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ABSTRACT 

 

 I examine the spillover effects of the 2013 revision to the U.K. audit report 

standard, the International Standard on Auditing (ISA) 700 (UK and Ireland), from firms 

subject to the regulation (i.e., Premium companies listed on the London Stock Exchange 

(LSE)), to firms not subject to it (i.e., those listed on the Alternative Investment Market 

(AIM) of the LSE). The new regulation requires increased disclosures in three areas: 

audit risks, materiality and the scope of the audit. I hypothesize that application of the 

new rules to regulated clients will result in changes in audit styles and auditor mindsets 

that would be transferred to other (non-regulated) clients. If so, such effect of the new 

regulation on audit outcomes – specifically improvement in audit quality - for regulated 

clients will spill over to non-regulated clients. Because I expect the auditor to be the 

conduit for the spillover, I examine the difference in changes in audit quality for two 

groups: (1) AIM clients in audit offices that audit both Premium and AIM clients and (2) 

AIM clients in audit offices that audit only AIM clients. The results show that AIM firms 

in the first group (i.e., AIM clients of audit offices that also have Premium clients) 

experience lower absolute discretionary accruals, reduced propensity to have small 

positive earnings, and are more likely to receive a modified opinion under the new 

regulation. However, there is no change in audit quality for the AIM client firms of audit 

offices with only non-regulated (AIM) clients. These results are consistent with audit 

quality benefits spilling over from regulated clients to AIM clients, brought about by 

auditor-level changes. Further analyses indicate that the audit quality spillovers are more 
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prominent for AIM clients with greater audit complexity, AIM clients of large audit 

offices, and London audit offices. 
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CHAPTER 1 

INTRODUCTION 

 

 The cost-benefit analysis of regulatory changes can be significantly affected by 

spillover effects that flow from regulated to non-regulated entities. I use the 2013 revision 

of International Standard on Auditing (ISA) 700 (UK and Ireland), which mandated 

substantially expanded audit reports in the U.K. as an exogenous policy shock, and 

examine its spillover effects on audit quality.1 I posit that changes made by auditors to 

comply with the new requirements for their regulated clients will spill over to clients not 

subject to these rules. Consequently, I investigate whether there is an audit quality 

improvement, brought about by changes in auditor behavior at the audit-office level, for 

client firms that are not subject to the new regulation requirements. In addition, I examine 

how the audit quality spillovers would be affected by audit complexity and auditor type 

(Big 6 vs non-Big 6 auditors). 

 In June 2013, the Financial Reporting Council (FRC), U.K.’s independent 

regulator responsible for promoting high quality corporate governance and reporting, 

significantly expanded the audit report requirements, for fiscal years ending on or after 

                                                            
1 International Standard on Auditing 700 (UK and Ireland) “The Independent Auditor’s Report on 
Financial Statements” is the UK standard for audit reports.  It was first issued in 2004 to replace 
the Statement of Auditing Standards (SAS) 600 when the U.K. voluntarily adopted International 
Auditing Standards. ISA 700 (UK and Ireland) has been revised five times since then. This 
dissertation focuses on the fourth revision which arguably introduced the most drastic changes to 
the U.K. audit report to date (Masters 2015). While the first three revisions mandated changes 
mostly to the standardized language of the audit reports, the 2013 revision requires disclosure of 
additional engagement-specific information. A fifth revision was issued in 2014 and applies to 
year-ends on or after October 1, 2015. It requires auditors to provide a statement on directors’ 
going concern assessment. I do not study this last revision. 
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September 30, 2013,  for firms with Premium listing of equities (henceforth Premium 

firms) on the London Stock Exchange (LSE). The stated goal of auditor reporting 

regulation is to increase the transparency of audit and therefore audit quality and investor 

confidence (FRC 2013b), by requiring the inclusion of more company-specific 

information on the audit reports, including emphasis of matter and material issues the 

auditors faced during the audit (FRC 2007).2 Specifically, the revised standard, ISA 700 

(International Standard on Auditing 700, UK and Ireland) now requires the following 

information and relevant discussion (not previously disclosed) in Premium firms’ audit 

reports: (1) risks that had the greatest effect on audit strategy, audit resources allocation 

and engagement team efforts, (2) the materiality threshold used in the audit, and (3) 

overview of the scope of the audit including discussion about how the scope of work was 

adjusted in response to the risks assessed  (FRC 2013).3  

Firms traded in the Alternative Investment Market (AIM), a submarket of the 

LSE, were not required to follow the new regulations. At first glance, therefore, the new 

regulations should not affect the AIM firms. However, a fundamental feature of this 

regulation is that it targets auditors of the Premium firms, whose clienteles generally 

                                                            
2 In 2006, the FRC initiated discussion on promoting public confidence in the audit process 
through enhancing audit quality. Its discussion paper identified audit reports’ lack of useful 
engagement-specific information such as key audit issues as one of the threats to audit quality 
(FRC 2006). The revised ISA 700 (UK and Ireland) is FRC’s response to the public’s demand for 
more useful information in audit reports. 
3 In addition to ISA 700 (UK and Ireland), the FRC revised the U.K. Corporate Governance Code 
and its Guidance for Audit Committees in September 2012. The standards became effective for 
fiscal years ending on or after September 30, 2013.  Audit committees are required to make 
additional disclosures on the audit committee report, including information on significant issues 
related to the financial statements, the auditor appointment process and audit firm tenure (FRC 
2012a).  
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include both Premium and AIM clients. While examining the impact of this regulation on 

the auditors’ Premium clients is undoubtedly relevant for evaluating its economic 

consequences, I argue that it is also desirable to assess how the regulation affects auditor 

behavior for their AIM clients as the AIM market is of vital importance to the U.K 

economy with £39.5 billion raised at admission and £51 billion from further fundraising 

(Grant Thornton 2015).4 Does implementation of the new requirements by auditors result 

in spillovers in audit quality benefits from regulated (Premium) clients to AIM clients 

that are not subject to the disclosure requirements? 

I expect the enhanced disclosure requirements to bring audit quality spillover 

benefits to AIM clients. Recent auditing literature has begun to examine the effects of 

audit styles (Francis, Pinnuck, and Watanabe 2014) and auditors’ mindsets (Griffith, 

Hammersley, Kadous, and Young 2015) on audit outcomes. In line with this literature, I 

argue that the enhanced disclosure requirements increase auditor accountability and 

liability, thereby inducing auditors to adjust the work rules that define their unique audit 

styles. In addition, the disclosure decisions associated with the regulation cause auditors 

to adopt a more deliberative mindset, leading to higher audit quality.5 The audit quality 

                                                            
4 The AIM market is one of the most successful growth markets in the world (Gerakos, Lang and 
Maffett 2013). It had a combined market cap of 73 billion pounds from 1,056 listings as of 
September 2015. In comparison, the MAIN market had 1,257 listings, out of which 893 were 
Premium listings and 364 were standard listings (LSE 2015a; LSE 2015b). The standard listings 
include shares, Global Depositary Receipts, debt and securitized derivatives that are mostly for 
companies incorporated outside of the UK (Prior to 2009, only foreign companies were allowed 
to list as a standard listing on the LSE Main market). Thus I excluded standard listings from my 
study.  
5 Gollwitzer (1990) defines mindset as “cognitive orientation,” or state of the mind, that orients 
individuals to respond in a certain way. Accounting research on mindsets often differentiates 
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benefit associated with these auditor-level (as opposed to client-specific) improvements is 

then passed on to non-Premium clients of the affected auditors. 

 Specifically, I posit that the enhanced disclosures in audit reports can cause 

changes in auditor behavior through two channels. First, the new regulation can induce 

changes in audit styles because, due to a potential increase in auditor liability associated 

with additional disclosures, auditors have incentives to change the audit procedures and 

work rules that define their audit styles. Francis et al. (2014) define audit styles as “a set 

of internal working rules that guide and standardize the auditor’s application of auditing 

and accounting standards.” Because auditors develop audit styles to consistently interpret 

and apply standards across their clienteles, changes in audit styles likely affect all of their 

clients and not just the ones that were affected by the new regulations. For example, 

following the regulation, many auditors implemented new audit systems designed to 

improve the effectiveness of risk identifications and related procedures (e.g. FRC 2015c; 

FRC 2015d; FRC 2015e).  These new systems can benefit all clients of the auditors, 

regardless of whether they are subject to the regulation, since risk identification and risk 

assessment are important steps of the audit process that ultimately determine audit 

strategy and audit plan. As local audit offices are the decision-making units responsible 

for implementing the firm-level audit procedures and working rules (Kawada 2014), I 

expect that changes to audit approaches in responses to the new disclosure requirements 

                                                                                                                                                                                 
between deliberative and implemental mindsets (Backof, Bamber, and Carpenter 2011; Rasso 
2013; Griffith et al. 2015). See Section III for more discussion of the two types of mindsets.  
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are more likely to occur at the local office level rather than the audit firm as a whole.6 

Therefore, I perform my analyses at the audit office level. To the extent that audit offices 

of the Premium firms change their audit styles in servicing their clients under the new 

regulation and the changes lead to higher audit quality, the resulting benefits can also 

spill over to benefit their non-Premium (AIM) listed clients. I predict an increase in audit 

quality for AIM firms audited by local offices with Premium clients. 

 Second, the new regulation requires affected auditors to think critically about their 

disclosure decisions, likely shifting them toward a more deliberative mindset that is 

documented to be associated with greater auditor objectivity and professional skepticism 

(Backof, Bamber, and Carpenter 2011; Griffith et al. 2015). Research in psychology 

suggests that mindsets serve as a general framework to act and respond in a certain way 

to tasks (Gollwitzer 1990; Griffith et al. 2015). Therefore, mindsets persist over time and 

beyond the initial tasks which created them (Gollwitzer 1990; Wyer and Xu 2010). 

Applying mindset theory to the U.K. setting, I argue that, once shifted, the deliberative 

mindset will influence auditors’ future tasks and engagements. Consequently, the audit 

quality benefits of a more deliberative mindset may spill over to benefit non-Premium 

clients of the individual auditor. Because information on the identity of individual 

auditors is not publicly available, I use local audit offices to capture the shift in mindset 

                                                            
6 In addition, I am unable to perform firm-level analyses due to data limitation. All U.K audit 
firms in this study have both Premium and AIM clients. Therefore, the control group for the firm 
level difference-in-differences analysis, the AIM clients that do not share audit firms with any 
Premium clients, is not available.  
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at a more aggregate level. Again, I predict an increase in audit quality for AIM firms 

audited by local offices that also have Premium clients.  

 To test my prediction, I utilize a sample of Premium and AIM firms for the four 

years surrounding the regulatory change. Because spillovers can only occur when there is 

significant direct audit quality benefit for the affected firms, I first examine if audit 

quality of Premium firms is higher after the new regulation was implemented. I find that 

audit quality, measured by absolute discretionary accruals, propensity to have small 

positive earnings, and the likelihood of qualified or modified opinions, increased from the 

pre- to post-regulation period.7  

 Having established that the Premium firms experienced audit quality benefits 

from the new regulation, I examine audit quality spillovers from Premium firms to AIM 

firms arising within audit offices. If spillovers occur due to changes in auditor behavior, 

they should be observable for auditors with at least one Premium client who also have 

AIM clients. Conversely, AIM clients who share their auditors with Premium firms 

benefit from the audit quality spillover, while AIM firms whose auditors have no 

Premium clients would not enjoy any benefits.  Thus, I partition AIM firms into two 

groups: AIM firms audited by audit offices that have both Premium and AIM clients 

(AIM_SHOFF) and AIM firms audited by audit offices that have only AIM clients 

(AIM_NOSHOFF). The AIM_SHOFF group is expected to have spillover benefits 

through auditors, whereas the AIM_NOSHOFF group is not expected to benefit from the 

                                                            
7 I use the term modified to describe unqualified opinions with explanatory language or emphasis 
of matter paragraphs.  
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new regulation through audit offices. I compare the change in audit quality across the 

Premium firms, the AIM_SHOFF firms and the AIM_NOSHOFF firms. 

 I find that the Premium firms and the AIM_SHOFF firms experience significantly 

greater improvements in audit quality from the pre- to post-regulation period, relative to 

the AIM_NOSHOFF firms. The improvements in audit quality for the Premium firms 

and the AIM_SHOFF firms are similar in magnitude. These results, indicating audit 

quality spillover benefits of the new regulation, are consistent with the conjecture that 

auditors invest in resources to improve audit styles and shift to more deliberative 

mindsets that benefit both their Premium and AIM clients. In contrast, audit quality of the 

control group AIM_NOSHOFF is similar between the pre- and post-period, suggesting 

that AIM clients that did not share audit offices with Premium clients did not benefit 

from a spillover because their auditors did not have the experience of applying the new 

rules to Premium firms. The finding that the two groups of AIM firms had different audit 

quality change outcomes also suggests there were no market-level information spillovers, 

which would occur if all auditors and their clients could use the disclosures from the 

regulated firms to improve their audit quality. Such market-level spillovers, if they 

existed, would have benefited all firms, regardless of whether they were audited by the 

targeted auditors.  

 I next explore how audit complexity affects the audit quality spillovers. I expect 

the audit quality spillovers to increase in audit complexity for two reasons. First, auditors 

have incentives to prioritize increasing quality in complex audit areas since the regulation 

requires disclosure of key audit risks, which often arise from complex audit areas. 
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Second, mindset theory predicts a positive link between the impact of a deliberative 

mindset and information complexity (Gollwitzer 1990; Griffith et al. 2015). I examine 

this relation between audit quality spillovers and audit complexity by testing whether the 

audit quality spillovers is stronger for AIM_SHOFF firms with greater audit complexity, 

measured by total receivables and inventory, intangibles, or goodwill, scaled by lagged 

total assets. I find evidence of significantly greater audit quality spillovers for 

AIM_SHOFF firms with high audit complexity relative to those with low audit 

complexity. 

 Finally, prior research argues that larger auditors have greater incentives and are 

more able to develop standardized work rules that give rise to unique audit styles (Francis 

et al. 2014). If so, the adjustments to work rules in response to the enhanced regulations 

that I discussed above will likely be stronger for the larger auditors than for the smaller 

auditors. Thus, the audit quality spillovers arise from changes in audit styles should be 

greater for the larger, Big 6 auditors than the smaller, non-Big 6 auditors. I test this 

potential difference in audit quality spillovers by comparing them between the Big 6 

auditors and the non-Big 6 auditors. I find that AIM clients in shared offices of both Big 

6 and non-Big 6 auditors experience a spillover effect.  Further, the strength of audit 

quality spillovers is not different between the Big 6 and non-Big 6 auditors. One possible 

explanation for this is that the difference in the use of unique audit styles between Big 6 

and non-Big 6 auditors that obtains in the US (Francis et al. 2014) may not obtain in the 
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UK setting which is characterized by principles-based accounting and auditing (Kothari, 

Ramanna, and Skinner 2010).8 

 My study is the first to investigate the spillover effects of the U.K. audit report 

disclosure requirements. Some concurrent studies examine the direct impact of the 

regulatory change on Premium clients. Lennox, Schmidt, and Thompson (2015) and 

Reid, Carcello, Li and Neal (2015a) examine whether the expanded audit report provides 

more useful information to stakeholders. Gutierrez, Minutti-Meza, Tatum and Vulcheva 

(2016) and Reid, Carcello, Li and Neal (2015b) document the impact of the expanded 

audit reports on the audit quality and audit fees of the affected firms. In contrast to these 

studies, I focus on the potential unintended spillovers from the Premium to AIM firms.  

 This study contributes to the literature in the following ways. First, I examine the 

audit quality benefits associated with the new regulation, for firms not subject to the 

regulation. My study addresses the call for more research on externalities arising from 

disclosure regulations, which may contribute to explaining the pervasiveness of 

disclosure and reporting regulation in developed markets (Leuz and Wysocki 2015). 

While prior research has documented the unintended consequences of disclosure 

regulations such as the 1999 Eligibility Rule for the OTC Bulletin Board (Bushee and 

Leuz 2005), Regulation Fair Disclosure (Wang 2007), and SOX section 404 (Engel, 

Hayes and Wang 2007; Leuz, Triantis, and Wang 2008; and Gao, Wu, and Zimmerman 

                                                            
8 Smaller UK audit firms may also have incentives to develop audit styles to facilitate their 
operations in an environment with principles based accounting standard. As Kothari et al. (2010) 
note “it is not likely to be cost effective for accountants and auditors to work with principles on a 
day-to-day basis”, therefore the “… application of principles will likely require detailed working 
rules…” 
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2009), on the regulated firms, my study shows that the disclosure regulation on audit 

reports can have unintended consequences on firms not directly targeted by the 

regulation. Second, my research extends literature that examines the role of the auditors. I 

document evidence consistent with the hypothesis that change in audit behavior is a 

channel through which regulatory benefits spill over from affected firms to firms not 

subject to the regulation.  

 Third, the results of this study address the benefits of ISA 700 (UK and Ireland). 

