
Investment opportunities, agency conflicts,
contracts, and the demand for audit quality.

Item Type text; Dissertation-Reproduction (electronic)

Authors Reed, Bradford James.

Publisher The University of Arizona.

Rights Copyright © is held by the author. Digital access to this material
is made possible by the University Libraries, University of Arizona.
Further transmission, reproduction or presentation (such as
public display or performance) of protected items is prohibited
except with permission of the author.

Download date 19/05/2023 15:27:16

Link to Item http://hdl.handle.net/10150/187216

http://hdl.handle.net/10150/187216


INFORMATION TO USERS 

This manuscript ,has been reproduced from the microfilm master. UMI 

films the text directly from the original or copy submitted. Thus, some 

thesis and dissertation copies are in typewriter face, while others may 

be from any type of computer printer. 

The quality of this reproduction is dependent upon the quality of the 

copy submitted. Broken or indistinct print, colored or poor quality 

illustrations and photographs, print bleedtbrough, substandard margins, 

and improper alignment can adversely affect reproduction. 

In the unlikely. event that the author did not send UMI a complete 

manuscript and there are missing pages, these will be noted. Also, if 

unauthorized copyright material had to be removed, a note will indicate 

the deletion. 

Oversize materials (e.g., maps, drawings, charts) are reproduced by 

sectioning the original, beginning at the upper left-hand comer and 

continuing from left to right in equal sections with small overlaps. Each 

original is also photographed in one exposure and is included in 

reduced form at the back of the book. 

Photographs included in the original manuscript have been reproduced'"

xerographically in this copy. Higher quality 6" x 9" black and white 

photographic prints are available for any photographs or illustrations 

appearing in this copy for an additional charge. Contact UMI directly 

to order. 

UMI 
A Bell & Howell Information Company 

300 North Zeeb Road. Ann Arbor. MI48106·1346 USA 
313!761-47oo 800:521-0600 





INVESTMENT OPPORTUNITIES, AGENCY CONFLICTS, CONTRACTS, AND 

THB DBHAHD ~OR AUDIT QUALITY 

by 

Bradford James Reed 

Copyright C Bradford James Reed 1995 

A Dissertation Submitted to the Faculty of the 

COMMITTEE ON BUSINESS ADMINISTRATION 

In Partial Fulfillment of the Requirements 
For the Degree of 

DOCTOR OF PHILOSOPHY 

In the Graduate College 

THE UNIVERSITY OF ARIZONA 

1 9 9 5 



UMI Number: 9603363 

Copyright 1995 by 
Reed, Bradford James 

All rights reserved. 

OMI Microform 9603363 
Copyright 1995, by OMI Company. All rights reserved. 

This microform edition is protected against unauthorized 
copying under Title 17, United States Code. 

UMI 
300 North Zeeb Road 
Ann Arbor, HI 48103 



THE UNIVERSITY OF ARIZONA 
GRADUATE COLLEGE 

As members of the Final Examination Committee, we certify that we have 

Bradford James Reed 

2 

read the dissertation prepared by ---------------------------------------
entitled INVESTMENT OPPORTUNITIES, AGENCY CONFLICTS, 

CONTRACTS, AND THE DEMAND FOR AUDIT QUALITY 

and recommend that it be accepted as fulfilling the dissertation 

requirement for the Degree of Doctor of Philosophy/Business Administration 

7/r::LCf/ f)-
Dat~ 

z/Jr!1S 

Mark A. Trombley Date 

Date 

Date 

Final approval and acceptancewsf this dissertation is contingent upon 
the candidate's submission of the final copy of the dissertation to the 
Graduate College. 

I hereby certify that I have read this dissertation prepared under my 
direction and recommend that it be accepted as fulfilling the dissertation 
requirement. 

~ 
Dissertation Director 

Dan S. Dhaliwal 
Date I 



3 

STATBKENT BY AUTHOR 

This dissertation has been submitted in partial fulfillment 
of requirements for an advanced degree at The University of 
Arizona and is deposited in the University Library to be made 
available to borrowers under rules of the Library. 

Brief quotations from this dissertation are allowable without 
special permission, provided that accurate acknowledgment of 
source is made. Requests for permission for extended 
quotation from or reproduction of this manuscript in whole or 
in part may be granted by the copyright holder. 

SIGNEDC23~~ 



4 

ACKNOWLEDGEMENTS 

I gratefully acknowledge the support, help, and 

encouragement of the faculty, Ph.D. students, and staff of 

the Department of Accounting at The University of Arizona, 

and, in particular, my dissertation committee, comprised of 

Professors Dan S. Dhaliwal (Chair), Jeffrey W. Schatzberg, 

and Mark A. Trombley. 

My thanks also go to the University of Arizona for the 

excellent resources provided during my tenure there and to 

the faculty of various departments for their willing and 

capable instruction in my preparatory coursework as well as 

in my dissertation research work. 



5 

DEDICATION 

To my wife Amy, for her love, companionship, 

encouragement and hard work through many long and stressful 

days, months and years. To my children, Braden and 

Cassandra, for their love and patience through a process 

which to them lasted an actual lifetime. To my parents who 

have provided emotional and financial support to make this 

possible( This dissertation, and the degree which comes with 

its completion are not mine alone. 



6 

TABLB OP CON'l'BII'l'S 

ABSTRACT 9 

CHAPTER 1. INTRODUCTION . . . . . . . . . . . . . 11 

2 • LITERATURE REVIEW • • • • • • • • • • • • • 21 
Chapter Outline • • • • • • • • • • • • • • • •• 21 
2 • 2. The Relationship Between Audi t Quali ty and 

Auditor Size • • • • • • • • • • • • •• 21 
2.2.1. Prior Empirical Research Regarding 

the Association Between Audit 
Quality and Auditor Size • • • •• 22 

2.3. The Demand for Auditing and varying Levels of 
Audit Quality • • • • • • • • • • • • • • •• 27 

2.4. Prior Research Regarding the Demand for 
Auditing and the Demand for Varying Levels of 
Audit Quality • • • • • • • • • • • • • • •• 31 
2.4.1. Pre-Governmental Regulation 

Studies • • • • • • • • • • • • •• 32 
2.4.2. Post-Governmental Regulation 

Studies • • • • 
2.5. Chapter Summary ••••• 

CHAPTER 3. HYPOTHESES DEVELOPMENT 
3.1. Chapter Outline •••••• 
3.2. The lOS and a Firm's 

. . . . . . . . . 
Organizational 

33 
34 

36 
36 

Structure • • • • • • • • • • • • • • • • •• 36 
3.2.1. Background on the lOS. • • • • •• 38 

3.3. The Effect of the lOS on a Firm's Ownership 
Structure and the Demand for Audit Quality 40 
3 • 3 • 1. The lOS and the Degree of 

Management Ownership • • • • • •• 40 
3.3.2. The lOS and Executive compensation 

Contracts • • • • • • • • • • • •• 42 
3 • 3 .3. Summary of the Effect of the lOS on 

the Firm's Ownership Structure and 
the Demand for Audit Quality • •• 45 

3.4. The Effect of the lOS on a Firm's Capital 
Structure and the Demand for Audit Quality 46 
3.4.1. The lOS and the Level of Debt in a 

Firm's Capital Structure • •• 46 
3.4.2. The lOS and a Firm's Debt 

Contracts • • • • • • • • • • • •• 47 
3.4.3. The lOS and the Type of Debt in a 

Firm's Capital Structure • •• 49 



TABLB OP CONTENTS -- continued 

3.4.4. Summary of the Impact of a Firm's 
lOS on a Firm's Capital Structure 

7 

and the Demand for Audit Quality • 50 
3.5. Risk and the Demand for Audit Quality. • • • 53 
3.6. The Market Assessed Value of the Auditor and 

Client Relationship • • • • • • • • • 56 
3.7. Chapter Summary. • • • • • • • • • • • • 59 

CHAPTER 4. METHODOLOGY AND SAMPLE COLLECTION • 61 
4.1. Chapter Outline. • • • • • • • • • • • • •• 61 
4.2. Methodology. • • • • • • • • • • • • • • 61 

4.2.1. Discussion of Control Variables 63 
4.3. Background on the Bankruptcy of Laventhol and 

Horwath • • • • • • • • • • • • • • • 65 
4.4. Sample Description • • • • • • • • • 68 

CHAPTER 5. STATISTICAL TESTS AND RESULTS • 70 
5.1. Chapter Outline.. ••••••••• 70 
5.2. Descriptive Statistics • • • • • • • • • • • 70 
5.3. Results Regarding a Firm's Ownership 

Structure and the Demand for Audit Quality • 73 
5.3.1. Results from the Probit Model. • • 73 
5.3.2. Results From the OLS Model 

Regarding Ownership structure • • • 76 
5. 3 • 3 • Summary of Ownership structure 

Results • • • • • • • • • • • • • • 77 
5.4. Results Regarding a Firm's Capital structure 

and the Demand for Audit Quality • • • • • • 78 
5 • 4 • 1. Probi t Model Results Regarding 

Capital structure • • • • • • • • • 78 
5.4.2. OLS Model Results Regarding Capital 

Structure • • • • • • • • • • • • • 80 
5.4.3. Summary of Capital structure 

Results •••• • • • • •• 80 
5.5. Results Regarding the lOS and the Demand for 

Audit Quality • • • • • • • • • • • • •• 81 
5.6. Risk and the Demand for Audit Quality. • •• 82 
5.7. Differences in Audit Quality Among the Big 

Six Audit Firms • • • • • • • • • • • • • • • 83 
5.8. Stock Price Reaction Results • • • • • • • • 87 

5.8.1. Stock Price Reactions to the 
Announcement of the Bankruptcy of 
LH • • • • • • • • • • • • • • • • 87 

5.8.2. Stock Price Reaction Results 
surrounding the Appointment of the 
Successor Auditor • • • • • • • • • 91 



8 

TABLB OP CONTENTS -- continued 

5.8.3. Summary of Stock Price Reaction 
Results • • • • • • • • • 93 

CHAPTER 6. Conclusion • . . 95 

APPENDIX A: Figures 97 

APPENDIX B: Tables • 99 

References . . . . . . . . . . . . . . •• 115 



9 

ABSTRACT 

This paper investigates the relation between a firm's 

investment opportunity set (IOS) and the demand for audit 

quality. This paper hypothesizes that a firm's IOS 

influences the demand for audit quality indirectly through 

the IOS's influence on the firm's agency costs. A firm's IOS 

is expected to influence a firm's agency costs through the 

._~9~'s influence on the nature of the firm's contracts, and 

through the IOS's influence on the relationships between the 

firm's management and the firm's owners and creditors. 

The sample is comprised of those firms who were being 

audi ted by Laventhol and Horwath (LH) when LH declared 

bankruptcy in November of 1990. The auditors appointed to 

replace LH ranged from members of the big six accounting 

firms to regional and local auditing firms. Because of the 

variation in the size of the replacement auditors, these 

auditor-replacement choices provide a good setting to study 

the factors associated with the demand for audit quality. 

The demand for audit quality is measured by the size of 

the replacement auditor. Two measures of this proxy are 

used. The first is a dichotomous variable representing the 

selection of a big six/non-big six auditor as the replacement 

auditor. The second is a continuous variable representing the 
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subsequent auditor's size as measured by the combined sales 

of the replacement auditor's clients. 

Results obtained in this study are supportive of quality 

differentiated audits using both measures of auditor size. 

:F'irm-specific factors that are found to be significant in 

explaining a firm's demand for audit quality are: (1) 

management ownership, (2) debt, (3) the type of debt (public 

or private), and (4) risk. Control variables of firm size 

and the issuance of debt and equity securities are both 

positively associated with the size of the replacement 

auditor. The existence of a bonus plan and a direct measure 

of the firm's IOS are not significant in explaining the size 

of the replacement auditor. 

Tests of stock price reactions surrounding the 

bankruptcy of LH, and to the appointment of a successor 

auditor provide mixed results regarding the stock market's 

reaction to the effect of perceived audit quality on firm 

value. 
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The securities Exchange Acts of 1933 and 1934 stipulated 

that all publicly traded companies be audited by a certified 

Public Accountant. However, selection of the specific 

audi tor is left to the company being audited. Audi ting firms 

in the united states range from the very large big six 

accounting firms to sole practitioners. Prior research 

(DeAngelo 1981a, 1981b; Palmrose 1988) is suggestive of the 

existence of quality differentiated audits with an auditor's 

size being used by the market as a signal of the auditor's 

level of quality. 

Previous studies (DeFond 1992; Francis and Wilson 1988) 

have also indicated a relation between a firm's agency costs 

and the demand for audit quality. This line of research has 

found some support for a posi ti ve association between a 

firm's agency costs and the quality (size) of a firm's 

auditor. A number of recent empirical investigations started 

by Smith and Watts (1992) have found an association between 

a firm's investment opportunities (hereafter investment 

opportunity set (105», and variables that are representative 

of a firm's agency costs. 
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The purpose of this paper is to investigate the relation 

between a firm's IOS and the demand for audit quality. This 

paper hypothesizes that a firm's IOS influences the demand 

for audit quality indirectly through the IOS's influence on 

the firm's agency costs. A firm's IOS is expected to 

influence a firm's agency costs through the IOS's influence 

on the nature of the firm's contracts, and through the IOS's 

influence on the relationships between the firm's management 

and the firm's owners and creditors. 

smith and watts (1992) use a firm's IOS to describe a 

firm's prospective investment opportunities and associated 

payoff distributions. Smith and watts hypothesize that a 

firm's IOS is one of the exogenous forces that can influence 

a firm's financing and compensation policy choices. 

consistent with their predictions, Smith and watts find 

(using industry-level data) that firms with a large IOS have 

less debt in their capital structures and are less likely to 

use bonus plans as part of their executive compensation 

contracts than are firms with a small IOS. 

continuing this line of research, Gaver and Gaver (1993) 

use firm-level data to find results similar to those of Smith 

and watts. Skinner (1993) finds that a firm's IOS is also 

important in explaining a 

procedures from among the 

firm's choice of accounting 

alternatives available under 
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generally accepted accounting principles (GAAP). Skinner 

(1993) also finds that a firm's IOS can influence the nature 

of a firm's contracts. Specifically, Skinner finds that 

firm's with a large IOS are less likely to issue debt, and 

that the debt contracts entered into by firms with a large 

IOS are less likely to contain accounting based debt 

covenants than are the debt contracts entered into by firms 

with a small IOS. consistent with Smith and watts (1992), 

SJtinner also finds that firms with a large IOS are less 

likely to use bonus plans as part of their executive 

compensation contracts than are firms with a small IOS. 

An important determinant to a firm's demand for audit 

quality is the level of the firm's agency costs. The 

influence of a firm's IOS on the firm's agency costs can be 

evaluated by analyzing the effects of the IOS on the firm's 

organizational structure. A firm's organizational structure 

is the set of policies and relationships that govern the 

interactions between the firm's managers, and the firm's 

owners and credi tors. To facilitate analysis, a firm's 

organizational structure can be divided into the firm's 

ownership structure and the firm's capital structure. 

The ownership structure of a firm includes the degree of 

management ownership and the nature of the firm's executive 

compensation contracts. The level of management ownership as 
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well as the existence of a bonus plan are expected to be 

influenced by a firm's lOS. Additionally, both of these 

components to the ownership structure of a firm are expected 

to have an impact on the firm's agency costs, thereby 

influencing the level of audit quality demanded by a firm. 

The capital structure of a firm includes the firm's 

choice between debt and equity financing, the choice between 

public and private debt, and the nature of the firm's debt 

contracts. It is expected that a firm's lOS will influence 

all three of these elements to the capital structure of a 

firm. Additionally, this paper hypothesizes that all three 

of these elements have an influence on the firms agency costs 

and therefore impact the level of audit quality demanded by 

a firm. 

The sample of firms to be investigated is comprised of 

those firms who were being audited by Laventhol and Horwath 

(LH), the seventh largest accounting firm in the united 

States, when LH declared bankruptcy in November of 1990. 

Since LH no longer existed, its clients were forced to select 

a new auditor. The replacement auditors ranged from members 

of the big six accounting firms to regional and local 

auditing firms. Because of the large variation in the size 

of the replacement auditors, these auditor-replacement 

choices provide a good setting to study the factors 
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associated with the demand for audit quality. Additionally, 

since the clients of LH were forced to change auditors, this 

sample has the potential to overcome some of. the problems 

that have been noted (Francis and Wilson 1988) in similar 

research efforts examining the demand for audit quality by 

evaluating firms' voluntary auditor replacement decisions. 

