*** 

t (-3.70) (-3.66) ( -3.52) (-3.63) 
LrgUnexpRNAS + Coef 0.0092 0.0085 0.0040 

t (1.38) (1.29) (0.64) 
UAC + Coef 0.0225* 0.0217* 0.0120 

t (1.75) (1.70) (0.82) 
LrgUnexpRNAS + Coef 0.0560* 
*UAC t (1.90) 
Constant +I- Coef 0.0566*** 0.0577*** 0.0533*** 0.0559*** 

(3.32) (3.30) (3.07) (3.21) 

0 bservatio ns 902 902 902 902 
Adj R-squared 0.0246 0.0279 0.0295 0.0340 
F test 4.34*** 4.68*** 4.00*** 3.96*** 

*** p<O.O 1, ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year' s book value of equity (Aspect item 
7010); Leverage = tirmj ' s total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); lrgUnexpRNAS = 1 if a firm's UnexpRNAS is in the largest 10% of the overall market in year t, and 
0 otherwise, where UnexpRNAS is unexpected NAS ratio denoted as actual NAS ratio divided by expected 
NAS ratio, where NAS ratio is NAS fee divided by total fee (NAS fee plus audit fee) and the expected NAS 
ratio is the fitted value of the NAS ratio model adopted from Ruddock, Taylor, and Taylor (2006). 
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Table 4.3.18 IndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Unexpected NAS Fee Dummy 

lndep. Var. Pred. (1) (2) (3) (4) 
Sign DUnexpNAS UAC DUnexpNAS Interaction 

&UAC 
Growth Coef -0.0033 -0.0032 -0.0031 -0.0030 

t ( -1.35) (-1.31) (-1.27) (-1.23) 
Leverage + Coef 0.0311 ** 0.0333 *** 0.0353*** 0.0358*** 

t (2 .5 1) (2.71 ) (2.94) (3.0 1) 
Beta + Coef -0.0002 -0.0002 -0.0001 -0.0002 

t (-0.99) ( -0.98) ( -0.82) ( -0.85) 
Size Coef -0.0033*** -0.0034*** -0.0029*** -0.0029*** 

t ( -3.34) (-3.58) (-2.81) ( -2. 83) 
DUnexpNAS + Coef -0.0063 -0.0079* -0.0067 

t (-1.47) (-1.83) ( -1.59) 
UAC + Coef 0.0493*** 0.0504*** 0.061 5*** 

t (3.55) (3.65) (2.86) 
DUnexpNAS + Coef -0.0220 
*UAC t ( -0.81) 
Constant +/- Coef 0.0642*** 0.0588*** 0.0520*** 0.05 12*** 

t (3.56) (3.30) (2.90) (2.88) 

Observations 970 970 970 970 
Adj R-squared 0.0202 0.0494 0.0519 0.0525 
F test 4.85*** 6.38*** 6.05*** 5.45*** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 
IndEP = industry adjusted earnings-to-price ratio, equal to firm j ' s earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year' s book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta= calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj ' s total assets (Aspect item 5090). 
UAC =unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); DUnexpNAS =1 if UnexpNAS is above 1, and 0 otherwise, where UnexpNAS is unexpected NAS 
denoted as actual NAS divided by expected NAS, where the expected NAS is the fitted value of the NAS 
model adopted from Larcker and Richardson (2006). 

225 



Table 4.3.19 IndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Unexpected Total Fee Dummy 

lndep. Var. Pre d. (1) (2) (3) (4) 
Sign DUnexpTF UAC DUnexpTF Interaction 

&UAC 
Growth Coef -0.0035 -0.0035 -0.0035 -0.0035 

t (-1.40) ( -1.40) (-1.41) (-1.42) 
Leverage + Coef 0.0373*** 0.0380*** 0.0373*** 0.0376** * 

t (3.07) (3.12) (3.07) (3. 10) 
Beta + Coef -0.0002 -0.0002 -0.0002 -0.0002 

t ( -0.95) ( -0.93) ( -0.93) (-0.95) 
Size Coef -0.0038*** -0.0038*** -0.0037*** -0.0038*** 

t (-4. 13) ( -4.28) (-4.09) (-4.13) 
DUnexpTF + Coef -0.0016 -0.0017 -0.0032 

t ( -0.43) (-0.45) (-0.87) 
UAC + Coef 0.0029 0.0031 -0.0113 

t (0.30) (0.32) ( -0.85) 
DUnexpTF + Coef 0.0300* 
*UAC t (1.75) 
Constant +/- Coef 0.0652*** 0.0648*** 0.0645*** 0.0655*** 

(3.80) (3.77) (3.75) (3 .81) 

Observations 900 900 900 900 
Adj R-squared 0.0275 0.0274 0.0266 0.0290 
F test 5.22*** 5.14*** 4.33*** 4.31 *** 

*** p<0.01 , ** p<0.05, * p<0.1 (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j ' s current year's book value of equity and last year's book value of equity (Aspect item 
701 0); Leverage = firm j 's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size = natural log offirmj's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton et al. 
(2005); DUnexpTF =1 if UnexpTF is above 1, and 0 otherwise, where UnexpTF is unexpected total fee 
denoted as actual total fee divided by expected total fee, where the expected total fee is the fitted value of the 
total fee model adopted from Ruddock eta/. (2006). 
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Table 4.3.20 lndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Extremely Large Unexpected NAS Fee Dummy 

Indep. Var. Pre d. (1) (2) (3) (4) 
Sign LrgUnexpNAS UAC LrgUnexpNAS Interaction 

&UAC 
Growth Coef -0.0037 -0.0034 -0.0034 -0.0036 

t (-1 .43) (-1.32) (-1.34) ( -1.39) 
Leverage + Coef 0.0310** 0.0333 *** 0.0343*** 0.0353 *** 

t (2 .45) (2.70) (2.78) (2.88) 
Beta + Coef -0.0001 -0.0001 -0.000 1 -0.0002 

t (-0.94) (-0.69) (-0. 79) ( -1.23) 
Size Coef -0.0037*** -0.0036*** -0.0034*** -0.0034*** 

t (-3.88) (-3.72) ( -3.50) (-3.51) 
LrgUnexpNAS + Coef -0.0074* -0.0078* -0.0039 

t (-1.80) (-1.85) (-0.92) 
UAC + Coef 0.0427*** 0.0429*** 0.0487*** 

t (2 .92) (2.94) (3.18) 
LrgUnexpNAS + Coef -0.0726*** 
*UAC t (-2 .60) 
Constant +/- Coef 0.0703*** 0.0637*** 0.0606*** 0.0594*** 

(3.85) (3.50) (3.34) (3 .29) 

Observations 975 975 975 975 
Adj R-squared 0.0189 0.0387 0.0399 0.0435 
F test 5.27*** 5.77*** 5.36*** 4.96*** 

*** p<0.01 , ** p<0.05, * p<0.1 (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j's current year's book value of equity and last year's book value of equity (Aspect item 
7010); Leverage= firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the firm-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj ' s total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta/. 
(2005); LrgUnexpNAS =1 if a firm 's UnexpNAS is one of the largest 10% of overall market in year t, and 0 
otherwise, where UnexpNAS is unexpected NAS fee denoted as actual NAS fee divided by expected NAS 
fee, where the expected NAS fee is the fitted value of the NAS fee model adopted from Larcker and 
Richardson (2006). 
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Table 4.3.21 IndEP Cost of Capital Regression Estimation with 
Unexpected Accruals and Extremely Large Unexpected Total Fee Dummy 

Indep. Var. Pred. (1) (2) (3) (4) 
Sign LrgUnexpTF UAC LrgUnexpTF Interaction 

&UAC 
Growth Coef -0.0034 -0.0034 -0.0034 -0.0034 

t ( -1.32) (-1.33) (- 1.34) (- 1.34) 
Leverage + Coef 0.0325*** 0.0326*** 0.0327*** 0.0330*** 

t (2.64) (2 .63) (2 .67) (2.70) 
Beta + Coef -0.0002 -0.0002 -0.0002 -0.0001 

t (-0.90) ( -0.98) ( -0.82) (-0.77) 
Size Coef -0.0039*** -0.0037*** -0.0037*** -0.0038*** 

t ( -3 .95) (-3.81) (-3.72) (-3 .71) 
LrgUnexpTF + Coef 0.0020 0.0021 0.0013 

t (0.27) (0.28) (0.19) 
UAC + Coef 0.0191 0.0191 0.01 79 

t (1.54) ( 1.54) (1.38) 
LrgUnexpTF + Coef 0.0197 
*UAC t (0.45) 
Constant +I- Coef 0.0690*** 0.0642*** 0.0648*** 0.0655*** 

t (3.72) (3.52) (3.44) (3.42) 

Observations 896 896 896 896 
Adj R-squared 0.0233 0.0281 0.0271 0.0263 
F test 4.43*** 4.96*** 4.13*** 3.59*** 

*** p<O.Ol , ** p<0.05, * p<O.l (two-tailed) 
lndEP = industry adjusted earnings-to-price ratio, equal to firm j's earnings-to-price ratio less the median 
earnings-to-price ratio of its industry classified by the GICS industry code; Growth = natural log of the 
fraction of firm j 's current year's book value of equity and last year' s book value of equity (Aspect item 
7010); Leverage = firmj's total debt (Aspect item 6040) to total assets (Aspect item 5090). Beta = calculated 
from the finn-specific CAPM using 36-month rolling returns, to three months after financial year end, with 
minimum of7 months of monthly returns; Size= natural log offirmj's total assets (Aspect item 5090). 
UAC = unexpected accruals measured as the residual of the lagged modified Jones model of Coulton eta/. 
(2005); LrgUnexpTF =1 if a firm's UnexpTF is one of the largest 10% of overall market in year t, and 0 
otherwise, where UnexpTF is unexpected NAS denoted as actual total fee divided by expected total fee, 
where the expected total fee is the fitted value of the total fee model adopted from Ruddock eta/. (2006). 
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Appendix 5 Summary of Literature 

This appendix first provides a detailed summary for each of the key studies in the capital market 

regarding audit quality (Appendix 5.1). As noted in chapter 2, this strand of research relates selected 

audit quality dimensions (reviewed in section 2.3) to the properties of the equity market (using, e.g., 

earning response coefficient (ERC), cost of equity, value relevance frameworks) and/or conducts 

tests in particular markets (e.g., debt market, IPO market). This review corresponds to section 2.4. 

Then, the key papers that study the association between earnings quality and cost of equity capital 

are summarised in Appendix 5.2, which corresponds to the literature review of section 2.5 and the 

examination of chapter 4. Finally, in Appendix 5.3, key studies that link earnings quality and 

external audit quality are summarised, which corresponds to the literature review of section 2.6 and 

the examination conducted in chapter 4. 

Appendix 5.1 Capital Market Studies of Audit Quality 

Paper Details: Balvers, R.J., B. McDonald, and R. E. Miller, 1988. "Underpricing of New Issues 
and the Choice of Auditor as a Signal of Investment Banker Reputation", The Accounting Review, 
Vol. 63, No.4, pp. 605-622. 

Research Objective: to develop a theoretical model that explicitly incorporates the relation 
between investment banker and auditor. 

Theoretically Proofed Propositions: 
Proposition 1: Investment bankers with higher reputation tend to be associated with higher 
reputation auditors. 
Proposition 2: Investment bankers with higher reputations underprice less. 
Proposition 3: The observed measure of auditor reputation helps reduce underpricing. 
Proposition 4: As both investment banker and auditor reputation increase, their impact on 
underpricing is reduced. 

Sample: 1,182 firm observations for the period of 1981-1985 

Research Design: 
Model to test proposition 2, 3, and 4: 
U~ = a 0 + a 1BETAi + a 2RSKPREi(Risk Premium)+ a 3IPOIDXi(lnitia!PublicO.fferinglndex) 

+ a411IB(i) + asi1A(i) + a611IB*A(i) + &i 
where: l1 18 (i) = 1 if the investment banker is in the top category and 0 otherwise. 

11 A(i) = 1 if the auditor is Big 8 firms and 0 otherwise. 

Results: 
1. With the exception of Merrill Lynch, none of the top five investment bankers used a non-Big 8 
auditor more than once. It provides support for the proposition 1 that there is a tendency of high 
reputation investment bankers to select high reputation auditor. 
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2. The use of a prestigious investment banker reduces underpricing by roughly 10% and the effect is 
significant. It supports the proposition 2 that higher reputation investment bankers underprice less. 
3. Auditor reputation has a significantly negative effect, reducing the level of underpricing by 
approximately 4.2o/o, which is consistent with proposition 3. 
4. The coefficient of f1 18*A(i) is positive significant, which is consistent with proposition 4. 

Conclusion: 
The theory suggests that both investment banker and auditor reputation have a negative effect on 
underpricing. As either one of these variables increases, the impact of the other variable diminishes. 
The empirical results confirm this relation. 
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Paper Details: Beatty, R. 1989. "Auditor Reputation and the Pricing of Initial Public Offerings" , 
The Accounting Review, Vol. 64, No.4, pp. 693-709. 

Research Objective: to examine whether there is an inverse relation between the reputation of the 
auditor of an initial public offering and the initial return earned by an investors. 

Theory and Hypothesis Development: 
Value-maximizing owners of the IPO firm will choose the auditing firm with reputation capital that 
equates the marginal benefit of less underpricing with the marginal cost of a higher quality audit. 
Two implications: 
1. The initial return of an IPO will be inversely related to the reputation of the auditing firm 
attesting to the accounting reports. 
2. The premium paid for a high quality auditing firm will be inversely related to the initial return of 
the IPO client. 

Sample: 2,215 IPOs from 1975-1984. 

Research Design: 
OLS Model: 
Initial Returni =a + b (Age of ClientJ + c (Type of Underwriting ContractJ + d (Percentage of 
Ownership OfferedJ + e (Oil & Gas Indicator) + f (Underwriter Reputation Indicator) 
+ L (Auditing Firm (1-20) IndicatorJ 
Compensation Regression Model: 
Cash Campi= a1 + b1 (Gross Proceedsi) + ci (SalesJ + d1 (EquityJ + u, 
Two Reputation Proxies: 
1. the indicator variables for auditor size, 
2. the residual of the model regressing compensation paid to auditing firms on measures of marginal 
cost of performing the audit. 

Results: 
1. There is a positive relation between four non-Big Eight firm indicator variables and the IPO's 
initial return. 
2. There is a positive relation between the residual from the auditor compensation regression and 
the unobservable auditing firm reputation capital. 

Conclusion: 
The results provide support for the hypothesized inverse relation between auditor reputation and 
initial public offering initial return. 
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Paper Details: Michaely, R., and W. Shaw, 1995. "Does Choice of Auditor Convey Quality in an 
Initial Public Offerings?" Financial Management, Vol. 24, (Winter), pp.15-30. 

Research Objective: to examine the relationship between audit quality and the characteristics of 
the IPOs associated with it. 

Hypothesis Development: 
If prestigious auditors indeed select less risky IPOs and if the market interprets it as such, the 
market perception and the auditor intention will align. 
HI: IPOs with a lower ex ante uncertainty will be associated with more prestigious auditors. 
H2: IPOs that are associated with more prestigious auditing firms are perceived by market as less 
risky. 
Being associated with poorly performing IPOs may have direct and indirect cash-flow 
consequences. Auditors of IPOs that experience substantial reductions in value are subject to 
lawsuits by equity holders. The loss to the auditor' s reputation may cause other prospective IPO 
firms to go elsewhere, thereby reducing the auditor's ability to generate other future business. 
H3: IPOs that are associated with more prestigious auditing firms are likely to experience lower 
variability in their future performance and represent a smaller proportion of extreme losers than do 
IPOs associated with less prestigious auditors. 