They should be useful to regulators and standard setters in the U.K. During an open 

meeting in January 2014, the FRC expressed its concerns about the financial reporting 

quality and audit quality of smaller and AIM listed companies.9 Two months after the 

meeting, the FRC launched a three-year project aimed to improve the financial reporting 

quality of smaller listed and AIM companies.10 Results from the project’s first phase are 

summarized in the FRC’s discussion paper Improving the Quality of Reporting by 

Smaller Listed and AIM Quoted Companies, published in June 2015. In the discussion 

paper, the FRC points out that higher-quality audit can be achieved through “tightening 

audit practice and procedure” (FRC 2014). However, no new regulations have yet been 

imposed for AIM companies or their audit reports.  My study highlights that audit quality 

                                                            

9 Richard Fleck, Chair of FRC Conduct Committee, commented during the open meeting that 
“smaller companies had significantly less resource than larger companies and that smaller 
companies were likely to be reluctant to employ two firms, one to do the accounting and another 
to do the auditing…” (FRC 2014).  
10 https://www.frc.org.uk/Our-Work/Key-projects/The-quality-of-reporting-on-smaller-listed-and-
AIM.aspx 
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of some AIM companies seem to be enhanced by spillover effects, without regulatory 

change specifically targeting them.  

Finally, my results are also relevant to the International Auditing and Assurance 

Standards Board (IAASB) which has recently adopted an expanded audit report format, 

and the Public Company Accounting Oversight Board (PCAOB) in the U.S. which is 

currently considering similar disclosure requirements (IAASB 2015a; IAASB 2015b; 

PCAOB 2013; PCAOB 2016a). In May 2016, the PCAOB revised its proposal on audit 

reporting standard that was originally published for comments in 2013.11 Accompanying 

the revision is a white paper issued by the PCAOB’s Office of Research and Analysis, 

which examines 218 large UK companies that followed the UK expanded audit reports in 

2013 (Kastein and Siddiqui 2016). Its findings highlight several characteristics and 

potential costs associated with the UK expanded audit reports: there were, on average, 

four risks disclosed per report; and there were no significant changes in audit fees and the 

amount of time auditors took to issue the expanded audit reports. This white paper is 

“intended to inform the PCAOB’s standard-setting project on the auditor’s reporting 

model” (Kastein and Siddiqui 2016). As stated by the James R. Doty, the Chairman of 

PCAOB, the PCAOB is especially interested in analyzing the costs and benefits 

associated with expanded audit reports in countries with similar requirements (PCAOB 

                                                            
11 The re-proposed standard refines requirements on CAM disclosures. Specifically, the new 
proposed standard limits the sources, types and related documentation requirement of potential 
CAMs that need to be communicated to the audit committee and disclosed in the audit reports. In 
addition, it expands the communication requirement – auditors now must discuss how CAMs 
were addressed in the audit, similar to the FRC’s communication requirement (PCAOB 2016a). 
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2015). My study complements the PCAOB’s white paper by providing evidence on the 

audit quality benefits of the UK expanded audit.  
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CHAPTER 2 

LITERATURE REVIEW AND BACKGROUND INFORMATION 

 

2.1. Economic Consequences of Disclosure Regulations 

U.S. companies in the capital markets must comply with the Securities and 

Exchange Commission (SEC)’s disclosure regulations. Early studies on the initial SEC 

disclosure regulations, the Securities Act of 1933 and the Securities Exchange Act of 

1934, provide mixed evidence of their impact on the capital markets. Some studies 

provide evidence on their capital-market benefits such as lower variance of new issues’ 

abnormal returns (Stigler 1964; Jarrell 1981) and lower default rates of registered bonds 

(Jarrell 1981). However, the same studies also document no difference in market-adjusted 

returns between unregistered new issues and registered issues following the SEC 

disclosure regulation (Stigler 1964; Jarrell 1981). Moreover, the decrease in the variance 

of abnormal returns could be driven by selection bias or changes in sample composition 

instead of the disclosure regulations (e.g., Benston 1969; Jarrell 1981; Simon 1989; 

Bushee and Leuz 2005; Gerakos, Lang, and Maffett 2013).  

Later studies focus on two regulations that expanded the coverage of the initial 

SEC disclosure regulations: the Securities Act Amendments of 1964 and the 1999 

Eligibility Rule for the OTC Bulletin Board (OTCBB). The former mandated SEC 

disclosure regulation on large firms traded on the OTC, and the latter required smaller 

firms to also comply with the SEC disclosure regulation if they remain listed on the 

OTCBB. Studies in this area document that the regulations increased price efficiency 
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(Ferrell 2007) and firm value (Greenstone, Oyer, and Vissing-Jorgensen 2006) for the 

affected firms, measured by lower volatility and positive abnormal stock returns 

respectively. A more recent study by Bushee and Leuz (2005) finds that the 1999 

Eligibility rule has unintended liquidity spillovers. Specifically, larger OTCBB firms 

already subject to the SEC disclosure regulations experienced an increase in liquidity 

after the Eligibility Rule. The authors suggest that the liquidity spillovers are a result of 

the enhanced OTCBB reputation after the regulation.  

Two recent changes to the U.S. disclosure regulations, Regulation Fair Disclosure 

(Reg FD) and the Sarbanes-Oxley Act (SOX), have been studied extensively. Early 

studies on the capital-market consequences of Reg FD generally find the regulation 

decrease bid-ask spreads, suggesting the regulation reduces information asymmetries 

among investors (e.g., Bushee et al. 2004; Gintschel and Markov 2004; and 

Chiyachantana, Jiang, Taechapiroontong, and Wood 2004). On the contrary, more recent 

studies suggest that Reg FD actually increase the adverse selection component of the bid-

ask spreads (Sidhu, Smith, Whaley, and Willis 2008). It also leads to more private 

information channeled to the credit rating agencies (Jorion, Liu, and Shi 2005), and 

reduced information content of analyst reports (Francis, Nanda, and Wang 2006). Other 

studies suggest that the effects of the regulation depend on firm sizes. For example, 

smaller and growth firms have higher cost of capital (Gomes, Gorton, and Madureira 

2007; Duarte, Han, Harford, and Young 2008), lower analyst coverage (Gomes et al. 

2007), and less informative analyst reports (Gintschel and Markov 2004) following Reg 
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FD. In addition, analyst forecast accuracy is lower for small firms relative to larger firms 

(Agrawal, Chadha, and Chen 2006). 

Many SOX related studies focus on its cost-benefit analyses. With respect to 

compliance costs, there is evidence that audit fees are higher after SOX is mandated 

(Iliev 2010; Alexander, Bauguess, Bernile, Lee, Marietta-Westberg 2013). The increase 

in audit fees is disproportionately greater for smaller firms than for larger firms. On the 

benefits side, studies generally find a positive link between SOX and financial reporting 

and audit quality. There is less accrual earnings management (Cohen, Dey, and Lys 2008; 

Bartov and Cohen 2009; Iliev 2010) and greater conservatism (Lobo and Zhou 2006) post 

SOX. While a number of studies examining the impact of Section 404 of the SOX find 

that the 404 disclosures are informative to investors (e.g. Doyle, Ge, and McVay 2007; 

Ashbaugh-Skaife, Collins, Kinney Jr., and LaFond 2008), others document that 

significant costs were imposed on the firms (e.g., Ashbaugh-Skaife et al. 2008; Costello 

and Wittenberg-Moerman 2011). 

International studies often employ cross-country settings to examine how 

variations in disclosure regulations from different countries impact firms’ cost of capital, 

market liquidity, analyst coverage, and analyst forecast accuracy (e.g., Hope 2003; Hail 

and Leuz 2006; La Porta, Lopez-De-Silanes, and Shleifer 2006; Chen, Chen, and Wei 

2009). For example, La Porta et al. (2006) document that strong securities regulation is 

associated with capital market benefits such as greater market capitalization and IPO 

activity. Using measures derived in La Porta et al. (2006), Hail and Leuz (2006) examine 

the link between cost of capital and disclosure regulations, enforcement, and rule of law. 



 

16 
 

They find countries with more extensive disclosure regulations and stricter enforcement 

have lower cost of capital.    

 

2.2. Impact of Disclosure Regulation on Information Providers 

While the aforementioned studies examine the capital market consequences of 

disclosure regulations, a number of studies investigate how these regulations would 

change behaviors of the information providers. For example, Greenstone et al. (2006) 

find that the Securities Act Amendments of 1964 led to better operating performance for 

the affected, larger OTC companies, consistent with the disclosure regulation reducing 

conflict of interests and thereby incentivizing managers to focus more on maximizing 

shareholder values. Kothari, Shu, and Wysocki (2009) find evidence that Reg FD 

discouraged firms from selectively disclosing information. However, some firms 

switched to other methods, such as invited-only conferences and earnings guidance 

(Gomes et al. 2007; Bushee, Jung, and Miller 2011) to selectively pass on information. 

Firms sometimes react to costly disclosure regulations by engaging in avoidance 

behavior. Bushee and Leuz (2005) find many smaller firms reacted to the 1999 Eligibility 

Rule for the OTCBB by switching to the less regulated Pink Sheet market despite its low 

liquidity and market value, suggesting that the compliance cost is especially burdensome 

for these firms. Similarly, several SOX 404(b) studies find  that some small firms 

responded to the regulation by going private, going dark (Engel, Hayes, and Wang 2007; 

Leuz 2007; Bartlett 2009), or by managing public floats to remain as non-accelerated 

filers (Gao, Wu, and Zimmerman 2009; Iliev 2010).  
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Outside of corporate reporting, mandated disclosures can be used to encourage 

(discourage) certain behaviors. One often-cited study by Jin and Leslie (2003) examines 

the impact of hygiene rating disclosure on the sanitation condition of LA restaurants. 

They find that disclosing restaurants’ hygiene grade cards alters their customer patterns, 

which in turn incentivizes restaurants to improve their sanitation behaviors. Another 

study from the food industry analyzes restaurants located in areas with menu-labeling 

laws, which require restaurants to disclose the calorie content of their menu items 

(Namba, Auchincloss, Leonberg, and Wootan 2013). It finds that restaurants located in 

the menu-labeling areas offer healthier entrée options than the others, suggesting the 

mandated disclosure of calorie content incentivizes restaurants to change their behaviors. 

My study is closely related to this stream of literature as it provides evidence on how 

disclosure regulations would change the behaviors of the information providers 

(auditors). Moreover, it is the first to document, in the auditing context, how such 

changes in behaviors could lead to spillover benefits to non-regulated parties.  

   

2.3. Audit Report in the UK 

 Audit reports in the UK followed a “short form” prior to 1993 (Hatherly 1997). 

The short audit report consisted of two paragraphs, the first describing the financial 

statements, and the second stating the period covered by the report and the audit opinion.  

Following a series of audit failures around the 1980s, the short audit report was 

heavily criticized, and discussions on how to reform the audit report centered on the issue 

of expectation gap, the gap between what the public and the auditors believed were 
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auditors responsibilities (e.g. Humphrey, Moizer, and Turley 1992; Sikka, Puxty, 

Willmott, and Cooper 1992; Porter 1993; APB 1994). Whereas the public and the 

Department of Trade and Industry (DTI) viewed the collapse of several banks, including 

Cedar Holdings, London and County Securities, and Moorgate Mercantile Company as 

the result of auditor failures to detect frauds, the audit profession generally did not 

consider fraud detection as their responsibility and responded by emphasizing the need to 

educate the public about the limitations of the audit (Sikka 1997). Academic research had 

provided evidence on the existence of an expectation gap by documenting the differences 

between the perceptions of users and auditors on auditor responsibilities and the nature of 

the audit. For example, Holt and Moizer (1990) surveyed UK auditors and users of audit 

reports to assess their understanding of the audit reports. Auditors and users were asked 

to respond to 13 statements on a seven point Likert scale (with 1 being strongly agree, 

and 7 being strongly disagree). These statements describe perceptions related to the 

financial statement and its audit.12 Holt and Moizer (1990) documented that there were 

substantial disagreements between how auditors and users interpreted audit reports. 

Specifically, after reading the same short-form unqualified audit reports, users in general 

were less confident about the reliability of the financial statements and the completeness 

of the audit work than auditors. Users were also more skeptical about the company’s 

future viability relative to auditors. 

                                                            
12 For example, regarding the reliability of financial statements, auditors and users were asked to 
rate on the statement “the financial statements can be relied upon”. Other statements used include 
“the financial statements contain no accidental errors”, “the auditor has conducted a full audit”, 
and “appropriate management controls exist” etc. (Holt and Moizer 1990). 
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 In an effort to reduce the expectation gap and improve the clarity of the audit 

report, the Accounting Practices Board (APB) 13  issued the Statements of Auditing 

Standards (SAS) 600 “Auditors’ Reports on Financial Statements” in 1993. SAS 600 

mandated the expanded audit report with three paragraphs: an introductory paragraph 

describing the financial statement and responsibilities of the management and the auditor, 

a scope paragraph explaining the audit process, and an opinion paragraph stating the audit 

opinion (APB 1993).  

 Studies on the long form (three-paragraph) audit reports, including the SAS 600 

reports, provided mixed results on whether the long form (three-paragraph) audit reports 

would reduce the expectation gap between financial statement users and auditors. 14 

Manson and Zaman (2002) provided evidence consistent with SAS 600 narrowing the 

expectation gap. They surveyed 1,000 auditors, preparers and users and found that 

respondents generally agreed that SAS 600 conveyed the purpose of the audit and 

responsibilities of auditors with greater clarity to the readers, reducing the expectation 

gap. Similarly, Innes, Brown and Hatherly (1997) documented, in an experimental 

setting, that the long form audit report increased consensus between users and auditors in 

several areas. Their experiment was designed to compare users’ perceptions of the short 

form audit report and an expanded audit report. They adopted a UK derivative of the US 

SAS 58 (AICPA 1988) audit report which provided clarification on auditor 

responsibilities, and information on the scope, nature, and limitations of the audit. Their 

                                                            
13 The ABP became a subsidiary board of the Financial Reporting Council in 2003 when the FRC took over 
the responsibility for setting auditing standards. 
14 Many countries adopted the long form audit reports during the late 1980s and early 1990s.  
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results showed that the expanded audit report moved users’ perceptions closer to auditors 

on multiple dimensions including the purpose of the audit, auditor integrity and 

independence, and auditor reliance on management’s estimates. However, the expanded 

audit report moved users away from auditors in areas associated with the outputs of the 

audit, including fraud and auditor accountability.  

 In 2004, the Financial Reporting Council (FRC) acquired ABP as a subsidiary 

board and became the standard-setting body for UK. It replaced SAS 600 with 

International Standard on Auditing (ISA) 700 (UK and Ireland) “The Independent 

Auditor’s Report on Financial Statements” in an effort to support international 

harmonization. There were no significant differences between SAS 600 and ISA 700 (UK 

and Ireland) when it was first implemented. Since then, ISA 700 (UK and Ireland) has 

been revised five times. The first revision was introduced in March 2009. It aimed to 

improve the conciseness of the audit report by shortening the description of the auditor’s 

responsibilities and allowing cross reference to a “Statement of the Scope of an Audit” 

from APB’s website (FRC 2009). The second revision was issued in February 2011. It 

mandated changes to the language describing auditor’s responsibility to read non-

financial information in the annual report (FRC 2011). The FRC revised the audit report 

standard for the third time in September 2012. This revision would not lead to any 

changes in the audit report unless the auditors disagreed with the directors’ statement that 

the “annual report is fair, balanced and understandable” (FRC 2012a). While the first 

three revisions were aimed at reducing the expectation gap through mandating changes to 

the standardized language of the audit report, academic research generally found that, 
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despite the expanded wording, the three revisions were unsuccessful at narrowing the 

expectation gap (e.g., Gold, Groneworld, and Pott 2012; Porter, Hogartaigh, and 

Baskerville 2009). Porter et al. (2009) showed that the format of audit report had no 

effect on users’ understanding of the audit process and auditors responsibilities. Gold et 

al. (2012) examine the effects of the additional explanations on management and auditor 

responsibilities, and the nature, scope, and procedures of the audit, as required by the 

revised ISA 700. They find that, relative to an opinion-only version of the audit report, 

the extensive report containing these additional explanations has no impact in the 

expectation gap. 

This study focuses on the fourth revision of ISA 700 issued in 2013, which 

arguably introduced the most drastic changes to the U.K. audit report to date (Masters 

2015). It will be discussed in more detail in the next section. A fifth revision was issued 

in 2014 and applies to year-ends on or after October 1, 2015. It requires auditors to 

provide a statement on directors’ going concern assessment. 

 

2.4. The 2013 Revision to ISA 700 (UK and Ireland) 

 In 2006, the FRC issued a discussion paper to seek public feedback on promoting 

audit quality, in which it identified lack of useful engagement-specific information in 

audit reports as one of the threats to audit quality (FRC 2006; FRC 2007). The FRC’s 

concern resonated with investors. Prior to the revision of ISA 700 (UK and Ireland), 

auditors were required to only express binary opinions on whether a set of financial 

statements gave a true and fair view in accordance with the identified financial reporting 
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framework. Investors criticized the reports as communicating little other information on 

the underlying audit tests, procedures, relevant information about the entity and its 

financial reporting, and therefore providing little information value to the users (Simnett 

and Huggins 2014). 

 The 2013 revision to ISA 700 (UK and Ireland) follows the FRC’s concerns over 

threats to audit quality identified in their discussion paper on promoting audit quality 

(FRC 2006). In particular, it requires auditors of Premium firms with fiscal years ending 

on or after September 30, 2013 to (1) discuss the risks that have the greatest effect on the 

audit process, (2) describe how materiality is determined and applied, and (3) provide an 

overview of the scope of the audit. These additional disclosure requirements are set at a 

high level to encourage innovation on how the new information can be presented in the 

audit report (FRC 2015a). Through the additional disclosures, the FRC seeks to make 

previously uncommunicated areas more transparent, and consequently enhance audit 

report reliability and investor confidence (FRC 2013a).  