The view given by the major professional accounting 

bodies is that the statutory audits performed on a firm's 

financial statements are governed by a standard set of 

auditing standards and are, therefore, homogeneous across 

audit firms regarding the level of audit quality. One 

example of such a view is the Commission on Auditors' 

Responsibilities Report (1978, 111) that makes the argument 

that all audit services are equal. 

When a product or service offered by different 
suppliers differs significantly to the user, or 
appears to differ significantly, it is easier for 
one of its producers to maintain a higher, 
noncompetitive price. Public accounting firms go 
to considerable length to develop superior 
services for their clients, but there is little 
effective product differentiation from the 
viewpoint of the present buyer of the service, 
that-is, management of the corpor~tion. 

This paper argues that auditing is not homogeneous and 

that the utility-maximizing managers of a firm select an 

auditor based on a cost/benefit analysis of the audit to be 

acquired. The benefits of auditing arise from a reduction in 

agency costs through the audit's ability to efficiently 
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monitor contracts and through the audit's ability to reduce 

opportunistic behavior on the part of the firm's management. 

Both of these benefits attributable to auditing are argued to 

be an increasing function of audit quality. specifically, 

the benefits due to auditing are jointly determined by the 

firm's organizational structure (agency costs) and the level 

of audit quality. 

Resul ts from this study can provide evidence in two 

areas. First, if an association between agency costs and 

audit quality is obtained, it would provide evidence 

consistent with the hypothesis that perceived cross-sectional 

differences in audit quality exist in the market for audit 

services. Second, a positive association between a firm's 

agency costs and the demand for audit quality would provide 

evidence that a firm's demand for audit quality is being 

driven by the firm's agency costs which are influenced by the 

firm's lOS. 

Evidence of quality differentiated audits has important 

regulatory implications, particularly in the area of the 

pricing of audit services. Some regulators have questioned 

the existence of competition in the market for audit 

services. Specifically, the big eight accounting firms have 

been accused of monopolizing the market for audit services 

(Staff Study of the Subcommittee on Reports, Accounting and 

-~ 
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Management of the Senate committee on Government operations 

1977). The concern regarding the existence of monopolistic 

practices is particularly important in light of research that 

has indicated a 16-19% fee premium associated with audits 

purchased from big eight auditors (Simon and Francis 1988). 

Evidence supporting the existence of quality differences 

across auditors would provide support for the argument that 

the large auditing firms are not earning monopoly rents but 

rather are increasing their prices for audit services due to 

the increased levels of audit quality provided to their 

customers. 

Addi tionally, understanding the components of the demand 

for audit quality is important for auditors to allow for the 

efficient marketing of their services. Auditing firms who 

have undergone significant financial outlays to develop a 

reputation for high quality audit services could benefit from 

being able to identify the firm-specific characteristics that 

lead a firm to purchase a high quality audit. Also, small 

auditing firms could benef it from being able to identify 

those firms who do not require the brand name recognition and 

quality of a large auditor. 

The components of a firm's organizational structure, 

that result in agency costs and that are influenced by the 

firm's lOS, considered in performing this study are: (1) the 
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level of management ownership, (2) the existence of a bonus 

plan, (3) the level of debt and, (4) the type of debt, i.e., 

public or private. Additional variables that are tested are 

a direct measure of the firm's IOS and a measure of firm 

risk. Control variables include firm size and the amount of 

stock and debt issued by the firm in the year subsequent to 

the auditor replacement. Although firm size and the issuance 

of securities are used as control variables in this study, it 

is expected that a firm's IOS will also have an influence on 

both of these control variables. 

The demand for audit quality is measured by the size of 

the replacement auditor. Two measures of this proxy are 

used. The first is a dichotomous variable representing the 

selection of a big six/non-big six auditor as the replacement 

auditor. The second is a continuous variable representing the 

subsequent auditor's size as measured by the combined sales 

of the replacement auditor's clients. 

Results obtained in this study are supportive of quality 

differentiated audits using both measures of auditor size. 

Firm-specific factors that are found to be statistically 

significant in explaining a firm's demand for audit quality 

are: (1) a non-linear association with management ownership, 

(2) the level of firm debt, (3) the type of debt, public or 

private, and (4) firm risk. The control variables of firm 
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size and the issuance of debt and equity securities in the 

year subsequent to the auditor replacement are both 

positively associated with the size of the replacement 

auditor. The existence of a bonus plan and a direct measure 

of the firm's IOS are not statistically significant in 

explaining the size of the replacement auditor. 

Additionally, tests of stock price reactions surrounding 

the bankruptcy announcement of LH, and to the appointment of 

a successor auditor by former LH clients provide mixed 

results regarding the stock market's reaction to the effect 

of perceived audit quality on firm value. Negative abnormal 

returns at the bankruptcy announcement of LH are found to be 

associated with the same variables that influence the firm's 

demand for audit quality. These results are consistent with 

predictions that firms who rely on their auditor as part of 

an overall strategy to reduce agency costs, and therefore 

have a high demand for audit quality, will suffer more of a 

decline in firm value from the market's uncertainty regarding 

future audit quality than will firms with a low demand for 

audit quality. 

However, tests of abnormal returns surrounding the 

announcement of the successor auditor provide no support for 

a relation between firm value, a firm's demand for audit 

quality and the size of the replacement auditor. A test of 
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this relation was performed by classifying firms as having 

either a high demand for audit quality or a low demand for 

audit quality based on the firm's predicted value from the 

models for audi t quali ty generated in this paper. The 

appointment of a successor auditor was classified as being 

either high quality (big six) or low quality (non-big six). 

It was expected that firms who had a high demand for audit 

quality and appointed a low quality auditor would suffer a 

decrease in firm value, however this result was not obtained. 

The remainder of the paper will be organized as follows: 

Chapter 2 will review the relevant literature regarding the 

relationship between auditor size and auditor quality, the 

link between agency costs and the demand for audit quality 

and prior research that has investigated the association 

between a firm's agency costs and the demand for audit 

quality. Chapter 3 details how a firm's lOS affects the 

components of the demand for audit quality and develops 

specific hypotheses. Chapter 4 describes the methodology for 

testing the hypotheses, the steps used to obtain the sample 

and reviews some of the important events leading to the 

bankruptcy of LH. Chapter 5 presents the results from the 

statistical tests of the hypotheses and Chapter 6 concludes 

the paper. 
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2 • L:ITERATURB RBV:IBW 

2.1. Chapter OUtline 

The purpose of this chapter is to review the literature 

regarding the relationship between audit quality and auditor 

size as well as the literature concerning the demand for 

audit quality. First, theoretical and empirical research 

concerning the positive association between auditor size and 

audit quality is analyzed. Second, literature linking a 

firm's agency costs to the demand for audit quality is 

reviewed. Finally, research that has investigated the 

relationship between a firm's agency costs and the demand for 

audit quality is examined. 

2.2. The Relationship Between Audit Quality and Auditor 
size 

Audit quality is defined by DeAngelo (1981a, 1981b) as 

the market-assessed probability that an auditor will (1) 

discover a breach in the accounting system and (2) report the 

breach. Because of the non-pubiic nature of audits, 

consumers find it both difficult and costly to evaluate audit 

quality. When audi t quali ty is costly to evaluate, the 

market place has incentives to devise alternative 

arrangements or surrogates that can be used as an indication 

of audit quality. To be an appropriate surrogate for audit 

quali ty, the surrogate variable should be less costly to 
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observe than actual audit quality and the surrogate variable 

should be correlated with audit quality. DeAngelo argues 

that one such alternative arrangement (surrogate) that the 

market uses as an indication of audit quality is the size of 

the auditor. The size of the audit firm is an effective 

surrogate for audit quality because audit-firm size is 

related to the audit firm's client-specific quasi-rents. 

Quasi-rents are the excess of audit fees over the avoidable 

costs of performing the audi ts l • Quasi-rents arise due to 

(1) the cost advantages of incumbency, (2) the large startup 

costs associated with an audit engagement, and (3) client 

switching costs. since larger audit firms have more clients, 

they have more quasi-rents to lose if their reputation is 

damaged by performing low-quality audits. Thus, these quasi

rents serve as collateral or bond on audit quality and allow 

audit-firm size to be an adequate surrogate for unobservable 

audit quality. 

2.2.1. Prior Empirical Research Regarding the Association 
Between Audit Quality and Auditor Size 

IWatts and Zimmerman (1986, 314-315) give the following numerical 
example of quasi-rents. Assume that there are SUbstantial start-up costs 
on first-time audits. Let the auditor's costs for the initial year of 
an audit be $150 and for each subsequent year be $100. If the client 
changes auditors, the new auditor incurs the higher initial audit cost 
($150), some of which will be passed through to the client in a higher 
fee (now or later). Suppose that the current auditor can charge the 
client $102 for subsequent audits without triggering an auditor change. 
The $2 difference between fees and costs represents the future quasi-rent 
that the auditor is able to capture because the $50 start-up costs have 
already been incurred. 
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Many researchers have studied the association between 

auditor size and audit quality in a variety of ways and in 

various settings. This section reviews the relevant findings 

from this line of research. 

Palmrose (1988) uses the incidence of litigation against 

an auditor as a measure of audit quality proposing that low

quality auditors will experience more litigation than high

quality auditors. Using this framework she finds that non

big eight auditors experience more litigation than big eight 

auditors. Palmrose finds this result despite the possibility 

of a tendency on the part of plaintiffs to litigate against 

larger auditors who have more financial resources ("deep 

pockets"). Further, according to the Treadway Commission, 75 

percent of security and Exchange Commission actions brought 

against auditors for substandard performance involve "non

national firms or sole practitioners" even though 84 percent 

of all public companies retain national accounting firms 

(Knapp 1991). 

Teoh and Wong (1993) define a high quality auditor as 

one who brings about a more credible earnings report. Teoh 

and Wong then find that firms audited by big eight auditors 

have a larger earnings response coefficient (ERC) than firms 

audited by non-big eight auditors. The difference in ERCs 

across auditing firms is attributed by the authors to the 
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precision of the earning signal contained in a firm's 

financial statements. The authors argue that an earnings 

surprise attested to by a large auditor is more credible than 

an earnings surprise attested to by a small auditor. 

Furthermore, the authors find a positive shift in a firm's 

ERe when the firm changes auditors from a non-big eight 

auditor to a big eight auditor and a negative shift in the 

ERe when the change is from a big eight auditor to a non-big 

eight auditor. The evidence related ·to a firm's ERe and the 

size of the firm's auditor is consistent with the argument 

that larger auditing firms provide more credible (higher 

quality) reports than do smaller auditors. 

Evidence indicating a differentiation of audit quality 

has been found in the initial public offerings (IPO) 

literature. Firms going public must try and convince 

investors regarding the firm's future earnings potential. 

The uninformed investors face uncertainty regarding the IPO 

firm value, referred to as ex ante uncertainty. This ex ante 

uncertainty results in the underpricing of IPO stocks. 

Beatty (1989) finds that the underpricing of IPOs is reduced 

by employing a high quality auditor. Beatty hypothesizes 

that this is because a big eight auditor is able to reduce 

the ex ante uncertainty surrounding the IPO more than a small 

auditor. The additional decrease in ex ante uncertainty due 
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to a large auditor results from the large auditor issuing 

more accurate reports concerning the IPO firm. Beatty also 

finds that the big eight/non-big eight classification does 

not capture the full relationship for audit-firm reputation. 

Specifically, he finds that the smaller big eight firms are 

treated by the market more like the larger non-big eight 

firms than they are like the larger big eight firms. 

The pricing of audit services provides further evidence 

consistent with larger auditors providing higher quality 

audits than smaller auditors. simon and Francis (1988) 

report a 16-19 percent fee premium associated with the big 

eight auditors over several independent studies. In 

competitive markets this price premium would be eliminated if 

the large audit firms were not providing an element to their 

audits that is not provided by smaller auditing firms. simon 

and Francis argue that this additional element is a higher 

level of audit quality. 

Knapp (1991) finds through a survey administered to 

audit committee members that auditor size was positively 

related to the audit committee members' perceived level of 

audit quality. In this survey Knapp uses the definition of 

audit quality developed by DeAngelo (1981a, 1981b) which is 

also the definition of audit quality used in this paper. By 

defining audit quality as the market assessed probability 
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that an auditor will (1) discover a breach in the accounting 

system and (2) report the breach, Knapp is able to examine 

the factors than influence the separate components of audit 

quality. 

Evaluating the responses to his survey, Knapp finds that 

auditor size is positively associated with only the second 

component of audit quality, that being the conditional 

probability that an auditor will report a breach in the 

accounting system of a firm given that the breach has been 

detected by the auditor. Addi tionally , Knapp finds that 

auditor tenure is the variable that influences (positively) 

the audit committee members perception regarding the 

auditor's ability to detect a breach in the accounting 

system. However, the association between an auditor's 

abili ty to detect a breach in the accounting system and 

auditor tenure is non-linear. As auditor tenure becomes 

relatively long, the audit committee members' assessed 

probability that the auditor would detect a breach in the 

accounting system decreased. Knapp hypothesized that this 

decrease in the audit committee members' perception 'of audit 

quality in the later years of auditor tenure was due to the 

perception that the auditor was becoming too closely 

associated (economic bonding) with the client. Knapp 

conjectures that this economic bonding between the auditor 
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and client is one reason some firms have adopted mandatory 

auditor replacement guidelines. 

Knapp (1991) also cites a study by the United states 

General Accounting Office which suggests that the quality of 

governmental audits is positively correlated with the size of 

the audit firm performing the engagement. 2 

Audit quality is being defined in this paper as the 

market's assessed probability of an auditor's ability to (1) 

discover a breach in the accounting system and (2) report the 

breach. Because of the public disclosure of SEC actions 

against auditing firms, the incidence of litigation and the 

results of studies like those cited in the preceding 

paragraphs, it appears reasonable to assume that the market 

perceives that audits performed by large auditors are higher 

quality audits than the audits performed by small auditors. 

2 • 3. The Demand for Au4i t"ing and Varying Levels of Au4i t 
Quality 

There are many factors that can lead a firm to demand 

auditing services. An important aspect to the demand for 

auditing arises from an audit's ability to reduce agency 

costs. An audit can reduce agency costs in two ways: 

2It is unclear from reading Knapp (1991) what definition of audit 
quality the United states General Accounting Office used in performing 
this study. 



28 

1. By verifying a firm's financial statements thereby 
allowing more precise and efficient contracts to 
be based on the firm's financial statements. 

2 • By limi ting opportunistic behavior3 by the 
managers of the firm. 

Agency costs result from an agency relationship which is 

defined by Jensen and Meckling (1976) as when one person (the 

principal) employs another person (the agent) to act in 

his/her behalf which involves delegating some decision making 

authority to the agent. An agency relationship can result in 

three types of agency costs due to the fact that both the 

principal and agent attempt to maximize their own utility, 

but the utility functions of the principal and agent are not 

identical. The types of agency costs identified by Jensen 

and Meckling are: first, the monitoring costs incurred to 

monitor the agent's actions and effort; second, the bonding 

costs to give the principal assurance regarding the agent's 

intentions; and third, the residual loss due to the optimal 

actions not always being taken by the agent (due to 

incomplete and imperfect contracts). The residual loss is 

defined by Jensen and Meckling (1976, 81) as follows: 

In most agency relationships the principal and the agent 
will incur positive monitoring and bonding costs (non
pecuniary as well as pecuniary), and in addition there 
will be some divergence between the agent's decisions 

'Opportunistic behavior is meant to include such actions on the part 
of management as shirking, misallocation of resources and the over 
consumption of perquisites. 
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and those decisions which would maximize the welfare of 
the principal. The dollar equivalent of the reduction 
in welfare experienced by the principal due to this 
divergence is also a cost of the agency relationship, 
and we refer to this latter cost as the residual 10ss4. 

All three types of agency costs result from the 

di vergent utility functions of the principal and agent. This 

paper argues that the total agency costs experienced by an 

individual agency relationship can be expected to increase as 

the economic incentives (utility functions) of the principal 

and agent diverge. Similarly, actions that can reduce the 

divergence of the principal's and agent's utility functions 

will reduce the total agency costs. 