Sample: 884 IPOs occurring in 1984 to 1988 

Research Design: 
Order Probit Regression for the Auditor Choice: 
CPA = a0 + a1Underwriter Prestige + a2Total Assets + a3DBTAST + a4NITA + Year & Ind. 
Dummies 
Mu1tivariable Regression for the Market Reactions: 
Return = b0 + b1CPA + b2lvalue + b3Underwriter + Year & Ind. Dummies 
where, Return = first day return of trading 
Multivariable Regression for the Long-run Performance: 
2 yr. EXR = c0 + c1 CPA + c2lvalue + c3Underwriter + Year & Ind. Dummies 
where, 2 yr. EXR = two- year excess return 

Results: 
1. More prestigious auditors are associated with IPOs that seem a priori less risky. 
2. The market perceives as less risky the IPOS that are associated with more prestigious auditors. 
3. IPOs' long-tenn performance is related to the prestige of the auditor employed. 
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Paper Details: Willenborg, M. 1999. "Empirical Analysis of the Economic Demand for Auditing 
in the Initial Public Offerings Market". Journal of Accounting Research. Vol. 37. No. 1. pp. 225-
238. 

Research Objective: to examine the demand for auditing ansmg from both informational 
signalling and insurance signalling in the IPO market. 

Theory Development: 
Determine whether the IPO issuer is a start-up or an established company to disentangle 
information-based demand for auditing from insurance-based demand. For a DSE (development 
Stage Enterprise), the quality of the audit should not matter because the financial statements contain 
little meaningful accounting information for which a higher-quality auditor could be more precise. 
Therefore, insurance-demand auditing is likely to dominate information-based demand. 

Research Design: 
Ln(Underpricing) =Po + P1% Retained+ P2Low!B + P3Unit + P4 1 I Price 
+ P5E(Nonnational) + P6UE(Nonnational) 

lifNonnational } 
. . . . =Po+ P 1 Proceeds + P2 #RiskFacotrs + P3 S -1 + P4 Ln(Assets) 

O~fBzgSzx I SecondTLer 

+ P5Leverage + P6 FSubs + e 

Sample: Small-deal IPO issuers that went public on the NASDAQ (280 small IPOs minus 10 
AMEX and regional-exchange listed offerings) from 1993 to 1994. 

Results: 
1. OLS: for the non-DSE sample the UE(Non-national) coefficient had at-stat of 3.25. 
2. The 2SLS results generally confirm the OLS results. The E(Non-national) is not associated with 
underpricing, whereas the UE(Non-national) coefficient was significantly associated at the 10% 
level. 3. The Big 6 coefficient is significant in the fee regression for non-DSEs but not for DSEs. 
4. For non-DSEs the inclusion of Ln(Proceeds) affects the significance of the Big 6 but not 
Ln(Assets), supporting the hypothesis that auditors price the insurance coverage provided, and for 
non-DSEs, where effort is more important, compensation for insurance is not collinear with the 
underlying audit work 

Conclusion: 
The insurance demand for auditing is likely to dominate any information-based demand for IPO 
audits; even in the small-deal segment of the IO markets, transaction size helps explain the 
relationship between auditor choice and underpricing and is an important determinant of auditor 
compensation for both start-up and established companies. 

233 



Paper Details: Hogan, E. C. 1997. "Cost and Benefits of Audit Quality in the IPO market: A Self-
Selection Analysis". The Accounting Review. Vol. 72, No. 1, pp. 67-86. 

Research Objective: to examine the trade-offs that an entrepreneur makes in an initial public stoke 
offering (IPO) between the incremental costs and benefits of selecting a Big 6 audit firm. 

Theory Development: 
An entrepreneur trades off the benefit of hiring a high quality auditor (i.e. reduced underpricing) 
with the potentially greater audit fee charged by the high quality auditor. The entrepreneur desires 
to minimize the sum of underpricing and auditor compensation. 

Hypothesis: 
Hl: A Self-selection bias exists in the entrepreneur's choice of auditor type ( A0 , A1 * 0 ). 
H2: Entrepreneurs select auditor type to minimize the total costs of underpricing and auditor 
compensation ( A0 < A1 ). 

Sample: 692 IPOs registered during the period January 1990 through March 1992. 

Research Design: 
The Self-selection Model: 
The mean total costs o{an entrepreneur correctly choosing a Big 6 auditor: 

[ 
¢(Z) l E(TC1 I TC1 < TCO) = E(TCI I U < Z) = f.lt - (}lu <D(Z) J 

The mean total costs o{an entrepreneur correctly choosing a non Big 6 auditor: 

E(TC0 I TC0 < TC1) = E(TC0 I u > Z) = f.lo - CJ0u[_¢(Z) ] 
1- <D(Z) 

Total Cost Model: 
TC, ==Yo+ y1PRESTIGE1 + y2PRESTIGE2 + y3LNASSETS + y4LNOFFVAL + y51NDRJSKUE 
+ y6UNJTTYPE + y7INVOWN + y8RISKFACT + ~~ + &1 

where ~ = -¢(/]' Z) I <P(fJ' Z) , A1 = CJ1u 

Auditor Choice Model: 
AUDQUAL =flo+ jJ1PRESTIGE1 + jJ2PRESTIGE2 + fJ3LNASSETS + fJ4Ll\fOFFVAL 
+ /]51NDRJSK + jJ6UNITTYPE + fJ7RlSKFACT + u 

Results: 
1. The selectivity parameter for firms actually choosing non-Big 6 auditors is significant and there 
is a difference between the OLS and MLE coefficients for these firms. 
2. The selectivity parameter is not significant for firms choosing Big 6 auditors, and there is weak 
evidence of a difference in coefficients across auditor groups. 
3. Using the equations for conditional expectations, the results suggest that, for both groups, the 
auditor selection is consistent with the cost minimization hypothesis. 
4. Using the equations for unconditional expectations, the results show that the unconditional 
expected cost of the average firm which actually chose a non-Big 6 auditor are higher when 
choosing a non-Big 6 auditor versus a Big 6 auditor. 

Conclusion: 
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Both typical firms minimized costs with the auditor type actually chosen. There is a differential 
effect of client-specific risk across auditor types. 
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Paper Details: Weber, J. and M. Willenborg. 2003. "Do Expert Informational Intermediaries Add 
Value? Evidence from Auditors in Microcap IPOs". Journal of Accounting Research. Vol. 41. No. 
4. (September). pp. 681-720, 

Research Objective: to study the relation between the long-run performance of IPOs and the 
information conveyed in the audit report contained in the prospectus. 

Empirical Question: 
1. Does the association between pre-IPO opinion as post-IPO delisting vary by audit firm type? 
2. Does the association between pre-IPO opinion and post-IPO returns vary by audit firm type? 
3. Are Big 6 firms more likely to issue a going-concern opinion to IPO issuers that are likely to 
delist or is the Big 6 going-concern audit opinion a self-fulfilling prophecy? 
4. What happens, in terms of audit opinion and audit firm, after going public? 

Sample: 233 non-venture-backed, microcap IPOs for the period of January 1, 1993 to December 
31, 1994. 

Research Design: 
Two-year Post-IPO Window: 
lif Pr edictiveOpinioni t+r . ' } =Po + p,Ln(Re venues )i 1 + P2Ln(l + Age)it + P3NI I Assetsi 1 OOtherwzse ' ' ' 

+ P4Start- upi ,t + P5Nationa(,r + P6Big6;,, + E 

Two-year Post-IPO Window with Adjustment for Selectivity: 
First Stage Choice Model: 
lifBig6orNational;,, . . } =Po+ p,Start- upi, + P2Ln(Assets)i 1 + P3Forezgni, + P4 S - l i 1 OOtherwzse ' ' ' ' 

+ P5Liquidityi,r + P6Leverage1,1 + P7RiskFactorsi,t + P8Ln(Proceeds)i ,t + P9Underwrite1f ,, + E 

Second Stage Opinion Model: 
lif Pr edictiveOpinioni t+ r . ' } =Po+ p,Ln(Re venues)i, + P2Ln(l + Age)i 1 + P3NI I Assetsi, 

OOtherwzse ' ' ' 

+ P4Start- upi,t + P5Nationali ,t + P6Big6i,r + P7Lambdai,r + E 

The model adjusted for selectivity is estimated with lengthened Post-IPO window. 
Model to examine the difference between Big 6 firms: 
lif Pr edictiveOpinioni r+r . ' } =Po+ p,Ln(Revenues)it + P2Ln(l + Age)it + P3NI I Assetsi, 

OOtherwzse ' ' ' 

+ P4Start- upi,r + P5Nationali,r + P6AAi,r + P7CLi,r + P8DT:,, + P9E~,, + fJ10KPMGi,r + p,,P~, , 

+ P12Lambdai,r + E 

Financial Distress Model: 
lifDelist; 1+2 '. } = /30 + j31Unit!PO; 1 + j32Ln(Proceeds); 1 + f33Underwritelj 1 + f34Ln(l +Age); 1 OOtherwzse ' ' ' ' 

+ /35lntl LiqAssets;,r + j361nv / Assets;,,+ f37Leverage;,1 + f38 (Leverage)*(ll PR) ;,, + f39Nl I Assets;,1 

+ /310 Ln(Assets);,, + /311 Default;,1 + & 

Results: 
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1. Issuers that retain Big 6 auditors are larger and less risky than the issuers that retain national or 
local auditors, and consider the inherent self-selection of an audit finn's clientele as important. 
2. All of the audit firms within the Big 6 are better at predicting negative delistings than the local 
firms, but there do not appear to be any significant differences in the informativeness of audit 
opinions with the Big 6. Also, the Big 6 are less likely to give a "clean" opinion to a finn that 
eventually does delist and Big 6 firms are less likely to give a going-concern opinion to a finn that 
does not delist. 
3. The largest audit firms are less (more) likely to render a going-concern opinion to an issuer with 
a lower (higher) ex ante estimated probability of delisting. 
4. There is a surprising degree of opinion switching, which is unrelated to whether financing 
concerns are mentioned in the pre-IPO opinion. {This result holds on comparing post-IPO opinion 
type and security de listing within the next year.) 

Conclusion: 
The study finds that the pre-IPO opmwns of larger auditors are more predictive of post-IPO 
negative stock delistings. Of particular note, the opinions of the national-tiered firms are 
comparably predictive to those of the Big 6, though this finding emerges only after considering the 
selectivity-based differences in the clients that hire these national firms. Also, for larger auditors the 
presence of a pre-IPO going-concern opinion is more strongly associated with first-year stock 
returns and larger auditors are more likely to give such opinions to their distressed clients. 
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Paper Details: Teoh, S. H. and T. J. Wong. 1993. "Perceived auditor quality and the earnings 
response coefficient", The Accounting Review, Vol. 68, No.2, pp.346-366. 

Research Objective: to examine whether the ERC (Earnings Response Coefficient) differs between 
Big 8 and non-Big 8 audited firms . 

Theory Development: 
- Investors cannot directly observe the underlying true earnings of the firm and have to rely on 
reported accounting numbers. To safeguard the credibility of these reported figures , external 
auditors must certify that they conform to GAAP, which assures investors of the reliability of 
financial data. A more skilful auditor will presumably be able to bring closer concordance of the 
reported earnings with GAAP. Therefore, if the auditor 's quality is perceived by investors as high, 
they will respond strongly to surprises in reported earnings (expressed in a modified Holthausen-
Verrecchia model). 

Hypothesis: The residual ERC is smaller for non-Big 8 than for Big 8 clients. 

Sample: a matched sample of firms paired according to industry 1nembership (=1282 fi rm-year 
pairs of observations) and a switch sample of firms grouped according to shifts from and to Big 8 
and non-Big 8 auditors (=134 switches). 

Research Design: 
OLS Abnormal Stock Returns Model- applied for match sample: 
CARi, = Ao + /tiDi, + /t2UEi, + /t3UEi,Dir + A.4UEi,MBir + AsUEitMBi,Di, + /t6UEi,{Ji, + /t7UEi,fJi,Di, 

1 1 
+/tgUEi,L~, +/t9UEitL~,Di, +~0UEi,- +~ 1UEi,- Di, + &i, 

N ir N i, 
For the switch sample, the same method is applied but the auditor class dummy is redefined. 

Results: 
1. There is a greater explanatory power for the switch sample than for the matched sample, which 
suggests that using the firm's own past history as its control is a better determinant of the ERC. 
2. Investors are more responsive to earnings surprises from firms that are growing and/or expected 
to persist. 
3. The coefficient for the firm size is significantly negative for Big 8 clients but positive for non-Big 
8 clients. 
4. In all four tested regressions, A-3 is significantly negative. 

Conclusion: 
The evidence is consistent with the joint hypothesis that larger auditors generate more precise 
earnings and the Holthausen-Verrechia prediction relating ERC to earnings precision is correct. 
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Paper Details: Balsam, S. , J. Krishnan, and J. S. Yang. 2003. "Auditor Industry Specialisation and 
Earnings Quality". Auditing: A Journal of Practice & Theory. Vol. 22. No. 2. pp. 71-97. 

Research Objective: to examine the association between measures of earnings quality (proxied by 
an absolute level of discretionary accruals and earnings response coefficients) and auditor industry 
specialisation. 

Theory and Hypothesis Development: 
A large body of literature documents that managers have incentives to manage earnings, and the 
quality of the firm's auditor is one factor that restricts the extent to which managers can manage 
earnmgs. 
A number of studies have examined whether audit quality, measured by auditor brand name, is 
associated with earnings quality (e.g. Becker et al., 1998; Reynolds and Francis, 2000; Francis, 
Maydew, and Sparkes, 1999; Teoh and Wang, 1993), and whether auditor industry expertise is 
positively associated with earnings quality is an empirical question. (ref. Figure 1) 
H 1: The discretionary accruals of a company whose auditor is an industry specialist are lower than 
the discretionary accruals of a company whose auditor is not a specialist. 
H2: The earnings response coefficient of a company whose auditor is an industry specialist is 
greater than the earnings response coefficient of a company whose auditor is not a specialist. 

Resea reb Design: 
Measure of Auditor Industry Specialisation: 1. Palmrose measure; 2. industry dominance; 3. 
continuous market share (based on client sales); and number of clients measures (4. greatest 
number; 5 greatest market share; 6 continuous numbers) 
Discretionary Accruals Model: the cross-sectional version ofthe Jones (1991) model 
TACCj, I Aif-t =a1(11 Ai1_ 1 )+a2 (ME~ I Ai,_1 )+a3(PPEi, I Ai1_ 1) +&it 
Abs(DACi;) = a 0 + a 1 S~1 + a 2LTAi, + a 3CFOit + a 4 LEVir + a 5Abs(TACC)i, +&it 
Earnings Response Coefficient Model: 
CARit = Ao + ILIUEi, + IL2UEit * lVEGit + 23UEif * s~, + 24UEi, * MBit + 
IL5UEit * LTAit + IL6UEi, * BETAit + IL7UEi, * NOit + ).,8UEit * YIELDif + IL9 RE~, 
+IL10 YRit +A11 UEi, * IND+&i, 

Sample: 19,091 firm year observations over 2001. 

Results: 
1. In the discretionary accruals model, except for the continuous number of clients, all industry 
specialisation measures are negative and significant. 
2. The continuous market share (based on client sales) and greatest market share (based on number 
of clients) industry specialisation measures are significant in the non-linear model (using the 
squared term). However, the continuous number of clients industry specialisation measure is not 
significant in the non-linear model. 
2. In the ERC model, all industry specialisation measures are positive and significant. 
3. No significant non-linear effect is observed in the ERC model. 
4. Partitioning the DAC sample into positive and negative accruals, all industry specialisation 
measures (except continuous number of clients) are negatively and significantly correlated with 
positive DAC, and positively and significantly correlated with negative DAC in the DAC model. 
5. Relatively strong and consistent results are found in the service industry. 

Conclusion: 
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Clients of industry specialist auditors have lower DAC and higher ERC than clients of non-
specialist auditors and the beneficial effects are most marked in the services industry. 
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Paper Detail: Hackenbrack E. K., and C.E. Hogan. 2002. "Market Response to Earnings Surprises 
Conditional on Reasons for an Auditor Change". Contemporary Accounting Research. Vol. 19. No. 
2. pp 195-223. 