 Some concurrent research examines the direct impact of the regulation on 

Premium client firms. Lennox, Schmidt, and Thompson (2015) and Reid, Carcello, Li 

and Neal (2015a) examine whether the expanded audit report provides more useful 

information to stakeholders than the previous shorter audit reports. While Reid et al. 

(2015a) find evidence consistent with the regulation providing useful information to 

investors and thereby reducing information asymmetry, Lennox et al. (2015) conclude 

that the new disclosures in the expanded audit report are not incrementally informative 

relative to the old report. In a separate study, Reid, Carcello, Li, and Neal (2015b) carry 
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out a cost-benefit analysis of the regulation. On the cost side, they do not find a 

significant increase in the cost of the regulation as measured by audit fees and audit 

delay. On the benefit side, they document that the new reporting regime enhances audit 

quality, as measured by decrease in absolute abnormal accruals and the propensity to just 

meet or beat analyst forecasts. In addition, they show that the improvement in audit 

quality is greater for the Premium firms that are affected by the new regulation relative to 

control groups of AIM firms and U.S. firms. Similarly, Gutierrez, Minutti-Meza, Tatum 

and Vulcheva (2016) also perform a cost-benefit analysis of the regulation. They find 

mixed evidence of changes in audit fees, based on model specifications. They do not find 

significant increase in audit quality for the Premium firms.   
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CHAPTER 3 

HYPOTHESES DEVELOPMENT 

 

In this section, I present four research hypotheses. The first hypothesis relates to 

how enhanced disclosures in audit reports can affect audit quality of the regulated firms. 

The second hypothesis examines whether these effects are likely to spread across the 

auditors’ clientele i.e., spill over from the regulated clients to the clients not covered by 

the regulation or be confined to only the regulated clients. Next, I consider how the audit 

quality spillovers would be affected by audit complexity. My final hypothesis relates to 

whether the audit quality spillovers would be greater for clients of Big 6 auditors than for 

the clients of non-Big 6 auditors. 

 

3.1. Enhanced Disclosures and Audit Quality 

Previous research on auditor behavior suggests at least two different avenues 

through which the enhanced disclosures in audit reports could impact audit quality. First, 

the enhanced disclosures increase auditor accountability to audit report users and 

potential liability, providing incentives for auditors to improve audit quality for their 

Premium clients. Such improvements can occur through exerting greater effort, 

exercising greater professional skepticism (Asare, Wright and Trompeter 2000; Johnstone 

and Bedard 2003), increasing investment in professional training, and making changes in 

audit styles (Francis et al. 2014; Kawada 2014). Second, the enhanced disclosure 

requirements can affect how auditors process information at a subconscious level by 
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prompting a more deliberative mindset. Such a change can cause auditors to think more 

critically about tasks at hand, resulting in higher audit quality for their clients (Griffith et 

al. 2015).  

 

3.2. New Regulation and Auditor Accountability 

The new regulation likely increases auditor liability and accountability. By 

requiring the disclosure of key audit risk areas, materiality levels, and overall audit scope, 

the regulation is aimed at increasing the transparency of work performed by auditors, but 

in turn also increases auditor accountability to audit report users. Auditors can face 

greater liability for misstatements from the enhanced disclosures on audit risks, as these 

areas are now more visible to users of the extended auditor reports. Identifying a risk area 

as having the greatest effect on the overall audit strategy, the allocation of resources in 

the audit, and how the efforts of the engagement team were directed (FRC 2013a) implies 

greater expected auditor diligence in the area. The higher level of perceived assurance 

offered by the auditor makes it harder for the auditor to defend itself if misstatements 

subsequently occur in an area that was listed as being of utmost importance. For example, 

in an experimental study, Reffett (2010) finds that in the event of an audit failure, 

“evaluators” are more likely to hold the auditors accountable when the auditors identified 

and investigated the fraud risks and documented them in audit working papers, relative to 

auditors that did not investigate fraud risks at all. 15  Similarly, Backof, Bowlin, and 

                                                            
15 In this experiment, undergraduate students were assigned the role of evaluators and asked to 
make judgments on auditor liability after reading selected experimental cases. 
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Goodson (2016) find that auditors’ disclosures in audit reports about critical audit matters 

(CAM) and descriptions of related procedures increases the likelihood that jurors’ will 

find the auditor to be negligent in case of audit failure.  

Several sources suggest that auditors perceive the enhanced disclosures in audit 

reports as potentially increasing their litigation exposure. Of particular relevance to this 

study, the IAASB introduced new audit report requirements in 2015, which, similar to the 

revised ISA 700 (UK and Ireland), mandates the disclosure of key audit matters in the 

audit report (IAASB 2015a).  In a study commissioned by the Association of Chartered 

Certified Accountants in the UK, Vanstraelen, Schelleman, Hofmann, and Meuwissen 

(2011) conduct semi-structured interviews to solicit auditors’ opinions about disclosures 

in five areas as discussed in the IAASB (2011) consulting paper, which was disseminated 

prior to the new regulation: (1) scope of the audit, (2) audit team and engagement 

statistics, (3) information on the audit process, (4)  information on auditor’s evaluation of 

the financial statements (for example, auditors’ assessment of the likelihood of fraud and 

illegal acts) and (5) disclosures beyond the scope of the audit. They document that audit 

firms are concerned that the additional disclosures may attract scrutiny from investors as 

their work in these areas becomes more transparent, potentially increasing their liability 

exposure.  As the FRC’s revision to audit reports also requires disclosures on 

engagement-specific information including key audit risk areas, it can lead to similar 

increase in auditor liability concerns. 16  Simnett and Huggins (2014) analyze public 

                                                            
16 The IAASB lists 111 jurisdictions that are using, or committed to using, the International 
Standards of Auditing at http://www.iaasb.org/clarity-center/support-and-guidance. Similar to the 
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comments and responses to the IAASB’s proposed changes to audit reports. They 

categorize respondents into groups of audit and assurance firms, preparers, investors and 

analysts, professional accounting and auditing bodies, regulators and standard-setters, 

public sector organizations, and others such as academics. They find that accounting 

bodies and audit firms were most opposed to the IAASB’s proposed reforms on audit 

reports, suggesting that auditors are concerned with the increased liability and heightened 

litigation risks associated with enhanced audit report disclosures.  

In the United States, similar concerns were raised by audit firms in their responses 

to a PCAOB proposal launching parallel efforts to reform the audit report through 

enhanced disclosures.17  The PCAOB proposal requires auditors to discuss critical audit 

matters, which are similar to the discussion of key audit risks required by the FRC. They 

are defined as the areas auditors consider to be particularly challenging to audit (PCAOB 

2013). U.S. audit firms have strongly urged the PCAOB to take into account the 

increased legal liability associated with the proposed changes on additional disclosures 

(PCAOB 2011; Ernst & Young 2013; KPMG 2013; PwC 2013a).18  For example, Ernst 

& Young (2013) states that the heightened legal liability associated with the proposed 

                                                                                                                                                                                 
UK, approximately 80% of the jurisdictions follow the International Financial Reporting 
Standards (IFRS), a principles-based accounting standard. 
17 The PCAOB’s proposal requires auditors to disclose and discuss information on critical audit 
matters (CAM), auditor independence, auditor tenure and auditor’s responsibilities for “other 
information” in the annual report (PCAOB 2013). 
18 For example, KPMG (2013) states in its comment letter that “… an increase in litigation 
against auditors is a probable if not inevitable result of the expansion of the auditor’s report 
contemplated by the Proposed Auditor Reporting Standard”. Similarly, PwC (2013a) argues that 
the proposed changes will lead to “… significant increase in litigation risk for the profession”. 
Ernst & Young (2013) urges PCAOB to weigh the potential benefits of disclosure against “risks 
of increased legal liability that are real and substantial.” 
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disclosure of critical audit matters and other information is “real and substantial”. 

Deloitte is the only Big 4 auditor expressing support for the additional disclosures. While 

recognizing potential litigation associated with the proposal, Deloitte argues that 

“concerns over auditor liability should not stand in the way of moving forward” (Deloitte 

2013). 

 Auditors can react to the heightened accountability and liability by increasing 

audit quality for the Premium clients. The FRC is aware of the link between liability and 

audit quality. It lists litigation as a driver of audit quality in its 2006 discussion paper 

Promoting Audit Quality. The FRC comments that “the liability regime in the UK … is 

designed to ensure that exposure to litigation remains a stimulus to audit quality” (FRC 

2006). In its comment letter on the FRC consultation paper proposing changes in auditor 

reporting, PricewaterhouseCoopers predicted that, as a result of the new regulation, 

“there will be additional quality control processes and review … This is likely to include 

not only one-time training and implementation costs, but also ongoing costs and time 

related to increased review” (PwC 2013b).  Consistent with this prediction, in its 2014 

audit quality inspection reports, the FRC comments that many audit firms have developed 

additional quality controls for the extended audit reports (e.g., FRC 2015c; FRC 2015d; 

FRC 2015e; FRC 2015f).  

Prior experimental and archival research also suggests that greater auditor 

accountability and liability can increase audit quality. Experimental studies find that 

auditors address increased accountability and liability by reducing audit risk through 

expanding auditing procedures (Pratt and Stice 1994; Simunic and Stein 1996). For 
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example, auditors could increase the extent and breadth of testing (Asare et al. 2000) by 

examining more evidence items and spending more time per item (Turner 2001). 

Consequently, they are more likely to arrive at conservative materiality judgments 

(DeZoort, Harrison, and Taylor 2006). Consistent with these experimental studies, 

archival research shows links between litigation risk and audit quality measures. Carcello 

and Li (2013) find that increased accountability due to the audit partner signature 

requirement in the UK results in higher audit quality. In the U.S. setting, Krishnan and 

Krishnan (1996) document a positive association between litigation risk and auditors’ 

propensity to issue a modified audit opinion, and Heninger (2001) documents that greater 

litigation risk is associated with lower abnormal accruals. Kim, Chung and Firth (2003) 

find that Big 6 auditors exercise greater professional skepticism for client’s income-

increasing accounting choices, due to its association with greater litigation risk, than for 

income-decreasing accounting choices. As a result, Big 6 auditors are more effective than 

non-Big 6 auditors in monitoring income-increasing, but not income-decreasing earnings 

management. 

Recent behavioral research in auditing showing that mental processing by auditors 

(driven by their “mindsets”) can affect audit outcomes, suggests an additional channel 

through which the enhanced disclosures can improve audit quality. Mindset is defined as 

a general “cognitive orientation”, or state of the mind, that guides individuals to collect, 

interpret and respond to information in a certain way (Gollwitzer 1990). I argue that the 

ISA 700 regulation can prompt a more deliberative auditor mindset, resulting in higher 

audit quality. Specifically, a deliberative mindset encourages greater receptivity to 
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incoming information and more accurate evaluation of evidence (e.g., Heckhausen and 

Gollwitzer 1987; Gollwitzer 1990; Gollwitzer and Bayer 1999), thus  improving auditor 

judgment, facilitating professional skepticism and as a result, enhancing audit quality 

(Backof et al. 2011; Rasso 2013; Griffith et al. 2015).19 

I posit that a major change in audit regulation which requires judgments through 

critical thinking can serve as a prompt to shift the auditors towards a more deliberative 

mindset. Experimental studies show that under certain conditions, auditors can be 

“prompted” to adopt the deliberative mindset if they are asked, for example, to evaluate 

the pros and cons of decision options. Griffith et al. (2015) prime the deliberative mindset 

by asking participating auditors to consider the pros and cons of going on an international 

rotation. Similarly, Backof et al. (2011) manipulate mindset by instructing auditors to list 

the pros and cons of different accounting method alternatives.20 I argue that the FRC’s 

revision to ISA 700 (UK and Ireland), especially the disclosure requirement on risk areas, 

can influence auditors in a manner similar to the deliberative mindset prompt used in 

experimental settings. The revised ISA 700 requires auditors to disclose risks that had the 

“greatest effect on: the overall audit strategy; the allocation of resources in the audit; and 

directing the efforts of the engagement team” (FRC 2013a). However, it leaves to the 

auditors to decide which, if any, significant and other risks to disclose.  Judging whether 

                                                            
19 By contrast, an implemental auditor mindset drives the auditor to achieve a given target as 
efficiently as possible, often without much critical analyses involved (Griffith et al. 2015).  
Auditors with an implemental mindset are more likely to accept aggressive accounting methods 
and exhibit less professional skepticism (Rinsum, Maas, and Stolker 2014). 
20 In a psychology experiment, Gollwitzer, Heckhausen and Steller (1990) prompt the deliberative 
mindset condition by instructing participants to compare the pros and cons of taking action 
regarding an unresolved personal problem.   
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a risk should be disclosed in the audit report requires the auditors to evaluate the pros and 

cons of the disclosure decision – an essential condition of any deliberative mindset 

manipulation (e.g., Gollwitzer and Bayer 1999; Griffith et al. 2015). Therefore, I expect 

the enhanced disclosure requirements to prompt a deliberative mindset in the affected 

auditors, which in turn, translates into higher audit quality. 

Based on the discussions above, I present my hypotheses: 

H1: Audit quality improves after the new regulation regime for Premium firms. 

 

Although the discussion above suggests that auditors expect the enhanced requirements 

to lead to greater auditor accountability or liability, countervailing factors may prevent 

such an increase. First, the enhanced disclosures may serve as a “warning of the difficulty 

and subjectivity” associated with the audit, thereby lowering perceived auditor’s 

assurance and liability for misstatements (Kachelmeier, Schmidt, and Valentine 2015).21 

Second, auditors’ disclosure of matters specific to the audit process may suggest that they 

have been reasonably diligent in their audits, thus limiting the extent of auditor liability 

(Backof et al. 2016; Kachelmeier et al. 2015).22 Third, audit report users facing the 

                                                            
21 Several studies have documented the disclaimer effect of disclosures on auditor liability 
(Kachelmeier et al. 2015; Brasel, Domey, Grenier, and Reffett 2016; Brown, Majors, and Peecher 
2014). Christensen, Glover and Wolfe (2014) find, in a recent experimental study, decreased 
users’ willingness to invest in a company with disclosures on critical audit matters in its audit 
report relative to a company that does not have additional disclosures in its audit report.  Their 
result is consistent with users perceiving financial statements of companies with audit reports 
containing disclosures on risk areas to be less reliable. 
22 Backof et al. (2016) find that when investors receive engagement-specific information from 
auditors, they are more likely to agree that auditors have met their fiduciary responsibilities, 
thereby reducing the perceived legal liability of the auditors. Using culpable control theory, 
Kachelmeier et al. (2015) argue that auditors can lower their liability for subsequently discovered 
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principles-based accounting standards in the UK (unlike rule-based standards, for 

example in the US), may view disclosures on risk areas as being consistent with the 

increased subjectivity arising from principles-based standards, and therefore may not 

increase their assessment of the level of assurance provided by the audit reports (Gimber, 

Hansen, and Ozlanski 2016).23 If enhanced disclosures do not increase perceived auditor 

assurance or liability, there is no reason to believe that auditors would adjust their efforts 

or expand audit process (thus improving audit quality) simply due to the additional 

disclosure requirements. 

 

3.3. Enhanced Disclosures and Audit Quality Spillovers 

I turn now to the main focus of this study. I investigate how audit quality for AIM 

firms could have changed as the auditors of Premium firms started issuing the new audit 

reports. Because AIM firms are not subject to the new audit reports, and enhancing their 

audit quality is not the focus of the regulation, I label the potential change in audit quality 

of AIM firms as a “spillover effect” of the new regulation. Prior auditing studies on 

spillover effects have mainly examined the knowledge spillover effects between audit 

                                                                                                                                                                                 
misstatements if they carefully describe audit risks and procedures suggesting that they have been 
reasonably diligent in their audit. They find that, under an experimental setting, users’ perceived 
assurance, auditor responsibility and liability are lower when auditors disclose misstatement areas 
as critical audit matters relative to when auditors identify critical audit matters unrelated to the 
areas of misstatements. If enhanced disclosures do not increase perceived auditor assurance or 
liability, there is no reason to believe that auditors would adjust their efforts or expand audit 
process (thus improving audit quality) simply due to the additional disclosure requirements. 
23 Gimbar et al. (2016) find that research participants are more likely to make negative 
assessments about auditor negligence under rules-based accounting standards than under 
principles-based accounting standards when auditors disclose risk areas and material 
misstatements are subsequently detected in these areas. 
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and non-audit services. They provide mixed evidence on whether auditors may use client-

specific insights from performing one type of service to make better judgments related to 

the other service (Simunic 1984; Kinney, Palmrose, and Scholz 2004; Antle, Gordon, 

Narayanamoorthy, and Zhou 2006; Wu 2006). A more recent study by Francis and 

Michas (2013) examines whether low-quality audits are “contagious” within an audit 

office. They document that low quality audits reveal negative information about the 

quality of other concurrent audits in the same audit offices. While most prior studies 

focus on the effect of knowledge spillovers on audit outcomes within a given regulatory 

framework, this study examines how changes due to a regulatory shock can spill over to 

client firms not covered by the regulation. 