Jensen and Meckling (1976) hypothesize that auditing is 

one resource that can be used by a firm to reduce agency 

costs. For example, Jensen and Meckling conjecture that 

auditing could be used to limit the non-pecuniary benefits 

consumed by the manager. The manager has incentives to 

overconsume non-pecuniary benefits anytime his/her firm 

ownership is less than 100%. This paper asserts that an 

audit's ability to provide benefits, by reducing agency costs 

(by allowing more efficient contracts and limiting 

~his concept is very similar to the concept of "viable shirking" 
presented in the area of team production by Alchian and Demsetz (1972). 
In their analysis Alchian Demsetz acknowledge that it is costly to 
monitor all parties to a team production process, and the costs to reduce 
all shirking may be greater than the benefits from the complete 
elimination of shirking. The shirking that cannot be cost effectively 
eliminated is referred to by Alchian and Demsetz as viable shirking. 
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is an increasing function of an 

This proposition is supported by 

watts and Zimmerman (1983, 615) who argue that "an audit will 

be successful in changing expectations, and hence reducing 

opportunistic behavior (agency costs), only if it is expected 

that the auditor will report some discovered breaches of 

contract". Based on the conjecture made by watts and 

Zimmerman that opportunistic behavior is reduced only with 

the positive probability of detection and public disclosure 

by the auditor of a breach in contract, and given the 

definition of audit quality used throughout this paper (audit 

quality is the probability that an auditor will (1) discover 

a breach in the accounting system, and (2) report the 

breach), it is expected that an audit's ability to reduce 

agency costs (opportunistic behavior) is an increasing 

function of the audit's quality. 

Similarly, DeAngelo (1981a, 1981b) argues that the 

auditor's monitoring services are only valuable to entities 

contracting with the firm being audited if those entities 

believe that the probability that the auditor will discover 

and report a breach is nonzero. Once again the " probability 

that the auditor will discover and report a breach of 

contract increases with the level of audit quality. 
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In summary, this paper argues that the demand for audit 

quality arises from an audit's ability to monitor contracts 

and reduce opportunistic behavior on the part of the firm's 

management. Therefore, firms whose organizational structure 

is characterized by the existence of contracts based on the 

firm's financial statements and firms who have managers with 

incentives and opportunities to act opportunistically will 

demand higher levels of audit quality than firms whose 

organizational structure is not comprised of contracts based 

on the firm's financial statements and firms with managers 

who have fewer incentives and opportunities to act 

opportunistically. 

2 .... Prior Research Regarding the Demand ror Auditing and the 
Demand ror varying Levels or Audit Quality 

The demand for auditing and audit quality has been 

investigated previously using an agency framework. Two 

approaches have been used to conduct the studies. The first 

approach examines the audit/no audit decision made by firms 

before there was a government mandate requiring external 

audits (Chow 1982; watts and Zimmerman 1983). The second 

approach examines voluntary auditor switches made by firms 

after the government mandate requiring external audits 
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(DeFond 1992; Francis and Wilson 1988, see Table 1 for a more 

complete listincf). 

Pre-Governmental Regulation studies 

Chow (1982) examines firms' audit/no-audit decision in 

the united states in the 1920s before there was a government 

mandate requiring public corporations to be audited. Chow 

finds support for a relationship between a firm's agency 

costs and the audit/no audit decision made by firms. 

Specifically, he finds that firm size, debt, and the 

existence of debt covenants all influence a firm to obtain an 

audit even when an audit is not required. However, due to 

the time frame of the study, data availability is problematic 

and not all relationships of interest are able to be 

investigated (for example, associations between the existence 

of bonus plans, the level of management ownership and the 

audit/no audit decision of the firm are not able to be 

evaluated directly). 

Watts and Zimmerman (1983) examine the demand for audit 

quality by looking at historical records that show auditing 

was used as early as the 1300s by the English merchant 

guilds. Watts and Zimmerman note a relationship between the 

form of auditing employed and the change in company structure 

5All Tables are in Appendix B. 
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from the merchant guilds to regulated companies to joint 

stock companies. The move to each of these different types 

of companies was accompanied by an increase in agency costs. 

A corresponding shift in the type of auditing employed by 

firms and auditing practice in general was also documented. 

The change to higher quality auditors with more independence, 

and the creation of professional accounting societies to 

certify an auditor's independence, are both consistent with 

hypotheses regarding an increase in agency costs resulting in 

a demand for higher-quality audits. Once again due to the 

time frame, data restrictions make any directly testable 

inferences regarding the demand for audit quality difficult. 

2.4.2. Post-Governmental Regulation Studies 

Similar to the pre-governmental regulation studies, the 

second approach asserts that firms use auditors as part of an 

overall policy to reduce agency costs. Since audi tors 

specialize in delivering a certain level of audit quality, it 

can be assumed that when a firm changes to an auditor 

specializing in a different level of audit quality (size), it 

is a result of a change in the firm's organizational 

structure, resulting in a change in agency costs. Firms are 

then evaluated to find a correlation between changes in the 

firm's agency costs and the firm's auditor-replacement 

decision. Variables that have been used to proxy for a 
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firm's agency costs include firm size, debt, bonus plans, 

management ownership and the future issuance of stock and/or 

debt securities. 

This approach is also problematic because it only looks 

at firms that change auditors voluntarily. Looking at 

voluntary auditor changes is a crude proxy for the demand for 

audit quality since firms change auditors voluntarily for a 

variety of reasons that are not related to agency costs. 

Francis and Wilson (1988) identify the following possible 

reasons for voluntary auditor replacement: (1) change in top 

management, (2) corporate mergers, (3) need for additional 

services, (4) dissatisfaction with old auditor, (5) disputes 

over accounting principles, (6) regular rotation policy, (7) 

audit partner switched to another accounting firm, (8) 

retirement of audit partner, and (10) audit fee disputes. 

since many of these reasons have little or no relation to 

agency costs, this line of research has been dominated by 

contradictory results as can be seen from the analysis of 

prior research depicted in Table 1. 

2.5. Chapter summary 

Prior research is supportive of the existence of quality 

differentiated audits, with auditor size being directly 

related to the level of audit quality. The association 

between audit quality and auditor size has been found in 
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various settings and by numerous researchers. The demand for 

audit quality arises from an audit's ability to reduce agency 

costs through the efficient monitoring of contracts and 

through the reduction of managerial opportunistic behavior. 

A firm's demand for audit quality is argued to be an 

increasing function of the firm's agency costs. 

Prior research regarding the relationship between a 

firm's agency costs and the demand for audit quality has led 

to mixed results. The mixed results are conjectured to be a 

result (at least partly) of data limitations due to the time 

periods studied, and also a result of confounding effects due 

to examining voluntary auditor replacement choices as a 

surrogate for the demand for audit quality. 
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CHAPTER 3. HYPOTHESES DEVELOPIIENT 

3.1. Chapter outline 

The preceding chapter cited prior research indicating 

that a firm's demand for audit quality is an increasing 

function of a firm's agency costs. This chapter will show 

that a firm's agency costs are affected by the firm's lOS, 

through the impact of the lOS on the firm's organizational 

structure. Specif ic hypotheses are developed concerning 

characteristics of a firm's organizational structure and the 

firm's demand for audit quality. 

3.2. The lOS and a pira's organizational Structure 

One possible limitation with prior research regarding 

the association between a firm's demand for audit quality and 

a firm's agency costs (see section 2.4.) is a failure to 

identify the exogenous force that is determining the nature 

of the firm's relationships between the firm's managers and 

the firm's owners and creditors. It is these relationships 

that result in agency costs, thereby increasing a firm's 

demand for audit quality. The exogenous force that is 

identified in this paper that is driving a firm's 

organizational structure (policy choices) and resulting 

agency costs is the firm's lOS. 
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The organizational structure of a firm is meant to 

describe the relationships between the firm's managers and 

the firm's owners and creditors. The degree of misalignment 

of incentives between the firm's management and the firm's 

owners and creditors, as well as the existence of contracts 

based on the firm's financial statements, are elements of the 

firm's organizational structure. 

This paper analyzes a firm's organizational structure in 

two components. First, is the ownership structure of the 

firm which includes the degree of management ownership and 

the nature of the firm's executive compensation contracts. 

Second, is the capital structure of the firm which includes 

the choice between debt and equity financing, the choice 

between public and private debt, and the nature of the firm's 

debt contracts. 

A large lOS is predicted to be positively associated 

wi th the level of management ownership and be negatively 

associated with the probability that a firm will offer a 

bonus plan as part of its executive compensation package. 

Additionally, firms with a large lOS are predicted to have 

less debt, to prefer private debt over public debt, and avoid 

using accounting based debt covenants relative to firms with 

a small lOS. These effects on a firm's organizational 
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structure are all influenced by a firms's lOS and reduce a 

firm's demand for audit quality (see Figure 1 in Appendix A). 

An instructive example of the effect of a firm's lOS on 

a firm's organizational structure and resulting demand for 

audit quality is found in the sample to be studied in this 

paper. The firm in the sample that has the largest lOS using 

the measure employed in this study to calculate a firm's lOS 

is Mesabi Trust corporation. Mesabi Trust receives royalties 

from certain interests in taconite ore properties in Mesabi 

range in Minnesota. Mesabi Trust distributes these royalties 

to holders of its stock. consistent with expectations 

regarding the effect of a firm's lOS on a firm's 

organizational structure, Mesabi has no bonus plan and has 

zero debt. Interestingly, Mesabi Trust was the only firm in 

the sample whose stock is traded on the New York Stock 

Exchange that did not retain a big eight auditor after the 

bankruptcy of LH. 

Backqround on the xos 

A firm can be viewed as a combination of assets in place 

and future investment options (Myers 1977). A distinguishing 

feature of investment options is that their value depends on 

further discretionary expenditures by the firm's management 

while assets in place do not require such investment (Gaver 

and Gaver 1993). A premise of this paper is that the set of 
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future investment options varies cross sectionally across 

firms. This variation is due to past inve$tment decisions 

made by the firm. 

In making investment and employment decisions, firms 

invest in specialized physical and human capital. These 

firm-specific investments result in variation in the types of 

prospective investments the firm may consider which results 

in variation in a firm's lOS (Smith and watts 1992). Because 

the lOS is a function of past firm-specific investments, it 

can serve as an exogenous variable in an analysis of 

corporate organization and contracting policy6. 

The lOS of a firm is used to identify a firm along a 

scale. On one end of the scale are firms whose market value 

is comprised mostly of assets in place (low-growth firms). 

On the other end of the scale are firms whose market value is 

comprised mostly of growth opportunities (growth firms7). 

The IOS can have a large impact on the value of a firm. 

Studies have shown that a large portion of the value of many 

firms is comprised of growth opportunities. Kester (1984) 

6As noted by Smith and watts (1992), the IOS is going to be partly 
endogenous to corporate organization and contracting decisions, however 
all that is required to allow the lOS to be a determinant to these 
decisions is that the IOS be predetermined. 

'Many measures have been used to proxy for a firm's IOS. Smith and 
watts (1992) use the ratio of the market value of equity to the book 
value of assets. Skinner (1993) uses the ratio of gross property, plant 
and equipment to the market value of equity as well as a ratio of 
research and development expense to net sales and Tobin's q. 
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finds that growth opportunities comprise half or more of the 

market value of equity for many firms. The market value of 

a firm is comprised of the value of the assets in place and 

of the discounted value of growth opportunities. A positive 

value to a firm's growth opportunities reflects the market's 

belief that the firm will earn rates of return in excess of 

the firm's opportunity cost of capital on future investments 

(Chung and Charoenwong 1991). 

3.3. The Effect of the xos on a pira's ownership structure 
and the Demand for Audit Quality 

The ownership structure of the firm includes the degree 

of management ownership and the executive compensation 

contracts that the firm has in place. The effect of the 

firm's IOS on the degree of management ownership and on the 

nature of the firm's executive compensation contracts, along 

with specific hypotheses on how each of these two components 

of the firm's ownership structure influence the demand for 

audit quality will be detailed in the following sections. 

3.3.1. The XOS and the Degree of Management ownership 

Smith and Watts (1992) argue that managerial behavior is 

more difficult to observe if the firm has many growth 

opportunities. Similarly Demsetz and Lehn (1985) posit that 

management behavior in unpredictable environments 

simultaneously figures more prominently in a firm's fortunes 
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and becomes more difficult to monitor.8 Firms face a large 

set of possibilities regarding their employment relationships 

with their managers. The firm may try to strictly monitor 

the manager's actions and reward (punish) appropriate 

(inappropriate) managerial behavior. Alternatively, the firm 

may take actions to try and align the incentives of the 

managers with the interests of the firm's owners. This 

alignment of managements' incentives with owners' interests 

will reduce the need to monitor the manager's actions. since 

monitoring the manager's actions is problematic in frequently 

changing environments, growth firms may find it more 

efficient to reduce opportunistic behavior and motivate 

appropriate managerial performance by taking steps to align 

the manager's economic incentives with the incentives of the 

owners, rather than through strict monitoring of the agent's 

actions. One way to align the manager's incentives with the 

incentives of the owners is to have the manager own part of 

the firm. 

Based on this reasoning, growth firms are predicted to 

have a greater percentage of managerial ownership. The firm 

ownership by the manager will help align his/her incentives 

·specifically Demsetz and Lehn (1985, 1159) state that "frequent 
changes in relative prices, technology, and market shares require timely 
managerial decisions concerning redeployment of corporate assets and 
personnel. Disentangling the effects of managerial behavior on firm 
performance from the corresponding effects of these other, largely 
exogenous factors is costly." 
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closer with the incentives of the stockholders and reduce 

agency conflicts, thereby reducing opportunistic behavior and 

agency costs. The reduction in agency costs due to 

management ownership will reduce the benefits from increased 

audit quality and decrease the level of audit quality 

demanded. Therefore, the first hypothesis is as follows: 

81: The-degree of management ownership in the firm is 
inversely related to the leval of audit quality 
demanded. 

3.302, Tho xas and Executive compensation contracts 

As noted by Jensen and Meckling (1976), in a market 

characterized by rational expectations the agent (manager) 

bears the cost of an agency conflict. Since the manager 

bears the cost of an agency conflict, the manager has 

incentives to reduce agency costs. One way the manager can 

reduce agency costs is to enter into contracts that either 

align his/her interests with those of the stockholders and/or 

reduce the ability of the manager to act opportunistically. 

Bonus plans are one example of a contract that can help 

to align the incentives of the shareholders and manager, 

thereby reducing agency costs. A bonus plan bases all or 

part of a manager's compensation on some predetermined 

performance measure. The performance measure is some element 

of the firm's performance as reflected in the firm's 

financial statements. However, the existence of a bonus plan 
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also gives the manager incentives to try and manipulate the 

firm's financial statements (Healy 1985). In view of the 

m~nager's ability to opportunistically influence the 

financial statements, the stockholders will be reluctant to 

offer a bonus plan to the manager unless the financial 

statements can be verified and the manager's opportunistic 

influence on the financial statements can be constrained. 

Auditing can verify the financial statements and has the 

potential to constrain the managers' opportunistic behavior. 

Accordingly, one determinant of the demand for audit quality 

is the existence of a bonus plan. 

&2: The existence of a bonus plan is positively 
related to the level of audit quality demanded. 

A firm's IOS has been found to be related to the 

propensity of the firm to enter into a bonus contract with 

its managers. Growth firms have been found to be less likely 

to issue bonus plans to their managers as often as low-growth 

firms. This finding has been attributed by other researchers 

(Skinner 1993; Smith and watts 1992) to the lack of 

correlation between a growth firm's financial statements and 

managerial performance. This lack of correlation between the 

firm's earnings and managerial performance is due to the lack 

of timeliness in accounting earnings ' recognition of economic 

events. The lack of timeliness is due to the conventional 

accrual accounting model. with accounting's emphasis on 
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historical cost measurement and transaction-based accounting, 

timeliness is often sacrificed for objectivity, 

verifiability, and/or conservatism. Therefore, expected 

future cash flows from new investments, advertising, research 

and development expenditures, changing market conditions, 

etc. are only partially reflected in current earnings. This 

lack of timeliness is more severe for growth firms than for 

low-growth firms (Collins et al. 1994)9. 

In a similar line of reasoning watts and Zimmerman 

(1986) argue that for bonus plans to provide the manager with 

an incentive to maximize firm value, the earnings of the firm 

must be correlated with the effect of the manager's actions 

on the value of the firm. The greater the correlation 

between earnings and the effect of a given manager's actions 

on the value of the firm, the more likely a bonus plan will 

be used to reward the manager. For example, Watts and 

Zimmerman continue, one would not expect a high correlation 

between the accounting earnings of a research and development 

firm and the manager's effect on the firm's market value. 

Since the financial statements of growth firms are not 

as indicative of managerial performance as financial 

statements of low-growth firms, stockholders and managers of 

9collins et al. (1994) find that stock returns lead earnings to a 
greater extent for firms that have large amounts of new and intangible 
assets and for firm's undergoing significant investment outlays. 
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growth firms are reluctant to enter into executive 

compensation contracts that are based on the firm's financial 

statementslO • consistent empirical results have been found 

by Skinner (1993) and smith and watts (1992)11. 