Research Objective: to examine whether ERC differs across an auditor change event conditional 
on the reason for the auditor change, and to attribute differences in the ERC to investors updating 
their assessments of earnings precision as they learn from Form 8-K disclosures. 

Theory Development: 
The Collins and Salatka (1993) and Teoh and Wang (1993) models establish a positive association 
between earnings precision (the reciprocal of noise) and the ERC. Subramanyam (1996) recognises 
that earnings precision is not deterministic, and the price reaction to an earnings surprise is a 
function of expected earnings precision, with expectations updated as more is learned about the 
financial reporting system that produced the earnings report. Some Form 8-K disclosures of reasons 
for auditor changes provide new information about one or more of a company's financial reporting 
systems and, hence, influence investors' perceptions about the amount of noise in reported earnings. 

Hypothesis: 
H 1: ERC will be higher after the reason "service" is disclosed than before the disclosure. (Investors 
interpret the "service-related" disclosures as management signalling that it seeks a better fit with an 
agent that influences the extent to which the inherent flexibility in accounting measurement is 
reflected in reported earnings.) 
H2: ERC will be lower after the reason "disagreement" is disclosed than before the disclosure. 
(Investors update their assessments of earnings precision as they learn more about management-
auditor disagreetnents from the Form 8-K disclosure reported earnings judged less precise.) 
H3: ERC will be lower after the reason "fee" is disclosed than before the disclosure. 
(Investors interpret a reduction in audit fees as management purchasing a lower-quality audit 
service.) 
H4: ERC will be equal before and after the reason "uninformative" is disclosed. 
(The reasons classified as "uninformative" provide no new information about earnings precision.) 

Research Design: 
Cross-sectional, multiple regression model 
CARi, =Yo+ y1LOSSit + y2UEi, + y3UEi, * LOSSit + y4UEi, * MKTBKit 

+ y5UEit * LNMVit + y6UEi, * BETAi, + y7UEit * POST:1 + y8UEit *POST:, * SERVICEi, 

+ y 9UEi, * POST:t * DISAGREEi, + y 10UEit *POST:, * FEEi, +vi, 

Sample: 2,379 firm-year observations over 1991 through 1997. 

Results and Conclusions: 
1. On average ERC does not differ pre- to post-switch for companies that provide an uninformative 
reason ( r 7 ) or no reason for an auditor change. 
2. The ERC is higher subsequent to an auditor change for companies that switched for service-
related reasons ( r 8 ) and lower for companies that switched for disagreement-related reasons ( r 9 ) 

or fee-related reasons ( Y10 ) . 

3. The ERC is significantly lower for companies that hired a non-Big 6 auditor than for companies 
that hired a Big 6 auditor (UE*NONBIG 6), but not associated with industry specialisation 
(UE*SPEC). 
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Paper Details: Choi S. K., and D. C. Jeter. 1992. "The effects of qualified audit opinions on 
earnings response coefficients". Journal of Accounting and Economics. Vol. 15. pp. 229-247. 

Research Objective: 

Theory and Hypothesis Development: 
A qualified audit opinion has the potential to affect the market's expectation by signalling to the 
market that the earnings numbers generated by the firm are noisier or less persistent (or both) than 
previously assumed. Such revisions, if any, should be reflected in a smaller earnings response 
coefficient. Alternatively, a decline in earnings response coefficients may be observed because audit 
qualifications are more likely in firms whose economic characteristics or operations have changed 
in a manner that leads to a noisier or less persistent earnings number, with the decline in ERCs 
being caused by the underlying event(s) rather than by the qualification per se. 
H 1: Consistency qualifications have an economic effect and this is reflected in the accounting 
numbers, which in turn, affect the market's responsiveness to future earnings announcements. 
H2: The extent of reduction in the post-qualification ERC relative to the pre-qualification ERC to 
be greater in a sample of contingency qualifications containing an expression of the auditors' going-
concern doubt than in a sample without such an expression of doubt. 

Sample: 58 cases of discretionary consistency qualifications (328 observations) and 72 cases of 
'subject to' qualifications (398 observations) during the years 1983 through 1986. 

Research Design: 
Regression estimates for consistency qualifications: 

UR ja =a+ f31UEja + f32UEjaTja + Si 
URja =a+ f31UEja + f32UE ja Tja + /33 Retia + Si 

Results: 
1. ERCs are smaller in magnitude in both the pre- and post-qualification periods. 
2. The results are robust after controlling for stock return from the day after the forecast through to 
two days before the earnings announcement, for the 'subject to' samples. 
3. The ERCs are smaller in magnitude in both the pre- and post-qualification period for firms in the 
violation sample than for the other 'subject to' firms . 

Conclusion: 
Earnings response coefficients are altered subsequent to the issuance of a qualified audit opinion. 
For both consistency qualifications stenuning from discretionary changes in accounting principles 
and 'subject to' qualifications (without mention of going-concern violation), the post-qualification 
ERC declined significantly. 
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Paper Details: Ghosh, A., and D. Moon. 2005. "Auditor Tenure and Perceptions of Audit Quality". 
The Accounting Review. Vol. 80. No. 2. pp. 585-612 

Research Objective: to investigate whether and how capital market participants view auditor 
tenure as affecting audit quality, and examine whether tenure affects the relationship between 
reported earnings and (1) stock rankings, (2) debt ratings, and (3) analysts' earnings forecasts. 

Theory: Proponents of mandatory auditor rotation claim that lengthy auditor tenure erodes 
independence, which in tum impairs audit quality. Others argue that independence and audit quality 
increase with longer tenure because of improved auditor expertise from superior client-specific 
knowledge. 

Hypothesis Development: Academics and regulatory institutions emphasise the importance of 
capital market perceptions of auditor independence. 
ERC test- Prior use of stock-market-based metrics in examining the market perception of earnings 
quality (Schipper and Vincent, 2003; Teoh and Wong, 1993). 
Stock ranking, debt ranking, and analysts ' earnings forecast test - Extant research finds links 
between earnings and debt rating/stock rankings (Bhojraj and Sengupta, 2003; Ziebart and Reiter, 
1992; Van Home, 1992; Kaplan and Urwitz, 1979) and financial analysts reply on earnings releases 
to estimate future earnings (Kasznik and McNichols, 2002; Barron et al., 2002; Stickel, 1989). 

Research Design: 
Dependent Variable= a+ fJ1E +/]2M+ fJ3E *Tenure+ fJ4 M *Tenure 

9 9 

+ fJ5Tenure + LfJ6+2(J-J)E * Contro!Variable1 + LfJ7+2(J-J)M * Contro/Variable1 
J= l J= l 

9 

+ LfJ23+1Contro/Variable1 + £ 
j=J 

Dependent variable: CAR (12-month, 15-month), Stock Ranking, Debt Rating, earnings forecasts. 
Interest: /]3 + /34 

Sample: 38,794 firm-year observations over the years 1990 through 2000. 

Results: 
1. The /]3 + fJ 4 in the ERC regressions are positive and significant. 

2. The magnitude of ERC and /]3 + /]4 becomes larger when extending the measure of returns over a 
15-month period. 
3. The ERC results are consistent when the earnings are scaled by total assets. 
4. The /]3 + /]4 in the stock-ranking models are negative and significant. 

5. The /]3 + /]4 in the debt-rating models are insignificant or marginally significant. 

6. The /]3 + /]4 in the analysts' earnings forecasts models are positive and significant. 

Conclusion: 
1. Investors perceive earnings quality as improving with auditor tenure. 
2. There is limited evidence that independent rating agencies view auditor tenure as having a 
favourable impact on earnings quality. 
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3. Financial analysts perceive eammgs quality as improving with extended auditor-client 
relationships. 
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Paper Details: Krishnan, J., H. Sami and Y. Zhang. 2005. "Does the Provision of Non-audit 
Services Affect Investor Perceptions of Auditor Independence?" Auditing: A Journal of Practice & 
Theory. Vol. 24, No.2, pp.lll-135. 

Research objective: By examining the association between the provision of NAS and ERC, this 
study investigates whether investors view the provision ofNAS as impairing auditor independence. 

Theory Development: 
- If the provision of extensive non-audit services causes investors to doubt the auditor's 
independence, investors will place less reliance on the audited financial statements, and perceive 
greater noise in the client's reported earnings. As a result, ERC will be significantly smaller for 
firms that pay greater NAS fees. 

- If auditors' concerns about reputation and clients' concerns about adverse investor perceptions 
cause either or both parties to take action to maintain auditor objectivity, the ERC will not differ 
between firms with high and low NAS fees. 

- If knowledge spillovers enhance audit quality, the ERC could be positively associated with NAS 
purchase. 

Research Design: 
Multiple quarters are examined because the continuous flow of information over the course of the 
year may have caused investors to adjust and revise prior beliefs. 
Model~ 

CARi =a+ j30 ESi + j31ESi *NASi+ j32ESi * AVD~ + j33ESi * MBi + f34 ESi * BETAi 

+ f35ESi * LN~ + j36 ESi * LOSSi + f37 ESi * VARi + j38RE~ + &i 
Measuring the Extent o{NAS: 
ratio of NAS fees to total fees, the natural logarithm of NAS fees and the natural logarithm of total 
fees, and the corresponding unexpected fee measures (plus unexpected audit fees) 

Sample: 
The sample consists of 2390 firms for the first quarter of 2001, 2113 for the second quarter and 
1581 for the third quarter, when examining ERC models with unexpected fee measures. The sample 
consists of 2816, 24 73 and 1828 firms for the first three quarters of 2001, respectively, when 
examining ERC models with actual fees. 

Results 
1. The NAS fee ratio and the level ofNAS fees were negatively related to ERCs in 2001. 

2. When unexpected metrics are used, a negative association between NAS purchases and ERCs 
exists, but this occurs mainly in the second and third quarters following the release of the proxy. 

Conclusion: 

The results indicate that investors perceive NAS purchase as impairing auditor independence. 

The quarterly differences may be driven by the increasing flow of information, i.e. the first-time 
disclosure of fees and media analyses of these disclosures that became available to investors during 
the sample period. 
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Paper Details: Gul, F. A., J. Tsui, and D. S. Dhaliwal, 2006. "Non-audit Services, Audit Quality 
and the Value Relevance of Earnings". Accounting and Finance. Vol. 46. No.5. pp.797-817. 

Research Objective: to test the hypothesis that there is an inverse relation between non-audit 
services (NAS) provided by a firm auditor and the value relevance of earnings (measured as the 
earnings response coefficient) and that this relation is weaker for firms with Big 6 auditors. 

Theory and Hypothesis Development: 
- If Big 6 auditors have stronger incentives to provide higher-quality audits, then it is likely they can 
mitigate the adverse consequences ofNAS on reported earnings. 
Hl: The provision of NAS by a firm's auditor adversely affects the value relevance of earnings 
(measured as the ERC) and this adverse effect is stronger for non-Big 6 firms. 

Sample: 840 firm-year observations listed on the ASX for both 1993 and 1994. 

Research Design: 
OLS Regression Model: 
RTNi,i =flo + jJ1Ei ,t I ~,r- l + jJ2NAS"F; + fJ3A UDi + fJ4NASF; *A UDi + jJ5Ei ,r I ~, t- l * NASF; 

+ fJ6Ei,r I ~,r- l * AUDi + fJ7 Ei,r I ~,t- l * NASF; * AUDi + fJ8Ei,r I ~,H * PERSi 

+ fJ9Ei ,t I ~,r- l * BETAi + fl10Ei ,t I ~,r- l *DEi + fJ11Ei,r I ~,r- l * MKTBEQi + fl12Ei,r I ~,t- l * VARi 

+ fJl3Ei,t I ~,t- l * SIZEi + fJl4Ei ,t I ~,1- 1 * NEGi + &i ,t 

NAS fee Model: 
NAS~ =flo+ {J1 A~ + {J2TAi + {J3AUDi + fJ4PERSi + fJ5DEi + {J6 MKTBEQi + {J7DIRDUMi 

23 

+ Ir1INDVSTRYDUM1 +&1 
J= l 

Results: 
1. The coefficient Ps is negative and significant, suggesting that firms with higher NASF are 
associated with lower ERC. 
2. The coefficient p7 is positive and significant. It suggests that the decline in the ERC for firms 
with increasing levels of NAS fees is weaker for Big 6 auditees than for non-Big 6 auditees, which 
supports the hypothesis. 
3. The results hold after controlling for the agency cost factors and other variables. 
4. The regression with earnings changes obtains similar results for the experimental variables. 
5. Size is unlikely to be driving the significant results. 
6. After controlling for change in NASF (instead of levels), sample biases, and scale effects, the 
model produces consistent results. 

Conclusion: 
The value relevance of earnings is weaker for firms that receive a higher proportion of N AS from 
the external auditor and this relationship is weaker for Big 6 auditees. Concerns regarding the 
adverse effects of NAS on investor confidence are perhaps more serious when NAS is provided by 
non-Big 6 auditors. 
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Paper Details: Pittman, A. J., and S. Fortin. 2004. "Auditor Choice and the Cost of Debt Capital 
for Newly Public Firms", Journal of Accounting and Economics, Vol. 37, pp. 113-136. 

Research Objective: to examine the impact of auditor choice on debt pricing in firms' early public 
years. 

Theory and Hypothesis Development: 
- If lenders gradually rely more on firm reputation and less on auditor choice when determining 
interest rates, the Big Six Auditor choice effect could be more detectable in a sample of young firms 
that have only short track records. 
H 1: The influence of auditor reputation on lowering firms' interest rates will subside with age. 
- In comparison to firms with longer private histories, lenders learn more about younger firms in 
their early public years. Although auditor choice will have a greater effect on younger firms' 
borrowing costs, its impact will dissipate more quickly over time as they become more well known. 
H2A: The influence of auditor reputation on lowering interest rates will be stronger in firms with 
short private histories. 
H2B: The influence of auditor reputation on lowering interest rates will subside more quickly with 
age in firms with short private histories. 

Research Design: 
Measure of interest rate: interest expense for the year divided by its average short- and long-term 
debt during the year. 
Measure of firm age: the number of years since they went public for testing Hl. For testing H2A 
and H2B, the study examines the cross-sectional differences in firms' private ages, which is the 
number of years between their incorporation and initial public offering. 
lnterestRatei, =a+ /31AGEi, + /32BIG6it + f33 AGEi, * BIG6i, + f34PRIMEi, + f35DEFAULT;1 

+ f36LEVERAGEit + f37CASH- FLO~, + f38SIZEi, + f39 ASSETSit + f310NEGi, * EQUIT~, 
+ /311 YEARi, + ·f31 21NDUSTR~, 
Sample: 371 firms went public from 1977 to 1988. The study follows firms for their first nine 
public years. 

Results: 
1. The negative and significant coefficient for the age variable supports that firms' interest rates will 
decline over time. 
2. The negative and significant coefficient for the Big Six auditor variable implies that relying on a 
high-quality auditor reduces firms' interest rates, on average, by 143 basis points. 
3. The positive and strongly significant coefficient for the interaction is consistent with the 
predication of H 1. 
4. The coefficient for the firm age is negative and significant only for the younger firms, implying 
that lenders continue to learn about this set of borrowers by observing their credit histories during 
their early public years. 
5. The coefficient for auditor choice is negative and significantly different from zero. This 
coefficient is also greater for the sub-sample of younger firms, which supports H2A. 
6. The coefficient for the age-Big Six auditor interaction is positive and significant only for the 
younger firms, which supports H2B. 

Conclusion: 
Choosing a Big Six auditor reduces debt-monitoring costs by enhancing the credibility of financial 
statements and enables young firms to lower their interest rates. The impact of auditor choice on 
firms' interest rates diminishes with firm age. The economic value of auditor reputation to the cost 

247 



of credit declines over time as borrowers gradually shift toward relying on their own reputations to 
moderate information asymmetry. 
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Paper Details: Mansi, A. S. , W. F. Maxwell, D.P. Miller. 2004. "Does Auditor Quality and Tenure 
Matter to Investors? Evidence from the Bond Market". Journal of Accounting Research. Vol. 42, 
No. 4, pp. 755-793. 