  I examine the potential audit quality spillover effects from Premium clients to 

AIM clients through shared auditors, brought about by the changes in auditor behavior 

associated with the regulation. Drawing on prior research that shows that auditor styles 

impact audit outcomes for their client portfolios (Francis et al. 2014; Kothari et al. 2010), 

I argue that auditors are likely to make changes in their audit styles in response to the 

new regulation, resulting in spillover effects from their premium clients to their AIM 

clients. Further, the shift towards a more deliberative auditor mindset discussed above 

can have impacts on the affected auditors’ treatment of their AIM clients.  Finally, I 

argue that the spillover effects arising from the change in audit styles and mindsets will 

occur at the audit office level. 
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Francis et al. (2014) find evidence consistent with the existence of distinct audit 

styles among the U.S. Big 4 auditors.24 An auditor’s audit style is defined as the set of 

audit procedures and in-house standardized working rules that it uses to interpret and 

enforce accounting and auditing standards (Francis et al. 2014). The enhanced audit 

report regulation is a significant change in audit standards. If the new regulation elicits 

modifications to audit testing (as discussed above) for the premium firms, for example 

through changes in the extent and breadth of such testing, collection of more evidence, or 

change in materiality judgments, these changes will be embedded in adjusted audit 

rules.25 Auditors can improve audit styles by investing more resources into the audit 

process and/or by providing additional professional training. Immediately following the 

regulation, audit firms committed significant resources and provided additional training 

to professionals to improve their audit procedures related to risk areas (e.g., FRC 2015c; 

FRC 2015d; FRC 2015e). For instance, PwC enhanced its audit software with more 

effective data-auditing techniques and provided relevant trainings to better identify risky 

items; Deloitte introduced new data analytical software and audit system to improve 

identification of risky accounts and strengthen the link between the identified risks and 

appropriate testing procedures (FRC 2015h). To the extent that these changes in audit 

                                                            
24 Companies audited by the same auditor have more comparable accruals and earnings than 
companies audited by different auditors. 
25 Francis et al. (2014) and Kothari et al. (2010) point out that the implementation of work rules is 
desirable in principles-based settings (such as the UK) as well as rules-based settings (such as the 
US), because the only cost-effective way for auditors and accountants to “work with principles on 
a day to day basis” is through formulation of working rules (Kothari et al. 2010). 
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styles improve the effectiveness of risk identifications and related procedures, auditors 

should be able to provide better quality audits. 

In addition to improvements in audit style, audit quality spillovers can also occur 

through changes in auditor mindset. The elevation towards a more deliberative mindset 

triggered by the regulation can have extended effects on the AIM clients of auditors that 

also have Premium clients. These affected auditors likely maintain a similar deliberative 

state of the mind during engagements with their AIM clients as mindset conditions persist 

over time and beyond the original tasks (e.g., Gollwitzer 1990). For example, the 

deliberative mindset manipulation used in Griffith et al. (2015) which requires auditors to 

list three pros and three cons of doing an international rotation, is unrelated to the 

subsequent task of evaluating a manager’s step-one goodwill impairment test.26 Yet the 

elevated deliberative mindset has persistent impact on the subsequent tasks: participants 

under the deliberative condition were able to better identify unreasonable estimates used 

by the manager in conducting step one of the goodwill impairment tests. Similarly, the 

deliberative mindset prompted by disclosures on audit reports of the Premium firms can 

affect concurrent and subsequent engagements with the AIM clients, causing the audit 

quality benefits to spill over from Premium clients to AIM clients through shared 

auditors.  

                                                            
26 Step one of the goodwill impairment test determines whether there is impairment, and step two 
determines the amount of impairment. In step one, the manager compares the fair value of a 
business unit to its book value. If fair value is greater than book value, then there is no 
impairment. If the business unit’s book value exceeds its fair value, then the firm must use step 
two to determine the amount of the impairment charge. 
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The essence of the arguments above is that spillovers, if any, occur due to 

common auditor behavior across clients, either through applying uniform work rules 

and/or due to a change in mindset. Thus, the hypothesis and tests center on comparisons 

of AIM clients of shared audit offices and non-shared audit offices. I focus on these 

comparisons at the audit office level, rather than at auditors’ national level. I do this for 

several reasons. First, while each accounting firm has its unique audit styles, many large 

firms are decentralized with decision-making units at the city- office level, where the 

audit contract is prepared (Reynolds and Francis 2001). Prior studies show that there is 

significant variation in audit quality across offices (e.g. Craswell, Stokes, and Laughton 

2002; Chung and Kallapur 2003; Francis and Yu 2009; Reichelt and Wang 2010; Choi, 

Kim, Kim, and Zang 2010; Fung, Gul, and Krishnan 2012; Goodwin and Wu 2014). 

Consistent with the argument that the local auditor office should be used as the primary 

unit of analysis (Wallman 1996; Francis and Michas 2013), Kawada (2014) documents 

greater comparability for clients of the same local auditor office relative to clients of 

different local auditor offices. He argues that this is because individual practice offices 

have their unique audit styles and considerable autonomy in interpreting audit 

methodology developed at the audit firm level. I expect therefore that changes to audit 

approaches in response to the new disclosure requirements are more likely to occur at the 

local office level rather than the audit firm as a whole.27 Therefore, I argue that while 

AIM firms were not subject to any additional disclosure requirements related to audit 

                                                            
27 Knechel, Sharma, and Sharma (2012), using data from New Zealand, find that the spillover 
effect between non-audit and audit services is limited to the city office providing both services. 
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reports, the regulatory change can have positive spillover effects on their audit quality 

through changes to audit styles of local audit offices that they share with Premium firms. 

 Based on discussions above, I present my second hypothesis: 

H2: Audit quality improves after the new regulation regime for AIM client firms that 
share local audit offices with one or more Premium clients. 

 

3.4. Audit Complexity and Audit Quality Spillovers 

Next, I examine how audit quality spillovers vary with audit complexity. I expect 

AIM client firms with greater audit complexity to have more audit quality spillovers due 

to two reasons. First, the changes to work rules likely concentrate on some of the more 

judgmental or complex audit areas, such as complex financial reporting estimates and 

significant management judgments (PwC 2014). Because the mandated disclosure brings 

auditors’ and audit report users’ attention to these complex accounts, auditors have 

greater incentive to prioritize increasing audit quality in these areas over others. The FRC 

notes in its 2014/2015 Audit Quality Inspection report, for instance, that many audit firms 

invested in audit systems designed to increase the effectiveness of risky account audits 

(FRC 2015c-h). Therefore, audit quality spillovers should be more likely to occur through 

the audit of complex accounts, and I expect audit quality spillovers for AIM client firms 

to be more prevalent in clients with greater audit complexity. 

Second, the shift towards a more deliberative mindset is more beneficial for audit 

tasks that require complex judgments. Prior research identifies the deliberative mindset as 

the key to improving audit quality in complex estimates (Griffith et al. 2015). Auditors 

have been criticized for failing to provide high-quality audits in these areas (PCAOB 
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2008; Bratten, Gaynor, McDaniel, and Sierra 2013) because they often fail to recognize 

and incorporate relevant, but sometimes not directly available, information into their 

analyses. Since a deliberative mindset enables auditors to process information in a more 

receptive manner, I expect auditors in a deliberative mindset to be able to use a broader 

set of relevant information to evaluate the management estimates, thereby enhance audit 

quality. Consequently, a shift towards a more deliberative mindset should have greater 

impact on firms with higher audit complexity. 

Overall, both changes in working rules and auditor mindset suggest that the audit 

quality spillovers will increase with audit complexity. I formally state my third 

hypothesis below: 

H3: The increase in audit quality for AIM client firms that share local audit offices with 
one or more Premium clients is positively associated with the audit complexity of the AIM 
clients. 
 

3.5. Big N vs Non-Big N Auditors 

 Next, I discuss whether audit quality spillovers differ between clients of Big N 

and non-Big N auditors. Francis et al. (2014) point out that larger auditors have more 

decentralized operations and dispersed staff, and thus greater incentive to standardize 

their work rules. In addition, larger auditors are more able to implement their work rules 

consistently across the clientele since they have more resources to provide related 

professional training. In contrast, smaller auditors have less incentive and are less able to 

implement uniform work rules. Consistent with this, Francis et al. (2014) document 

greater financial reporting consistency and comparability across Big N clients than across 

non-Big N clients. If this difference in the use of standardized work rules also obtains in 
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the UK audit setting, I would expect the audit quality spillover effects to be greater for 

AIM clients of the Big N auditors than the non-Big N auditors. 

However, the differences between Big N and non-Big N auditors’ use of uniform 

work styles may not be generalizable to the U.K. setting. Relative to the U.S. firms that 

follow the rule-based U.S. GAAP, audit styles are more likely to prevail among firms in 

countries with principles-based accounting standards, such as the United Kingdom. 

Kothari et al. (2010) argue that developing an audit style is especially important for 

auditors in these countries because it is inefficient and almost impossible for individual 

auditors to work on a daily basis with principles that must be interpreted. Instead, 

auditors are more likely to formulate audit styles with standardized working rules based 

on the principles (Kothari et al. 2010; Francis et al. 2014). Consequently, auditors in the 

U.K., regardless of size, have greater incentive to implement standardized work rules. 

However, the relative strength of audit quality spillovers between Big N and non-Big N 

auditors is unclear ex-ante. Therefore, my hypothesis on Big N vs non-Big N spillover 

effects is non-directional: 

H4: The increase in audit quality for AIM client firms that share local audit offices with 
one or more Premium clients is different between AIM clients of the Big N auditors than 
AIM clients of the non-Big N auditors.  
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CHAPTER 4 

RESEARCH DESIGN, SAMPLE SELECTION, AND RESULTS 

 

4.1. Discretionary Accruals as a Measure of Audit Quality 

4.1.1. Research Design 

 I estimate the following model to test H1, the impact of the enhanced audit report 

requirements on the accruals quality of Premium firms: 

|DA| = α0 + α1 POSTREG+ α2 SIZE + α3 ROA + α4 LEV + α5 LOSS 

 + α6 MB + α7 LCACCR + α8 CFO + α9 VOLATILITY + α10 LITIG 

   + α11 BIG6 + Industry-fixed effects + ν                                                  (1) 

 The dependent variable in equation (1) is the absolute value of Discretionary 

Accruals (DA), the performance-adjusted discretionary accruals following Kothari et al 

(2005).28 It measures the magnitude of discretionary accruals and is negatively associated 

with audit quality. POSTREG is the variable of interest here. It is coded one for firm-year 

                                                            
28 Following Kothari, Leone, and Wasley (2005), I calculate discretionary accruals as the residual 
from estimating the following regression for each two-digit SIC industry and fiscal year 
combination: 

 TAit = β0 + β1(1/ASSETSit-1) + β2(ΔSales – ΔAR)it + β3PPEit + εit   

where TA is total accruals, defined as net income before extraordinary items minus cash flow 
from operations, scaled by lagged total assets. ΔSales is the change in sales scaled by lagged total 
assets. ΔAR is the change in accounts receivable scaled by lagged total assets. PPE is net 
property, plant and equipment scaled by lagged total assets. I require at least 10 firm-year 
observations for each two-digit SIC industry in a year. I exclude observations for which the 
absolute value of the ratio between total accruals and total assets is greater than one. All 
continuous variables are winsorized at the 1 and 99 percent levels. Lastly, discretionary accruals 
is adjusted by the discretionary accruals of a firm within the same two-digit industry code that has 
the closest return on assets in the same year (Kothari et al. 2005). 
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observations that follow the enhanced audit report requirements and zero otherwise.29 H1 

predicts that Premium firms will have higher audit quality under the new audit report 

regime, which translates to a significant and negative coefficient for POSTREG. 

Appendix A provides variable definitions. 

 The variables corresponding to the coefficients α2 to α10 are client firm specific 

controls, based on prior work (e.g., Reynolds and Francis 2001; Frankel, Johnson, and 

Nelson 2002; Ashbaugh, LaFond, and Mayhew 2003; Hribar and Nichols 2007; Reichelt 

and Wang 2010; Carcello and Li 2013). SIZE is the natural log of total assets. Becker, 

DeFond, Jiambalvo, and Subramanyam (1998) find that larger clients are associated with 

higher audit quality. Therefore, I expect the coefficient on SIZE to be negative. ROA is 

earnings before extraordinary items scaled by lagged total assets. LOSS equals one if the 

firm reports a loss in the prior year, and zero otherwise.  LEV is the firm’s leverage ratio. 

I expect firms with lower profitability (ROA), losses (LOSS), and higher leverage (LEV) 

to manage their earnings (Reichelt and Wang 2010). MB is the market-to-book ratio. It 

captures a firm’s growth opportunity. Since firms with more growth opportunities have 

higher absolute discretionary accruals, MB is expected to be positive (Reichelt and Wang 

2010). LCACCR is prior year’s total current accruals scaled by lagged total assets. It 

controls for the reversal of accruals over time. CFO is the firm’s cash flow from 

operations. I expect CFO to be negatively associated with |DA| since Dechow et al. 

(1995) document a negative link between operating cash flows and discretionary 
                                                            
29 Alternatively, I exclude early and late Premium firm adopters and use a cutoff of October 2013 
to define POSTREG, such that POSTREG equals 1 for observations with year-end in or after 
October 2013 and 0 otherwise. My regression results are robust to the exclusion of early and late 
adopters and this alternative definition of POSTREG. 
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accruals. Following Hribar and Nichols (2007), I control for VOLATILITY, the standard 

deviation of the ratio of sales to lagged total assets for the past five years. I expect 

VOLATILITY to be positively associated with |DA| because firms with more volatile 

sales have greater incentives to manage earnings to meet market expectations. LITIG 

equals one if the firm’s industry has high litigation risk, and zero otherwise. Firms in 

risky industries have greater incentives to manage earnings to avoid litigation. Therefore, 

LITIG is expected to be positively associated with |DA|. Lastly, I control for BIG6. It 

equals one if the firm is audited by one of the Big 4 accounting firms, Grant Thornton or 

BDO Seidman, and zero otherwise.30 I include industry fixed effects and cluster standard 

errors by firm in equation (1). 

 Hypothesis H2 examines whether the new regulation has any audit quality 

spillover effects from Premium firms to AIM firms that share audit offices with Premium 

firms. I partition AIM firms into two groups: a spillover group comprising AIM client 

firms that share audit offices with one or more Premium client firms (AIM_SHOFF), and 

a non-shared-office group comprising AIM client firms whose audit offices have no 

Premium clients (AIM_NOSHOFF).  I estimate the following model to test H2: 

|DA| = β0 + β1 AIM_SHOFF + β2 PREMIUM + β3 POSTREG  

+ β4 POSTREG*AIM_SHOFF + β5 POSTREG*PREMIUM + β6 SIZE  

+ β7 ROA + β8 LEV + β9 LOSS + β10 MB + β11 LCACCR  

                                                            
30 The UK audit literature generally controls for Big 6 instead of Big 4 accounting firms (e.g. 
Beattie, Goodacre, Pratt and Stevenson 2001; Carcello and Li 2013). In sensitivity tests, I replace 
BIG6 with BIG4 in all the models, where BIG4 equals one if the sample firm is a client of Big 4 
auditor (Deloitte, EY, KPMG, or PwC) and 0 otherwise. Regression results remain qualitatively 
similar.  
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+ β12 CFO + β13 VOLATILITY + β14 LITIG + β15 BIG6  

  + Industry-fixed effects + ε                                                         (2) 

where AIM_SHOFF equals one if the audit office of the AIM client firms has at least one 

Premium client, and zero otherwise. The base group in equation (2) is the non-shared-

office group AIM_NOSHOFF.  

The test variable is the interaction between POSTREG and AIM_SHOFF, which 

captures the incremental change in audit quality from the pre- to post-regulatory change 

periods for the spillover group AIM_SHOFF, relative to the non-shared-office group 

AIM_NOSHOFF. I expect the coefficient on POSTREG*AIM_SHOFF to be negative as 

the enhanced reporting requirements can have positive spillover effects on AIM firms 

through improvements made within shared audit offices. To assess the relative magnitude 

of the spillover effects, I include the main and interaction effects for Premium firms 

(PREMIUM, POSTREG*PREMIUM) in Model (2). The difference between 

POSTREG*PREMIUM and POSTREG*AIM_SHOFF measures the differential increase 

in audit quality between the Premium firms (direct audit quality benefit of the regulation) 

and the AIM_SHOFF firms (audit quality spillover benefit due to the regulation). Other 

variables were defined previously. I include industry fixed effects and adjust for firm 

clustering in equation (2) as well. 

 Hypothesis H3 examines whether the audit quality spillovers would be affected 

by audit complexity. I partition the sample into quartiles based on audit complexity.31 I 

                                                            
31 Alternatively, I divide the sample using above and below median audit complexity partition. 
Similar to the quartile partition, there is evidence of audit quality spillovers for each of the 
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then compare the strength of audit quality spillovers between the fourth quartile (most 

complex) and the first quartile (least complex). Because H3 predicts a positive link 

between audit complexity and audit quality spillovers, I expect the coefficient on 

POSTREG*AIM_SHOFF, which captures audit quality spillovers for the AIM_SHOFF 

group, to be larger for the fourth quartile than for the first quartile. I use three measures 

of audit complexity in my analyses: (1) the sum of inventory and receivables, scaled by 

total assets (Frankel et al. 2002); (2) intangibles scaled by total assets; and (3) goodwill 

scaled by total assets. These audit complexity measures are constructed based on risk 

areas that are most likely to be identified as key audit risks in the enhanced audit reports. 