3.3.3. Summary of the Bffect of the lOS on the Firm's 
ownership structure and the Demand for Audit 
Quality 

In summary, prior research indicates that a firm's lOS 

impacts the degree of management ownership as well as the 

executive compensation contracts of the firm. Growth firms 

are predicted to have higher levels of managerial ownership 

and are less reliant on bonus plans as part of their 

executive compensation contracts. Both of these effects 

reduce the demand for audit quality and result in growth 

firms demanding lower levels of audit quality due to their 

ownership structures. 

I~heoretically, there is at least one reason that growth firms may 
prefer to offer bonus plans to their managers. Managers of firms obtain 
private localized information about a firm's prospects. This is 
particularly true of growth firms who operate in rapidly changing 
environments where the informational asymmetry between the owners and 
managers is enhanced. Given the manager's local knowledge of the firm's 
investment opportunities, shareholders of a growth firm may benefit by 
giving the manager more decision making authority. With the large amount 
of discretion given to the manager in making investment decision, a bonus 
plan may be helpful in motivating the required effort by the manager in 
making the investment decisions (Skinner 1993; Smith and watts 1992). 

1I0ne exception to these findings is Gaver and Gaver (1993) who find 
no significant relation between the lOS of a firm and the existence of 
a bonus plan after controlling for firm size. 
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3.4. The Bffect of the xos on a pirm's capital structure and 
the Demand for Audit Quality 

A firm's lOS can have three effects on the firm's 

capital structure that influence the level of audit quality 

being demanded by the firm: (1) the lOS has been shown to be 

associated with the level of debt in the firm's capital 

structure; (2) the lOS has also been found to be related to 

the type of debt covenants contained in the firm's loan 

agreements; (3) finally, a firm's lOS can have an impact on 

the type of debt used by a firm (public or private). 

3.4.1. The XOS and the Level of Debt in a pirm's capital 
structure 

Myers (1977) shows that managers of firms that have 

risky debt outstanding may not enter into certain positive 

net present value projects, since most of the payoffs would 

go to the bondholders. To help alleviate this problem, firms 

prefer to issue risky debt that can be supported by assets in 

place, rather than debt supported by a firm's growth 

opportunities. This results in firms with a high degree of 

assets in place (low-growth firms) having more debt than 

firms with few assets in place (growth firms). This 

prediction has been supported by findings in smith and watts 

(1992) and Skinner (1993). 

The lower levels of debt in growth firms' capital 

structures reduces the agency conflicts between the firm's 
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creditors and the firm's management. This reduction in the 

firm's agency conflicts, due to the reduction in debt, 

reduces the growth firm's demand for audit quality. 

3.4.2. The zos and a Pirm's Debt contracts 

Watts and Zimmerman (1986) note that when a creditor 

loans money to a firm, the manager of that firm has 

incentives to transfer wealth from the creditor to the 

stockholders. This weal th transfer can be caused by 

opportunistic investment and financing actions taken by the 

manager. For example, in examining two prospective 

investments, the managers may prefer the one with the largest 

variance of returns although the two projects have the same 

expected return. Since the creditor is promised a fixed 

payout, the creditor would prefer the project with the lower 

variance of returns. 

This misalignment of incentives results in an agency 

conflict between the creditor and the manager with its 

resul ting agency costs. One way to reduce these agency costs 

is to allow the creditor to write covenants into the loan 

agreement which limit the range of acceptable actions by the 

firm's management. Many times these covenants are based on 

numbers that are contained in the firm's financial 

statements. Managers of the borrowing firm are required to 

provide an annual Certificate of compliance certifying that 
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they have reviewed the financial statements and have no 

knowledge of a breach of contract. Similarly, the debt 

contract normally requires the auditor to certify annually 

that he or she has no knowledge of any default (Watts and 

Zimmerman 1986). This need for independent verification of 

the financial statements upon which the debt covenants are 

based leads to a demand for audit quality. 

As noted previously, the financial statements of growth 

firms do not reflect the economic viability of a firm as well 

as do the financial statements of low-growth firms. Due to 

the lack of correlation between a growth firm's economic 

performance and a growth firm's financial statements, growth 

firms are less likely to use debt covenants based upon the 

firm's financial statements. This proposition is supported 

by Skinner (1993) who examined the public debt contracts for 

a sample of firms and found that growth firms were less 

likely to use accounting based debt covenants. 

Prior studies have found that firms with more debt in 

their capital structure are more likely to use accounting

based debt covenants than firms with relatively' less debt in 

their capital structures (Begley 1990; Duke and Hunt 1990). 

This finding is also consistent with a firm's lOS being 

related to the type of debt covenants contained in a firm's 
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debt contracts, since growth firms have been found to have 

less debt in their capital structures (Section 3.4.1.). 

Based on the finding that firms with more debt in their 

capital structure are more likely to use accounting-based 

debt covenants, the third hypothesis is: 

83: The level of debt in the firm's capital structure 
is positively related to the level of audit 
quality demanded. 

3.4.3. The xos and the Type of Debt in a Pirm's capital 
structure 

The lOS is also expected to have ~n impact on a firm's 

choice between issuing public or private debt. It would seem 

probable that the information asymmetry between managers and 

potential creditors is enhanced in growth firms. This is due 

to the specialized and proprietary knowledge needed to 

evaluate a firm's prospective growth opportunities. Skinner 

(1993) identifies two reasons why this informational 

asymmetry may lead growth firms to favor private debt over 

public debt. First, contracting and negotiation costs will 

be lower, because it is easier to.convince a few relatively 

sophisticated lenders of the value of their firm's assets. 

Second, it is less likely that proprietary information will 

end up in the public domain if the firm negotiates with 

private lenders than if the firm tries to raise capital 

through the public debt markets. 
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The distinction between public and private debt is 

important because of the implications for monitoring that the 

two types of debt imply. Private debt often contains 

provisions for the bank or financial institution providing 

credit to the firm to monitor the firm's compliance with the 

debt covenants themselves, thereby reducing the need for an 

external audi tor12. However, such an arrangement is not 

economically feasible to the holders of commercial debt. 

This line of reasoning leads to the following hypothesis: 

B4: The demand ~or audit quality is stronger for firms 
with public debt than for firms with private debt. 

3.4.4. Summary of the Impact of a Fira's lOS on a Firm's 
capital structure and the Demand for Audit Quality 

In summary, the lOS of a firm has been shown to have the 

following effects on a firm's capital structure. First, 

growth firms have less debt than low-growth firms. Second, 

the debt that growth firms have is less likely to contain 

debt covenants based on the firm's financial statements. 

Third, growth firms are expected to prefer private debt over 

public debt. All three of these findings result in growth 

firms demanding lower levels of audit quality than low-growth 

I~his line of reasoning is consistent with Berlin and Loeys (1988) 
who argue that private debt (especially bank debt) is subject to better 
monitoring than public debt. 
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firms due to the influence of the firm's 105 on the firm's 

capital structure. 

The impact of the 105 on the firm's ownership structure 

was reviewed previously (see section 3.3.). The 105 was 

found to impact the ownership structure of the firm by 

increasing the management ownership in the firm and reducing 

the probability that the firm would offer its managers a 

bonus plan. Both of these actions reduce the firm's demand 

for audit quality. 

This analysis of the impact of a firm's 105 on the 

firms' ownership and capital structures indicates that a 

firm's 105 can have an indirect effect on the demand for 

audit quality through the lOS's influence on the firm's 

organizational structure. The indirect effect is due to 

growth firms finding financial statements prepared according 

to GAAP relatively unusable and, therefore, using alternative 

contracting and monitoring arrangements that are not 

dependent upon the firm's financial statements (for example 

the firm may elect to implement an incentive stock option 

plan as part of its executive compensation packages rather 

than a bonus plan). Since grvwth firms do not rely upon 

their financial statements as part of their overall 

contracting and monitoring technology, the need to have an 
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external party verify their financial statements is reduced 

relative to low-growth firms. 

To determine if there is a direct effect between a 

firm's lOS and the demand for audit quality, a measure of the 

firm's lOS will be included in the models of the demand for 

audit quality. This relationship will be significant if the 

lOS is decreasing a firm's reliance on its financial 

statements in ways that are not being captured by the 

organizational structure variables included in this study. 

A direct measure of a firm's lOS could also be 

significant in explaining a firm's demand for audit quality 

if other variables used in this study to explain a firm's 

demand for audit quality do not measure exactly, the 

underlying construct of interest. For example, a measure of 

the firm's debt is being used as a surrogate for the nature 

of a firm's debt contracts. This surrogate predicts that 

firms with more debt will have more accounting based debt 

covenants. However, it is possible to have a growth firm 

have debt but not use accounting based debt covenants. 

Due to the possibility that a firm's lOS is influencing 

a firm's agency costs- in ways not being captured by this 

study, and due to the inability to measure a firm's agency 

costs with precision, a direct measure of a firm's lOS is 

expected to be significant in explaining a firm's demand for 
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audit quality. Therefore, hypothesis number five is as 

follows: 

B5: The demand for audit quality is negatively related 
to • firm's lOS. 

3.5. Risk and the Demand for Audit Quality 

The relationship between a firm's risk and the demand 

for audit quality has been modeled by researchers with 

differing results. Titman and Trueman (1986) use a 

signalling model to show that riskier firms will prefer a 

lower-quali ty auditor. In this model higher-quality auditors 

provide more precise information about the end of period 

payoff than do low-quality auditors. Because of this 

difference in precision, the market reacts more to 

information from a high-quality auditor than it does to 

information from a low-quality auditor. The auditor's 

information will generally be more fa',orable for low-risk 

firms resulting in a positive market reaction and a gain to 

the entrepreneur. High-risk firms are prevented from 

mimicking this strategy since they would more likely receive 

a negative report from a high-quality auditor to which the 

market would react severely. 

Datar, Feltham and Hughes (1991) use a signalling model 

where the entrepreneur uses the combined signal of retained 

ownership and auditor quality to signal to the market his/her 
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private information regarding firm type. Entrepreneurs of 

high-value firms can signal their private information to the 

market by retaining a large ownership share and selecting a 

low-quality auditor or by retaining a small ownership share 

and employing a high-quality auditor. The ability to hold a 

small ownership share will be valued by entrepreneurs of 

high-risk firms more than it will be valued for entrepreneurs 

of low-risk firms. This leads to the prediction that risky 

firms will select a high-quality auditor to allow the 

entrepreneur to retain less ownership in the firm. 

Empirical results have been provided by Feltham, Hughes 

and Simunic (1991). FHS test the Datar, Feltham and Hughes 

model by looking at auditor selection surrounding IPOs. FHS 

find little or weak support for the proposition that riskier 

firms choose higher-quality auditors •. FHS believe that their 

results reflect a supply-side adjustment in the market for 

audit services which is confounding their predictions. FHS 

posit that high-quality au~itors are reluctant to be 

associated with risky firms due to the potential damage to 

their reputation from an audit or business failure. The high 

cost of litigation may also lead high-quality auditors to be 

reluctant to offer their services to a risky client or to 

offer their audit services at a price that is not affordable 

to the risky client. 
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Results consistent with a supply-side shift in the 

market for audit quality to risky firms is provided by 

Clarkson and Simunic (1994). Clarkson and Simunic find that 

for a sample of Canadian and American IPOs, risk measures do 

not contribute to the explanation of audi tor choice in 

American firms but are positively associated with auditor 

quality in the Canadian sample. The authors conjecture that 

this difference is due to the different legal environments in 

the united states and Canada. The legal system in Canada 

results in much smaller losses for auditors, due to 

litigation, than the legal system in the united states. 

Clarkson and Simunic argue that the reduced cost and 

threat of litigation in the Canadian market for audit 

services allows high-quality auditors to offer their services 

to risky clients at affordable prices. These competitive 

prices to the managers of the risky firm, allow the risky 

firm to employ the high-quality auditor consistent with the 

predictions of Datar, Feltham and Hughes (1991). 

Additional Evidence by Simunic and stein (1987) shows 

that in univariate tests, risk is negatively related to the 

level of audit quality selected by a sample of IPOs in the 

united states. However, in mUltivariate tests (including 

debt levels and size) risk was insignificant in explaining 

auditor choice. 
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Because of the growing importance of litigation against 

auditors, it seems likely that the supply-side effect would 

have become even more important than in the early 1980s (the 

time frame for the samples from the studies cited above). 

The importance of possible litigation seems particularly 

relevant in a setting where the previous auditor went 

bankrupt due to lawsuits resulting from its audit practice 

(see section 4.3.). Thus hypothesis number six is: 

K6: The riskiness of the firm is inversely related to 
the level of audit quality demanded. 

Al ternati ve explanations for a negati ve relationship 

between a firm's risk and the level of audit quality demanded 

could be due to interactions between risk and the firm's lOS. 

Smith and watts (1992) argue that growth firms are riskier 

than low-growth firms. This is supported by findings in 

Chung and Charoenwong (1991). Since growth firms have been 

shown to have fewer contracts based on the firm's financial 

statements, the negative relation between risk and audit 

quality could be due to the riskier firms having fewer 

contracts based on the firm's financial statements, thereby 

reducing the demand for a high-quality auditor. 

3.6. The Market Assessed Value of the Auditor and Client 
Relationship 

The previous sections have made predictions regarding a 

firm's demand for audit quality. These predictions have been 
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based on the theory that auditing reduces managerial 

opportunistic behavior and allows for more efficient 

contracts to be used by the firm. These same theories lead 

to predictions surrounding the stock price reaction of LH's 

clients upon the announcement of the LH bankruptcy. 

The bankruptcy announcement of LH led to uncertainty on 

the part of the market regarding the identification of the 

subsequent auditor. Uncertainty regarding the future auditor 

led to uncertainty concerning the level of future monitoring 

quality to be employed by the firml3 • Firms who have written 

contracts based on their financial statements, assuming a 

certain level of audit quality, and have relied on auditing 

to constrain managerial opportunistic behavior, can be 

expected to suffer more from uncertainty regarding future 

audit quality than firms whose organizational structure is 

not reliant on such monitoring services. This leads to 

hypothesis number seven which is as follows: 

I~here are many possible reasons that a firm's management might be 
expected to appoint an auditor who specializes in a level of audit 
quality that would be non-optimal from the firm's point of view. One 
reason could be the personal relationships developed between a firm's 
management and the firm's former auditors. In reviewing the 8-K reports 
of the firms in this sample, it was noted that a number of the firms 
selocted auditing firms started by former LH partners after the LH 
bankruptcy. Additionally, since the firm had contracts in place that 
were written assuming a certain level of audlt quality, it might be 
possible for managers to profit opportunistically by appointing an 
auditor of lower quality than was anticipated when the contracts were 
written. 
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B7: A firm's demand for audit quality is neqatively 
related to the firm's stock price reaction to the 
baDltruptcy announcement of LB. 

A similar prediction can be made regarding the stock 

price reaction surrounding the appointment of a successor 

auditor. When the former client of LH discloses the identity 

of the successor auditor, uncertainty regarding future 

monitoring quality was reduced. This allows the market to 

determine if the level of audit quality selected is 

appropriate for the degree of reliance the firm has upon its 

financial statements. If the firm has relied on its 

financial statements as part of its contracting technology, 

and now appoints a low-quality auditor, the value of that 

firm should decrease relative to a firm who has relied on its 

financial statements as part of its contracting technology 

and appoints a high-quality auditor to replace LH. 

hypothesis number eight: 

Thus 

B8: LB clients who have a hiqh demand for audi t 
quality and appoint a hiqh-quality auditor as a 
replacement auditor should experience qreater 
positive abnormal returns than firms who have a 
hiqh demand for audit quality and appoint a low
quality auditor. 

Prior research (Menon and Williams 1994) found negative 

abnormal returns for the portfolio of LH clients surrounding 

LH's bankruptcy. Menon and Williams attribute the negative 

abnormal returns to the loss of insurance provided to 

investors by the existence of an auditor. Support for this 
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proposition is provided by documenting a relation between the 

decline in stock prices in the months preceding the 

bankruptcy of LH and the extent of the abnormal returns at 

the bankruptcy announcement. The authors attribute this 

relationship to the fact that a stock-price loss increases 

the probability of a shareholder lawsuit and increases the 

value of insurance provided to that stock by the existence of 

an auditor. 