Research Question: Do auditor characteristics, measured by the use of a Big 6 auditor or the length 
of the auditor-client relationship, affect the price investors are willing to pay for a firm's debt 
securities? Are the economic consequences of audits different for riskier firms? 

Theory and Hypothesis Development: 
Auditors provide two roles to the capital market: information and insurance. Auditors provide 
independent verification of manager-prepared financial statements and can discover and report 
breaches in a client's accounts. As such, audit quality contributes to the credibility of financial 
disclosure, and to the extent that contracting with the firm is made less costly, it reduces the cost of 
capital. In addition, because investors often use audited financial statements as the basis for asset-
allocation decisions, securities laws provide recourse for the investor against the auditor. In this 
way, auditors provide investors with a means to indemnify losses. 

Sample: 8529 firm-year observations from 1974 to 1998 in the U.S. market. 

Research Design: 
- Credit Rating Model - To examine the relation between audits and corporate bond pricing: 
Rating= a+ a 1Auditor + a 2Tenure + /31, ... nFirmRiskFactors 

+ Y1, ... ,nSecurityRiskFactors + 51, ..• ,nCommonRiskFa cot rs + £ 

- Credit Spread Model - examine the relation between auditor choice and credit spreads (control for 
credit rating): 
CreditSpread = a 0 + a 1 Auditor+ a 2Tenure + /31 nFirmRiskFactors 

+ Y1, ... ,nSecurityRiskFactors + 5 1, .• . ,n CommonRiskFa cot rs + £ 

- Orthogonalize Model - measure the total effect of information plus insurance of auditor 
characteristics on credit spreads (Orthrat is the residual from the regression of auditor size, tenure, 
and control variables on credit ratings): 
Orthrat =Rating- (a0 + a 1Auditor + a 2Tenure + /31 nFirmRiskFactors 

+ Y1, ... ,nSecurityRiskFactors + 51, ... ,nCommonRiskFa cot rs) 

Results: 
1. Auditor quality (i.e. Big n) and tenure are significantly negatively related to the cost of debt. 
2. The relation between auditor characteristics and the cost of debt is most pronounced in firms with 
debt that is non-investment grade. The coefficients for auditor characteristics are approximately 
twice as large for non-investment-grade than for investment-grade firms. 

Conclusion: 
Investors value both the insurance and information role of auditors in the bond market. 
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Paper Detail: Khurana, K. I., and K. K. Raman. 2004. "Litigation Risk and the Financial Reporting 
Credibility of Big 4 versus Non-Big 4 Audits : Evidence from Anglo-American Countries", The 
Accounting Review, Vol. 79, No.2, pp. 473-495. 

Research Question: To examine whether the perceived higher quality of a Big 4 audit is related to 
audit litigation exposure or reputation concerns. 

Theory Development: 
Prior research (e.g. Amihud and Mendelson 1986; Lee et al. 1993) suggests that information 
asymmetry between a firm and its investors is associated with increased transaction costs (i.e., 
higher bid-ask spreads) due to adverse selection, reduced market liquidity, investors' reluctance to 
hold less liquid stock, and a discount in the price of the stock indicating a higher cost of equity 
capital for the firm. More credible financial reporting is expected to lower the perceived 
information asymmetry between the firm and its current and potential stockholders, and in tum 
lower the information asymmetry component of the firm's cost of equity capital. 

Hypothesis: 
Prior studies suggest Anglo-American countries are far less litigious relative to the U.S. 
H1: A Big 4 audit is associated with a lower auditee-specific ex ante cost of equity capital in the 
U.S. but not in Australia, Canada, or the UK. 

Research Design: 
Measure of ex ante cost of equity capital 

r = e 
eps 2 - eps1 

Po 
The Regression Model: 
re = f (YR ,IND,BETA,ln(LEV ),VAR,ln(SJZE) ,ln(B I M) ,GROWTH,B4) 

Sample: 15,817 U.S., 579 Australia, 945 Canada, 2,176 UK firm-year observations over the period 
of 1990 to 1999. Study control for differences in year, industry, and market capitalisation by 
randomly selecting 100 U.S. samples matched by year, industry, and size quintile with the 
Australia, Canada, and UK samples. 

Results: 
1. In the regression results (with matched or unmatched samples) on a country-by-country basis, the 
Big 4 dummy is negative and significant in the U.S. sample but not in the Australia, Canada, or the 
UK samples. 
2. The U.S. results do not alter after controlling for potential self-selection bias and other choices in 
the corporate governance portfolio (managerial ownership of equity and institutional ownership of 
equity). 

Conclusion: 
Big 4 audit is associated with a lower ex ante cost of equity for auditees in the U.S. but not in 
Australia, Canada, or the UK, which suggests that it is litigation exposure rather than brand name 
reputation protection that drives perceived audit quality. 
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Paper Details: Azizkhani, M., G. S. Monroe, and G. Shailer. 2007. "Auditor Tenure and Perceived 
Credibility of Financial Reporting". Working paper. The Australian National University 

Research Objective: to examine whether auditor tenure, auditor switches and engagement partner 
rotation affect analysts' perceptions of financial reporting credibility, measured by client-specific ex 
ante cost of equity capital. 

Theory and Hypothesis Development: 
There is theoretical support and empirical evidence that increasing the quality of financial 
information reduces the cost of capital by reducing investors' information risk (e.g., Klein and 
Bawa 1976; Barry and Brown 1985; Diamond and Verrecchia 1991; Coles et al. 1995; Khurana and 
Raman 2004; Mansi et al. 2004; Pittman and Fortin 2004). 
Hl: Audit firm tenure is not associated with client-specific ex ante cost of equity capital. 
H2: Engagement partner tenure is not associated with client-specific ex ante cost of equity capital. 
H3: Audit firm switches are not associated with changes in client-specific ex ante cost of equity 
capital. 
H4: Engagement partner rotation is not associated with changes in client-specific ex ante cost of 
equity capital. 

Sample: 2,033 cases of Australian domiciled companies listed on the Australian Stock Exchange 
during 1995-2005 (1 ,385 and 1,049 firm-year observations for the one-year and two-year change 
models). 

Research Design: 
Regression to examine the relation between client-specific ex ante cost of equity capital and audit 
firm size and auditor tenure: 
Rp = f(AT, Big4, VAR, LEV, Size, Beta, B/P, Growth, Year, IND) (1) 
Regression to examine the relation between changes in client-specific ex ante cost of equity capital 
and audit firm switches and engagement partner rotation; we utilise the following regression model: 
~RP = f(PR, AFS, ~VAR, ~LEV, ~Size, ~Beta, ~B/P, ~Growth, Year, IND) 
Measure of ex ante cost of equity capital 

R = p 

Results: 
1. The coefficient for Big 4 audit firms is significant and negative for all four regressions, which 
supports the argument that analysts perceive that Big 4 audit firms provide higher-quality audits. 
2. Audit firm tenure is significant and negative for non-Big 4 audit firms in both the full and 
restricted samples, whereas audit firm tenure is not significant for Big 4 audit firms. The result for 
non-Big 4 auditors rejects Hl. 
3. Engagement partner tenure is significant and negative for non-Big 4 auditors in both the full and 
restricted samples, whereas partner tenure is not significant for Big 4 auditors. The result for non-
Big 4 auditors rejects H2. 
4. For the change in Rp over both a one-year and two-year period, there is no significant association 
between audit firm switches, partner rotation and changes in client-specific ex ante cost of equity 
capital. 
5. The results are not affected by the inclusion of the inverse Mills ratio (controlling for self-
selection bias). 
6. With a sub-period analysis, for the sub-period 1995-2000, Big 4 has a negative and significant 
relation with ex ante cost of capital. Partner tenure is significant and negative for non-Big 4 auditors 
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in both the full and restricted samples, whereas partner tenure is not significant for Big 4 auditors. 
However, post-2000, Big 4 audit firms are not significantly associated with a lower ex ante cost of 
equity capital. Partner tenure is not significantly associated with a lower ex ante cost of equity 
capital for either Big 4 or non-Big 4 auditors. 
7. The results using the OJ model are the same. 

Conclusion: 
Audit firm tenure and engagement partner tenure are significantly associated with lower ex ante 
cost of equity capital, but only for non-Big 4 audit firms; audit firm switches and audit partner 
rotation are not significantly associated with changes in ex ante cost of equity capital. The analysts' 
perceptions of the impact of these audit attributes on financial reporting credibility were affected by 
the events that occurred in 2001 and 2002. 
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Paper Detail: Khurana, K. 1., and K. K. Raman. 2006. "Do Investors Care about Auditor's 
Economic Dependence on the Client?" Contemporary Accounting Research. Vol. 23 No. 4 (Winter) 
pp. 977-1016 

Research Objective: to investigate whether investor perceptions of the financial reporting 
credibility of Big 5 audits are related to the auditor's economic dependence on the client as 
measured by non-audit as well as total (audit and non-audit) fees paid to the incumbent auditor. 

Theory and Hypothesis Development: 
All things being equal, the higher the financial reporting credibility of the audit, the lower the 
perceived information risk, and the lower the ex ante cost of equity capital for the auditee. 
H 1. There is a positive relation between the auditor's economic dependence on the client and the 
client-specific ex ante cost of equity capital. 

Sample: 2,163 observations consisting of 846 and 1 ,317 observations/firms for 2000 and 2001 

Research Design: 
Regression Model: 
re = f(control variables, alternative fee-based test variables) 
Measure of ex ante cost of equity capital 

r = e 
eps2 - eps1 

Po 
Control variables: 
IND, BETA, LEV, VAR, SIZE, B/MGR, MSER, RECENT_RET 
Test Variables: 
NONAUDIT/REV, NONAUDIT/OFFICEREV, TFEES/REV, TFEES/OEFICEREV 

Results: 
1. All four test variables are significant for 2000 (at the 5% level) and for 2001 (at the 1% level) 
with the predicted positive signs. 
2. By assuming that the magnitude of fees (audit and non-audit) in 1999 were the same as those 
disclosed for 2000, the results show that all four variables for 2000 (the first year of fee disclosures) 
are significant (with the predicted positive sign). However, for 1999 (the year preceding the fee 
disclosures), all four test variables are not significant, suggesting that the fee information was not 
priced by investors. 
3. The latent class mixture models show that the perceived financial reporting credibility of Big 5 
audits is largely unrelated to corporate governance. 

Conclusion: 
Both non-audit and total fees are perceived negatively by investors- that is, the higher the fees paid 
to the auditor, the greater the implied threat to auditor independence, and the lower the financial 
reporting credibility of a Big 5 audit. Furthermore, the findings appear to be largely unrelated to 
corporate governance: investors do not perceive the auditor as compensating for weak governance. 
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Paper Details: Hope, 0., T. T. Kang, B. Wayne andY. K. Yoo, 2008. "Impact of Excess Auditor 
Remuneration on Cost of Equity Capital Around the World." (March 30). Available at SSRN: 
http://ssrn.com/abstract=1114824. 

Research Objective: to examine the relation between excess auditor remuneration and the implied 
required rate of return (IRR) on equity capital in global markets. 

Theory and Hypothesis Development: 
H 1: The implied required rate of return on equity capital increases with excess auditor 
remuneration. 
H2: The positive association between the implied required rate of return on equity capital and 
excess auditor remuneration increases with the strength of country-level investor protection. 

Sample: 9,008 firm-year observations (3,273 distinct firms) from 14 countries from 1995 to 2003. 

Research Design: 
- Cost of capital model: 
IRR =flo+ jJ1ExcessFee+ jJ2 Big4+ fJ3lndSpec+ fJ4lnvPro+ fJ5CIFAR 

+ fJ6 ln Size+ fJ7LnBM + jJ8Beta + fJ9 Mom + fJ10 ldRisk + jJ11 D isp + jJ12RFRate 

+ Yearandlndustrylndicators + & 

-Measuring cost o(equity capital: 
Two implementations of the Ohlson (1995) residual mcome valuation model, the Ohlson and 
Juettner-Nauroth (2005) model, and the PEG model. 
-Model to estimate excess fee: 
TotFee =Yo+ y 1Big4 + y2lndSpec + y3 lnSize + y4 lnBM + y5 lnSales + y6Lev + y7 ROE 

+ y8Caplssue + y9For0ps + y10 Disc0ps + y 11 Acq + y 12 ln tangible+ y 13 lnv Rec 

+ y 14 Wingate + Yearandlndustrylndicators + v 
Results: 
1. Excess auditor remuneration, which proxies for the extent of economic bonding (and hence 
reduced auditor independence), is significantly positively associated with our ex ante proxy for the 
cost of equity capital, IRR, which supports H 1. 
2. For the stronger investor protection group, ExcessFee is positively and significantly related to 
IRR. 
3. For the weaker investor protection group, the coefficient on ExcessFee is small and not 
significant. 
4. In the sub-sample of UK and U.S. data, the results show that whereas both excess audit fees and 
excess non-audit fees are positively associated with IRR, only excess audit fees are significant at 
conventional levels. 

Conclusion: 
Investors demand higher rates of return for firms with abnormally high auditor remuneration, 
consistent with investors generally viewing excess auditor remuneration as representing economic 
bonding between the auditor and the client. This effect varies with the degree of investor protection 
in a country. 
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Paper Details: Chen, H. W., J. Z. Chen, J. Gerald, and Y. Y. Wang. 2008. "Effects of Audit 
Quality on Cost of Equity Capital and Earnings Management: Evidence from China". (August 1). 
Available at SSRN: http://ssrn.com/abstract=ll05539. 

Research Objective: to examine the effects of audit quality on cost of equity capital and earnings 
management for two groups of Chinese firms: state-owned enterprises (SOEs) and family-owned 
firms (FOFs). 

Theory and Hypothesis Development: 
SOEs and FOFs differ in the nature of their ownership, agency relations, bankruptcy risks and 
strength of client-auditor economic bond, which lead to differences in investors' pricing of audit 
quality and the effectiveness of auditors' monitoring strength in reducing financial reporting noise. 
H 1: The effect of audit quality on cost of equity capital is lower for SOEs than for FOFs. 
H2: The effect of audit quality on earnings management is lower for SOEs than for FOFs. 

Sample: 3,310 firm-year observations for the firms listed on the Shanghai and Shenzhen Stock 
Exchanges for the years 2001 to 2006 (722 in 2001 , 841 in 2002, 849 in 18 
2003, and 898 in 2004). 

Research Design: 
- Measuring cost of equity capital: 
Ex ante (implied) cost of equity capital following Gebhardt eta!., (200 1 ). 
-Measuring earnings management (IDACq): 
TACCi, ITAir-l = a1 (11TAi1_ 1 )+a2 (ME~, ITAu_1)+a3(PPEi, ITAit_1)+&i, 

1\ 1\ 

DACCi, ITAir -l = TACCi, IT Air-! - [a, (liTAit -l) + az(MEVi,- MECi,)ITAi,_1 

1\ 

+ a3 (PPEi, I TAit_1 ] 

- Base model for cost of equity capital: 
ri, = r0 + r1Betait + r2SIZEit + r3BMit + & 
Exogenous auditor choice: 
ri, = a 0 + a 1AUDit + a 2 S0Ei, + a 3AUDit * SOEit + a 4BETAit + a 5BMi, 
+ a6LE~1 + a 7SIZEit + a 8GROWTHit + a 9VOLUMEi, + &i, 
I DACCit I= Yo+ riAUDit + rzSOEif + r3AUDif * SOEif + r4BETAit + rsBMit 
+ y 6LEVi, + y 7 SIZEi, + y 8CFOi, + y 9ST 1 PT:t +&it 
- Endogenous auditor choice - Self-selection model: 
AUDit =flo+ jJ1SOEit + jJ2SIZEi, + jJ3LEVit + f340Ai, + f351SSUEit + f36LOSSi, 
+ fJ7GEOit + jJ80WNERit + jJ9SQUOWNi, + jJ10 CROSSLIST:, + {J,L.,YEAR1 

+ fJJL. JIND, + &i, 

Results: 
1. Employing high-quality auditors, FOFs exhibit a 4.6% reduction in the cost of equity capital, 
whereas SOEs exhibit negligible change in the cost of equity capital 
2. FOFs have greater reduction in ean1ings management relative to SOEs when they both employ 
high-quality auditors. 
3. Two-stage regression results show a significantly negative relation between audit quality and cost 
of equity capital. 
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4. The inverse Mills ratios (IMR) are not significant in either test, indicating self-selection is 
unlikely to affect the results of the effects of audit quality on the cost of equity capital and earnings 
management. 