Between July and September 2014, the FRC analyzed 153 audit reports that followed the 

enhanced disclosure requirements. It documents that impairment of assets, tax 

accounting, and goodwill impairment are the top three highest reported risks. Asset 

impairment and goodwill impairment account for 23% of the total risks reported (FRC 

2015a). 

 Hypothesis H4 investigates whether the audit quality spillovers would be greater 

for clients of Big 6 auditors than for the clients of non-Big 6 auditors. I partition the 

sample into clients of the Big 6 non-Big 6 auditors. If audit quality spillovers are stronger 

for Big 6 AIM clients than for non-Big 6 AIM clients because Big 6 auditors have more 

incentives and are more able to implement uniform work rules, then the coefficient on 

POSTREG*AIM_SHOFF would be greater for the Big 6 client sub-sample than for the 

non-Big 6 sub-sample. 
                                                                                                                                                                                 
groups. However, the audit quality spillovers are not significantly different between the firms 
with below median audit complexity and those with above median audit complexity. 
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4.1.2. Sample Selection 

 The sample selection process is shown in Table 1. Using data from Worldscope 

Datastream, I identified 1,333 commercial equity companies with active Premium and 

AIM listings on the London Stock Exchange (LSE), generating an initial sample of 5,259 

firm-year observations with available financial data during 2011 to 2014. 32  Next, I 

excluded 2,466 observations with missing values of control variables or without required 

information to estimate discretionary accruals. I also deleted 114 observations of 

financial companies. I hand-collected the audit office information and compliance status 

to the new regulation from the 2013 and 2014 audit reports of the sample firms.33  

Company reports were downloaded from S&P Capital IQ, Mergent Online and company 

websites, which led to the further exclusion of 11 observations with missing annual 

reports. Based on the hand collected audit reports, I removed 17 observations for AIM 

firms that voluntarily adopted the new audit reports. Next, I excluded 98 observations for 

which audit office information, required for the spillover effects analyses, was missing. 

Lastly, I constructed a balanced sample by requiring each sample firm to have at least one 

observation in both the pre- and post- periods.34 The balanced panel approach uses each 

sample firm in the pre period as its own control, reducing time-invariant noise introduced 

by firm heterogeneity (Doyle and Magilke 2013). This led to a further reduction of 216 
                                                            
32 I excluded security listings associated with investment funds in my analyses. 
33 I assume that client firms are audited by the same local audit offices for fiscal years 2011- 2014 
if they have not switched auditors during the sample period. I identify firms that have switched 
auditors using Capital IQ auditor identity data and hand collected their 2011-2012 audit reports 
accordingly. 
34 I also construct a more restricted sample for each of the analysis, requiring each sample firm to 
have all four years of observations (2011-2014). The results of the analyses are unchanged using 
the restricted samples. 
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observations. The final sample for discretionary accruals analysis comprises 2,337 firm-

year observations from 630 unique firms.35  

Table 1 Panel B presents the city-level office distribution for each audit firm. 

PwC has the most offices in the sample, followed by KPMG. Big 6 offices account for 

approximately 68% of the total 135 sample offices. I also compare the number of Big 6 

offices in the sample to the actual number of audit offices for each audit firm.36 Some 

audit firms have multiple locations in London. I designate them as part of a single 

London office since my analyses are at the city audit offices level. With the exception of 

Deloitte, the sample includes more than half of the audit offices of the Big 6 auditors. 11 

out of 24 Deloitte offices are included in the sample.37 This alleviates the concern (at a 

minimum for the larger auditors and their clients) that my sample is non-representative of 

the population.   

In Figure 1, I plot |DA|, mean absolute discretionary accruals for the Premium, 

AIM_SHOFF, and AIM_NOSHOFF firms from 2011 to 2014. For the Premium firms, 

|DA| starts to decline from 2012 to 2013 and stays at a relatively low level in 2014. |DA| 

                                                            
35 A firm can have unequal number of observations in the pre- and post-periods in a balanced 
panel. For example, a firm with one observation in the pre- and two observations in the post-
period satisfies the balanced-panel requirement. Therefore, a balanced-panel sample does not 
necessarily have even number of observations. 
36 Information for audit office locations is collected from each audit firm’s website. 
PwC: http://www.pwc.co.uk/who-we-are/office-locations.html 
KPMG: https://home.kpmg.com/uk/en/home/about/offices.html 
Grant Thornton: http://www.grantthornton.co.uk/en/office-locations/ 
EY: http://www.ey.com/UK/en/ourlocations 
Deloitte: http://www2.deloitte.com/uk/en/footerlinks/office-locator.html 
BDO: http://www.bdo.co.uk/contacts-and-locations 
37 Relative to the other Big N offices, Deloitte offices are more likely to have clients from the 
Financial industry, which I exclude from my final sample. Therefore the number of offices 
excluded from the sample are greater for Deloitte compared with the other Big N firms. 
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of the AIM_SHOFF firms also experience a sharp decline in 2013, and continues to drop 

in 2014. Relative to the Premium and AIM_SHOFF firms, |DA| of the control group 

AIM_NOSHOFF increases from 2012 to 2013, and continues to increase in 2014. 

Overall, Figure 1 suggests that |DA| decreased from the pre- to post- period for both the 

Premium and AIM_SHOFF firms, but not for the AIM_NOSHOFF firms, providing 

evidence for the regulation’s audit quality benefit and audit quality spillovers. 

  Table 2 Panel A presents descriptive statistics for the three firm groups. It reports 

that the AIM_SHOFF firms have the highest level of absolute discretionary accruals, 

followed by AIM_NOSHOFF firms. Panel B (C, D) presents descriptive statistics 

separately for Premium (AIM_SHOFF, AIM_NOSHOFF) observations following the 

new audit reports and those that do not. Panel B reveals that Premium firm-year 

observations following the new report requirements have lower absolute discretionary 

accruals than firm-year observations with the old audit reports, providing preliminary 

evidence that the audit quality of the Premium firms increased after the new regulation. 

Panel C shows that all the variable means, except growth opportunity (MB), are similar in 

the pre-new regulation (PREREG) and the post-new regulation (POSTREG) periods. 

Panel D shows that AIM_NOSHOFF observations following the new audit reports have 

greater absolute discretionary accruals and size than those with the old audit reports.  

 

4.1.3. Results 

4.1.3.1. Change in Audit Quality for the Premium Firms 
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 Table 3 presents estimated results for equation (1), which examines the effect of 

the enhanced auditor report on Premium firms’ audit quality, measured by absolute 

discretionary accruals. It reveals that POSTREG is negatively associated with |DA| 

(coefficient= -0.030, t-statistic = -4.411), suggesting that the magnitude of discretionary 

accruals decreased significantly after Premium firms complied with the new audit report 

requirements. The magnitude of discretionary accruals is, on average, 0.030 lower in the 

POSTREG period relative to the PRE period. This accounts for 26.3% of 0.114, the mean 

of the absolute discretionary accruals for the Premium firms in the pre-new regulation 

period (untabulated) and therefore, is economically significant.  

The pattern of coefficients for control variables is generally consistent with 

expectations. LOSS and VOLATILITY are positive and significant as firms with losses 

and more volatile operations on average have greater discretionary accruals. I also find 

that SIZE is associated with lower absolute discretionary accruals, suggesting that larger 

firms have better accruals quality. Results from Table 3 suggest that audit quality 

improves for the Premium firms after the implementation of the enhanced audit reports.38 

This finding is consistent with Reid et al. (2015b). Using data from one-year before and 

one-year after the regulation, Reid et al. (2015b) find lower absolute abnormal accruals 

for the Premium firms during the first year of implementation. However, Gutierrez et al. 

(2016) do not find evidence that the new regulation had an impact on the audit quality of 

                                                            
38 To examine signed accruals, I estimate Equation (1) using DA as the dependent variable. The 
untabulated results show that Premium firms have lower signed accruals in the post-regulation 
period compared to the pre-period (coefficient = -0.011, t-statistic=-1.761). Collectively, the 
evidence suggests that Premium firms have better audit quality measured by unsigned and signed 
discretionary accruals when the enhanced audit reports are implemented.  
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the Premium firms. While Gutierrez et al. (2016) also measure audit quality with absolute 

discretionary accruals, my model includes additional controls that have been shown to 

affect discretionary accruals: LOSS, MB, LCACCR, CFO, VOLATILITY and LITIG 

(e.g., Reichelt and Wang 2010; Dechow et al. 1995; Hribar and Nichols 2007).   

 

4.1.3.2 Audit Quality Spillovers  

 Table 4 Panel A presents results from estimating model (2), examining the audit 

quality spillover effects from Premium clients to AIM clients. The variable of primary 

interest is the interaction between POSTREG and AIM_SHOFF. There is a significant 

negative association (coefficient=-0.012, t-statistic = -3.325) between 

POSTREG*AIM_SHOFF and the dependent variable |DA|. This suggests that, following 

the new regulation, the audit quality of AIM clients of auditors that have both AIM and 

Premium clients (AIM_SHOFF) increased from the pre- to post-regulation period, 

relative to AIM clients of auditors that have only AIM clients (AIM_NOSHOFF). The 

coefficients on AIM_SHOFF and PREMIUM are insignificant, indicating that the 

AIM_SHOFF, PREMIUM and AIM_NOSHOFF firms have similar audit quality in the 

pre-regulation period. The coefficient on POSTREG is insignificant (coefficient= 0.004, 

t-statistic = 0.463), suggesting that audit quality does not change from the pre- to post- 

new regulation period for the AIM_NOSHOFF firms. Premium firms have lower 

absolute discretionary accruals in the post-period (coefficient = -0.031, t-statistic = -

3.202), consistent with results reported in Table 3.  
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 Table 4 Panel B summarizes the level of absolute discretionary accruals for each 

firm group and time period combination, relative to the AIM_NOSHOFF group in the 

pre-period. Audit quality of the base group AIM_NOSHOFF is similar between the pre- 

and post- periods as evidenced by the insignificant coefficient β3. The change in audit 

quality for the AIM_SHOFF group is measured by the sum of β3 and β4. It is significantly 

negative, suggesting that absolute discretionary accruals decreased, and therefore audit 

quality increased for the AIM_SHOFF firms after the new regulation. Similarly, the sum 

of β3 and β5 is negative and significant, indicating that the absolute discretionary accruals 

of the Premium firms decreased from the pre- to post- period. The decrease of 0.008 

(0.027) in absolute discretionary accruals for the AIM_SHOFF (PREMIUM) firms 

accounts for 3.2% (23%) of the mean of the absolute discretionary accruals for the 

AIM_SHOFF (PREMIUM) firms in the pre-period.39    

 

4.1.3.3. Audit Complexity and Audit Quality Spillovers 

 Table 5 presents results of the audit complexity analyses. Audit complexity is 

measured by the sum of inventory and receivables scaled by total assets in columns (1) 

and (2), intangibles scaled by total assets in columns (3) and (4), and goodwill scaled by 

total assets in columns (5) and (6). POSTREG*PREMIUM is negative and significant 

across all six columns, suggesting that Premium firms have lower |DA| and thereby 

higher audit quality after the regulation, regardless of their audit complexity. The 

coefficients on POSTREG*AIM_SHOFF are 0.072 in column (1), 0.401 in column (3), 
                                                            
39 The mean (untabulated) of the absolute discretionary accruals for the AIM_SHOFF 
(PREMIUM) firms in the pre-period is 0.250 (0.114). 
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and 0.406 in column (5), all statistically insignificant, suggesting that there are no audit 

quality spillovers for clients with the lowest audit complexity quartile. In contrast, the 

coefficients on POSTREG*AIM_SHOFF are negative and significant for the highest 

audit complexity quartile in columns (2), (4) and (6). Collectively, these findings indicate 

a positive link between audit complexity and audit quality spillovers.  

 

4.1.3.4. Big N Audit Offices vs Non-Big N Audit Offices 

 Table 6 presents the results for the Big 6 vs. non-Big 6 analyses. The variable of 

interest, POSTREG*AIM_SHOFF is negative and significant in columns (1) and (2), 

suggesting that audit quality increased from the pre to post regulation period, both for 

AIM_SHOFF firms with Big 6 auditors and those with non-Big 6 auditors. Moreover, the 

increase in audit quality is not statistically different between AIM_SHOFF firms with Big 

6 auditors and non-Big 6 auditors (F-statistic = 0.211). In columns (3) and (4), I 

investigate whether the strength of audit quality spillovers is different between clients of 

the Big 4 (i.e., excluding Grant Thornton and BDO from the Big 6) and non-Big 4 

auditors. Again, POSTREG*AIM_SHOFF is negative and significant in column (3) and 

column (4), and it is not significantly different between the two columns (F-statistic = 

0.132). Collectively, results from Table 6 suggest that there is no association between the 

strength of audit quality spillovers and Big N vs. non-Big N. 

  

4.1.4. Additional Analyses 

4.1.4.1. Small Earnings as a Measure of Audit Quality 
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 I use the likelihood of positive small earnings as an alternative proxy for audit 

quality (Francis and Yu 2009). I estimate the following logistic model to test whether 

there are any audit quality spillovers for the AIM_SHOFF firms in terms of decreased 

propensity to have small positive earnings: 

Prob (SMALL_EARN) = F (λ0 + λ1 AIM_SHOFF + λ2 PREMIUM  

+ λ3 POSTREG + λ4 POSTREG*AIM_SHOFF  

+ λ5 POSTREG*PREMIUM + λ6 SIZE + λ7 ROA + λ8 LEV  

+ λ9 MB + λ10 LCACCR + λ11 CFO + λ12 VOLATILITY  

+ λ13 LITIG + λ14 BIG6 + Industry-fixed effects + ψ)                               (3)                         

where F () is the cumulative distribution function of the logistic distribution. 

SMALL_EARN is an indicator variable that equals one if a firm’s income scaled by 

lagged total assets is in the interval (0.00, 0.02), and 0 otherwise. 

POSTREG*AIM_SHOFF captures the incremental change in the propensity to have a 

small positive earnings for the AIM_SHOFF firms relative to the AIM_NOSHOFF firms, 

and is expected to be negative. Hypothesis two predicts an increase in audit quality 

(decrease in the likelihood of having small positive earnings) for the AIM_SHOFF firms. 

Therefore POSTREG*AIM_SHOFF is expected to be negative.  

 Table 7 presents results from estimating equation (3). Earning is measured by net 

income (NI) in column (1) and income before extraordinary items (IB) in column (2). 

Consistent with H1, POSTREG*PREMIUM is significantly negative, suggesting 

managers of the PREMIUM firms are less likely to manage earnings to avoid a loss after 

the regulation. POSTREG*AIM_SHOFF, the interaction that captures the audit quality 
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spillovers, is significantly negative (coefficient = -0.015, t-statistic=-2.023; coefficient = -

0.697, t-statistic=-1.917) in both columns, indicating that managers of the AIM_SHOFF 

firms are less likely to manage earnings to above zero after the regulation, consistent with 

H2. 

 

4.1.4.2. Office Size 

 Office size is an important driver of audit quality (Francis and Yu 2009). Larger 

audit offices provide higher quality audits than smaller offices because larger offices have 

greater reputation concerns, have more resources and are less dependent economically on 

a single client (Choi, Kim, Kim, and Zang 2010). I expect the audit quality spillover 

effect to be stronger within larger audit offices compared to smaller audit offices as larger 

offices have more incentives and are more equipped to improve their audit quality 

following the regulation. 

 Following Francis and Yu (2009), I measure office size in two different ways: (1) 

the number of clients of the local audit office, and (2) the sum of total assets of all clients 

of the local audit office. I then partition the sample into clients of large audit offices 

(above 25th percentile) and clients of small audit offices (at or below 25th percentile)40 

and estimate model (2) for each sub-sample separately. 

 Table 8 presents results of the estimation. In columns (1) and (2), the sample is 

divided into the large office sub-sample, clients of offices with more than four total 

                                                            
40 I use the 25th percentile instead of the median to partition the sample due to restrictions in 
sample distribution for each of the firm groups. All offices with above-median total client assets 
have both PREMIUM and AIM clients. As a result, there would be no AIM_NOSHOFF 
observations for the large office sub-sample if the median is used to partition the sample. 
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clients and the small office sub-sample, clients of offices with four or less total clients. I 

find POSTREG*AIM_SHOFF to be negative and significant (coefficient = -0.010, t-

statistic = -2.353) only for the large office sub-sample (column 1), suggesting that there is 

significant audit quality spillovers only through the larger audit offices but not through 

the smaller audit offices. For the Premium firms, audit quality increases from the pre- to 

post- period, regardless of whether they are audited by large (coefficient = -0.029, t-

statistic=-2.544)  or small (coefficient = -0.015, t-statistic=-1.962) audit offices. For the 

control group AIM_NOSHOFF, audit quality remains similar between the pre- and post- 

periods as suggested by the coefficients on POSTREG in columns (1) and (2). 

 In Table 8 columns (3) and (4), total client assets is used to measure office size. 

Similar to results from the first two columns, I find increased audit quality for the 

POSTREG*AIM_SHOFF clients only if they are audited by larger audit offices 

(coefficient = -0.038, t-statistic = -1.768). Audit quality increases for Premium clients of 

both the larger and smaller audit offices. There is no change in audit quality for the 

AIM_NOSHOFF firms, regardless of their audit office sizes. 