Similar results are found by Baber et a1. (1994) who 

find that the negative abnormal returns associated with 

clients of LH at the time of the LH bankruptcy are related to 

the level of financial distress faced by a firm. 

Specifically, the authors find that firms closer to 

bankruptcy (as measured by Altman's Z-Score and other 

measures of financial distress) experience a greater decrease 

in stock price due to the LH bankruptcy announcement than 

firms who are not financially distressed. 

3.7. Chapter summary 

This chapter has generated specific hypotheses rega~ding 

a firm's demand for audit quality. The driving force behind 

a firm's demand for audit quality is a firm's lOS. A firm's 

lOS is predicted to impact a firm's demand for audit quality 

indirectly through the lOS's influence on the firm's 

organizational structure and it is also hypothesized that the 
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IOS could possibly have a direct effect on a firm's demand 

for audit quality. The riskiness of a firm is affected by 

the firm's IOS and is expected to have a negative association 

with a firm's demand for audit quality. 

Due to an audit's ability to reduce agency costs, 

auditing is expected to play a role in the stock market's 

assessed value of a firm. since this paper asserts that 

auditor's are not homogeneous in their ability to reduce 

agency costs, predictions regarding the stock price reactions 

of LH clients to the bankruptcy announcement of LH as well as 

to the appointment of a successor auditor are developed. A 

firm's demand for audit quality is expected to be related to 

the stock price reactions at the time of the LH bankruptcy 

and also related to the stock price reactions when the firm 

appoints a successor auditor. 
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CHAP'l'ER 4. METHODOLOGY AND SAMPLE COLLEC'l'XOH 

4.1. Chapter OUtline 

section 4.2 details the methodology used to test the 

hypotheses generated in Chapter 3. .Section 4.3. provides 

background information on the bankruptcy of LH. Finally, 

section 4.4. describes the selection criteria for inclusion 

in the sample to be studied and provides some descriptive 

information on the sample. 

4.2. Hethodology 

To test the hypotheses developed in Chapter 3, two 

models will be used. First, a mUltivariate probit model will 

be used where the dependent variable is dichotomous and 

classified as [0,1] if the replacement auditor is non-big 

six/big six, respectively. A probit model is used because of 

the use of a dichotomous dependent variable which makes 

ordinary least squares (OLS) regression inappropriate. When 

OLS regression is used and the dependent variable is 

categorical and the explanatory variables are fixed, the 

regression errors are heteroscedastic. As a consequence, OLS 

estimates of parameters are inefficient and nominal 

significance levels associated with the test statistics may 

be unreliable (Noreen 1988). 



62 

The use of a probit model is consistent with prior 

studies that have looked at the demand for audit quality by 

classifying the auditor choice as big six/non-big six as a 

surrogate for high demand/low demand for audit quality, 

respectively (see Table 1 Name Brand Model). Second, an OLS 

regression will be performed where the dependent variable 

will be the size of the replacement auditor as measured by 

the combined sales of the replacement auditor's clients as 

reported in the December 31, 1990 edition of Who Audits 

America. companies listed in Who Audits America approximate 

the population of SEC registrants and, thus, serve as a proxy 

for the aggregate client-specific quasi-rents of public 

companies for each audit firm (Francis and Wilson 1988). 

The two models to be tested are: 

audit = 6 0 + 6 1size + 6 2debt/asset + 63mngt% + 6 4newissue + 

6 sgrowth + 6 6beta + B,bonus + error ( 1) 

indep = 

6sgrowth + 6 6beta + B,bonus + error ( 2 ) 

where: 

year (t) = 1990. Consistent with Compustat, a 1990 
annual report is one for the year ended over 
the 6/30/90 to 5/31/91 period. 

Independent Variables 
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a [0,1] variable indicating non-big six 
auditor or big six auditor as the successor 
auditor to LH. 

the logarithm of the combined sales of 
companies audited by the new auditor as 
reported in Who Audits America. 

Control Variables 

size = the logari thm 
( log [sales,] ) • 

of the firm's sales 

newissue = the total dollar amount of stock and 
debt issued in the year'+1 deflated by 
assets,. 

ownership structure Variables 

mngt% = 

bonus = 

the percent of outstanding shares held by the 
firm's directors and officers. 

a [0,1] variable indicating the existence of 
a bonus plan in the firm's proxy statement. 

capital structure Variables 

debt/asset = the ratio of 
(deb~/ assets,) • 

debt to assets 

Xnvestment opportunity set 

growth = The market value of the firm's equity plus 
the book value of the firm's debt divided by 
the assets of the firm. (Vtlassets,) where 
V=(share pric~ * #shares outstanding,) +deb~. 

Risk 

beta = the firm's equity beta from regressing the 
firm's daily stock returns on 'the market's 
returns. The estimation period was 100 days 
with the last day of the estimation period 
being November 5, 1990. 

4.2.1. Discussion of control Variables 
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Two control variables are being used in this study. 

These variables are firm size as measured by the logarithm of 

the firm's sales revenue, and the amount of stock and debt 

issued by the firm in yeart+1 deflated by assets in yeart • 

The size of the firm will be related to the size of the 

successor auditor of necessity since small auditors don't 

have the resources necessary to audit very large clients. 

Also, firms planning to issue debt and stock in the future 

will be inclined to engage a large auditor to increase the 

marketability of their securities (Beatty 1989). These 

variables have both been found to be positively related to 

the demand for audit quality in previous studies (see Table 

1) • 

Although these variables are being used as control 

variables in this study, it is expected that both variables 

are affected by the firm's IOS. Growth firms have been found 

to be smaller than low-growth firms (Skinner 1993). Growth 

firms are also expected to issue more stock and debt relative 

to their current asset values than low-growth firms. 

Additionally, as both of these variables increase a 

firm's agency costs are expected to increase. As firms 

become larger, managers are forced to delegate more decision 

making authority because of their cognitive limitations. The 

managers are also less able to observe the .actions of their 
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The combination of 

delegated authority and reduced observability gives rise to 

the risk of moral hazard and opportunism, which is 

characterized by certain actions of employees such as 

shirking, cutting corners, consuming organization resources 

or perpetrating fraud (Abdel-Khalik 1993). 

Also, as a firm issues more securities, potential agency 

conflicts between the firm's managers and the firm's owners 

and creditors are increased. Therefore, statistically 

significant positive coefficients on both control variables 

would be consistent with the hypothesis that a firm's IOS 

affects the demand for audit quality by impacting a firm's 

agency costs. 

4.3. BackgroUDd on the Bankruptcy of Laventhol and Horwath 

This paper will investigate the selection of an external 

auditor in a situation where the firm is forced to change 

auditors. The situation investigated is the auditor choice 

made by firms who were being audited by LH when LH declared 

bankruptcy in November of 1990. This environment provides a 

better test of the demand for audit quality than looking at 

voluntary auditor switches because of the problems associated 

with voluntary auditor switches noted previously (see section 

2.4.2.). Also, because of the recent time frame, the data 

restrictions faced by some of the other research in this area 
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is not problematic. For example Chow (1982) was not able to 

get data on management ownership, but due to the time frame 

of this study, management ownership information is available 

for analysis. 

On November 17, 1990, LH declared bankruptcy. At that 

time LH was the seventh largest accounting firm in the united 

states, with over 1,000 audit clients and revenues of $335.2 

million for fiscal 1990. The bankruptcy of LH surprised many 

industry observers since only a year earlier LH had begun an 

aggressive national advertising campaign to try and lure 

clients away from the big eight auditing firms (Wooton and 

Tonge 1993). 

In the late 1980s LH lost or settled many major lawsuits 

that questioned LH's professional judgement. These suits 

included a $15 million settlement in regard to its audit of 

a tax shelter partnership in May 1988. Also, a Houston jury 

awarded investors a $75 million settlement due to LH's audit 

of a series of limited partnerships (the suit was later 

settled for $13.5 million). In October 1990, contributors to 

Jim Baker's PTL ministries filed a suit for $184 million 

against LH in regard to its audit of the PTL ministries (Pae 

1990). 

Berton (1990) evaluated the problems of LH focusing on 

the litigation facing LH, and questioned the firm's 
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viability. LH replied to the article stating that it was 

financially sound. However, on November 16, 1990, Robert N. 

Levine (CEO of LH) met with the firm's national council to 

consider the firm's future. The next day Mr. Levine met with 

all of LH's partners and proposed the following alternatives: 

(1) each partner contribute $50,000 to the firm to help the 

firm operate until early 1991 when cash flows were predicted 

to increase, or (2) file for bankruptcy. The following day 

the partners voted to place the accounting firm of LH into 

bankruptcy (Wooton and Tonge 1993). 

The filing for bankruptcy by such a large accounting 

firm presented the securities and Exchange Commission (SEC) 

wi th the problem of how the change of audi tors by LH' s 

clients should be handled. In January 1991 the SEC issued 

Staff Accounting Bulletin No. 90 which "sets forth staff 

interpretations on various matters relating to Laventhol and 

Horwath." Most significant in this release is the SEC 

decision that it would interpret the bankruptcy of LH as a 

resignation. This decision allowed management to select new 

auditors without holding a stockholders' meeting to allow the 

stockholders to vote on the auditor selection. 

Since many previous research papers examining the demand 

for audit quality have used a name-brand model (big six/non

big six), the bankruptcy of LH (the nation's seventh largest 
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accounting firm) provides a good test of these previous 

theories. When LH declared bankruptcy, its clients were 

forced to make a decision to pay the fee premium associated 

with the big six auditors or to move to a smaller auditor. 

4.4. sample Desoription 

The sample to be used in this study is comprised of 

those firms identified as LH clients before the bankruptcy of 

LH in 1990 from a search of the 1993 Compustat database. 

Data for the variables to be tested were obtained from the 

Compustat and CRSP tapes, the firms' proxy statements, the 

firms' 8-K reports, the firms' 10-K reports and Moody's 

Industrial Manual. 

These procedures resulted in a sample of 117 firms who 

were being audi ted by LH when LH declared bankruptcy. A 

break down of the firms by their successor auditor as well as 

the size of the successor auditor as measured by the combined 

sales of the replacement auditor's clients as reported in Who 

Audits America is given in Table 2. As seen on Table 2, of 

the 117 firms, 66 selected a big-six auditor to replace LH 

while 51 selected a non-big six auditor to replace LH. As 

noted on Table 2 the 51 non big-six replacement auditors 

range greatly in size with some firms selecting national 

auditors (such as Grant Thornton and BOO Siednan) and some 

firms selecting local auditors. 
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An analysis of the sample by stock exchange and 

subsequent auditor is given in Table 3. Table 3 shows that 

of the 12 firms listed on the New York stock Exchange (NYSE) 

11 selected a big six auditor14 • The American stock Exchange 

(AMEX) firms in the sample are more evenly divided with 9 out 

of 17 firms selecting a big six auditor as their successor 

audi tor. Of the firms whose stock is traded over the counter 

(OTC) 44 out of 83 firms selected a big six auditor to 

replace LH. The sample contains 5 firms whose stock is not 

traded on an exchange with 2 of these 5 firms selecting a big 

six auditor to replace LH. 

I~he firm listed on the NYSE that selected a non-big six auditor is 
Mesabi Trust. Mesabi Trust selected McGladrey and Pullen as their 
replacement auditor. Mesabi Trust receives royalties from certain 
interests in taconite ore properties in Mesabi range in Minnesota. 
Mesabi Trust distributes these royalties to holders of its stock. Of 
interest regarding Mesabi Trust is the fact that they have zero debt, no 
bonus plan, management ownership of less than 1% and reports only three 
types of assets (cash, government securities, and accrued royalty 
income). Additionally, Mesabi Trust has the largest value for the 
variable growth in the sample. 
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CHAPTER 5. STATISTICAL TESTS AND RESULTS 

5.1. Chapter OUtline 

The objective of this chapter is to provide empirical 

evidence regarding the hypotheses developed in Chapter 3. 

The methodology that will be used to test the hypotheses was 

presented in Chapter 4. section 5.2. gives some descriptive 

statistics for the sample. The remaining sections of Chapter 

5 present resul ts regarding the tests of the indi vidual 

hypotheses. 

5.2. Descriptive statistics 

Panel A of Table 4 gives descriptive statistics for the 

independent variables to be used in performing the probit and 

ordinary least squares regression modelslS • Panels Band C 

of Table 4 report the descriptive statistics for the same 

variables partitioned on the replacement auditor as being 

either big six or non-big six, respectively. As expected, 

the firms selecting big six replacement auditors are much 

larger than the firms selecting non-big six auditors. The 

big six sample reports mean assets and sales of $266.88 and 

J$Of the 117 firms in the sample, 10 observations are lost due to the 
inability to locate proxy statements to obtain data regarding the 
existence of a bonus plan and the level of management ownership. Three 
additional observations are lost due to missing share price data, leaving 
104 observations available on most variables. Of these 104 firms, 84 are 
available on the CRSP tapes and allow for the calculation of the firm's 
beta. 
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$206.50 million, respectively. The non-big six sample 

reports mean assets and sales of $20.35 and $15.35 million, 

respectively. 

Also of interest in Table 4 is the observation that the 

big six sample reports a debt/asset ratio of .27 as compared 

to a debt/asset ratio of .12 in the non-big six sample. The 

big six sample is also found to have less management 

ownership than the non-big six sample (37.90% vs. 40.22%). 

Finally, the mean value for the growth variable is smaller in 

the big six sample than in the non-big six sample (1.15 vs. 

1.66). 

Table 5 reports the Pearson correlation coefficients 

between the independent variables. consistent with the 

discussion in Chapter 3, a firm's IOS is found to be related 

to variables representing a firm's ownership and capital 

structures. Additionally, a firm's lOS is found to be 

related to the control variables used in this study. 

R~garding the control variables, growth firms are found to be 

smaller (correlation coefficient(CC) = -.207) and issue more 

stock and debt in the following year (CC = .309). concerning 

the relationship between a firm's IOS and risk, growth firms 

are more risky (CC = .121) than low-growth firms. The 

association between a firm's IOS and a firm's capital 

structure is also as predicted, growth firms carry less debt 
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(CC = -.092) than low-growth firms. The ownership structure 

variables of management ownership and bonus plans have CC 

with growth of -.189 and -.049, respectively. The 

statistically significant negative correlation between growth 

and management ownership is contrary to what would be 

expected based on the discussion regarding the effect of a 

firm's lOS on management ownership in Chapter 316 • 

Table 6 reports the CC between the two dependent 

variables and the independent variables. These univariate 

tests show positive correlations between firm size, the level 

of firm debt, the existence of a bonus plan, the firm's beta 

and both measures of audit quality. Negative correlations 

are found between management ownership, growth and both 

measures of audit quality. The sign on the correlation 

coefficient between the newissue variable and audit quality 

depends on the measure of audit quality being used. The 

correlation is negative when the Big Six dependent variable 

representing audit quality is used and the correlation is 

positive when the Indep variable representing audit quality 

is used (however, both correlations are statistically 

insignificant). 

t~emsetz and Lehn (1985) identify other factors that could affect 
the level of management ownership besides an unpredictable and changing 
environment. other factors are the size of the firm, the firm's 
regulatory environment and the firm's potential for firm-specific amenity 
consumption. 
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5.3. Results Regarding a pira's ownership structure and the 
Demand for Audit Quality 

5.3.1. Results from the Probit Hodel 

Panel A of Table 7 reports the results of the probit 

model which uses the dichotomous dependent variable to 

represent audit quality (equation 1). The chi-square for the 

model is 72.52 with a p-value < .001. The independent 

variables relating to the firm's ownership structure and the 

demand for audit quality are the level of management 

ownership (mngt%) and the existence of a bonus plan (bonus). 

The sign on both of these variables is contrary to 

predictions and neither parameter estimate is statistically 

different from zero17 • 

Prior research by Francis and Wilson (1988) has noted 

that the relationship between the demand for audit quality 

and management ownership may not be linear. This line of 

thought is supported by Fama and Jensen (1983a, 1983b) who 

point out that high levels of management ownership can lead 

to management entrenchment. corporate organizations have 

several ways of monitoring and disciplining management. One 

17The probit procedure relies on maximum likelihood estimators rather 
than ordinary least squares estimators. The sampling properties of 
maximum likelihood estimators are described by McKelvey and Zavoina 
(1975). Under fairly general conditions, the MLE's are asymptotically 
normally distributed and are consistent and efficient. Hypotheses on 
individual variables are tested by using a chi-square statistic with one 
degree of freedom. 
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monitoring device is the firm's board of directors. However, 

as noted by Fama and Jensen, when management has a large 

ownership share in the corporation, it is more difficult for 

the firm's board of directors to discipline the firm's 

management. This protection of management from the board of 

directors' scrutiny increases the ability of management to 

act opportunistically which leads to a higher demand for 

audit quality l8. 