Conclusion: 
Given the differences in these characteristics between FOFs and SOEs, higher audit quality will 
lead to greater reduction in cost of equity capital and earnings management for FOFs than for SOEs. 
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Paper Details: Ahmed, A. S., S. J. Rasmussen, and S. Y. Tse. 2008. "Audit Quality, Alternative 
Monitoring Mechanisms, and Cost of Capital: An Empirical Analysis". (August 2008). Available at 
SSRN: http://ssrn.com/abstract=1124082. 

Research Objective: to examine whether using an industry specialist auditor reduces cost of 
capital for clients of Big 4 audit firms. 

Theory and Hypothesis Development: 

H 1. Firms that use an industry specialist auditor have a lower cost of capital than firms that do not 
use a specialist auditor. 
H2. The effect of using an industry specialist auditor on cost of capital is smaller for firms with 
strong governance than for firms with weak governance. 

Sample: 8, 740 firm-year observations over the period of 1999 to 2005 for the cost of equity model; 
8,434 firm-year observations over 1999-2005 for the cost of debt model. 

Research Design: 
- Measurement of cost of debt 
Long-term domestic debt ratings 
- Measurement of cost of equity capital 
The average of four implied cost of equity estimates 
- Measurement of auditor industry specialisation 
lvfWMkt, classifies an auditor as an indust1y specialist if the auditor has the highest market share in 
the industry and its market share is at least 10 percentage points higher than the next-closest Big 4 
competitor. 
NRMkt, classifies the auditor as a specialist ?fits industry market share is greater than an industry 
cut-off 
- Measurement of the strength of alternative monitoring mechanisms 
board independence, board size and institutional ownership. 
OLS Regression Model: 
Cost o(Equity: 
CoE =a+ j31Beta + j32BTM + f33Lev + f34 Rec _Ret+ f35RMSE + f36Size + f37Var 

+ f38 (SpecialistMeasure) + L 1JlndustryandYearlndicators, 
Cost o(Debt: 
Pr(CoD) = exp(a + j31Tenure + j32Bankdebt + f33 FirmAge + f340- score+ f35Qspread 

+ f36 RMRF + f37 SMB + f38HML + f39 (SpecialistMeasure) + LJ3IndustryandYearlndicators 
Results: 
1. The use of an industry specialist auditor is associated with a reduction of 10 to 20 basis 
points in the cost of equity. 
2. The cost of equity effect is driven by firms that have relatively weak monitoring mechanisms 
and is larger for these firms (use of an industry specialist by firms with weak monitoring 
n1echanisms is associated with a 20-30 basis-point reduction in cost of capital) 
3. Audit quality is not significantly associated with cost of capital for firms with strong 
monitoring. 
4. Using an industry specialist is associated with a significantly lower cost of debt. 
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5. The odds of firms that use an industry specialist auditor having a higher cost of debt (rather 
than a lower cost of debt) are approximately 20o/o lower than the corresponding odds for firms 
that use a non-specialist auditor. 
6. The effect of an industry specialist on the cost of debt is driven by firms with relatively weak 
monitoring mechanisms 

Conclusion: 
Firms that use industry-specialist Big 4 auditors have a significantly lower cost of equity and 
debt capital than firms that use non-specialist Big 4 auditors. The association between audits by 
industry specialists and lower cost of capital is particularly strong when alternative governance 
structures, such as institutional ownership and the independence of the board of directors, are 
weak. 
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Paper Details: Fernando, G. D. , R. J. Elder, and, Ahmed M. A, 2008 "Audit Quality Attributes, 
Client Size and Cost of Capital" (April). Available at SSRN: http: //ssrn.com/abstract=817286. 

Research Objective: to investigate the effects of audit quality attributes related to the auditor and 
the auditor-client relationship on the firm's cost of capital, and to examine whether these effects 
differ according to client size. 

Theory and Hypothesis Development: 
The auditor provides "reasonable assurance " that the financial statements are free from "material 
misstatements". Auditing dilutes the adverse effects of the separation of ownership and control 
(Jensen and Meckling, 1976) by reducing the information asymmetry between users of financial 
statements (e.g. investors) and their preparers. Thus, auditing is a means of reducing information 
risk for users of financial statements. 
H1 : There is a negative relation between the auditor's size and the client's cost of capital. 
H2: There is a negative relation between the auditor's industry specialisation and the client's cost of 
capital. 
H3: There is a negative relation between the auditor's tenure and the client's cost of capital. 
H4: There is a positive relation between the auditor's issuance of a going-concern opinion and the 
client's cost of capital. 
H5A: The negative relation between auditor size and the client's cost of capital is stronger for 
smaller clients. 
H5B: The negative relation between auditor industry specialisation and the client's cost of capital is 
stronger for smaller clients. 
H5C: The negative relation between auditor tenure and the client's cost of capital is stronger for 
smaller clients. 
H5D: The positive relation between the auditor's issuance of a going-concern opinion and the 
client's cost of capital is stronger for smaller clients. 

Sample: 18,955 firm years of data for the years 1990-2004. 

Research Design: 
- Measuring cost of equity capital - PEG model: 

r = e 
eps 2 - eps1 

Po 
-Cost of capital model- for H1 to H4: 
CoEC = a 0 + a 1BETA + a 2LNLEV + a 3LNSIZE + a 4LNBM + a 5GRW + a 6STDEV + a 7 AQ 
+ a 8YR + a 9IND + £ 

- Cost of capital model - for H5a to H5d: 
CoEC = a 0 + a 1BETA + a 2 LNLEV + a 3LNSIZE + a 4 LNBM + a 5GRW + a 6 STDEV + a 7 BIGX 
+ a 8SPX + a 9TENURE + a 100P+ aiYR+a1IND +& 

Results: 
1. Big X audit clients enjoy a lower cost of capital compared to non-Big X clients, which supports 
Hl. 
2. There is a significantly negative relation between the auditor's industry specialisation and the 
firm's cost of capital, which supports H2. 
3. The length of the auditor-client relationship increases, the cost of capital to the firm declines, 
consistent with H3. 
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4. The cost of capital increases for firms which receive an opinion other than a standard unqualified 
opinion, which supports H4. 
5. The marginal impact of audit quality attributes is significant for smaller firms due to their 
inherently poorer information environment, which supports H5a. 
6. Small firms can further reduce their cost of capital by selecting a specialist Big X auditor, which 
supports H5b. 
7. Increasing auditor tenure results in a decline in the cost of capital only for small firms, which is 
consistent with H5c. 
8. The audit opinion impacts the cost of capital for small firms more than it does for big firms, 
which supports H5d. 

Conclusion: 
The market places more weight on the audit quality attributes, including auditor size, specialisation, 
tenure and opinion type for smaller firms rather than larger ones. This suggests that the market 
perceives that the insurance, monitoring, and informational roles of auditing are more pronounced 
for smaller, less visible firms. 
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Paper Details: Ferguson, A., and Z. Matolcsy. 2004. "Audit Quality and Post Earnings 
Announcement Drift". Asia-Pacific Journal of Accounting and Economics. Vol. 11. No. 1. pp.121-
137. 

Research Objective: to examine the association between audit quality and post-earnings 
announcement drift (PEAD). 

Theory and Hypothesis Development: 
If the auditor is high quality, the extent of ex post uncertainty accompanying the unexpected 
earnings should be reduced. This implies that the market more easily disentangles the implications 
of the current earnings for future earnings - i.e. the time series properties of earnings are more 
transparent. Thus, where the auditor is high quality and information risk is reduced, the magnitude 
of underreaction is expected to be lower. A faster and more accurate earnings assimilation process 
suggests PEAD magnitude is reduced. 
H 1: Firms audited by large auditors have lower PEAD than firms audited by small auditors. 
H2: Firms with industry specialist auditors have lower PEAD than firms with non-leader auditors. 
H3: Firms with auditors who are industry leaders have lower PEAD than firms with non-leader 
auditors. 
The test partitions the good news and bad news portfolios because 1) an implication of the Basu 
(1997) conservatism argument is that PEAD is more persistent for the good news portfolio, given 
stock prices reflect less of the good news earnings, 2) good news is less believable, and 3) audit 
quality is likely to matter more in a good news context due to greater litigation risk. 

Research Design: 
CARit = b0 + b1DSUEi, + b2DSUE * DSIZEi,t + b3DSUE * SOOHIS~,t 

+ b4DSUE * LEVERAGEi,t + b5DSUE * SHAREPRi,t + b6DSUE * TURNOVERi,t 

+ b7DSUE * AUDITORi,t + &i,t 

Sample: 3, 731 fi1m observations over the period 1994- I998. 

Results: 
1. Significant CAR for the good news stock portfolios but not the bad news stock portfolios 
2. Negative and significant Big 6(5) variables in Models I and 2 support HI . 
2. Insignificant industry specialist variables in both models reject H2. 
3. Negative but insignificant industry leader variables in both models reject H3. 
4. When the sample is split on size deciles, the results only support HI in the smaller sized deciles. 
5. Clients of Arthur Andersen and Deloittes have greater PEAD vis-a-vis the other Big 5 auditors. 
6. PwC clients experienced greater drift than client of the other Big 5 in the immediate aftermath of 
the 1997 merger. 

Conclusion: 
1. The study finds that clients of brand name auditors exhibit lower PEAD than clients of small 
auditors, but only weak incremental auditor industry specialist effects. 
2. Clients of smaller Big 6(5) auditors, Arthur Andersen and Deloittes, exhibit greater PEAD than 
the other large auditors, consistent with the auditor quality size hypothesis. 
3. The newly merged PwC exhibits higher PEAD than other Big 6/5 in 1998, suggesting capital 
market uncertainty about the quality implications of structural change in the audit market. 
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Paper Details: Stokes, D. , P. Vassallo, and P. Wells. 2006. "Firms' Information Environments and 
the Value of Auditor Quality Choice". Working Paper. University of Technology, Sydney. 

Research Objective: to evaluate the impact of the firms' information environment, on the use of 
auditors as a governance mechanism. 

Theory Development: 
The selection of an auditor represents optimal contracting, information signalling and financial 
statement users seeking insurance against financial statement errors. The firms ' information 
environment is central to the determination of the reliance placed upon the auditor function, and the 
selection of quality auditors. While earlier studies (e.g. Anderson, Francis and Stokes, 1993) 
identify book value as an important component of firms ' information environment, recent studies 
(e.g. Vassallo, 2005) show that earnings could also be relevant for assessing the firms' information 
environment and as a contracting mechanism. 

Hypothesis: 
H 1: Relative to Quad 1 firms , Quad 2 firms are more likely to employ quality auditors. 
(For Quad 2 firms, income is relevant to describing the firms ' activities and is likely to be used in 
contracting. For Quad 1 firms, the information signalling motivation is likely to be restricted to 
firms issuing equity, but Quad 2 firms will have other signalling incentives for appointing quality 
auditors. Reliance could be placed on income values in Quad 2 firms, and the appointment of 
quality auditors would offer some 'insurance' to financial statement users relying on this 
information.) 
H2: Relative to Quad 3 finns, Quad 4 firms are n1ore likely to employ quality auditors. 
(Reliance will be placed on both book value and income as a contracting mechanism for Quad 4 
firms, but not for Quad 3 firms. Firms could seek to appoint quality auditors to signal that the 
quality of assets in Quad 3 are likely to be restricted to firms issuing equity. Since there would be 
much higher audit risk for Quad 3 firms than for Quad 4 firms, if quality auditors are able to 
manage the risk exposures, quality auditors are more likely to be appointed for Quad 4 firms than 
for Quad 3 firms.) 
H3: Relative to Quad 1 firms, Quad 4 firms are more likely to employ quality auditors . 
(Relative to Quad 1 firms, both earnings and book value for Quad 4 firms are more useful in 
reducing information asymmetry and providing a useful contracting mechanism.) 
H4: Relative to Quad 4 firms, Quad 2 firms are more likely to employ quality auditors. 
(Controlling for earnings performance, firms with higher levels of intangibles are more likely to 
employ quality auditors.) 

Research Design: 
Regression model: 
AudQuali = j31QUADi + j32CONTRAOLu + ci 
Auditor Quality is measured by Big 5; 
Quads: Firms are allocated into four quadrants according to the joint ranking ofP/B and PIE. 
Control Variables: block holding, board independence, equity issue, inside ownership, and business 
complexity. 
Value Relevance Test: 
~t = ao + alEit + a2BEit-l +cit 
~t = bo + blEit +cit 

(1) 

(2) 

~t = Co + cl BEit-1 +cit (3) 
Incremental value of earnings and book equity can be calculated as: 
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Earnings, 
Book Equity, 

R\1)- R2(3) 
R2(1)- R2(2) 

Sample: 211 randomly selected Australian ASX-listed companies in 2001. 

Results: 
1. Univariate results show that high P/B firms are more likely to employ quality auditors than low 
P /B firms, and the difference is significant. 
2. Univariate tests provide support for H1, H2 and H4. 
3. While a greater proportion of Quad 4 firms have quality auditors than Quad 1 firms, the 
difference is not significant. Accordingly, there is no support for H3 . 
4. In the multivariate test, do the estimated models have sufficient explanatory power across only 
three partitions; Quad 1 v Quad 2, Quad 2 v Quad 4, and Quad 2 v Quad 3. 
5. Multivariate test results support H1 and H4. 
6. Overall earnings explain a much larger proportion of firm market value but only if they are 
audited by a quality auditor. 
7. For Quad 1 firms, substantially higher emphasis is placed on book value relative to earnings and 
the results support H 1. 
8. For Quad 2 firms, a high value is attributed to earnings, and the difference is attributed to 
whether the firm is audited by a quality auditor. 
9. For Quad 3 firms, a significant magnitude of the incremental value relevance of book equity for 
quality audited firms shows a high value attributed by the market to the attestation of asset book 
values for firms which are otherwise subject to distress. 
10. For Quad 4 firms, the incremental value relevance of book equity is higher than that for 
earnings but only if the firm is audited by Big 5. 

Conclusion : 
It is appropriate to utilise Quad four-way classification for evaluating audit quality, and accounting 
information (earnings and book equity) has greater value relevance conditional on the firm's 
information environment and auditor quality. 
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Paper Details: Johnson, W.B., and T. Lys. 1990. "The market for audit services: evidence from 
voluntary auditor changes". Journal of Accounting & Economics, Vol. 12, pp. 281-308. 

Research Objective: to examine whether changes in clients ' financing, investing and operating 
characteristics are related to voluntary auditor realignments. 

Theory and Hypothesis Development: 
Market competition induces clients and audit firms to align themselves to achieve efficient 
utilisation of specialised resources and brand-name investments. Changes in the clients' operations 
and activities over time may erode the auditor's competitive advantage and the auditor will no 
longer be a specialist and able to offer the least-cost service. 

HI: Clients that replace their incumbent auditor with a larger (smaller) firm are predicted to exhibit 
systematic growth (contraction) in their activities around the time of realignment. 
H2: Clients that replace an incumbent with an audit firm of a similar size are predicted to be 
responding to rotation policies or other forces. 
H3: Any contemporaneous share-price reaction to realignment is likely to be attributable to factors 
other than fee savings. 

Sample: 603 realignments from 1973 to 1984. 