 

4.1.4.3. London Audit Offices vs. Non-London Audit Offices 

 I examine the audit quality spillover effects separately for clients of audit offices 

located in London and offices located outside London. Prior research has identified the 

geographic location of audit offices as an importance driver of audit quality (e.g. Huang 

and Li 2009; Choi, Kim, Qiu and Zang 2012; DeFond, Francis, and Hallman 2015). In 

the US setting, audit offices located closer to SEC’s regional offices have greater 
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incentives to provide high-quality audits because they are more aware of SEC’s 

enforcement actions than distant offices (DeFond et al. 2015). Similarly, I expect UK 

audit offices located in the same city as the FRC (London) to have greater incentives to 

increase their audit quality, as they are more familiar with the FRC’s regulatory and 

enforcement actions. London office clients account for approximately 46% of the full 

sample, 55% of the PREMIUM observations, 49% of the AIM_SHOFF observations, and 

20% of the AIM_NOSHOFF observations.  

 Table 9 columns (1) and (2) present the results of estimating model (2) on the 

London office clients and non-London office clients respectively. The results indicate 

that absolute abnormal accruals decreased, and therefore audit quality increased, for the 

PREMIUM firms after the regulation, regardless of whether they were audited by an 

office within or outside London. Similarly, the table shows an increase in audit quality 

for the AIM_SHOFF firms in both the London office (coefficient = -0.022, t-statistic = -

3.048) and the non-London office (coefficient = -0.005, t-statistic = -2.155). sub-samples  

Further examination shows that the decrease in absolute abnormal accruals is greater for 

AIM_SHOFF firms audited by a London office compared to those audited by an office 

outside of London (F-statistic = 5.103). This suggests that the audit quality spillover 

effect is stronger for London audit offices than non-London audit offices.    

 

4.1.4.4. Audit Quality Time Trend 

 To control for potential temporal trend in audit quality, I re-run model (2) with the 

additional control variable TREND. TREND equals one for 2011 fiscal year-ends, two 
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for 2012 fiscal year-ends, three for 2013 fiscal year-ends, and four for 2014 fiscal year-

ends. In addition, I allow the audit quality trend effects to be different across the three 

client firm groups by including the interaction terms TREND*AIM_SHOFF and 

TREND*PREMIUM to the model.  

 Table 10 presents the results of the analysis. It reports insignificant coefficients on 

TREND, TREND*AIM_SHOFF and TREND*PREMIUM, which suggests that there is 

no monotonic trend in audit quality across the firm groups. The estimated coefficient on 

POSTREG*AIM_SHOFF is negative and significant, supporting H2. 

 

4.1.4.5. Spillover Effects over Time 

 I further examine how the audit quality spillover effects from Premium clients to 

AIM clients change over time. Due to the learning curve that auditors face in complying 

with new audit regulation, I expect a delay in audit quality spillovers following the new 

regulation. In addition, psychology literature has shown that prompts similar to a mindset 

intervention do not decline in effectiveness when they are used repeatedly over time 

(Aunola, Leskinen, and Nurmi 2006; Black and Deci 2000). Moreover, some repeated 

prompts may become more effective and result in increasing impacts (Emmons and 

McCullough 2003; Brooks 2014). Therefore, I expect the audit quality spillover effects to 

persist/intensify over time.   

  In Table 11, Column (1) I replace POSTREG with SPTIMEDA and re-estimate 

Equation (2). SPTIMEDA is a time-lapse measure that takes the value between 0 and 5. It 

takes the value of zero for PREMIUM observations and AIM observations before 
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October 2013, one for AIM observations with year-end within the first three months after 

the implementation of the enhanced audit reports (October 2013 – December 2013), two 

for AIM observations with year-end within the next three months (January 2014 – March 

2014), three for AIM observations with year-end in the following three months (April 

2014 – June 2014), four for AIM observations with year-end between July 2014 and 

September 2014, and five for AIM observations with year-end in the last three months of 

the sample period (October 2014 – December 2014). SPTIMEDA enters the model as a 

main effect as well as an interaction with the AIM_SHOFF indicator. The interaction 

term SPTIMEDA*AIM_SHOFF captures the audit quality spillovers, measured every 

three months, for the AIM_SHOFF firms in the post-regulation period, relative to the 

AIM_NOSHOFF firms. Its estimated coefficient is negative and significant (coefficient=-

0.005, t-statistic = -1.968), suggesting that for every three months in the post-period, the 

absolute discretionary accruals of AIM_SHOFF firms decreased by 0.005 more 

compared to the AIM_NOSHOFF firms. 

 While POSTREG*PREMIUM measures the average change in audit quality for 

the Premium firms relative to the control group, it does not provide any evidence on 

whether the increase in audit quality is gradual or immediate. To examine how Premium 

firms benefit from the enhanced audit reports over time, I replace the interaction term 

POSTREG*PREMIUM from Column (1) with SPTIMEDA*PREMIUM and re-estimate 

the model. Table 11, Column (2) presents the results. The variable of interest, 

SPTIMEDA*PREMIUM, is significantly negatively (coefficient = -0.007, t-statistic = -

2.600) associated with absolute discretionary accruals. This suggests that rather than 
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dropping to the lowest level right away, absolute discretionary accruals of the Premium 

firms decreased over time following the new regulation. 

In Table 11, Columns (3) and (4), I partition the post- period into three sub-

periods: POSTREG1DA, POSTREG2DA, and POSTREG3DA. They are indicator variables 

that correspond to the observations with year-ends during the five months of October 

2013 to February 2014, March 2014 to July 2014, and August 2014 to December 2014, 

respectively.41 In Column (3), the indicator variables enter my regression as main effects 

and interactions with the AIM_SHOFF indicator. In Column (4), the sub-period 

indicators are also interacted with PREMIUM. To the extent that the spillover effects 

occur over time, I should find lower coefficients on the interaction terms between the 

sub-period indicator variables POSTREG1DA, POSTREG2DA, and POSTREG3DA and 

AIM_SHOFF in the later periods compared to the earlier periods.  The coefficient on 

POSTREG1DA*AIM_SHOFF is statistically insignificant (coefficient = 0.152, t-statistic 

= -0.139), suggesting that there is no audit quality spillover effects in terms of lower 

unsigned discretionary accruals for the first five months after the new regulation. The 

coefficients on POSTREG2DA*AIM_SHOFF and POSTREG3DA*AIM_SHOFF are 

significantly negative (coefficient = -0.139, t-statistic = -3.570; coefficient = -0.128, t-

statistic = -3.331). However, the coefficients on POSTREG2DA*AIM_SHOFF and 

POSTREG3DA*AIM_SHOFF are not significantly different from each other. Column (4) 

offers qualitatively similar results for the sub-period spillover effects. In addition, audit 

                                                            
41 I also estimate the model with an alternative partitioning of the POSTREG period, where 
POSTREG1, POSTREG2 and POSTREG3 are indicator variables for the months October 2013 to 
December 2013, January 2014 to June 2014 and July 2014 to December 2014 respectively. 
Inferences are the same using this alternative partitioning. 
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quality of the Premium firms, measured by absolute discretionary accruals, is 

significantly higher in all of the POSTREG sub-periods compared to the pre-period. 

Collectively, the results are consistent with gradual and diminishing spillover benefits for 

the AIM_SHOFF firms, i.e., their audit quality in terms of lowered absolute discretionary 

accruals increases over time until a certain level and subsequently remain at the elevated 

level.  

 

4.1.4.6. Shared Partner as a Proxy for Shared Individual Auditors 

 The mindset argument predicts audit quality spillovers through shared 

(individual) auditors as they shift towards a more deliberative mindset after the 

regulation. The main analyses use shared audit offices to capture the effects of shared 

individual auditors as auditor identities are not publicly available. An alternative, and 

perhaps closer, proxy for shared individual auditors is shared audit partners. To examine 

whether there are audit quality spillovers from Premium firms to AIM firms that share 

audit partners. I define two variables AIM_SHPARTNER and AIM_NOSHPARTNER as 

AIM clients that share audit partners with one or more Premium clients, and AIM clients 

that do not share audit partners with Premium clients. 

I replace AIM_SHOFF with AIM_SHPARTNER in equation (2). 

AIM_SHPARTNER captures the pre-period audit quality of AIM firms that share 

partners with Premium firms, relative to AIM firms that do not share partners with 

Premium firms (AIM_NOSHPARTNER). The interaction term 
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POSTREG*AIM_SHPARTNER measures the change in audit quality, from pre- to post-

period, for the AIM_SHPARTNER firms relative to the AIM_NOSHPARTNER firms.   

 Table 12 column (1) presents results for the partner level analysis. The three 

groups, PREMIUM, AIM_SHPARTNER, and AIM_NOSHPARTNER have similar audit 

quality in the pre-period, suggested by the insignificant coefficients on PREMIUM and 

AIM_SHPARTNER. Consistent with previous analyses, POSTREG*PREMIUM is 

negative and significant (coefficient = -0.049, t-statistic=-2.849), implying that the 

Premium firms experience an improvement in audit quality after the regulation. The 

variable of interest, POSTREG*AIM_SHPARTNER, is negative and significant 

(coefficient = -0.064, t-statistic = -2.826), suggesting increased audit quality for AIM 

firms that share partners with the Premium firms in the post-period, relative to AIM firms 

that do not share partners with the Premium firms.  

 However, the audit quality improvement may not be attributed entirely to quality 

spillovers through partners. Because client firms with common audit partners also have 

the same audit offices, the audit quality improvement captured is the joint effect of 

partner-level and office-level spillovers. Therefore, in Table 12 column (2), I include 

both AIM_SHPARTNER and AIM_SHOFF in the regression. Again, audit quality 

increases for Premium firms as indicated by its negative and significant coefficient 

(coefficient = -0.036, t-statistic=-3.009). Audit quality also improves for the AIM firms 

that share audit offices with the Premium firms (coefficient = -0.003, t-statistic=-2.188). 

For AIM firms that that not only share audit offices, but also audit partners with the 

Premium firms, there is a marginally significant,  incremental increase in audit quality (in 
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terms of a reduction of 0.011 in |DA|), relative to AIM firms that share audit offices but 

not partners with the Premium firms. Overall, the evidence suggests that audit quality 

spill over from Premium firms to AIM firms occurs both through shared audit offices and 

shared audit partners (marginally significant).  

 

4.2. Audit Opinion as a Measure of Audit Quality 

4.2.1. Research Design 

 The likelihood of an auditor issuing a qualified or modified opinion is another 

measure for audit quality (Francis and Krishnan 1999). I estimate the following logistic 

regression model to examine the effect of enhanced audit report requirements on the 

propensity to issue a qualified or modified audit opinion (e.g., Reynolds and Francis 

2001; DeFond, Raghunandan, and Subramanyam 2002; Craswell, Stokes, and Laughton 

2002; Carcello and Li 2013): 

 

  Prob (QUALMOD) = F (γ0 + γ1 POSTREG + γ2 SIZE + γ3 ROA  

  + γ4 LEV + γ5 LOSS + γ6 MB + γ7 CFO + γ8 VOLATILITY  

  + γ9 LITIG + γ10 BIG6+ γ11 REC + γ12 INV + γ13 FORTRANS  

  + γ14 BUSY +  Industry-fixed effects + ω)                (4) 
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where F () is the cumulative distribution function of the logistic distribution. QUALMOD 

equals one if the firm receives a qualified or modified opinion and zero otherwise.42 The 

variable of interest, POSTREG, defined previously, is coded one for firm-year 

observations that follow the enhanced audit report requirements, and zero otherwise. I 

expect the estimated coefficient for POSTREG to be significantly positive, because 

auditors respond to increased liability under the enhanced audit report regime by taking 

actions that translate into higher audit quality. In addition to the control variables from 

Equation (1), I also control for the level of receivables (REC) and inventory (INV), both 

scaled by lagged total assets. Monroe and Teh (1993) find auditors exercise greater 

skepticism and thus are more likely to issue qualified opinions for firms with higher 

levels of receivables and inventory. Following prior literature (Carcello and Li 2013), I 

expect foreign transactions (FORTRANS) to be positively associated with the propensity 

to issue a qualified opinion. Lastly, behavioral research documents that time demands and 

workload compression during busy season can negatively affect auditor performance 

(Coram, Ng and Woodliff 2004). Therefore, I include BUSY, a control variable 

indicating whether a firm’s fiscal year-end falls within the   busy season.  

 Next, I examine the spillover effects from Premium firms to AIM firms by 

comparing changes in audit quality for AIM client firms whose audit offices have one or 

more Premium client firms (AIM_SHOFF) and for AIM client firms whose audit offices 

have only AIM clients. Specifically, I estimate the following logistic model: 
                                                            
42 Audit opinion data is downloaded from Compustat Global. I compared audit opinions on the 
Compustat and Capital IQ databases, and resolved any discrepancies (e.g. an observation coded 
as “1” – unqualified opinion in Compustat and “Unqualified Going Concern” in Capital IQ) by 
manually collecting the audit opinion from the annual report.   
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Prob (QUALMOD) = F (δ0 + δ1 AIM_SHOFF + δ2 PREMIUM 

 + δ3 POSTREG + δ4 POSTREG*AIM_SHOFF  

+ δ5 POSTREG*PREMIUM + δ6 SIZE + δ7 ROA  

+ δ8 LEV+ δ9 LOSS + δ10 MB + δ11 CFO+ δ12 VOLATILITY 

 + δ13 LITIG + δ14 BIG6 + δ15 REC+ δ16 INV + δ17 FORTRANS   

 + δ18 BUSY  + Industry-fixed effects + τ)                                                 (5)  

where F () is the cumulative distribution function of the logistic distribution. Variables 

were defined previously. The base group for equation (5) consists of AIM client firms of 

audit offices that only have AIM clients. The test variable is the interaction term 

POSTREG*AIM_SHOFF, which measures the incremental change in the likelihood of 

qualified/modified opinion from pre- to post- new regulation period for AIM_SHOFF 

firms, relative to the control group of AIM client firms of audit offices that have only 

AIM clients (AIM_NOSHOFF). Similarly, the interaction term POSTREG*PREMIUM 

measures the change in the likelihood of qualified/modified opinion from the pre- to post-

period, relative to the control group. I include industry fixed effects and adjust for firm 

clustering effects in equation (5). 

 

4.2.2. Sample Selection  

 The sample selection process (reported in Table 13) for the audit opinion analyses 

also starts with the initial sample of 5,259 firm-year observations with available financial 

data for 2011 - 2014. I excluded 2,901 observations with missing values for control 

variables or missing audit opinions, 109 observations relating to financial companies and 
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8 observations relating to AIM firms that voluntarily adopted the enhanced audit reports. 

The non-availability of audit office information led to a further reduction of 71 

observations. Lastly, I require the firms to have at least one observation in the pre and 

post periods, generating a final sample of 1,957 firm-year observations from 531 unique 

firms for the audit opinion analyses. Table 13, Panel B provides descriptive statistics for 

the variables used in the multivariate models. It shows that the AIM_SHOFF firms have 

the highest propensity to receive a qualified/modified opinion, followed by the 

AIM_NOSHOFF firms. Similar to the discretionary accruals sample, Premium firms in 

the audit opinion sample are larger (SIZE), more profitable (ROA and LOSS), have 

higher leverage (LEV), are less volatile (VOLATILITY) and are more likely to have a 

Big 6 auditor than the AIM firms.  

 

4.2.3. Results 

 Table 14 presents results from estimating equation (4), examining the effect of the 

enhanced auditor report on the propensity of an auditor to issue a qualified or modified 

opinion for the Premium firms. I find that POSTREG is positively associated with 

QUALMOD (coefficient = 1.503, t-statistic = 2.038), suggesting that auditors are more 

likely to issue a qualified or modified opinion in the post- enhanced audit report period 

compared to the pre-period. Among the control variables, performance (ROA) is 

negatively associated with the propensity to issue a qualified/modified opinion, while 

VOLATILITY is positively associated with the propensity to issue a qualified/modified 

opinion. The control variable BIG6 is omitted from the logistic estimation because there 
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are no qualified or modified opinion observations for Premium clients of the non-Big 6 

auditors.  

 Table 15 Panel A presents regression results for equation (5), which formally tests 

the spillover effects on the likelihood of auditors issuing qualified/modified opinions for 

AIM_SHOFF firms. POSTREG is statistically insignificant, implying that the control 

group of AIM firms with auditors that have only AIM clients (AIM_NOSHOFF), does 

not experience a change in the likelihood of qualified/modified opinions from the pre- to 

post- enhanced audit report period. The variable of interest, the interaction between 

POSTREG and AIM_SHOFF, is significantly positive (coefficient = 1.078, t-statistic = 

2.122), suggesting that the increase in the likelihood of qualified/modified opinion is 

greater for AIM_SHOFF firms relative to the control group of AIM_NOSHOFF firms. It 

is interesting to note that the coefficient on BIG6 is insignificant. While most US studies 

(e.g. Chen, Martin and Wang 2013; Goh, Krishnan and Li 2013) find a significantly 

positive effect of Big N affiliations on the likelihood of going concern opinions, an 

insignificant coefficient on BIG6 is generally documented in prior UK-based studies 

(Lennox 1999; Firth 2002; Citron and Taffler 2004). 