Building on the work on Fama and Jensen, Morck et al. 

(1989) analyze firm performance as measured by market returns 

and find that firms with management ownership between 5 and 

20 percent perform better than firms with either less than 5 

percent management ownership or greater than 20 percent 

management ownership. Morck et al. posit that this result is 

due to the firms with less than 5 percent management 

ownership experiencing a high level of agency costs due to 

the misalignment of incentives between the firm's owners and 

the firm's managers, and the firms with over 20 percent 

management ownership not performing as well due to management 

entrenchment. 

18Fama and Jensen (1983a, 1983b) point out that high levels of 
management ownership protects the firm's management from not only the 
scrutiny of the board of directors, but also protects the firm's 
management from market forces used to discipline management. This 
protection from the market's disciplinary forces is due to high levels 
of management ownership being used to make hostile takeovers much more 
difficult. 
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Based on this reasoning, Francis and Wilson create an 

indicator variable to identify firms with relatively low 

levels of management ownership and firms with high levels of 

management ownership. consistent with Francis and Wilson a 

new variable was created called mngt%_dum where mngt%_dum = 

o if the level of management ownership is greater than 20 

percent or less than 5 percent and mngt%_dum= 1 otherwise. 

The prediction for the sign on mngt%_dum coefficient is still 

negative since at low levels of management ownership ( < 5%) 

a high quality auditor would be demanded to reduce managerial 

opportunism, and at high levels of management ownership ( > 

20%) a high quali ty audi tor would be demanded to counter 

management entrenchment. 

Results from the probit model using mngt%_dum to replace 

mngt% are presented in panel B of Table 7. In this model 

mngt%_dum is now negative as predicted and statistically 

significant (p-value = .0343). The coefficients on the other 

variables are qualitatively unchanged from those in panel A. 

Panel C of Table 7 runs the same model as in panel B 

with the mngt%_dum variable but excludes the beta variable 

since this variable causes 20 observations to be lost. 

Results presented in panel C are similar to those in panel B. 

Noreen (1988) compares probit models to OLS models in 

settings common to accounting research, and finds that with 
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sample sizes of less than 100, the test statistics associated 

with probit models do not conform well to their theoretical 
. 

distributions. Noreen recommends that in situations using 

probit models with small sample sizes that OLS regression 

should be used since even wi th a dichotomous dependent 

variable, the distributions of the OLS test statistics 

conform well to their theoretical distributions. Therefore, 

OLS regression was performed using the dichotomous dependent 

variable, and the results obtained were similar to those 

obtained from using the probit model. 

5.3.2. Resul ts Prom the OLS M04el Regar4ing ownership 
Struoture 

Table 9 reports the resul ts of performing the OLS 

regressions using the continuous measure of auditor size as 

the dependent variable. Panels A, Band C are the same as 

reported in Table 719 • Panel A reports an adjusted R2 of 

.2527 and a model that is significant (F value = 5.010, p-

value < .001). However the two variables pertaining to 

ownership structure (management ownership and bonus plans) 

are insignificant.· Panel B of Table 9 reports the results of 

performing the same model but using the non-linear 

I~ariance inflation factors and condition indices were computed as 
diagnostics for multicollinearity in the regression. These indicators 
were well within an acceptable range. The variance inflation factors 
obtained were under 2 and condition indices were under 9. Kennedy (1985) 
indicates that rule-of-thumb threshold levels are 10 for the variance 
inflation factors and 30 for condition indices. 
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classification of management ownership. The model improves 

to an adjusted R2 of .2803 and the coefficient on management 

ownership is negative and significant (p-value=.0226). 

However, the variable indicating the existence of a bonus 

plan is still insignificant. Panel C reports the results 

from excluding beta from the analysis and finds the 

individual coefficient estimates largely unchanged and a 

small change in the adjusted R2 to .2856. 

5.3.3. Summary of ownership structure Results 

In summary, there seems to be a relationship between the 

level of management ownership and the level of audit quality 

demanded by the firm but the relationship is non-linear. 

Firms with low levels of management ownership ( < 5%) and 

firms with large levels of management ownership ( > 20%) 

demand higher levels of audit quality than firms with 

moderate levels of management ownership (5-20%). 

There does not seem to be a significant relationship 

between the existence of a bonus plan and the demand for 

audit quality. The inability to find results on this 

variable could be due to having a very noisy measure 
,. 

regarding the existence of a bonus plan. Firms are often 

vague in giving details regarding their bonus plans in their 

proxy statements. Some firms report paying bonuses but it is 

unclear if the bonus is based on items reported in the firm's 
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financial statements. For purposes of this study, a firm was 

counted as having a bonus plan only if the proxy statement 

specifically stated that the bonus was a function of some 

parameter that would be reported in the firm's financial 

statements. Firms who reported paying bonuses that were at 

the discretion of the firm's board of directors, and firms 

that paid bonuses based on "achieving the firm's goals" were 

not counted as having a bonus plan. 

The procedure used above to classify a firm as either 

having a bonus plan or not having a bonus plan has the 

potential of classifying a firm as not having a bonus plan 

when the firm does have a bonus plan. To analyze the 

possibility that this potential misclassification problem was 

biasing the results, a new bonus plan classification was 

performed. In this classification all firms that said they 

paid a bonus in their proxy statements were counted as having 

a bonus plan. Replacing the old bonus plan measure with this 

new bonus plan measure in the models did not significantly 

change the results. 

5.4. Results Regarding a pira's capital structure and the 
Demand for Audit Quality 

5.4.1. Probit Hodel Results Regarding capital structure 

Table 7 shows that the coefficient on the debt/asset 

ratio is consistently positive and statistically significant 
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(p-value of .05 or less). This relation is as predicted by 

hypothesis 3 and provides evidence of a strong positive 

relationship between the level of debt in a firm's capital 

structure and the level of audi t quali ty demanded by the 

firm. 

Hypothesis 4 predicts that public debt increases a 

firm's demand for audit quality more than the existence of 

private debt. Information regarding the existence and amount 

of public debt was obtained from Moody's Industrial Manuals. 

To test this hypothesis a dummy variable was created 'pubdum' 

where pubdum = 1 if the firm has any public debt in its 

capital structure and pubdum = 0 if the firm has no public 

debt. This variable was then added to the probit models and 

the results are reported in Table 11. 

In support of hypothesis 4, when the pubdum variable is 

added to the model, the coefficient on the pubdum variable is 

positive and statistically significant (p-value of .0324) and 

the debt/asset variable is still positive but becomes 

insignif icant (p-value of .1713) in panel B of Table 11. 

However, panel C of Table 11 excludes the risk variable and 

reports significant positive coefficients on both the 

debt/asset variable and the pubdum variable. 

These results are consistent with what would be expected 

by looking at the individual sample firms who have public 
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debt in their capital structures. In the sample there are 18 

firms with public debt in their capital structure and of 

these 18 firms 16 selected big six auditors to replace LH20. 

It was also argued that there would be a negative correlation 

between firms who issue public debt and a firm's lOS. A 

correlation between the variables pubdum and growth reveals 

is -0.055, with a two-tailed p-value of .5784. 

5.4.2. OLS Model Results Regarding capital structure 

The results regarding capital structure from the OLS 

models are reported in Table 9 and are substantially the same 

as the results from the probit models. The debt/asset ratio 

is consistently positive and statistically significant in all 

of the OLS models. 

One difference between the OLS model and the probi t 

model is the result obtained when the pubdum variable is 

added to the model. When the pubdum variable is added to the 

OLS model, the debt/asset variable is significant at the .10 

level, but the pubdum variable is insignificant with p-values 

from .19-.24 (see Table 12). 

5.4.3. 00 Summary of capital structure Results 

~he two firms with public debt that did not select big six auditors 
to replace LH selected as their replacement auditors BDO Sieciman and 
Katz, Sapper and Miller. Katz, Sapper and Miller is an auditing firm 
started by some of the former partners of LH. 
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The results regarding the effect of capital structure on 

the demand for audit quality are strongly supportive of the 

hypothesis predicting a positive relation between debt and 

the demand for audit quality. The results of this study are 

also supportive of there being a difference between public 

debt and private debt and the demand for audit quality. The 

existence of public debt in a firm's capital structure 

increases the demand for audit quality more than the 

existence of private debt in the firm's capital structure 

based on the results of the name-brand model of audit 

quality. 

5.5. Results Reqardinq the lOS and the Demand for Audit 
Quality 

In all of the models the growth variable is 

insignificant. This indicates that there does not seem to be 

a direct effect between a firm's lOS and the demand for audit 

quality. This resul t is contrary to the prediction of 

hypothesis number five. Since there are many possible 

measures of a firm's growth opportunities, alternative 

measures of a firm's lOS were also tested. Other measures 

that were tested include a ratio of the firm's research and 

development expense to sales, and the ratio of the firms's 

market value of equity to the book value of equity. These 

alternative measures did not qualitatively change the 
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results. Additionally, capital expenditures deflated by the 

firm's assets were analyzed in the two years preceding and 

the two years subsequent to the bankruptcy of LH as a 

possible measure of a firm's growth opportunities. When a 

firm's capital expenditures were added to the OLS and probit 

models the coefficient on the capital expenditures variable 

was insignificant. 

However, since a firm's lOS affects a firm's 

organizational structure, it is possible that a firm's lOS is 

affecting the demand for audit quality but the relation is 

being captured through the other independent variables used 

in the models. For example, the level of management 

ownership and the level of the firm's debt are both 

significant in explaining a firm's demand for audit quality, 

and both are expected to be influenced by a firm's lOS. 

To determine if the performance of the models is being 

lowered by the addition of the growth variable, the models 

are eva.luated without the growth variable. These results are 

reported in Tables 8 and 10 for the probit and OLS models, 

respectively. The overall results of the models are 

unchanged from the models which include the growth variable. 

5.6. Risk and the Demand for Audit Quality 

Based on prior research and the increasing importance of 

litigation against auditors, hypothesis 6 predicted a 
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negative relationship between firm risk and the quality level 

of the subsequent auditor. Through all of the models both 

probit and OLS, the results show a consistent negative 

coefficient on the beta variable with p-values ranging from 

.09 to .21. Based on these results there does seem to be a 

negative relation between firm risk and the demand for audit 

quality but the statistical significance of the effect is 

marginal. 

This result is consistent with there being a supply-side 

shift in the market for audit services due to a firm's 

riskiness. This result is similar to results in Menon and 

Williams (1994) who find that risky firms,21 stock price 

suffered more from the bankruptcy announcement of LH than 

non-risky firms. The authors attribute this finding to the 

insurance provided to investors by audi tors through the 

investors' ability to sue the auditor. The authors posit 

that this insurance factor may result in auditors staying 

away from certain kinds of clients, or raising prices for 

risky clients to a level that risky clients find 

unaffordable. 

5.7. Differences in Audit Quality Among the Big six Audit 
Pirms 

21In Menon and Williams (1994) risky firms were those who had 
experienced stock price declines in the previous year. 
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To determine if there exists any perceived differences 

in audit quality within the big six audit firms, the 

following tests were performed. First, all firms who did not 

select a big six auditor to replace LH were deleted from the 

data set. with this reduced sample (50 observations with 

data on all independent variables), a regression is performed 

using the continuous measure of the auditor's size as the 

dependent variable (Indep). The regression is significant 

and reports an adjusted R2 of .1025. The regression shows 

three independent variables to be statistically significant 

(one-tailed p-value < .10). The variables that are found to 

be significant in this regression are the non-linear measure 

of management ownership (mngt*_dum), the issuance of stock 

and debt in the following year (newissue) and firm risk 

(beta). 

The second test for perceived differences in auditor 

quality within the big six firms was performed by segregating 

Price Waterhouse separate from the five other auditing firms 

in the big six. This was done based on results in Simunic 

(1980) who found that Price Waterhouse had higher audit fees 

than the other big eight firms. Using a probit model with 

the dependent variable being coded as [1,0] to represent 

Price Waterhouse and the other firms in the big six, a test 

of the independent variables was evaluated. This test did 
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not provide results that would indicate that the selection of 

Price waterhouse over the other big six audit firms was 

related to the level of a firm's agency costs. 

The final test performed for differences in audit 

quality within the big six was done based on a classification 

of audit firms as employing structured or unstructured audit 

technologies. The distinction between structured and 

unstructured audit firms deals with the degree of 

formalization in a firm's audit process. structured firms 

are characterized by formal guidelines and checklists for a 

given audit task while unstructured firms leave the selection 

of audit tests to the discretion and judgement of the 

individual auditor. 

There has been some speculation that a structured audit 

methodology is more proficient in uncovering material errors 

in client financial statements. For example, Cushing (1989, 

44) stated that "audit structure may be used as a signalling 

mechanism" by audit firms to show that they offer a "more 

sophisticated audit product". CUshing then notes that for 

several reasons "a highly structured audi t approach may 

produce audits that are of higher quality" than audits from 

a firm employing an unstructured audit approach. Knapp 

(19~1) uses a survey to assess the impact of audit structure 

on audit committee members' perceived level of audit quality. 
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Knapp was unable to find any differences in the audit 

committee members' perception of audit quality associated 

with the structure of the audit firm. 

To analyze the effect of audit firm structure on audit 

quality, three classifications were used. The replacement 

auditor was classified as either structured, unstructured or 

between structured and unstructured22 • Using these 

classifications between structured firms and unstructured 

firms, regressions and probit analyses were performed in a 

number of ways. However, there was no evidence in this 

sample of an association between a firm's agency costs and 

the degree of structure employed by the auditing firm chosen 

to replace LH. 

Based on the resul ts in this section, there are no 

robust results supporting the existence of differences in 

audit quality among the members of the big six accounting 

firms. There is some indication of an association between a 

firm's management ownership, a firm's risk, the issuance of 

debt and equity securities, and the selection of an audit 

firm from within the members of the big six accounting firms. 

caution in this area should be used since any conclusions 

from these tests are problematic due to the very small sample 

~he structured firms are Peat Harwick and Deloitte and Touche and 
the unstructured firms are Price waterhouse . and Coopers and Lybrand 
(Kinney 1986). 
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size resulting in low power statistical tests. 

Additionally, the tests that found significance on these 

variables did not find any relation between debt and the 

selection of an auditor within the big six. since the 

association between firm debt and auditor quality was robust 

in the full sample tests, this also indicates that any 

inferences of quality differences within the big six be made 

with extreme caution. 

5.8. stock Price Reaction Results 

This section provides the results regarding the stock 

price reactions of the firms being audited by LH. stock 

price reactions for this sample are investigated at two 

points in time. First, the stock price reaction to the 

bankruptcy announcement of LH is investigated. Second, the 

stock price reaction to the appointment of a successor 

auditor by the former LH clients is investigated. section 

5.8.1. details the results regarding the stock price 

reactions to the bankruptcy announcement of LH and section 

5.8.2. gives the results regarding the stock price reactions 

to the appointment of a successor auditor. 

5.8.1. stock Price Reactions to the Announcement of the 
Bankruptcy of LB 

A review of the financial press surrounding the 

bankruptcy of LH as well as a review of other studies (Menon 
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and Williams 1994; Baber et al. 1994) regarding stock price 

reactions of LH's clients surrounding the bankruptcy 

announcement of LH suggest a two-day window for investigating 

the stock price reactions of the bankruptcy announcement. 

The decision to file for bankruptcy protection was made 

during an annual meeting of 350 LH partners which transpired 

over the weekend of November 17-18. The announcement of the 

LH meeting led to speculation that the solvency of LH was 

questionable as reported on Friday, November 16 in a Chicago 

Tribune article entitled "Laventhol Breakup Call Hinted. II 

The decision to file for bankruptcy was reported by most 

newspapers on Monday, November 19. The formal announcement 

occurred on Tuesday, November 20, and the actual bankruptcy 

filing occurred on Wednesday, November 21. 

To test hypothesis seven, cumulative abnormal market 

returns (CARs) were determined over the period of November 

19-20~ for all firms in the sample that had daily returns 

available on the CRSP tapes. CARs were computed by using the 

market model to generate expected stock returns for each day 

in the event window. Betas were estimated using a 100-day 

estimation period that ended November 5, 1990. In computing 

market returns, the equal weighted NYSE/AMEX or NASDAQ index 

~he period over which cumulative abnormal returns are aggregated 
is the same as the window that has been used by other researchers 
evaluating the impact of LH's bankruptcy announcement on the stock price 
of its clients (Baber et ale 1994; Menon and Williams 1994). 
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was used, depending on the listing of the firm. CARs were 

computed for 84 firms in the sample with a mean CAR of -

0.0152 (standard deviation = 0.066556), which was 

significantly different from zero (t-stat = -2.1785 p-value 

Table 13 lists the abnormal returns along with 

their standard deviations for the 5 days preceding the 

bankruptcy announcement and the 5 days following the 

bankruptcy announcement. 