Research Design: 
1. Univariate analysis tests the correlation between each client's characteristics and relative auditor 
size pre-alignment and post-alignment and determines whether the relationship is in line with 
expectations. 
2. Multivariate tests investigate the joint relation between client characteristics using 1) a multiple 
regression with natural log of RS as the dependent variable and 2) a logit regression with the 
dependent variable coded as 1 for clients that changed to a larger auditor and 0 for clients that 
changed to a smaller auditor. 
3. Auditor realignment and changes in accounting policies: considers the possibility that accounting 
policy considerations influence realignment decisions and examines the variables associated with 
policy-induced auditor changes. 
4. Control sample validation tests to investigate whether comparable shifts in client activity occur in 
companies that maintain existing client-auditor pairing. 
5. Common stock returns and auditor realignment: examines whether auditor realignments have 
share-price implications. Both daily excess returns and monthly excess returns are investigated. 

Results: 
-For auditor realignment and changes in client characteristics: 

1. RS exhibits a significant positive association with the change in external financing, cash flow 
performance, pre-alignment asset growth, and a significant negative association with the change in 
times interest earned. 

2. As consistent with prior literature, client size and asset growth both exhibit significant positive 
associations with changes to larger audit firms . 

- Common stock returns and auditor realignment: no association between client-auditor realignment 
and share prices and thus little information is contained in the change. 

Conclusions: 
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Voluntary client-auditor realignment can generally be explained as an efficient response to 
competition among audit firms. Audit qualifications and accounting disputes don't have a dominant 
impact on the direction of auditor alignment. Auditor changes provide little information that is 
relevant for the pricing of securities, even though realignments are related to changes in corporate 
policies. 
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Appendix 5.2 Earnings Quality and Cost of Equity Capital 

Paper Details: Francis, J., R. LaFond, P. M. Olson, and K. Schipper. 2004. "Costs of Equity and 
Earnings Attributes". The Accounting Review. Vol. 79, No.4. pp. 967-1010. 

Research Question: to examine the relation between the cost of equity capital and seven attributes 
of earnings: accrual quality, persistence, predictability, smoothness, value relevance, timeliness and 
conservatism. To determine whether each attribute matters to investors, and to calibrate which 
attributes matter most. 

Theory Development: 
Two approaches to develop an equilibrium model in which information properties are rationally 
priced. 
1. Easley and O ' Hara (2004) - a multi-asset, multi-period setting with informed and uninformed 
investors. The information risk faced by the uninformed investors is not diversifiable and will 
therefore be priced. Required returns are affected by information risk, captured both by the extent of 
private information and less precise information (both public and private), leading to higher 
required returns. 
2. Leuz and Verreccbia (2004) - the role of performance reports in aligning firms and investors 
with respect to capital investments. Poor-quality reporting impairs the coordination between firms 
and their investors with respect to the firm's capital-investment decisions and thereby creates 
information risk. Investors require a higher risk premium and charge a higher cost of capital - a 
proportion of this risk is non diversifiable. 
Empirical tests on the positive relation between information risk and the cost of capital use different 
characterisations of information risk. 
Easley et al. (2002), Information asymmetry between informed and uninformed traders - using 
probability of informed trading (PIN) scores; Francis et al. (2005), Accrual quality and cost of 
capital; Botosan ( 1997), disclosure scores based on quantity of annual report information and cost 
of capital; Bhattacharya et al. (2003), the association between country-level measures of average 
cost of equity and earnings opacity, defined as a composite 1neasure of earnings aggressiveness, loss 
avoidance, and smoothness. 

Sample: 21 ,334 firm-year observations and 1,865 distinct firms for the time period of 1975 to 2001. 

Research Design: 
Alternative measure of the cost of equity: 
Estimates based on price targets and forecast dividends (VL report estimates) 
Earnings-based cost of equity estimates (PEG ratios) 
Estimates based on realised returns (Asset-pricing regression) 
Accounting-based and market-based earnings attributes: 
Accrual Quality, Persistence, Predictability, Smoothness, Value Relevance, Timeliness and 
Conservatism 
OLS Model: 
CofC1 ,~ = A0,, + A1,,Beta J ,t - J + A2 , , Size1 ,~ + A3,,BMi,t + ¢4 ,,Attribute~,, + Si ,t 

Results: 
1. All but two earnings attributes are associated with the cost of equity in the predicted way; the 
exceptions are predictability and conservatism. 
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2. Comparisons of incremental explanatory power show that accounting-based earnings attributes 
explain more of the variation in ex ante estimates of the cost of equity than do market-based 
earnings attributes. 
3. Among the accounting-based earnings attributes, accrual quality is the most priced earnings 
attribute, followed by persistence and smoothness. 
4. Among the market-based earnings attributes, only value relevance is consistently associated with 
ex ante cost of equity estimates. 
5. After controlling for innate determinants, the cost of equity effect is generally smaller, which 
suggests that the resulting coefficient estimates controlling for innate factors capture the cost of 
equity effects on management's reporting choices and estimates. 

Conclusion: 
Generally a statistically reliable association between each earnings attribute considered individually 
is found, with exceptions (for least consistent relations) found for predictability and conservatism. 
Accounting-based earnings attributes (accrual quality, earnings persistence, and smoothness) 
explain more of the cross-sectional variation in cost of equity estimates than do the market-based 
attributes (value relevance, timeliness, and conservatism). Accrual quality is the dominant attribute 
in terms of cost of equity effects. 
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Paper Details: Francis, J., R. LaFond, P.M. Olson, and K. Schipper. 2005. "The Market Pricing of 
Accruals Quality", Journal of Accounting and Economics, Vol. 39. pp. 295-327. 

Research Objective: to investigate whether investors price accruals quality, a proxy for the 
information risk associated with earnings. 

Theory and Hypothesis Development: 
- Accruals quality tells investors about the mapping of accounting earnings into CFs. Therefore 
relatively poor accruals quality weakens this mapping and increases information risk. Under the 
assumption that cash flow is the primitive element that investors price, accruals quality could be 
identified as the measure of information risk associated with a key accounting number- earnings. 

- Discretionary accrual choices are likely to reflect both opportunism (which exacerbates 
information risk) and performance measurement (which mitigates information risk) . These 
conflicting effects will yield a smaller average cost of capital effects for discretionary accruals 
quality than for innate accruals quality. 

H 1: There is no difference in the cost of capital of firms with poor accruals quality and firms with 
good accruals quality. 
H2: There is no difference in the cost of capital effects of the innate component of accruals quality 
vs. the discretionary component of accruals quality. 

Sample: 91 ,820 firm-year observations for the sample period from 1970 to 2001. The sample is 
restricted to firms with at least 7 years of data. 

Research Design: 
Dechow and Dichev' s (2002) accrual model: 
TCA1,, = tPo,; + ¢1,1CF01,t-1 + ¢2,1CF0 1,, + ¢3,1CFOi,l+l + ¢4 ,111 Rev1,, + ¢5PPE1,~ + vi,t 
Cost of Debt (the ratio of firm j 's interest expense in year t+ 1 to average interest-bearing debt 
outstanding during years t and t+ 1) Model: 
CostDebt J,t = B0 + B1Leverage J,r + B2Sizei,t + B3R0Ai,t + 04 /ntCovi,t + B5a (NIBE) 1,, 

+ B6A Q j,t + Si,t 
Cost of Equity (industry-adjusted earnings-price ratio) Model: 
IndEP1,, = 90 + -[)1Growth1,, + -[)2Leverage1,1 + -[)3Betai,t + 94Sizei,t + t95AQJ,t + Si,t 
One-factor (CAPM) and three-factor asset pricing models 
Rj,m- RF,m = a j + f3;(RM,m- RF,m) + AJAQfactorm + &j,m 

Rj,m- RF,m = aj + b/RM,m- RF,m) + s jSMBm + h;Hlv!Lm + ejAQfactorm + &j,m 
- Two methods are used to test differential pricing effects for the innate vs. discretionary accruals. 
a. Separating accruals quality into innate and discretionary components (method 1): Innate AQ is 
the fitted value and DiscAQ is the residual. 
AQ1,, = A0 + ~Size1 ,1 + A2a(CFO) J,t + A3a(Sales)i ,t + A40perCycle1,, + A5NegEarn1,, + Jli,t 
b. Adding the summary indicators of innate factors as RHS variables to the original cost of capital 
regressions. 
- Additional tests are performed to investigate 1) whether changes in accruals quality are 
predictably associated with changes in the proxies for cost of capital and 2) how this relates to 
accruals anomaly. 

Results: 
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1. Accruals quality affects the cost of debt, incremental to financial leverage, size, return on assets, 
interest coverage and earnings volatility. 

2. Firms with lower-quality accruals have a higher cost of equity. 

3. Accruals quality affects market perceptions of equity risk (ref. Table 2 and Table 3). Firms with 
poor-quality accruals have a higher cost of equity than firms with high-quality accruals. 
Furthermore, the loadings on the other variables change, sometimes substantially, when the accruals 
quality factor is added to the asset-pricing model, indicating that an asset-pricing model without an 
information quality factor is not fully specified. 

4. Innate accruals quality has a larger pricing effect than discretionary quality, which suggests that 
investors place greater weight on accruals that reflect intrinsic features of the firm's business model 
than to accruals that reflect a combination of pure noise and opportunistic choices and performance 
measures. 

5. There is a smaller pricing effect of discretionary accruals relative to innate accruals. 

6. Additional tests show that the results are robust to an alternative research design and largely 
unrelated to the accruals anomaly. 

Conclusions: 

This study supports the view that the capital market consequences of differences in accruals quality 
arise because accruals quality proxies for information risk, a risk factor that cannot be diversified 
away in equi librium. 
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Paper Details: Taylor, S. and Wong, L. 2006. "Earnings Quality and the Cost of Equity m 
Australia". Working Paper. University ofNew South Wales. 

Research Objective: to investigate whether earnings quality is priced into firm value in Australia. 

Theory Development: 
Francis et al. (2004) test the relation between the cost of equity and all seven earnings-quality 
metrics jointly, being Accruals Quality, Persistence, Predictability, Smoothness, Relevance, 
Timeliness and Conservatism, on U.S. data for the period 1975 to 2001. They found four earnings-
quality metrics, Accruals Quality, Persistence, Predictability (but of the wrong sign) and Relevance, 
to be statistically significant, with Accruals Quality dominating both economically and statistically. 

Sample: 5,484 ASX-listed companies from 1992 to March 2005. 

Research Design: 
OLS Model: 

Firm Value1,r =a, + ~ fJJ,1ControlJ,t + ~ A~,,EQ~,, + &1,1 

Accounting Quality Metrics : 
Total Accruals, Unexpected Accruals, Cash-to-Profit, Accruals Errors, Persistence, Predictability, 
Smoothness, Relevance, Conservatism and Timeliness 

Results: 
1. Eight earnings quality n1etrics, namely, total accruals, unexpected accruals, accrual errors, 
smoothness, persistence, preditability, conservatism and timeliness, have valuation effects in the 
individual model tests. 
2. Five earnings quality metrics, i.e. , total accruals, unexpected accruals, smoothness, persistence, 
and predictability are statistically significant in the joint estimation model. 
3. The results are robust after segmenting the sample into profitable-only and loss-only sub-
samples. 
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Paper Details: Wong, L. 2008. "Earnings Quality and the Cost of Equity in Australia". Working 
Paper. University ofNew South Wales. 

Research Objective: to investigate whether earnings quality is associated with the cost of equity in 
Australia. 

Theory Development: 
Francis et al. (2004) test the relation between the cost of equity and all seven earnings-quality 
metrics jointly, being Accruals Quality, Persistence, Predictability, Smoothness, Relevance, 
Timeliness and Conservatism, on U.S. data for the period 1975 to 2001. They found four earnings-
quality metrics, Accruals Quality, Persistence, Predictability (but of the wrong sign) and Relevance, 
to be statistically significant, with Accruals Quality dominating both economically and statistically. 

Sample: 912 ASX-listed companies from 1991 to March 2007 (175 to 395 firm-year observations 
for the theoretically derived proxies for the cost of equity). 

Research Design: 
OLS Model: 
CostojEquity1,, =a,+ f PJ,,CoEControlJ,t + f 8;,,volOpControlJ,1 + 7 :t~ , 1 EQ;,, + £ 1,m 

Accounting Quality Metrics : 
Total Accruals, Unexpected Accruals, Cash-to-Profit, Accruals Quality, Persistence, Predictability, 
Smoothness, Relevance, Conservatism and Timeliness 
Theoretically derived proxies for the cost of equity: 
CAPM, DDM1, DDM2, OJ, RJM 

Results: 
L There is a strong association effect for two earnings-quality mctrics, i.e. Total Accruals and 
Predictability, in the predicted sign. The result for Accruals Quality, though statistically significant, 
is of the opposite direction. 
2. Except perhaps for Predictability, which is significant in three of these five models, the different 
theoretically derived cost of equity proxies do not give consistent results compared to each other, 
and when compared with models with earnings-price ratios as the cost of equity estimates. 
3. These results are robust to the inclusion of operating volatility variables. 

Conclusion: 
When the cost of equity is by earnings-price ratios, the evidence is that there are strong association 
effects for earnings quality, particularly for Total Accruals and Predictability, and possibly also 
Smoothness. The evidence using the theoretical proxies for cost of equity is mixed, with no clear 
patterns of association with earnings-quality metrics, except perhaps for Predictability. 
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Appendix 5.3 Earnings Quality and Audit Quality 

Paper Details: Becker, C, M. , DeFond, J. Jiambalvo, and K. Subramanyam. 1998. "The effect of 
audit quality on earnings management". Contemporary Accounting Research. pp.l-24. 

Research Objective: to examine the effect of audit quality on earnings management through 
discretionary accruals. 

Theory and Hypothesis Development: 
Auditing reduces information asymmetries that exist between managers and firm stakeholders by 
allowing outsiders to verify the validity of financial statements. The effectiveness of auditing, and 
its ability to constrain the management of earnings, is expected to vary with the quality of the 
auditor. 

H 1: Ceteris paribus, firms with non-Big 6 auditors report relatively higher discretionary accruals 
compared to firms with Big 6 auditors. 

Sample: 10,397 firm-year Big 6 auditors observations, and 2,179 firm-year non-Big 6 auditor 
observations. 

Research Design: · 
Modified Jones Model - to estimate DA: 
TAiit I Au1_ 1 = a Jt [ll Au,_1]+ f311,[M(£ Vu, I Au,_1]+ f32Jt [PPEu1 I Aut-~ ]+ eu, 

Discretionary Accruals Model 
DAi, = /30 + f31NB6i, + f320C~, + f33Assetsi, + f34HiLevi, + f35AbsAcclj1 + f36ShareDeClj1 

+ f37Sharelnclj, + /380/dAudi, + f39NewAudir + eiit 

Results: 
1. ~ 1 is significantly positive, supporting the hypothesis. 

2. A pooled regression indicates that discretionary accruals of firms with non-Big 6 auditors are 
1.5% of assets higher than the discretionary accruals of firms with Big 6 auditors . 

Conclusions: 
Firms with non-Big 6 auditors report relatively higher discretionary accruals than firms with Big 6 
auditors, which suggests that Big 6 auditors are of higher quality than non-Big 6 auditors. 
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Paper Details: Francis, J., E. Maydew, and H., Sparks. 1999. "The Role of Big 6 Auditors in the 
Credible Reporting of Accruals". Auditing: A Journal of Practice & Theory. Vol. 18, No. 2 (Fall). 
pp. 17-34. 

Research Objective: to investigate if the use of a Big 6 auditor increases the firm's endogenous 
propensity to generate accruals. 

Theory and Hypothesis Development: 
Higher accrual firms have greater scope for aggressive or opportunistic earnings management and 
therefore have an incentive to hire a Big 6 auditor to provide assurance that reported earnings are 
credible. 
H1 : Firms with greater propensity to generate accruals are more likely to hire Big 6 auditors. 
H2: Firms using Big 6 auditors will have a smaller amount of discretionary accruals than firms 
audited by non-Big 6 auditors. 

Sample: 42,685 NASDAQ firms over the period 1975 to 1994. 