 Table 15 Panel B presents the predicted probability of a qualified/modified 

opinion for each firm group and time period combination. 43  For the base group 

                                                            
43 To estimate the predicted probability of AIM_NOSHOFF firms in the pre-period (post-period), 
I hold AIM_SHOFF and PREMIUM at 0, POSTREG at 0 (1) and all other independent variables 
at their mean values. To estimate the predicted probability of AIM_SHOFF (PREMIUM) firms in 
the pre-period (post period), I hold PREMIUM (AIM_SHOFF) at 0, POSTREG at 0 (1) and other 
variables at their means. It is not necessary to restrict AIM_NOSHOFF to 0, because it is the base 
group and therefore does not enter the model as an indicator variable. 
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AIM_NOSHOFF, the predicted probability of receiving a qualified/modified opinion 

declines from 1.9% in the pre period to 0.9% in the post period. This decline is not 

statistically significant. For the AIM_SHOFF firms, the predicted probability increases 

by 1.4%. The increase is statistically significant at the 5% level. It is also economically 

significant relative to the mean probability of receiving a qualified/modified opinion in 

the pre-period for the AIM_SHOFF firms (9.2%, untabulated). For the Premium firms, 

the predicted probability of receiving a qualified/modified opinion increased by 1.3% for 

the Premium firms. This increase is marginally significant at the 10% level.  

 Next, I examine whether the audit opinion spillover effects occur immediately 

following the new regulation and how the effects change over time. Similar to the 

discretionary accruals analysis, I replace the POSTREG indicator variable in equation (4) 

first with a time-lapse measure SPTIMEAO, then with two sub-period indicator variables 

POSTREG1AO and POSTREG2AO. SPTIMEAO equals zero for observations with year-

end before October 2013 when the enhanced audit reports are implemented, one for 

October 2013 to April 2014, the first seven months following the enhanced reports, and 

two for May 2014 to December 2014.44 SPTIMEAO is defined based on two sub-periods 

in the post-period rather than three sub-periods as in the discretionary accruals analyses 

due to limited regression estimation power. Similarly, POSTREG1AO is an indicator 

variable for the first seven months following the regulatory change, and POSTREG2AO is 

an indicator variable for the remaining eight months in the post-period. 

                                                            
44 My results remain unchanged to the alternative definition of SPTIMEAO, where SPTIMEAO 
equals zero for year-end before October 2013, one for the first 8 months following the enhanced 
reports, and two for the remaining 7 months. 
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 Table 16 reports the results of audit opinion spillover effects over time. 

SPTIMEAO enters the model as the main effect and the interaction with AIM_SHOFF in 

Table 16 Column (1). It enters the model as the main effect, the interaction with 

AIM_SHOFF and an interaction with PREMIUM in Column (2). The two sub-period 

indicators, POSTREG1AO and POSTREG2AO, enter as main effects and interactions with 

AIM_SHOFF in Table 16 Column (3), and additionally as interactions with PREMIUM 

in Column (4). 

 In Table 16, Columns (1) and (2), the estimated coefficients on 

SPTIMEAO*AIM_SHOFF are positive and marginally significant (coefficient = 0.382, t-

statistic = 1.694; coefficient = 0.379, t-statistic = 1.686). In contrast, SPTIMEAO is 

insignificant in both columns (coefficient = -0.406, t-statistic = -0.630; coefficient = -

0.549, t-statistic = -0.852). These results are consistent with an upward trend in the audit 

opinion spillover effects from the PREMIUM clients to the AIM_SHOFF clients. The 

variables of interest in Columns (3) and (4) are the two interaction terms 

POSTREG1AO*AIM_SHOFF and POSTREG2AO*AIM_SHOFF. Both interactions have 

significant and positive coefficients in both columns, consistent with immediate audit 

opinion spillover effects following the regulatory change. Lastly, the interactions between 

PREMIUM and the two sub-period indicators are positive and significant in Column (4), 

suggesting immediate audit opinion direct effects following the new regulation. 
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CHAPTER 5 

CONCLUSION 

 

 This paper examines the spillover effects of regulations on audit quality through 

audit report disclosures. Evaluating regulatory externalities is essential to assess the 

efficacy of any current and proposed regulation (Leuz and Wysocki 2015). However, 

prior literature provides limited evidence on the subject, especially on the spillover 

effects of disclosure regulations related to audit reports. I use the enhanced audit report 

disclosure requirements under the revised ISA 700 (UK and Ireland) as a setting to 

investigate the audit quality benefits due to the regulation spillover from Premium firms 

that must comply with the regulation to AIM firms that are not subject to the regulation 

through shared auditors. 

  I find that the disclosure regulation has a positive impact on the Premium firms in 

terms of higher audit quality, proxied by lower absolute discretionary accruals and higher 

propensity to issue qualified or modified opinions. More importantly, the audit quality 

benefits spill over from the Premium firms to AIM firms through shared auditors. In 

particular, audit quality increases after the disclosure regulation for AIM firms with 

auditors that have both AIM and Premium clients, but not for AIM firms with auditors 

that have only AIM clients. This is consistent with the notion that audit quality spillover 

benefits arising from improvements in auditor-level behavior in response to the new 

regulation. I also find that the audit quality spillovers is more prominent for client firms 

with greater audit complexity, suggesting that auditors prioritize increasing quality in 
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complex audit areas such as inventory and receivables valuations, and goodwill 

impairment.  

 Additionally, I find that the magnitude of discretionary accruals spillover effects 

increase over time. This is consistent with continual improvements within auditors, 

adding to the value of the disclosure regulation over time. However, I find that the 

likelihood of qualified or modified opinions increased immediately following the 

implementation of the new regulation, but remained constant afterwards. 

 This study provides evidence on an unintended benefit of the 2013 revision to 

ISA 700 (UK and Ireland). While prior literature on spillover effects mostly document 

the unintended consequences of disclosure regulations on the targeted firms (Bushee and 

Leuz 2005; Wang 2007; Engel et al. 2007; Leuz et al. 2008; Gao et al. 2009), my study 

shows that the regulation on expanded audit reports can have positive unintended benefits 

for firms not targeted by the regulation. My study can be of interest to regulators that are 

considering expanding the audit report, including the PCAOB in the U.S., which recently 

issued a revised proposal to expand the audit report. In addition, the results are relevant to 

the FRC which has recently initiated a three-year project to improve the financial 

reporting quality of smaller listed and AIM companies. My study documents that some 

AIM companies experience spillover audit quality benefits due to a regulation targeted at 

a different group of firms.  
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APPENDIX A 
Variable Definitions 

 
Variable Name Variable Definition 

|DA| Absolute value of the performance matched discretionary accruals. 

SMALL_EARNNI Indicator variable coded 1 if the firm’s net income scaled by lagged 
total asset is in the interval (0.00, 0.02], and 0 otherwise. 

SMALL_EARNIB Indicator variable coded 1 if the firm’s income before extraordinary 
items scaled by lagged total asset is in the interval (0.00, 0.02], and 0 
otherwise. 

QUALMOD Indicator variable coded 1 if the firm receives a qualified or modified 
opinion (i.e., an unqualified opinion with explanatory language), and 
0 otherwise. 

PREMIUM Indicator variable coded 1 if the firm has a Premium listing on the 
London Stock Exchange (LSE), and 0 otherwise. 

AIM_SHOFF Indicator variable coded 1 if the firm is listed on Alternative 
Investment Market (AIM) and is audited by an audit office that has 
one or more Premium clients, and 0 otherwise. 

AIM_NOSHOFF Indicator variable coded 1 if the firm is listed on AIM and is audited 
by an audit office that does not have Premium clients, and 0 
otherwise. 

AIM_SHPARTNER Indicator variable coded 1 if the firm is listed on AIM and shares an 
engagement partner with one or more Premium clients, and 0 
otherwise. 

POSTREG Indicator variable coded 1 for fiscal year-ends in or after October 
2013 and 0 otherwise. 

POSTREG1DA Indicator variable coded 1 for fiscal year-ends between October 2013 
and December 2013, and 0 otherwise. 

POSTREG2DA Indicator variable coded 1 for fiscal year-ends between January 2014 
and June 2014, and 0 otherwise. 

POSTREG3DA Indicator variable coded 1 for fiscal year-ends between July 2014 and 
December 2014, and 0 otherwise. 

SPTIMEDA SPTIMEDA equals 0 for fiscal year-ends before October 2013, 1 for 
fiscal year-ends between October 2013 and December 2013, 2 for 
fiscal year-ends between January 2014 and March 2014, 3 for fiscal 
year-ends between April 2014 and June 2014, 4 for fiscal year-ends 
between July 2014 and September 2014, and 5 for fiscal year-ends 
between October 2014 and December 2014. 

POSTREG1AO Indicator variable coded 1 for fiscal year-ends between October 2013 
and April 2014, and 0 otherwise. 

POSTREG2AO Indicator variable coded 1 for fiscal year-ends between May 2014 and 
December 2014, and 0 otherwise. 

SPTIMEAO SPTIMEAO equals 0 for fiscal year-ends in or before September 2013, 
1 for fiscal year-ends between October 2013 and April 2014, and 2 for 
fiscal year-ends between May 2014 and December 2014. 
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Variable Name Variable Definition 

SIZE The natural log of total assets. 

ROA Earnings before extraordinary items divided by lagged total assets. 

LEV Total assets less book value of equity divided by lagged total assets. 

LOSS Indicator variable coded 1 if the sample firm reports a loss, and 0 
otherwise. 

MB Market-to-book ratio. 

LCACCR Last year's total current accruals equal to net income before 
extraordinary items plus depreciation and amortization minus cash 
flow from operations divided by lagged total assets. 

CFO Cash flow from operations scaled by lagged total assets. 

VOLATILITY Standard deviation of sales for the prior five years. 

LITIG Indicator variable coded 1 if the sample firm operates in a high-
litigation industry (SIC codes 2833-2836, 3570-3577, 3600-3674, 
5200-5961, and 7370), and 0 otherwise. 

BIG4 Indicator variable coded 1 if the sample firm is a client of a Big 4 
auditor (i.e., Deloitte, EY, KPMG, and PricewaterhouseCoopers), and 
0 otherwise. 

BIG6 Indicator variable coded 1 if the sample firm is a client of a Big 6 
auditor (i.e., Big 4 firms, Grant Thornton and BDO Seidman), and 0 
otherwise. 

REC Total accounts receivables divided by lagged total assets. 

INV Total inventory divided by lagged total assets. 

FORTRANS Indicator variable coded 1 if the firm has foreign transactions, and 0 
otherwise. 

BUSY Indicator variable coded 1 if the firm's fiscal year-end is between 
December and March, and 0 otherwise. 

TREND Discrete variable coded one for 2011 fiscal year-ends, two for 2012 
fiscal year-ends, three for 2013 fiscal year-ends, and four for 2014 
fiscal year-ends. 
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Figure 1 
 Absolute Discretionary Accruals 

 
 

 

 
This figure presents average absolute performance-adjusted discretionary accruals for the 
PREMIUM, AIM_SHOFF, and AIM_NOSHOFF firms from 2011 to 2014. 
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TABLE 1 
Sample Selection 

 
Panel A: Sample for Discretionary Accruals Analyses Premium AIM Total 

  Premium listed and AIM listed firms on the LSE from Worldscope that are not 
investment trusts or closed end funds, not inactive or suspended, with ISIN 
codes for the period 2011-2014 (representing 1,333 unique firms) 

2,082 3,177 5,259  

 Less    

  Observations with missing values of control variables or missing values 
required to estimate discretionary accruals  

(750) (1,716) (2,466) 

  Financial companies (SIC 6000 – 6999) (42) (72) (114) 

  Companies missing 2013 or 2014 audit reports (2) (9) (11) 

  AIM firms that voluntarily adopted the new audit report  0 (17) (17) 

  Observations without audit office or partner information (24) (54) (78) 

  Observations of AIM firms that share engagement partners but do not 
share audit offices with Premium firms 

0 (20) (20) 

 Firms without at least one observation in the pre-regulation period and one 
observation in the post-regulation period. 

(86) (130) (216) 

Final sample for discretionary accruals analyses (630 unique firms) 1,178 1,159 2,337  
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Panel B: City-level Audit Offices 
 
Audit Firm Number of City-level Offices 

(in sample) 
Number of City-level Offices in 
UK (Actual) 

PwC 21 28 

KPMG 20 21 

Grant Thornton 16 26 

EY 14 18 

Deloitte 11 24 

BDO 10 19 

Baker Tilly 7 -45 

Nexia Smith Williamson 4 - 

Chantrey Vellacott 3 - 

Crowe Clark 3 - 

Mazars 3 - 

Others 23 - 

                                                            
45 It is difficult to determine the actual number of offices for some of the smaller firms since many of them have gone through merger and 
acquisition since 2013. For example, Baker Tilly bought RSM Tenon, joined the RSM international network and rebranded as RSM UK 
in 2015. RSM UK has 35 city-level audit offices in the UK in 2016 (https://www.rsmuk.com/offices). However, it is unclear which of 
the 35 offices were Baker Tilly offices during the sample period. 
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TABLE 2 
Descriptive Statistics 

 
 

Panel A: Descriptive Statistics by Firm Groups  
 

  Premium Firms 
(N=1,178) 

 
AIM_SHOFF Firms (N=687) 

 
AIM_NOSHOFF Firms 

(N=472) 
Variable Mean Median Std. Dev. Mean Median Std. Dev. Mean Median Std. 

Dev. 
|DA| 0.102 0.060 0.142 0.202 0.089 0.919 0.151 0.086 0.197 

SIZE 13.587 13.507 1.748 10.295 10.487 1.332 9.672 9.824 1.255 

ROA 0.059 0.057 0.095 -0.080 0.016 0.302 -0.086 0.012 0.287 

LEV 0.601 0.589 0.252 0.473 0.421 0.327 0.441 0.404 0.329 

LOSS 0.139 0.000 0.346 0.453 0.000 0.498 0.432 0.000 0.496 

MB 3.122 2.172 4.585 2.487 1.557 4.128 2.815 1.472 4.682 

LCACCR 0.002 0.003 0.065 -0.018 -0.004 0.135 -0.004 0.003 0.136 

CFO 0.101 0.093 0.091 -0.012 0.044 0.256 -0.033 0.033 0.256 

VOLATILITY 0.177 0.119 0.225 0.286 0.174 0.349 0.347 0.189 0.463 

LITIG 0.202 0.000 0.402 0.108 0.000 0.310 0.121 0.000 0.326 

BIG6 0.881 1.000 0.324 0.776 1.000 0.417 0.506 1.000 0.500 

        Variable definitions are in Appendix A. 
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Panel B: Descriptive Statistics of Premium Firms 
 

 
 
 

Variable 

PREREG46 POSTREG  
 

Difference in 
Means 

(N=745) (N=433) 

Mean Median Std. Dev. Mean Median Std. 
Dev. 

|DA| 0.114 0.064 0.165 0.081 0.054 0.087 0.033 *** 

SIZE 13.527 13.346 1.771 13.689 13.617 1.704 -0.162  

ROA 0.063 0.059 0.089 0.051 0.057 0.102 0.012 ** 

LEV 0.607 0.601 0.253 0.589 0.573 0.250 0.019  

LOSS 0.119 0.000 0.325 0.173 0.000 0.379 -0.054 ** 

MB 2.875 1.998 4.472 3.547 2.426 4.748 -0.672 ** 

LCACCR 0.004 0.003 0.064 0.000 0.005 0.068 0.004  

CFO 0.102 0.095 0.090 0.098 0.090 0.091 0.004  

VOLATILITY 0.187 0.126 0.221 0.160 0.103 0.231 0.027 ** 

LITIG 0.215 0.000 0.411 0.180 0.000 0.385 0.035  

BIG6 0.956 1.000 0.206 0.753 1.000 0.432 0.203 *** 

            Variable definitions are in Appendix A. 
*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively (two-tailed). 
 

 
 
  

                                                            
46 PREREG is coded 1 for fiscal year-ends before October 2013. 
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Panel C: Descriptive Statistics of AIM_SHOFF firms 
 

 
 
 

Variable 

PREREG POSTREG  
 

Difference in 
Means 

(N=469) (N=218) 

Mean Median Std. Dev. Mean Median Std. 
Dev. 

|DA| 0.225 0.089 1.538 0.154 0.089 0.373 0.071  

SIZE 10.238 10.367 1.350 10.417 10.623 1.287 -0.179  

ROA -0.078 0.010 0.292 -0.085 0.024 0.323 0.007  

LEV 0.467 0.418 0.325 0.486 0.427 0.332 -0.019  

LOSS 0.473 0.000 0.500 0.408 0.000 0.493 0.065  

MB 2.285 1.423 3.530 2.921 1.835 5.169 -0.635 * 

LCACCR -0.012 -0.002 0.141 -0.028 -0.007 0.122 0.016  

CFO -0.016 0.036 0.254 -0.003 0.057 0.260 -0.013  

VOLATILITY 0.292 0.190 0.346 0.274 0.156 0.358 0.018  

LITIG 0.104 0.000 0.306 0.115 0.000 0.319 -0.01  

BIG6 0.791 1.000 0.407 0.743 1.000 0.438 0.048  

            Variable definitions are in Appendix A. 
*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively (two-tailed). 