To determine if those firms who had a high demand for 

audit quality suffered more negative stock price reactions to 

the bankruptcy announcement of LH than did firms who did not 

have a high demand for audit quality, the two day cumulative 

abnormal return was regressed on the components of the demand 

for audit quality identified previously. 

these regressions are reported in Table 14. 

The resul ts of 

The predicted signs for the independent variables are 

just the opposite of the predicted sign for the variables in 

the demand for audit quality models presented previously. 

For example, debt was hypothesized to have a positive 

coefficient regarding a firm's demand for audit quality. 

However, the debt/asset variable should be negative in the 

~hese results compare to a sample of firms audited by LH when LH 
declared bankruptcy reported in Menon and Williams (1994). Menon and 
Williams report CARs for a sample of 100 firms during the same event 
window with a mean abnormal return of -0.0191 (standard deviation = 
0.063), which was significantly different from zero (t-value = -3.01, 
p=0.003). 
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regression with the CAR as the dependent variable. This is 

due to firms with debt relying on their auditor more than 

firms with no debt. This high level of reliance on the 

auditor will cause the firm with debt in its capital 

structure to suffer from the uncertainty surrounding future 

monitoring quality more than firms with lower levels of 

reliance on their auditor. 

Panel A of Table 14 includes the independent variables 

used in the models to explain the demand for audit quality. 

The signs are as predicted with the exception of the positive 

sign on the newissue variable (p-value = .3871) and the 

positive sign on the size variable (p-value =.0791). The 

positive sign on the size variable is consistent with prior 

studies that have found a posi ti ve association between a 

firm's size and abnormal returns in contexts unconcerned with 

monitoring quality (Fama and French 1992; Menon and Williams 

1994). The positive sign on size is reasonable given an 

auditor's limited impact on managerial behavior. As the firm 

gets larger the impact of the auditor on the firm's market 

value is expected to diminish. 

However, the adjusted R2 is only .0258 and the p-value 

for the model is .2391. Panel B includes the same variables 

with the addition of the pubdum variable to indicate the 

existence of public debt. The pubdum variable is negative 
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and statistically significant as predicted (p-value = .0420). 

The addition of the pubdum variable increases the adjusted R2 

to .0511 and the p-value for the model is .1376. Panel C of 

Table 14 includes only the variables that are significant in 

explaining the CARs. The significant variables are size, 

mngt%_dum, debt/asset (p-value = .1853), and pubdum. The 

adjusted R2 of this model is .0738 and the p-value of the 

model is .0391. 

Based on the results of Table 14, the variables that are 

significant in explaining a firm's demand for audit quality, 

are also significant in explaining the CARs surrounding the 

bankruptcy announcement of LH (with the exception of the 

newissue variable). These results provide evidence 

consistent with the hypothesis that the market values an 

auditors ability to reduce agency costs and the value 

attributed to the auditor is a function of those variables 

that drive the firm's agency costs. 

5.8.2. stock Price aeaction aesults surrounding the 
Appointment of the Successor Auditor 

To assess the market's reaction to the appointment of a 

successor auditor, the appointment dates regarding the 

successor auditor were gathered from firms' 8-K reports (8-K 

reports were obtained for 76 of the 84 firms with data on the 

CRSP tapes). In an analysis of CARs surrounding the 
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appointment of a successor auditor by the clients of LH, a 

three day window will be used to evaluate the stock price 

reaction to the appointment of a successor auditor (event day 

plus/minus one day). consistent with Menon and Williams 

(1994) the mean CAR for the sample is not significantly 

different from zero (mean = .000217, standard deviation = 

.09338). 

To analyze the impact of CARs surrounding the 

appointment of a successor auditor, each firm was classified 

as having a high demand/low demand for audit quality based on 

the predicted values from the probit model reported 

previously (Table 7, Panel B). The median value for the 

predicted values generated from the probit equation was used 

as the cutoff point, with those firms with a predicted value 

above the median being classified as having a high demand for 

audit quality and those firms with a predicted value below 

the median being classified as having a low demand for audit 

quality. 

The successor auditor was then classified as being 

either a high quality/low quality auditor based on the 

successor auditors' membership in the big six. This 

classification scheme allowed for a two-factor analysis of 

variance to be performed where the two factors are the firm's 

demand for audit quality and the quality level of the 
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successor auditor. Based on hypothesis eight, firms who have 

a high demand for audit quality and appoint a low-quality 

auditor should suffer negative abnormal returns relative to 

other firms appointing a successor auditor. However, as 

presented in Table 15 the mean CAR for the cell with firms 

demanding high audit quality and appointing a low quality 

auditor is .01904 (not statistically significant from zero). 

The results of this two factor ANOVA show no significant main 

effects or interaction effects. Table 15 does show a mean 

positive CAR for firms appointing a big six auditor of .00537 

and a mean negative CAR for firms appointing a non-big six 

auditor but the difference in CARs is not statistically 

significant (t-stat = .8). Based on the results in Table 15, 

there does not seem to be any statistical support for 

hypothesis eight. 

5.8.3. SUJDlllary of ,stock Price Reaction Results 

The tests of a firm's stock price reaction to the 

bankruptcy announcement of LH and the firm's stock price 

reaction to the appointment of a successor auditor provide 

mixed results regarding the market's perceived effect of 

audit quality on firm value. CARs. surrounding the bankruptcy 

announcement are associated wi th variables that are 

influential in determining a firm's demand for audit quality. 

These results are consistent with the hypothesis that firms 
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with a high demand for audit quality suffer more of a decline 

in firm value due to uncertainty regarding future monitoring 

quality than do firms with a low demand for audit quality. 

stock price reactions to the appointment of the 

successor auditor provide no support for the hypothesis of an 

interaction between a firms' demand for audit quality, and 

the successor auditors' level of quality. 
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CHAPTER 6. Conclusion 

As noted in Chapter 1, results from this study can 

provide evidence regarding two areas of investigation. 

First, is the question of the existence of quality 

differentiated audits with the auditor's size being a measure 

of audit quality. Second, this paper can provide evidence 

regarding firm-specific components of the demand for audit 

quality. Concerning the first question, evidence in this 

paper is supportive of the existence of quality 

differentiated audi ts. This conclusion is based on the 

finding that variables representing a firm's agency costs are 

associated with the size of the auditor selected by the firm. 

These resul ts were robust to two different measures of 

auditor size (quality). The first measure being membership 

in the big six accounting firms, and the second measure being 

the size of the auditor as measured by the combined sales of 

the auditor's clients. 

In the second area of investigation, regarding the firm

specific components of the demand for audit quality this 

paper has extended recent research that has identified a 

firm's lOS as an important factor in numerous policy 

decisions of a firm. Prior research has linked a firm's lOS 

to such policy choices as the nature of the firm's executive 

compensation contracts as well as the firm's financing policy 
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choices. This paper is the first to try and find an 

association between a firm's lOS and the firm's demand for 

external monitoring quality. In this area some support was 

found for the relationship between a firm's lOS and the 

demand for audi t quality through the lOS's impact on the 

firm's ownership and capital structures. No evidence was 

found to support a direct relation between a firm's lOS and 

the demand for audit quality. 
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Figure 1 
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Table 1 
Summary of Prior Researh into the Demand for Audit Quality 

Independent Variables 
Bonus New 

study 
Pre-governmental 
regulation te.t. 
Chow (1982) 

Dep. Var. Plan Mngt% Debt Size Issues 

Audit (YIN) N/A N/A + + 

Watts and 
Zimmerman Audit (YIN) N/A N/A N/A N/A 

Voluntary auditor .witche. u.ing 
level. of independent variable. 
Palmrose (1984) Name-brand 

Simunic & 
stein (1987) 

Healy & Lys (1986) 

Eichenseher & 
Shields (1989) 

Francis & Wilson 
(1988) 

Expertise 

Name-brand 

Name-brand 

Name-brand 

Name-brand 
Size 

Voluntary auditor .witche. u.ing 
change. in independant variable. 

Francis & Wilson 
(1988) 

Johnson & Lys (1990) 

DeFond (1992) 

!re.t. that found 
+ Significance 
- Significance 
No significance 
!riae. !re.ted 

Name-brand 
Size 

Size 

Name-brand 

N/A 
N/A 

N/A 

N/A 

N/A 

NS 
NS 

+ 
+ 

N/A 

N/A 

2 
o 
2 
4 

NS 
NS 

N/A 

NS 
NS 

NS 
NS 

N/A 

1 
2 
6 
9 

NS 
NS 

NS 

+ 

NS 

+ 

4 
2 
5 

11 

+1- Variable was significant in the direction indicated 
NS Variable was tested and found to be insignificant 
N/A Variable was not tested 

+ 
NS 

+ 

+ 

NS 

NS 
NS 

+ 

8 
1 
4 

13 

a. Variable was significant, but the direction is contrary 
to that hypothesized 

b. Asset growth was + before the switch and - after 

N/A 

N/A 

N/A 
N/.74. 

N/A 

N/A 

N/A 

NS 
+ 

NS 
+ 

+ 

+ 

4 
o 
2 
6 
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Table 2 
Analysis of LH's Clients by Subsequent Auditor 

Subsequent Auditor 
Ernst and Young 

lluaber of 
Piras Attained 

8 
10 

8 
17 

9 
12 
64 

Collbined Sale. 
of Subaequent 

Auditor'. Client. 

Price Waterhouse 
Deloitte and Touche 
Arthur Andersen 
coopers and Lybrand 
Peat, Marwick, Main 

!rotal big six 

Grant Thornton 
BDO Siedman 
McGladrey and Pullen 
Crowe & Chizek 
Richard A. Eisner 
Feldman, Hutchinson, Oken & Fong 
Holtz & Rubenstein 
Hollander and Gilbert 
Gleiberman, Spears and Shphard 
Drucker, Math and Williams 
Gelfond and Huschtadt 
Kronick, Kalada, Berdy 
Weinberg & Co. 
Dalessio, Thierman, Leben 
Aidman Piser & Co. 
Brown and Leonard 
Abrams and Sprung 
shelley, Mark 
Erhardt, Keefe, Steiner 
Cordovant & Co. 
Bement, Lake and Hill 
Katz, Sapper and Miller 
Piercy, Bowler, Taylor and Kern 
Gentile, Wiener, Reuta 
Nusbaum, Yates, Wolpow 
othera 

!rotal non-big .ix 

Overall total 

3 
13 

1 
2 
1 
1 
2 
1 
2 
1 
1 
1 
1 
1 
2 
1 
1 
1 
1 
1 
1 
1 
1 
1 
1 

10 
53 

117 

a. The combined sales of these subsequent auditor's clients 
is not available in Who Audits America and is assumed 
equal to one for testing purposes. 

$832,235 
801,114 
769,968 
649,231 
647,131 
597,887 

12,518 
5,289 
4,126 

369 
283 
137 

68 
51 
38 
36 
27 
18 
15 
14 

9 
8 
8 
8 
7 
7 
5 
4 
2 
2 
2 
1 



Tabla 3 
Analysis of LH Clients by stock Exchange and 

Replacement Auditor 

I---------stock Bxchange--------I 

Replacement Auditor 

Big Six 11 9 

Non-Big six 1 8 

~otal 12 17 

a. These firms are listed by Compustat as either 
leveraged buyouts or subsidiaries. 

44 2 

39 3 

83 5 

102 

66 

51 

117 
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Table .-

Descriptive Statistics 

Panel A: entire sample 
Variable lOb. lIean std De" lliniaua llaxiaua 

Assets (MM) 104 162.58 868.01 0.82 8714.16 
Debt (MM) 104 72.95 515.00 0.00 5224.77 
Price 104 4.86 6.72 0.03 32.00 
Shares 104 10.75 19.94 0.80 179.20 
Sales (MM) 104 125.63 403.43 0.75 3349.55 
Size 104 2.84 1.91 -0.:~9 8.12 
Debt/Asset 104 0.21 0.24 0.00 1.04 
Newissue 104 0.20 0.54 0.00 4.31 
Growth 104 1.37 1.84 0.11 15.00 
Mngt% 104 38.88 23.93 0.01 95.30 
Beta 84 1.20 1.10 -0.70 4.64 

Panel B: firms selecting a big six replacement auditor 
Variable ~ ~ std De" lIiniaua llaxiaua 

Assets (MM) 60 266.88 1134.57 2.28 8714.16 
Debt (MM) 60 124.41 675.73 0.00 5224.77 
Price 60 6.19 7.67 0.06 32.00 
Shares 60 13.90 25.24 0.88 179.20 
Sales (MM) 60 206.50 517.31 1.00 3349.55 
Size 60 3.68 1.82 0.00 8.12 
Debt/Asset 60 0.27 0.27 0.00 1.04 
Newissue 60 0.19 0.42 0.00 2.09 
Growth 60 1.15 1.25 0.13 7.31 
Mngt% 60 37.90 25.50 0.05 95.30 
Beta 50 1.26 1.05 -0.50 4.64 

Panel c: firms selecting a non-big six replacement auditor 
Variable lOb. lIean std De" lIiniaua llaxiaua 

Assets (MM) 44 20.35 51.86 0.82 331.23 
Debt (MM) 44 2.79 6.95 0.00 37.08 
Price 44 3.05 4.65 0.03 24.88 
Shares 44 6.46 6.77 0.80 38.57 
Sales (MM) 44 15.35 33.00 0.75 176.32 
Size 44 1.68 1.37 -0.29 5.17 
Debt/Asset 44 0.12 0.16 0.00 0.65 
Newissue 44 0.20 0.66 0.00 4.31 
Growth 44 1.66 2.42 0.11 15.00 
Mngt% 44 40.22 21.81 0.01 80.90 
Beta 34 1.13 1.18 -0.07 3.83 
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'l'aJ:)le 5 

Pearson Correlation Coefficients Between Independent variables 

Correlation coefficients and two-tailed (p-values) 

Size Debt/Asset Mnat% Bonus Beta 

Size 1.00 

Debt/Asset .241 1.00 
( .014) 

Mngt% -.086 -.132 1.00 
(.385 ) ( .180) 

Bonus .370 .085 -.069 1.00 
(.001) (.393 ) (.487 ) 

Beta .235 .073 -.035 .100 1.00 
(.032 ) (.507) (.751) ( .366) 

Growth -.207 -.092 -.189 -.049 .121 
(.035 ) (.352 ) (.055 ) (.621) (.274) 

Newissue -.223 .044 -.016 -.068 .121 
(.023 ) (.661) (.900) ( .491) (.273) 

All correlations are computed with 104 observations 
except those with beta which are computed with 84 
observations. 