Research Design: 
Logistic Regressions: 
AUDITORi,r = a 0 + a 1CYCLEi,r + a2 CAPIN~,t + a 3SIZEi ,t + a4LE~,t + a 5P I Ei,r + a 6ISSUEi,t 
+ a 7LOSSi,t + a 8REGi,t + ci ,r 
Modified Jones Model - to estimate DA: 
TAu1 I Aur-J = aJt [1 I Aur-J] + f31Jt[MEVu1 I Au1_ 1] + f32Jt [PPEu, I Au1_ 1] + eu, 

Results: 
1. Big 6 auditors are more likely to be retained by fmns with a greater endogenous propensity for 
accruals, i.e., longer operating cycles and greater capital intensity, which supports H1. (The result is 
robust across time periods, most industry segments, and fitm size.) 
2. Big 6 auditors have smaller amounts of estimated discretionary accruals compared to firms with 
non-Big 6 auditors. 
3. Big 6 audited firms have smaller absolute discretionary accruals than fim1s with non-Big 6 
auditors, which supports H2. 
4. The year-by-year estimates for discretionary accruals indicate that average discretionary accruals 
are also significantly smaller for Big 6 audited companies. 
5. Sensitivity tests show that firms with Big 6 auditors have consistently smaller amounts of both 
signed and unsigned (absolute) discretionary accruals. 
6 Companies with Big 6 auditors have significantly smaller amounts of discretionary accruals than 
do those with second-tier auditors, and companies with second-tier auditors have significantly 
stnaller amounts than do those with third-tier auditors. 

Conclusion: 
The consequence of using a Big 6 auditor is to constrain aggressive and potentially opportunistic 
reporting. 
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Paper Details: DeFond, M. and K.R. Subramanyam. 1998. "Auditor changes and discretionary 
accruals", Journal of Accounting and Economics, Vol. 25 (1998), pp.35-67. 

Research Objective: to examine the relationship between discretionary accruals and auditor 
change in the pre- and post-change periods. 

Theory and Hypothesis Development: 
Auditor changes can occur when managers and auditors hold divergent beliefs on GAAP. An 
incentive for auditors to prefer conservative accounting choices is client litigation risk and 
management may dismiss the incumbent auditor and seek a less conservative successor. 

H 1. If the predecessor auditor prefers conservative accounting choices, discretionary accruals in the 
last year with the predecessor are expected to be income decreasing. 
H2. If litigation risk motivates the auditor's accounting choice preferences, income-decreasing 
discretionary accruals will be more pronounced among firms that are likely to pose the greatest 
litigation risk to the auditor. 
H3. If the manager is correct in believing the incumbent auditor is more conservative than the 
average auditor, we expect discretionary accruals in the first year with the successor auditor to be 
less income decreasing than in the last year with the predecessor. 

Sample: auditor changes from 1990 to 1993 excluding financial institutions and where absolute 
value of discretionary accruals exceeds 200% of lagged assets and avoids overlapping. 

Research Design: 
Modified Jones Model to estimate discretionary accruals: 
TAi, I Ait-1 =at [1 I Ait-1] + bl [L1RE~, I Au-I]+ b2[PPEi, I TAit-1] + ei, 
where standardised discretionary accruals are computed as Vij=ei/S(eu). 
OLS Regression: 
Multivariate regression with control variables for operational changes as shown below. 
ei, =a+ b1 (DUM -l,Oit) + b2(DUMOit) + b3 (~MG~J + b4 (RESit ) + b5 (GROWTHit) + b6 (!JiCFOiJ 
+ b7 (M!NiJ + b8 (MCQNiJ + b9 (~T!Ei,) + uit 
Examine cross-sectional variation in discretionary accruals around auditor changes. 
Investigate specific accounting choices. 

Results: 
1. Univariate analysis without controls shows that auditor change is insignificant in year -2, and 
significant in year -1 and in year 0 (Table 2). 

2. Controlling for financial performance, the results shows that auditor change is significant in year 
-1 , generally insignificant in year 0 and in year -2 (Table 3). 

3. Multivariate regression models show that auditor change is significant in year -1 after controlling 
for operational changes (Table 4). 

4. Audit report type is significant in both sub-samples, though much larger for firms with modified 
opinions (Table 5). 

5. Big 6 membership is significant in both sub-samples, and much larger for Big 6 predecessor and 
non-Big 6 successors (Table 6). 

6. 8-K disclosure is significant in both sub-samples, and double the size for firms disclosing 
disagreements (Table 7). 
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7. Specific accounting choices result shows that the proportion of the income-decreasing changes is 
larger than income-increasing changes in year -1; on average, firms reverse conservative accounting 
policies in year 0 (Table 8). 

Conclusions: 
Discretionary accruals are income decreasing during the last year with the predecessor auditor and 
generally insignificant during the first year with the successor. In addition, the income-decreasing 
discretionary accruals are concentrated among firms expected to have greater litigation risk and are 
consistent with litigation risk concerns, providing incentives for auditors to prefer conservative 
accounting choices, and with managers dismissing incumbent auditors in the hope of finding a more 
reasonable successor. However, the financial distress as a potential alternative explanation can not 
be ruled out. 
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Paper Details: Elder, R. and Zhou, J., and 2006. "Audit Quality and Earnings Management by 
Seasoned Equity Offering Firms". Asia-Pacific Journal of Accounting & Economics. Vol. 11, No. 
2, pp. 95-120. 

Research Objective: to investigate the relationship between audit quality (measured by audit firm 
size and industry specialisation) and earnings management for companies making seasoned equity 
offerings (SEO). 

Theory and Hypothesis Development: 
Brand-name reputation and industry specialisation 
H1: SEQ firms audited by Big 5 audit firms engage less in earnings management than firms audited 
by non-Big 5 auditors. 
H2: Firms audited by industry-specialist auditors engage less in earnings management in the 
seasoned equity offering process. 

Research Design: 
Total Accrual Model: 
TACCi, I TAit-I = a 1[1 I Ait- I] + a2 [1iRE~, I Ai/_1] + a 3 [PPEi, I TAit-I] + ei, 
OLS Regression Model 
DCACCi, = flo+ /l1BIG5i, + {J2SPECi, + {J30C~1 + /l4 ABSTAi, + fJ5LOSSit + fJ6INCCHGi, 
+ fJ7SIZEi, + {J8LE~, + {J9MTB + & 

Industry Specialist measure: 
Ratio= m/n Where: m =number of firms audited by the same auditor in a two-digit SIC Industry; n 
= number of firms audited by all auditors in a two-digit SIC industry (based on a 15% cut-off). 

Results: 
1. There is a negative relation between Big 5 and discretionary accruals, and this result re1nains 
when the industry-specialist variable is included in the regression, which supports Hl. 
2. The coefficient on industry specialist is negatively significant when the Big 5 is excluded, which 
supports H2. 
3. The results are robust to alternative measure of earnings management and measures of industry 
specialisation (20% cut-off and sales measures). · 

Conclusion: 
Discretionary accruals for SEQ firms are lower in the SEQ year when Big 5 auditors are used, 
which suggests that Big 5 auditors are associated with reduced management discretion over 
earnings. Further, firms audited by industry specialist auditors engage in less earnings management 
in the SEQ year, which is consistent with prior literature (e.g., Krishnan, 2003; Zhou and Elder, 
2002). 
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Paper Details: Reynolds, J., and J. Francis. 2000. "Does Size matter? The Influence of Large 
Clients on Office-level Auditor Reporting Decisions". Journal of Accounting and Economics. Vol. 
30. No. 3. (December) pp. 375-400. 

Research Objective: to examine how client size influences the reporting decisions of auditors. 

Theory and Hypothesis Development: 
Local offices of Big 5 firms face the kind of economic dependence on large clients described in 
DeAngelo (1981). 
H 1: Economic dependence causes auditors to report more favourably for large clients. The larger a 
client relative to the portfolio of clients served by a given office, the more discretion a client has 
with respect to accounting accruals. 
H2: Economic dependence causes auditors to report favourably for large clients. For large clients in 
the portfolio of clients served by a given office, the variance of accounting accruals is greater than 
for smaller clients. 
H3: Economic dependence causes auditors to report more favourably for larger clients. The larger a 
client relative to the portfolio of clients served by a given office, the less likely the auditor will issue 
a going-concern report. 

Sample: For accrual tests- 4,952 U.S. companies on Compact Disclosure with Big 5 auditors for 
1996. For going-concern analysis- 2,439 potentially distressed companies. 

Research Design: 
Model to estimate D A: 
TAu, I Au,_1 = aJt[l I Au1_ 1 ] + j311,[MEVu, I Au1_ 1 ] + j32Jt[PPEiJ, I Au1_ 1 ] + eiJ, 
OLS Model : 
ACCRUAL= 1Jo + 7JJNFLUENCE + 7]20CF + 77JSALES + 7]4DEBT + 175PABANK + e 
Going-Concern Model: 
OPINION= flo + fJJNFLUENCE + j32PBANK + j33LOSS + f34DEBTCHG + f35MITIGATE 
+ j36SALES + f37PRIORGC 
Results: 
1. Influence is negatively associated with discretionary accruals, which is inconsistent with H1. 
2. The results do not support H2. 
3. Influence is positive and weakly significant in the going-concern model, which rejects H3. 
4. Larger clients in offices are more likely to receive a going-concern report. 

Conclusion: 
Big 5 auditors do not treat larger clients in their practical office more favourably than small clients. 
Economic dependence does not lead to greater client discretion with respect to accounting accruals 
or fewer going-concern audit reports . The results support that reputation protection leads to auditor 
conservatism. The results also suggest that office-level differences across Big 5 audit firms seems a 
much more promising approach to research on auditor differentiation than the traditional large 
firm/small firm dichotomy that has dominated prior research. 
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Paper Details: Bradshaw, M.T., Richardson S.A. and Sloan, R.G. 1999, "Do Analysts and 
Auditors Use Information in Accruals?", Journal of Accounting Research, vol. 39, no. 1, pp. 45-74. 

Research objective: to investigate whether sell-side analysts and auditors identify and 
communicate information about "low-quality" earnings to investors. 

Hypothesis Development: 
H1: Analysts' forecast errors with respect to future earnings are negatively associated with the level 
of accruals. 
H2: There is a positive association between the level of accruals and the probability that the audit 
opinion will be modified. 
H3: There is a positive association between the level of accruals and the probability of an auditor 
change. 

Sample: 66,762 firms during the period of 1988 and 1998. 

Research Design: 
Working Capital Accruals: 
WCAcc =Increase in Accounts Receivable (COMPUSTAT item #302) 

+Increase in Inventory (#303) 
+Decrease in Accounts Payable and Accrued Liabilities (#304) 
+Decrease in Accrued Income Taxes (#305) 
+Increase (Decrease) in Assets (Liabilities)- Other (#307) 

Total Net Operating Accruals: 
TAcc =Income Before Extraordinary Items, EBXI (#123) 

-Net Cash Flows from Operating Activities, TCF (#308) 
Ordinary Least Squares Regressions of Future Earnings Performance on the Accrual and Cash Flow 
Components of Current Earnings Performance: 
EBITDAI+] = r 0 + r, WCAcc, + r 2 wee~ + v,+! 

EBX/,+1 =Yo+ y 1TAcc1 + y2TCF1 + c;r+l 
EBITDAr+l = y 0 + y1 WCAcc, + r 2 WCCF: + V1+1 

Abnormal Re turn,+1 =flo + {J, (EBITDA,+1 - y 1 WCAcc, - r 2 WCCF,) + c,+1 

Ordinary Least Squares Regressions ofForecast Errors on Accruals Portfolios: 
FErrors,t+l = {30 + {J,WCCF; + v,+1 

Logit Regression of Audit Opinion on Accrual Portfolios and Control Variables: 
Unclean, = 1Jo + 1J1TA, + 1J2CF01 + 1J3LE~ + ry 4TIE, + ry5PortWCAcc0 

Logit Regression of Audit Change on Accrual Portfolios and Control Variables: 
Muditor, = ¢0 + ¢1f1Size, + ¢2Min, + ¢3 f1TIE, + ¢4 1!1CFO, + ¢5PortWCAcc0 

Results: 
1. The Sloan's (1996) results extend to the post-SFAS 95 period, and the Sloan's results can be 
improved by focussing on working capital accruals. 
2. Analysts' forecasts do not fully incorporate the predictable earnings reversals associated with 
extreme levels of accruals. The magnitude of this effect is such that the forecast errors for high 
accrual firms are almost 20% of reported earnings. 
3. Firm-years with high accruals are more likely to be subject to SEC enforcement actions for 
GAAP violations involving earnings overstatements. 
4. High levels of accruals are associated with a greater frequency of clean audit opinions. 
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5. Auditors are less likely to issue clean audit opinions to firms with high accruals once the 
subsequent earnings reversals and allegations of GAAP violations begin to materialize. However, 
there is no evidence that auditors modify their opinions to alert investors to the increased incidence 
of GAAP violations associated with high accruals on a timely basis. 
6. High levels of accruals are associated with a lower frequency of auditor changes. 
7. The earnings reverals and allegations of GAAP violations that occur in the years following high 
accruals are characterized by an increased likelihood of auditor turnover. However, in the high 
accrual years, during which the GAAP violations actually occur, there is no evidence that auditor 
changes signal these problems to investors. 

Conclusions: 
Analysts do not anticipate the earnings reductions in their earnings forecasts. Auditors do not signal 
the greater likelihood of GAAP violations through their audit opinions or through increased auditor 
turnover. It demonstrates that even professional investment intermediaries do not inform investors 
about the negative future consequences associated with high accruals . 
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Paper Details: Carey, P. and R. Simnett, 2006. "Audit Partner Tenure and Audit Quality", The 
Accounting Review, Vol. 8I, No. I, pp. 653-676. 

Research objective: to examine the association between audit quality and longer audit partener 
tenure. 

Hypothesis Development: 
The two primary arguments supporting a negative association between long audit partner tenure and 
audit quality are (I) erosion of independence that may arise with the development of personal 
relationships between an auditor and their client, and (2) deterioration in the audit partner's capacity 
to effect critical appraisal (described in the IF AC Code of Ethics as a familiarity threat). 
HI: There is a negative association between audit quality and long audit partner tenure. 

Sample: I ,02I Australian-domicile companies in I996. 

Research Design: 
Going-concern Modfied Opinion Model: 
OPINION= Po+ P 1PBANK + P2SIZE + P3AGE + P4LEV + P5CLEV + P6RETURN 
+ P7LLOSS + P8INVESTMENTS + P9 AUDFIRM + P 10 FEERATI0+ P 11 CFFO 
+ P12MINING + P 13 TENURE ~ 2 + P 14TENURE > 7 + & 

AWCAModel: 
A WCA, = WC, - [(WC1_ 1 I S,_I) * S,] 
Abnmmal Working Capital Accrual Model: 
AWCA =Po+ P 1AUDFIRM + P2PBANK + P30PINION + P4SIZE + P 5LEV + P6LLOSS 
+ P7 FEERATIO + P8PERFORM + P9 AGE + P10 GROWTH + P 11 CFFO + /312 MINING 
+ P 13 TENURE :::;; 2 + P 14TENURE > 7 + & 

Logistic Regression for Just Beating or Meeting Earnings Benchmarks Models : 
r = Po+ PIAUDFIRM + P2PBANK + P3SIZE + f34AGE + f3sMKTVAL + f36MINING 
+ f37TENURE ~ 2 + f38TENURE > 7 + & 

Results: 
I. Long-serving audit partners have a lower propensity to issue a going-concern modified opinion. 
This provides evidence that is consistent with HI, that long audit partner tenure is negatively 
associated with audit quality. 
2. There is no evidence that long audit partner tenure is associated with either a deterioration in 
audit quality (as hypothesized), or an improvement in audit quality, when audit quality is measured 
by its association with the signed or absolute amounts of AWCA. 
3. The results do not support the hypothesized deterioration in audit quality associated with long 
audit partner tenure, with TENURE> 7 not significant for either the ''beats last year'' or ''misses last 
years' ' profit. 

Conclusions: 
The results provide support for the introduction of a rotation policy after 7 years of partner tenure. 
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Paper Details: Menon, K. and D. Williams. 2004. "Former audit partners and abnormal accruals". 
The Accounting Review. Vol 79 (4), pp.l095-1118. 

Research objective: to examine the relation between "revolving door" and client accruals. 

Theory Development: 
The potential for independence problems is likely greater when the audit firm employee joining the 
client is an audit partner because of diminished scepticism. If independence is compromised in FP 
(former partner) firms , then it should be reflected in the auditor's judgments. 

Sample: 11 ,575 firm-years (840 FP and 10,735 non-FP) for the time period of 1998 to 1999. 

Research Design: 
Modified Jones Model to estimate abnormal accruals: 
TAC. 1 I TAi 1- 1 = a(l I Ai r- 1) + P1 ((Ri 1- Ri 1- 1 I TAi t- I ) + P2 (PP.Ei t I TAi r- I) + l::i, 

I , ' ' ' ' ' ' ' ' 

OLS Model: 
AAC!orAbsAACI =a+ P1LMVE + P2BEME + fi3DISTRESS + fi4CFOPS + fi5GROWTH 
+ P6BIG5 + fi7TENUE + fi8P ARTNER + E 

1. Compare abnormal accruals in 1998 and 1999 for FP firms with abnormal accruals for other 
firms. 
2. Construct a performance-matched sample as a second control sample and test it using the above 
regression model. 
3. Additional tests are performed to control for alternative variable specifications and expertise of 
FP, to analyse the effect of the FP's positions and to consider the asymmetric relationships between 
the independent variables and positive and negative abnormal accruals. 

Results: 
1. The B8 coefficient is significantly positive in all regression results, suggesting that firms 
employing FP as officers or directors report larger signed and unsigned abnormal accruals than 
other firms , after controlling for other factors that may affect abnormal accruals. 
2. Consistent results are obtained in the performance-matched control sample. 

3. It is observed that a disproportionately higher (lower) proportion of FP firms than expected just 
meet (miss) analysts' ean1ings forecasts. 

Conclusions: 
EP firms have larger signed and unsigned abnormal accruals than other firms . These results hold 
after controlling for performance. 
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Paper Detail: Caramanis, C. and C. Lennox. 2007. "Audit Effort and Earnings Management". 
Journal of Accounting and Economics. Vol. 45. No. 1. pp. 116- 138. 

Research Objective: to test the effect of audit effort on earnings management. 

Theory and Hypothesis Development: 
Audit effort affects the probability that the auditor detects an existing problem, whereas auditor 
independence affects the probability that the auditor reports a detected problem. Prior studies 
primarily investigate whether earnings management is related to factors that could impair auditor 
independence. 

Sample: 9,738 audits in Greece between 1994 and 2002. 

Research Design: 
Modified Jones (1991) Model: 
ACCRUALSir = a 011 + a 1Jt(l I ASSEJ;1_1) + a 21111SALESir + a 311 PPEir, + ci ,r 
Earnings Management Model: 
Sign_ DAir = A-0, + A,. ,1LAHir + CONTROLS+ uir 

DAi; = f3o , + f31,1LAHi, + CONTROLS+ uit 
DAir = 50 +51 1LAHit + CONTROLS+ uir 
Where LAHit = Log of audit hours for company i in year t 

Results: 
1. The hours coefficients are significantly negative in the Sign_ DAit models, suggesting that 
companies are more likely to report income-increasing abnormal accruals than income-decreasing 
abnormal accruals, when audit hours are lower. 
2. The magnitude of income-increasing abnmmal accruals is negatively related to audit hours. 
3. The coefficients for the audit effort and audit size interactions are negative and statistically 
significant, indicating that greater effort by Big Five firms has a bigger impact on earnings 
management than does greater effort by non-Big Five firms 
4. Companies are more likely to manage earnings upwards to just meet or beat the zero earnings 
benclunark, when auditors work fewer hours. 

Conclusion: 
These results are consistent with managers reporting aggressively high earnings when audit effort is 
low. 
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Paper Details: Frankel, R.M., M.F. Johnson, K.K. Nelson. 2002. "The Relation between Auditors' 
Fees for Non-Audit Services and Earnings Management". The Accounting Review. Vol. 77. 
Supplement. pp. 71-105. 

Research Objective: to examine whether auditor fees are associated with earnings management 
and the market reaction to the disclosure of auditor fees in the U.S. 

Theory and Hypothesis Development: 
There is mixed empirical evidence of economic bonding due to the provision of non-audit services. 
H1a: The provision of non-audit services to the audit client is not associated with earnings 
management. 
H 1 b: The provision of audit services is not associated with earnings management. 
H2a: There is no share-price reaction to the disclosure of non-audit fees. 
H2b: There is no share-price reaction to the disclosure of audit fees. 

Sample: 3,074 observations from February 5, 2001 to June 15, 2001 in the U.S. market. 

Research Design: 
Logit Model for earnings benchmark (Surprise or Increase): 
Prob(DENCHMARK) =flo+ /31FEEVAR + j32BIGFIVE + f33AUDTEN + f34LITRISK +/35M I B 
+ f36LOGMVE + /37 %INST + f38LOSS + f39CFO + f310FIN I ACQ + /311 ROA + /312 ANNRET + u 
Fee-Dependence Variables: Fee ratio, RANKNON, RANKAUD, and RANKTOT 
Discretionary Accruals: 

A A A 

DACC = TA- (a+ /31 [MEV- L1REC] + /32 PPE) 
OLS Regression Model: 
ABSDACC =a+ {J1FEEVAR + fJ2BIGFIVE + f33AUDTEN + f34CFO + f35ABSCFO 
+ j36 ACC + f37 ABSACC + f38LEVERAGE + f39LITRISK +/]10 M I B + /]11 LOGMVE 
+ /312 o/o!NST + f313LOSS + /314FIN I ACQ + /315 ANNRET + & 

Results: 
1. The association between Surprise and RANKNON is positive and significant. 
2. There is no evidence of finns paying high non-audit service fees being more likely to report small 
eatnings increases. 
3. Fee-dependence variables are positively associated with the magnitude of discretionary accruals 
(ABSDACC). 
4. In the Big 5 and non-Big 5 sub-sample, the results for EY, KPMG and PwC are more significant 
than the other firms. 
5. There is no size effect or component ofNAS fee effect on the results. 
6. There is a negative association between non-audit fees and abnormal returns on the date the fees 
are disclosed, but there is no association between audit fees and abnormal returns. 

Conclusion: 
There is association between audit fees and earnings management. There is association between 
audit fees and share values on the date the fees are disclosed. 
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Paper Details: Ashbaugh, H., R. LaFond, and B. Mayhew. 2003. "Do Non-Audit Services 
Compromise Auditor Independence? Further Evidence". The Accounting Review. Vol. 78. No. 3. 
pp. 611-639. 

Research Objective: to investigate the sensitivity of Frankel, Johnson and Nelson's (2002) (FJN) 
results to research design choice. 

Theoretical Predications: 
An objective auditor will not allow clients to bias earnings to achieve benchmarks even as the 
auditor's economic dependence on the client increases. Total fees (the sum of non-audit fees and 
audit fees) are a more appropriate measure of economic dependence of an auditor on a client. 

Sample: 3,170 U.S. companies for the year 2000. 

Research Design: 
Fee Model: 
FEE =a+ {J1BIG5 + /l2LnMVE + {J3MERGER + fJ4FINACING + fJ5MB + {J6LEVERAGE 
+ /l7ROA + {J8AR _IN+ {J9NEGATIVE _ ROA + {J10 SPECIAL _ITEM 

13 

+ /l11 LriiNDUSTRYDUMMIESi + & 
i=l 

Discretionary Accrual Model: 
DCA _PA =a+ {J1FEE + {J2BIG5 + fJ3LlACCRUAL + fJ4LnMVE + fJ5MERGER 
+ {J6FINANCING + {J7LEVERAGE + {J8MB + {J9LITIGATION + /l10 INST _HOLDING 
+ /l11 LOSS + fJ12 CFO + & 

-Discretionary accruals are estimated based on industry and pe1formance-matched portfolios . 

Results: 
1. There is a positive association between the absolute value of firms' discretionary accruals and fee 
ratios. 
2. There is no evidence that total fees are associated with discretionary accruals. 
3. There is no association between the fee ratio and income-increasing discretionary accruals, which 
is inconsistent with FJN. 
4. The association between fee ratio and absolute value of discretionary accruals is driven by 
income-decreasing discretionary accruals. 
5. There is no association between fee ratio and the likelihood of a firm reporting small earnings 
increases, but there is a negative association between total fees and the likelihood of a firm 
reporting small earnings increases. 
6. There is no evidence that the market reacts to the fee ratio. 

Conclusion: 
There is little evidence supporting the claim that auditors violate their independence as a result of 
clients paying high fees or having high fee ratios. The study does not support FJN's conclusion that 
firms purchasing non-audit services manage earnings to a greater extent than other firms. 
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Paper Details: Chung, H., and Kallapur, S. 2003. "Client Importance, Nonaudit Services, and 
Abnormal Accruals". The Accounting Review, Vol. 78, No.4, pp.931-955. 

Research objective: to examine the relationship between client importance (auditor independence) 
and audit quality. 

Theory Development: 
The economic theory of auditor independence (DeAngelo 1981 b) suggests that auditors' incentives 
to compromise their independence are related to client importance, and therefore audit quality may 
be impaired due to higher client dependence. A wealth-maximising auditor will refrain from 
reporting the breach if the benefits outweigh the costs: i.e. QR/QRo>Pdetecta!Pfire 

Sample: 1,871 (1,778 for office-level testing) companies reveal audit and non-audit fees in proxy 
statements filed between Feb 5 and June 30, 2001. 

Research Design: 
Modified Jones model to estimate abnormal accruals: 
ACC = a0 ll TA_, +a, (~ALES- MR)I TA_, + a2PPE ITA_,)+ e 
OLS regression- to determine whether the absolute value of abnormal accruals is associated with 
client importance: 
I DACC I= L 1a1D1 + b, log(TA) + b20CF + b30CF+ + b4 ACC_1 + b5ACC~1 
+ b6ROA_, + b7ROA~1 + b8ACQ + b9ISSUE + b10TENURE + b11 Client _imp+ u 
Client_imp client importance that IS client/rev, non_aud/rev, client/officerev, or 
non aud/officerev 
Partitioned sample tests - to control for the possibility that auditor independence impairment is more 
likely in certain subsets of client firms . 
I DACC I= L 1a1D1 + b,log(TA) + b20CF + b30CF+ + b4 ACC_1 + b5ACC~1 

+ b6ROA_, + b7ROA~1 + b8ACQ + b9ISSUE + b10TENURE + b1 / size=smau + b,zlsize=mid 
b, 3client I rev* I size=smau + b14client I rev* I size=mid + b15client I rev* I size=targ e + u 

Results: 
1. The association between the absolute value of abnormal accruals and each of the client 
importance ratios is insignificant and the coefficients are negative, the opposite of what would be 
predicted. 

2. The insignificant result is not due to a lack of power. 

3. Additional tests get similar results. 

Conclusions: 
This study does not find evidence consistent with auditor independence impairment as a function of 
different client fee ratios, either in the full sample or in the sub-samples. 
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Paper Details: Larcker, D. and S. Richardson. 2004. "Fees Paid to Audit Firms, Accrual Choices, 
and Corporate Governance". Journal of Accounting Research, Vol. 42, No.3, pp. 625-658. 

Research objective: to examine the relation between the fees paid to audit firms for audit and non-
audit services and the behaviour of accounting accruals. 

Theory: 
The extensive fees paid to auditors, especially fees for non-audit services, increase the financial 
reliance of the auditor on the client (e.g., Becker et al., 1998; Magee and Tseng, 1990). As a result, 
independence may be compromised because the auditor becomes reluctant to raise issues regarding 
the preparation of the financial statements at the risk of forgoing lucrative fees. In contrast, 
DeAngelo (1981 ), Simunic ( 1984) and others argue that the auditor faces substantial economic costs 
when audit failures are observed. Therefore the relation between audit fees and auditor behaviour is 
theoretically ambiguous. 

Sample: 5,103 firm-year observations (3,424 firms for fiscal years 2000 and 2001) 

Research Design: 
Modified Jones Model to estimate discretionary accruals: 
ACC =a+ /31 (~SALES- MEC) + /32PPE + f33BM + f34CFO + c 
OLS Model: 
Accrual Measurei =a+ fJAudit Fee Measurei + ci 
- Measures of audit fee dependence: 
NAS/TF, TF/Auditor's Total Revenue, NASI Auditor's Total Revenue 
Additional measures of client importance: abnormal NAS fees and abnormal total fees 
Fee Model: 
Ln(Fee) = a0 + b1LnTA + a2LnSeg + a3lnv + a4 Rec + a5Debt + a6lncome 
+ a7Loss + a80pin + e 
-Measure Corporate Governance: 
Institutional ownership, insider ownership and board independence 
log(Fee) = rp0 + rp1 log(Aseests) + rp2 log(Segments) + rp3lnventory + rp4 Receivables+ rp5Debt 
+ rp6lncome + rp7LOSS + rp80pinion + c 

Results 
1. There is no significant relation between the fees paid to auditors and measures of accruals for a 
large pooled sample of firms. 

2. There is a positive and significant correlation between NAS/TF and absolute unexpected 
accruals. However, using latent class mixture analysis, it is shown that the statistically positive 
association between NAS/TF and absolute unexpected accruals only occurs for about 8.5% of the 
total sample. And this small cluster of firms, relative to the remaining clusters, has smaller market 
capitalisation, lower book-to-market ratio, lower institutional holdings, and higher insider holdings. 

3. Abnormal fees are shown to be significantly negatively related to accruals measures. 

Conclusions: 
The results are consistent with reputation concerns being the primary determinant of auditor 
behaviour with respect to limiting unusual accounting choices of client firms. 
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Paper Details: Ruddock, C., S. Taylor and S. Taylor, 2006. "Nonaudit Services and Earnings 
Conservatism: Is Auditor Independence Impaired?" Contemporary Accounting Research. Vol. 23. 
No.3, pp. 701-746. 

Research Objective: to examine whether the provision of NAS by incumbent auditors is related to 
earnings conservatism - a reduction in the extent to which earnings reflect bad news on a timely 
basis. 

Theory Development: 
The NAS provision to audit clients results in reduced auditor independence and reduces financial 
reporting quality. Two potential reasons support this concern. Firstly, auditors may hesitate to 
criticise the work of their own consulting section. Secondly, NAS fees are widely believed to 
contain a higher profit margin than audit fees, so auditors are less likely to qualify the accounts or 
otherwise constrain aggressive accounting for fear of losing these NAS fees. However, these critics 
fail to recognise that large international audit firms, who are the largest suppliers of NAS, have 
incentives to maintain their reputation for quality audits, because the loss of such reputation would 
be likely to reduce their ability to earn a significant premium through higher audit fees. 

Sample: 3,746 ASX-listed firms from years 1993 to 2000 

Research Design: 
NAS Ratio Model: 
RNAS = L.aJND + {J1DB6 + {J2ROA + {J3NEGY + /l4 MRET + /l5CFO + /l6LEV + /l7 INVREC 
+ /l8LMVE + jJ9MKTBK + {J10 MERGER 
Timeliness Regression: 
01 = L.aJND + /l1DB6 + /l2ROA + /l3NEGY + {J4 MRET + fl5CFO + /l6LEV + {J7 INVREC 
+ /l8LMVE + {J9 MKTBK + fl10MERGER 
- Alternative measures of possible fee dependence are used, including unexpected audit fee, 
unexpected NAS fee and unexpected total fee. 

Results: 
1. Higher than expected levels ofNAS are not related to reduced conservatism. 
2. Results are qualitatively the same for alternative measures of possible fee significance, including 
unexpected audit fees, unexpected NAS and unexpected total fees . 

Conclusion: 
Recent legislative intervention aimed at restricting the supply of NAS Is unlikely to result m 
increased independence. 
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