Growth Newissue 

1.00 

.309 1.00 
( .001) 



Table G 
Pearson Correlation Coefficients Between the Two 

Oependent Variables and the Independent Variables 

Correlation coefficients and two-tailed (p-valuee) 

Big Sixa Indepb 

Size 0.5182 0.5077 
(0.0001) (0.0001) 

Debt/Asset 0.3103 0.2682 
(0.0013) (0.0059) 

Mngt% -0.0481 -0.0518 
(0.6273) (0.6009) 

Bonus 0.0900 0.1740 
(0.3635) (0.0773) 

Beta 0.0579 0.0428 
(0.6008) (0.6986) 

Growth -0.1364 -0.0377 
.(O.1671) (0.7040) 

Newissue -0.0060 0.0728 
(0.9515) (0.4628) 

All correlations are computed with 104 observations 
except those with beta which are computed with 84 
observations. 

a. Big six = 1 if replacement auditor is a big-six firm 
and 0 if replacement auditor is not a member of the 
big six. 

b. Indep = log of the combined sales of subsequent 
auditor's clients. 
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Table 7 
Results of Probit Models Including the Growth Variable 

Panel A: linear management ownership variable 

Variable 
Intercept 
Size 
Mngt% 

Prediction Estimate Std. Error 
-1.339 0.552 

+ 0.486 0.131 

Bonus + 
Debt/Asset + 
Growth 
Newissue + 
Beta 

N=84 

0.004 
-0.152 

1.365 
-0.022 
0.386 

-0.1491 

0.007 
0.371 
0.851 
0.103 
0.283 
0.158 

Chi-Sg R-value 
5.880 0.0153 

13.670 0.0001 
0.280 0.2984 
0.168 0.3408 
2.574 0.0543 
0.044 0.4171 
1.857 0.0865 
0.892 0.1724 

Pearson Chi-Square for the model = 72.5229 p-value < .001 

Panel B: non-linear management ownership variable 

Variable Prediction Estimate Std. Error Chi-Sg R-value 
Intercept -1.229 0.434 8.012 0.0046 
Size + 0.527 0.140 14.165 0.0001 
Mngt%_Dum -0.863 0.474 3.317 0.0343 
Bonus + -0.233 0.381 0.37.4 0.2705 
Debt/Asset + 1.479 0.885 2.795 0.0473 
Growth 0.010 0.091 0.012 0.4564 
Newissue + 0.392 0.274 2.053 0.0760 
Beta -0.128 0.161 0.630 0.2137 

N=84 
Pearson Chi-Square for the model = 68.8091 p-value < .001 

Panel C: non-linear management ownership and excluding beta 

Variable Prediction Estimate Std. Error Chi-Sg R-value 
Intercept -1.274 0.352 13.068 0.0003 
Size + 0.518 0.110 21.941 0.0001 
Mngt%_Dum -0.435 0.396 1.205 0.1362 
Bonus + -0.445 0.354 1.577 0.1046 
Debt/Asset + 1.469 0.705 4.344 0.0186 
Growth -0.033 0.098 0.110 0.3702 
Newissue + 0.374 0.269 1.940 0.0818 

N=104 
Pearson Chi-Square for the model = 100.9231 p-value < .001 

Note: all p-values are computed using one-tail tests with the 
exception of the p-value associated with the intercept. 
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Table 8 
Results of Probit Models Excluding the Growth Variable 

Panel A: linear management ownership variable 
Variable Prediction Estimate std. Error Chi-Sg ~-value 

Intercept -1.393 0.493 7.976 0.0047 
Size + 0.491 0.130 14.342 0.0001 
Mngt% 0.004 0.007 0.358 0.2749 
Bonus + -0.149 0.371 0.161 0.3443 
Debt/Asset + 1.386 0.847 2.680 0.0508 
Newissue + 0.368 0.271 1.849 0.0869 
Beta -0.155 0.155 0.990 0.1599 

N=84 
Pearson Chi-Square for the model = 72.5977 p-value < .001 

Panel B: non-linear management ownership variable 

Prediction Estimate Std. Error Chi-Sg "Variable 
Intercept 
Size 
Mngt%_Dum 
Bonus + 
Debt/Asset + 
Newissue + 
Beta 

+ 

N=84 

-1.209 0.392 9.494 
0.524 0.136 14.866 

-0.850 0.458 3.438 
-0.234 

1.469 
0.399 

-0.125 

0.381 
0.878 
0.267 
0.159 

0.379 
2.798 
2.227 
0.618 

~-value 

0.0021 
0.0001 
0.0319 
0.2692 
0.0472 
0.0678 
0.2159 

Pearson Chi-Square for the model = 69.0574 p-value < .001 

Panel C: non-linear management ownership and excluding beta 

Variable Prediction Estimate Std. Error Chi-Sg ~-value 

Intercept -1.321 0.326 16.380 0.0001 
Size + 0.522 0.110 22.533 0.0001 
Mngt%_Dum -0.464 0.386 1.444 0.1148 
Bonus + "-0.447 0.354 1.595 0.1033 
Debt/Asset + 1.489 0.703 4.482 0.0171 
Newissue + 0.340 0.248 1.874 0.0855 

N=104 
Pearson Chi-Square for the model = 102.949 p-value < .001 

Note: all p-values are computed using one-tail tests with the 
exception of the p-value associated with the intercept. 
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Table 9 
Results of OLS Regressions Including the Growth Variable 

Panel A: linear management ownershipva~iable 
Variable Prediction Estimate std. Error T-stat 12-value 
Intercept 4.374 1.455 3.004 0.0036 
Size + 1.281 0.287 4.464 0.0001 
Mngt% 0.022 0.020 1.093 0.1365 
Bonus + 0.192 1.023 0.188 0.4259 
Debt/Asset + 3.980 2.211 1.800 0.0379 
Growth 0.178 0.252 0.707 0.2407 
Newissue + 1.390 0.849 1.636 0.0530 
Beta -0.527 0.438 -1.202 0.1165 

N=84 
Adjusted R-square = .2527 
F Value = 5.010 p-value 0.0001 

Panel B: non-linear management ownership variable 
Variable Prediction Estimate std. Error T-stat 12-value 
Intercept 5.484 1.051 5.221 0.0001 
Size + 1.334 0.283 4.710 0.0001 
Mngt%_Dum -2.551 1.253 -2.037 0.0226 
Bonus + 0.004 1.007 0.004 0.4985 
Debt/Asset + 3.727 2.119 1. 759 0.0413 
Growth 0.187 0.242 0.772 0.2212 
Newissue + 1.471 0.833 1. 767 0.0407 
Beta -0.489 0.430 -1.137 0.1295 

N=84 
Adjusted R-square = .2803 
F Value = 5.618 p-value 0.0001 

Panel c: non-linear management ownership and excluding beta 
Variable Prediction Estimate Std. Error T-stat 12-value 
Intercept 4.547 0.939 4.842 0.0001 
Size + 1.437 0.256 5.608 0.0001 
Mngt%_Dum -1.703 1.172 -1.453 0.0747 
Bonus + -0.345 1.003 -0.344 0.3658 
Debt/Asset + 3.295 1.868 1. 764 0.0405 
Growth 0.131 0.249 0.526 0.3001 
Newissue + 1.645 0.856 1.922 0.0288 

N=104 
Adjusted R-square = .2856 
F Value = 7.864 p-value 0.0001 

Note: all P-values are computed using one-tail tests with the 
exception of the P-va1ue associated with the intercept 
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Tabl .• 10 
Results of OLS Regressions Excluding the Growth Variable 

Panel A: linear management ownership variable 
Variable Prediction Estimate std. Error T-stat ~-value 

Intercept 4.854 1.284 3.781 0.0003 
Size + 1.242 0.281 4.424 0.0001 
Mngt% 0.019 0.020 0.948 0.1730 
Bonus + 0.178 1.020 0.175 0.4308 
Debt/Asset + 3.786 2.186 1.731 0.0437 
Newissue + 1.523 0.825 1.846 0.0344 
Beta -0.479 0.431 -1.110 0.1353 

N=84 
Adjusted R-square = .2576 
F Value = 5.800 p-value 0.0001 

Panel B: non-linear management ownership variable 
Variable Prediction Estimate Std. Error T-stat ~-value 

Intercept 5.815 0.957 6.078 0.0001 
Size + 1.290 0.277 4.663 0.0001 
Mngt'_Dum -2.398 1.233 -1.944 0.0278 
Bonus + 0.005 1.004 0.005 0.4982 
Debt/Asset + 3.594 2.106 1.707 0.0460 
Newissue + 1.607 0.812 1.980 0.0257 
Beta -0.440 0.424 -1.038 0.1514 

N=84 
Adjusted R-square = .2841 
F Value = 6.489 p-value 0.0001 

Panel c: non-linear management ownership and excluding beta 
Variable Prediction :e!stimate Std. Error T-stat ~-value 

Intercept 4.752 0.852 5.579 0.0001 
Size + 1.419 0.253 5.609 0.0001 
Mngt%_Dum -1.619 1.157 -1.400 0.0824 
Bonus + -0.325 0.999 -0.325 0.3728 
Debt/Asset + 3.205 1.853 1. 729 0.0435 
Newissue + 1.772 0.818 2.165 0.0164 

N=104 
Adjusted R-square = .2909 
F Value = 9.452 p-value 0.0001 

Note: all p-values are computed using one-tail tests with the 
exception of the p-value associated with the intercept 
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Panel A: 
Variable 
Intercept 
Size 
Mngt% 
Bonus 
Debt/Asset 
Pubdum 
Newissue 
Beta 
Growth 

N=84 

Table 11 
Results of Probit Models with the Addition of 
Pubdum Variable to Test Public vs. Private Debt 

linear management ownership variable 
Prediction :!ijstimate std. Error Chi-Sg I!-value 

-1.395 0.565 6.098 0.0135 
+ 0.496 0.137 13.090 0.0002 

0.005 0.007 0.556 0.2280 
+ -0.171 0.388 0.193 0.3302 
+ 0.780 0.902 0.748 0.1935 
+ 1.355 0.717 3.578 0.0254 
+ 0.334 0.292 1.304 0.1267 

-0.215 0.174 1.538 0.1074 
-0.003 0.102 0.001 0.4901 

Pearson Chi-Square for the model = 67.6409 p-value = .0001 

Panel B: non-linear management ownership variable 
Variable Prediction Estimate Std. Error Chi-Sg I!-value 
Intercept -1.204 0.444 7.347 0.0067 
Size + 0.539 0.145 13.912 0.0001 
Mngt% -0.937 0.497 3.555 0.0297 
Bonus + -0.291 0.403 0.523 0.2348 
Debt/Asset + 0.893 0.941 0.901 0.1713 
Pubdum + 1.487 0.805 3.409 0.0324 
Newissue + 0.352 0.281 1.572 0.1050 
Beta -0.189 0.179 1.045 0.1534 
Growth 0.022 0.090 0.060 0.4035 

N=84 
Pearson Chi-Square for the model ;: 67.4314 p-value = .0001 

Panel C: non-linear management ownership and excluding beta 
Variable Prediction Estimate Std. E[~or Chi-Sg I!-value 
Intercept -1.275 0.356 12.846 0.0003 
Size + 0.515 0.112 21.277 0.0001 
Mngt% -0.517 0.402 1.654 0.0993 
Bonus + -0.510 0.369 1.908 0.0836 
Debt/Asset + 1.198 0.716 2.805 0.0470 
Pubdum + 0.937 0.608 2.375 0.0617 
Newissue + 0.334 0.274 1.485 0.1115 
Growth -0.024 0.096 0.063 0.4013 

N=84 
Pearson Chi-Square for the model .,. 101.3705 p-value - .0001 

Note: all P-values are computed using one-tail tests with the 
exception of the P-value associated with the intercept 
and the p-values associated with the model Chi-Squares. 
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Table 12 
Results of OLS Regressions Including the Pubdum 

Variable to Test Public vs. Private Debt 

Panel A: linear management ownership variable 
Variable Prediction Estimate std. Error T-stat 
Intercept 4.413 1.459 3.024 
Size + 1.251 0.290 4.318 
Mngt% 0.024 0.020 1.193 
Bonus + 0.162 1.026 0.158 
Debt/Asset + 3.085 2.445 1.262 
Pubdum .+ 1.202 1.393 0.863 
Growth 0.189 0.253 0.747 
Newissue + 1.305 0.856 1.524 
Beta -0.585 0.444 -1.318 
N=84 
Adjusted R-square = .2502 
F Value = 4.462 p-va1ue 0.0001 

Panel B: non-linear management ownership variable 
Variable Prediction Estimate Std. Error T-stat 
Intercept 5.599 1.068 5.245 
Size + 1.310 0.287 4.568 
Mngt%_Dum -2.533 1.257 -2.015 
Bonus + -0.021 1.011 -0.020 
Debt/Asset + 2.989 2.384 1.254 
Pub dum + 0.930 1.358 0.685 
Growth 0.189 0.243 0.778 
Newissua + 1.409 0.841 1.677 
Beta -0.534 0.437 -1.223 

N=84 
Adjusted R-square = .2752 
F Value = 4.940 p-va1ue 0.0001 

I!-va1ue 
0.0034 
0.0001 
0.1184 
0.4373 
0.1055 
0.1955 
0.2288 
0.0659 
0.0957 

I!-va1ue 
0.0001 
0.0001 
0.0238 
0.4919 
0.1069 
0.2478 
0.2196 
0.0489 
0.2251 

Panel c: non-linear management ownership and excluding beta 

Variable Prediction Estimate Std. Error T-stat I!-va1ue 
Intercept 4.635 0.946 4.900 0.0001 
Size + 1.394 0.262 5.325 0.0001 
Mngt%_Dum -1. 729 1.174 -1.473 0.0721 
Bonus + -0.390 1.006 -0.387 0.3497 
Debt/Asset + 2.705 1.994 1.356 0.0891 
Pubdum + 1.082 1.266 0.855 0.1973 
Growth 0.134 0.249 0.537 0.2964 
Newissue + 1.568 0.862 1.819 0.0360 

N=104 
Adjusted R-square - .2837 
F Value = 6.827 p-va1ue 0.0001 

Note: all P-values are computed usIng one-tall tests wIth the 
exception of the P-value associated with the intercept. 
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"able 13 
Analysis of Abnormal Returns Surrounding the Bankruptcy 

Announcement of Laventhol and Horwath 

Date If Kean std. devn. t-atat p-value 

Nov 13, 1990 84 0.0012 0.0763 0.144 0.886 

Nov 14, 1990 84 -0.0061 0.0565 -0.989 0.325 

Nov 15, 1990 84 0.0086 0.0774 1.021 0.310 

Nov 16, 1990 84 -0.0048 0.0490 -0.895 0.373 

Nov 19, 1990 84 -0.0083 0.0437 -1. 747 0.084 

Nov 20, 1990 84 -0.0099 0.0537 -1.694 0.094 

Nov 21, 1990 84 0.0098 0.0599 1.506 0.136 

Nov 23, 1990 84 -0.0071 0.0390 -1.676 0.098 

Nov 26, 1990 84 -0.0021 0.0555 -0.354 0.725 

Nov 27, 1990 84 -0.0037 0.0671 -0.512 0.610 

Nov 28, 1990 84 -0.0131 0.1030 -1.165 0.248 



Table 14 
Results of OLS Regressions on the CUmulative Abnormal 

Returns Surrounding the Bankruptcy Announcement of LH. 
Dependent Variable is CUmulative Abnormal Return Nov. 19-20. 

Panel A: excluding pubdum variable 
Variable Prediction Estimate Std. Error T-atat J;!-value 
Intercept -0.039 0.016 -2.459 0.0162 
Size 0.008 0.005 1.777 0.0796 
Mngt_dum + 0.029 0.021 1.403 0.0824 
Bonus -0.005 0.017 -0.282 0.3892 
Debt/Asset - -0.063 0.035 -1.781 0.0395 
Newissue 0.004 0.014 0.288 0.3871 
Beta + 0.004 0.007 0.553 0.2909 

N=84 
Adjusted R-square = .0258 
F Value = 1.366 p-value 0.2391 

Panel B: including pubdum variable 
Variable Prediction Estimate Std. Error T-stat J;!-value 
Intercept -0.044 0.016 -2.762 0.0072 
Size 0.009 0.005 2.016 0.0237 
Mngt%_Dum + 0.028 0.020 1.380 0.0859 
Bonus -0.004 0.017 -0.224 0.4117 
Debt/Asset - -0.032 0.039 -0.814 0.2090 
Pub dum -0.039 0.022 -1. 747 0.0424 
Newissue 0.006 0.014 0.478 0.3170 
Beta + 0.006 0.007 0.816 0.2085 

N=84 
Adjusted R-square = .0511 
F Value = 1.638 p-value 0.1376 

Panel c: including only significant independent vairables 

Variable Prediction :liistimate Std. Error T-stat J;!-value 
Intercept -0.037 0.014 -2.658 0.0095 
Size 0.009 0.004 2.252 0.0271 
Mngt%_Dum + 0.030 0.020 1.516 0.0667 
Debt/Asset - -0.035 0.039 -0.901 0.1853 
Pub dum -0.035 0.022 -1.600 0.0567 

N=84 
Adjusted R-square = .0738 
F Value = 2.653 p-value 0.0391 

Note: all P-values are computed using one-tail tests with the 
exception of the P-value associated with the intercept 
and also the P-value associated with the size variable. 
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Table 15 
Analysis of Abnormal Returns Surrounding the Appointment 
of the Successor Auditor by the Firm's Demand for Audit 

Quality and by the Size of the Successor Auditor 

Mean 
Standard Deviation 
Number of Observations 

Subsequent Auditor 

Big Six 

Non-Big Six 

Deaand for Audit OUality 

Low 

0.00887 
0.08835 

15 

-0.01642 
0.10936 

23 

-0.00644 
0.10110 

38 

High 

0.00363 
0.09441 

30 

0.01904 
0.04227 

8 

0.00687 
0.08582 

38 

0.00537 
0.09146 

45 

-0.00727 
0.09714 

31 

0.00022 
0.09339 

76 
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