 
  



 

93 
 

Panel D: Descriptive Statistics of AIM_NOSHOFF Firms 
 

 
 
 

Variable 

PREREG POSTREG  
 

Difference in 
Means 

(N=335) (N=137) 

Mean Median Std. Dev. Mean Median Std. 
Dev. 

|DA| 0.138 0.073 0.143 0.184 0.091 0.214 -0.046 ** 

SIZE 9.584 9.745 1.246 9.886 10.007 1.255 -0.303 ** 

ROA -0.082 0.012 0.282 -0.096 0.022 0.300 0.015  

LEV 0.432 0.398 0.325 0.464 0.410 0.337 -0.032  

LOSS 0.430 0.000 0.496 0.438 0.000 0.498 -0.008  

MB 2.715 1.321 4.745 3.058 1.821 4.532 -0.344  

LCACCR -0.002 0.005 0.142 -0.011 0.002 0.122 0.009  

CFO -0.031 0.028 0.244 -0.039 0.050 0.284 0.009  

VOLATILITY 0.363 0.198 0.487 0.309 0.168 0.397 0.053  

LITIG 0.119 0.000 0.325 0.124 0.000 0.331 -0.005  

BIG6 0.522 1.000 0.500 0.467 0.000 0.501 0.055  

            Variable definitions are in Appendix A. 
*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively (two-tailed). 
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TABLE 3 
Discretionary Accruals Analysis for Premium Listed Firms 

 
  Dependent Variable 

  |DA| 

POSTREG -0.030*** 

  (-4.411) 
SIZE -0.007*** 

  (-2.986) 
ROA 0.177 

  (1.473) 
LEV 0.006 

  (0.408) 
LOSS 0.071*** 

  (3.227) 
MB 0.001 

  (0.693) 
LCACCR -0.087 

  (-1.115) 
CFO 0.002 

  (0.030) 
VOLATILITY 0.046** 

  (2.365) 
LITIG -0.002 

  (-0.141) 
BIG6 0.002 

  (0.259) 
CONSTANT 0.210*** 

  (5.985) 
Industry-FE Included 
N 1,178 
Adj. R2 0.114 

 
*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively 
(two-tailed). 
The standard errors are adjusted for firm clustering effects.   
Table 3 reports OLS regressions that examine the impact of the enhanced auditor reports under 
the revised ISA 700 (UK and Ireland) on audit quality of Premium firms. The dependent variable, 
|DA|, is the performance-adjusted discretionary accruals following Kothari et al. (2005).  
The test variable is POSTREG, an indicator coded 1 if the firm's fiscal year-end is in or after 
October 2013 and 0 otherwise. Control variables are defined in Appendix A.  
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TABLE 4 
Panel A: Discretionary Accruals Spillover Effects from Premium Clients to AIM Clients 

    
  Dependent Variable 

|DA| 
AIM_SHOFF β1 0.022 

   (0.984) 
PREMIUM β2 0.036 

   (1.265) 
POSTREG β3 0.004 

   (0.463) 
POSTREG*AIM_SHOFF β4 -0.012*** 

   (-3.325) 
POSTREG*PREMIUM β5 -0.031*** 

   (-3.202) 
SIZE  -0.014*** 

   (-2.836) 
ROA  -0.210 

   (-1.279) 
LEV  0.253* 

   (1.854) 
LOSS  -0.050 

   (-0.927) 
MB  -0.007 

   (-0.954) 
LCACCR  -0.414 

   (-1.300) 
CFO  -0.397* 

   (-1.823) 
VOLATILITY  0.069* 

   (1.669) 
LITIG  0.083 

   (1.201) 
BIG6  -0.007 

   (-0.321) 
CONSTANT  0.163** 

   (2.323) 
Industry-FE  Included 
N  2,337 
Adj. R2  0.101 
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*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively 
(two-tailed). The standard errors are adjusted for firm clustering effects.  
 

 

 

Panel B: Relative Effects on Absolute Discretionary Accruals  

 
  Relative Effects on |DA|  

(base Group is AIM_NOSHOFF Firms in the pre-period)  
  AIM_NOSHOFF  

Firms 
(1) 

AIM_SHOFF 
Firms 

(2) 

PREMIUM 
Firms 

(3) 
Pre-period  β1 β2 

   0.022 0.036 

Post-period β3 β1+ β3+ β4 β2+ β3+ β5 
 0.004 0.014 0.009 

Change from Pre- 
to  

β3 β3+ β4 β3+ β5 

Post-period 0.004 -0.008*** -0.027*** 

Difference in Difference 

Between 
AIM_SHOFF 
and 
AIM_NOSHOFF 

 β4 

-0.012*** 
 

Between  
PREMIUM and 
AIM_NOSHOFF 

   β5 
-0.031*** 

    

 
Table 4, Panel A reports an OLS regression that examines audit quality spillovers from 
Premium firms to AIM firms that share auditors with the Premium firms under the 
revised ISA 700 (UK and Ireland). The dependent variable, |DA|, is the performance-
adjusted discretionary accruals following Kothari et al. (2005). The test variable is 
POSTREG*AIM_SHOFF, the interaction term between POSTREG and AIM_SHOFF. 
POSTREG is an indicator coded 1 if the firm's fiscal year-end is in or after October 2013 
and 0 otherwise. AIM_SHOFF is an indicator coded 1 for AIM firms audited by audit 
offices that have both AIM and Premium clients, and 0 otherwise. PREMIUM is an 
indicator coded 1 for firms listed on the Premium market of the LSE, and 0 otherwise. 
Control variables are defined in Appendix A.  
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Table 5 
Audit Complexity and Audit Quality Spillovers 

 
 Dependent Variable: |DA| 
 Complexity Measure 

Inventory + Receivables 
Complexity Measure 

Intangibles 
Complexity Measure 

Goodwill 
 1st Quartile 4th 

Quartile 
1st Quartile 4th 

Quartile 
No 
Goodwill 

4th 
Quartile 

 (1) (2) (3) (4) (5) (6) 

AIM_SHOFF -0.006 0.042 0.104 0.005 0.004 0.063 
 (-0.140) (1.289) (1.358) (0.123) (0.080) (1.372) 
PREMIUM -0.052 0.064 0.118 0.004 -0.034 0.096** 
 (-1.162) (1.319) (1.177) (0.085) (-0.551) (2.377) 
POSTREG 0.014 0.043 0.156 0.003 0.017 0.007 
 (0.321) (1.110) (0.973) (0.082) (0.187) (0.191) 
POSTREG* 0.072 -0.026** 0.401 -0.013** 0.406 -0.021*** 
AIM_SHOFF (1.274) (-2.039) (1.110) (-2.225) (1.294) (-2.608) 
POSTREG* -0.014** -0.029*** -0.062*** -0.013** -0.093** -0.025*** 
PREMIUM (-2.312) (-2.761) (-2.821) (-2.401) (-2.502) (-2.705) 
SIZE -0.003 -0.018*** -0.028** -0.006** -0.008* -0.013** 
 (-0.388) (-2.745) (-1.985) (-2.442) (-1.945) (-2.485) 
ROA -0.248* 0.044 0.216 -0.355 0.057 -1.017* 
 (-1.851) (0.430) (0.804) (-1.291) (0.300) (-1.761) 
LEV 0.265** -0.012 0.590 0.217*** 0.457 0.153*** 
 (2.153) (-0.272) (1.514) (3.436) (1.597) (2.940) 
LOSS -0.040 0.029 -0.081 -0.082 -0.067 -0.176 
 (-1.113) (1.195) (-0.744) (-1.238) (-1.024) (-1.646) 
MB -0.010 0.005 -0.017 -0.004 -0.027 0.006 
 (-1.635) (1.443) (-0.911) (-0.929) (-1.279) (1.634) 
LCACCR -0.065 -0.254 -1.207 -0.131 -0.644 -0.243 
 (-0.783) (-1.614) (-1.341) (-0.854) (-1.201) (-1.331) 
CFO -0.215 -0.242** -1.109* -0.379 -0.747 -0.294* 
 (-0.921) (-1.993) (-1.915) (-1.650) (-1.595) (-1.734) 
VOLATILITY 0.152 0.051 0.127 0.137 0.094 0.189 
 (1.177) (1.418) (1.117) (1.007) (1.202) (1.270) 
LITIG 0.030 0.040** 0.198 -0.016 0.271 0.015 
 (0.967) (2.047) (1.287) (-0.447) (1.158) (0.496) 
BIG6 -0.015 -0.013 -0.038 -0.000 -0.016 -0.005 
 (-0.619) (-0.729) (-0.687) (-0.016) (-0.404) (-0.217) 
CONSTANT 0.115 0.265*** 0.155 0.104 0.122 0.135 
 (0.824) (3.155) (1.085) (0.586) (0.826) (1.063) 
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 Dependent Variable: |DA| 
 Complexity Measure 

Inventory + Receivables 
Complexity Measure 

Intangibles 
Complexity Measure 

Goodwill 
 1st Quartile 4th 

Quartile 
1st Quartile 4th 

Quartile 
No 
Goodwill 

4th 
Quartile 

 (1) (2) (3) (4) (5) (6) 

Industry-FE Included Included Included Included Included Included 
N 584 585 585 584 619 585 
Adj. R2 0.208 0.161 0.139 0.274 0.118 0.371 

*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively 
(two-tailed). 
The standard errors are adjusted for firm clustering effects. 
Table 5 reports OLS regressions that examine how audit complexity affects audit quality 
spillovers. The dependent variable, |DA|, is the performance-adjusted discretionary accruals 
following Kothari et al. (2005).  
Audit complexity is measured by the sum of inventory and receivables scaled by lagged total 
assets in columns (1) and (2), intangibles scaled by lagged total assets in columns (3) and (4), and 
goodwill scaled by total assets in columns (5) and (6). The test variable is the interaction term 
POSTREG*AIM_SHOFF. 
POSTREG, AIM_SHOFF and PREMIUM are defined previously. Control variables are defined 
in Appendix A.  
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Table 6 
Big 6 vs Non-Big 6 and Audit Quality Spillovers 

 

Dependent Variable: |DA| 
Big 6 Non-Big 6 Big 4 Non-Big 4 

(1) (2) (3) (4) 

AIM_SHOFF 0.060 0.011 0.046 0.045 
(1.270) (0.388) (0.997) (1.523) 

PREMIUM 0.034 0.000 0.045 -0.002 
(1.602) (0.008) (1.170) (-0.080) 

POSTREG 0.036 -0.008 0.034 0.013 
(1.417) (-0.257) (0.555) (0.610) 

POSTREG* -0.015*** -0.012** -0.019*** -0.016*** 
AIM_SHOFF (-3.541) (-2.321) (-3.314) (-2.621) 
POSTREG* -0.021*** -0.011** -0.029*** -0.021*** 
PREMIUM (-3.478) (-2.347) (-3.325) (-3.057) 
SIZE -0.019*** -0.007** -0.003*** -0.015*** 

(-2.793) (-2.513) (-2.595) (-3.201) 
ROA -0.043 0.104 -0.414* 0.224 

(-0.200) (0.729) (-1.713) (1.279) 
LEV 0.121** 0.100*** 0.078 0.144*** 

(2.366) (2.971) (1.378) (3.744) 
LOSS 0.014 0.010 -0.026 0.027 

(0.378) (0.409) (-0.521) (1.237) 
MB 0.002 0.004** 0.004 0.003 

(0.653) (2.129) (1.322) (1.417) 
LCACCR -0.114 -0.013 -0.202** 0.015 

(-1.213) (-0.175) (-2.080) (0.160) 
CFO -0.274 -0.387*** -0.066 -0.480** 

(-1.292) (-2.860) (-0.378) (-2.329) 
VOLATILITY 0.105 -0.002 0.186 0.001 

(1.259) (-0.087) (1.393) (0.049) 
LITIG 0.015 0.039* 0.010 0.026 

(1.089) (1.748) (0.666) (1.230) 
CONSTANT 0.051 0.162*** 0.033 0.111** 

(0.595) (3.399) (0.340) (2.219) 
Industry-FE Included Included Included Included 
N 1,810 527 1,421 916 
Adj. R2 0.131 0.216 0.154 0.210 
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*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively 
(two-tailed). 
The standard errors are adjusted for firm clustering effects.  
Table 6 reports OLS regressions that examine how auditor types (Big 6 and non-Big 6, and Big 4 
and non-Big 4) affect audit quality spillovers. The dependent variable, |DA|, is the performance-
adjusted discretionary accruals following Kothari et al. (2005).  
The test variable is the interaction term POSTREG*AIM_SHOFF. 
POSTREG, AIM_SHOFF and PREMIUM are defined previously. Control variables are defined 
in Appendix A.  
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Table 7 
Small Positive Earnings  

 
 Dependent Variable 
 SMALL_EARNNI SMALL_EARNIB 

 (1) (2) 

AIM_SHOFF -0.640 -0.995*** 
 (-1.628) (-3.038) 
PREMIUM -1.367** -0.822** 
 (-2.052) (-2.035) 
POSTREG 0.430 -0.261 
 (1.072) (-0.747) 
POSTREG* -0.015** -0.697* 
AIM_SHOFF (-2.023) (-1.917) 
POSTREG* -0.714* -0.457** 
PREMIUM (-1.809) (-2.025) 
SIZE -0.095 0.034 
 (-0.906) (0.464) 
ROA 0.883 0.723 
 (1.013) (1.099) 
LEV -1.171** -0.402 
 (-2.119) (-1.113) 
MB -0.023 -0.037* 
 (-0.705) (-1.835) 
LCACCR -0.124 0.678 
 (-0.107) (0.875) 
CFO 0.669 0.552 
 (0.644) (0.674) 
VOLATILITY -0.139 0.343 
 (-0.273) (1.273) 
LITIG 0.323 0.375 
 (0.782) (1.350) 
BIG6 -0.292 -0.015 
 (-0.993) (-0.056) 
CONSTANT -1.734 -2.815*** 
 (-1.395) (-3.218) 
Industry-FE Included Included 
N 2,237 2,337 
pseudo R2 0.101 0.040 

*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively 
(two-tailed). 
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The standard errors are adjusted for firm clustering effects. 
Table 7 reports logistic regressions that examine audit quality spillovers from Premium firms to 
AIM firms that share auditors with the Premium firms under the revised ISA 700 (UK and 
Ireland). In column (1), the dependent variable is SMALL_EARNNI, indicator variable coded 1 if 
the firm’s net income scaled by lagged total asset is in the interval (0.00, 0.02], and 0 otherwise. 
In column (2), the dependent variable is SMALL_EARNIB, indicator variable coded 1 if the 
firm’s income before extraordinary items scaled by lagged total asset is in the interval (0.00, 
0.02], and 0 otherwise. The test variable is POSTREG*AIM_SHOFF, the interaction term 
between POSTREG and AIM_SHOFF. 
POSTREG, AIM_SHOFF and PREMIUM are defined previously. Control variables are defined 
in Appendix A.  
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Table 8 
Audit Office Size 

 
 Dependent Variable: |DA| 
 Number of Clients Total Client Assets 
 large small large small 
 (1) (2) (3) (4) 
AIM_SHOFF 0.027 0.006 0.033 -0.004 
 (1.149) (0.102) (0.814) (-0.159) 
PREMIUM 0.014 0.050 0.071 0.033 
 (0.640) (0.709) (1.206) (0.644) 
POSTREG 0.013 0.095 0.066 -0.021 
 (0.556) (0.842) (1.040) (-0.850) 

POSTREG* -0.010** -0.007 -0.038* -0.019 
AIM_SHOFF (-2.353) (-1.112) (-1.768) (-1.063) 
POSTREG* -0.029** -0.015** -0.053*** -0.021* 
PREMIUM (-2.544) (-1.962) (-2.769) (-1.794) 
SIZE -0.006** -0.016** -0.019** -0.009** 
 (-2.266) (-1.987) (-2.537) (-2.225) 
ROA -0.102 -0.177 -0.404** 0.183 
 (-0.627) (-0.972) (-2.196) (1.544) 
LEV 0.090** 0.409* 0.382* 0.051* 
 (2.533) (1.688) (1.904) (1.899) 
LOSS 0.031 -0.129 -0.090 0.016 
 (1.576) (-1.475) (-1.222) (0.790) 
MB 0.002 -0.019 -0.010 0.004 
 (1.482) (-1.171) (-1.139) (0.951) 
LCACCR -0.064 -1.183 -0.591 -0.082 
 (-0.719) (-1.406) (-1.207) (-1.363) 
CFO -0.085 -0.808* -0.479 -0.329*** 
 (-0.448) (-1.956) (-1.444) (-2.678) 
VOLATILITY 0.030 0.135* 0.135* 0.007 
 (1.166) (1.718) (1.872) (0.386) 
LITIG 0.036*** 0.148 0.124 -0.030 
 (2.869) (0.953) (1.622) (-1.457) 
BIG6 -0.015 0.043 -0.024 -0.018 
 (-1.367) (0.952) (-1.180) (-1.142) 
CONSTANT 0.117*** 0.132 0.141 0.239*** 
 (3.784) (0.669) (1.550) (2.917) 
Ind-FE Included Included Included Included 
N 1573 764 1752 585 
Adj. R2 0.124 0.151 0.139 0.108 
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*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively 
(two-tailed). 
The standard errors are adjusted for firm clustering effects. 
Table 8 reports OLS regressions that examine the effect of office size on audit quality spillovers. 
The dependent variable, |DA|, is the performance-adjusted discretionary accruals following 
Kothari et al. (2005). In columns (1) and (2), office size is measured by the number of clients. In 
columns (3) and (4), office size is measured by the sum of clients’ total assets. The test variable is 
POSTREG*AIM_SHOFF, the interaction term between POSTREG and AIM_SHOFF. 
POSTREG, AIM_SHOFF and PREMIUM are defined previously. Control variables are defined 
in Appendix A.  
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Table 9 
London vs. Non-London Offices 

 
 Dependent Variable: |DA| 
 London Offices Non-London Offices 

 (1) (2) 

AIM_SHOFF 0.016 0.018 
 (0.498) (0.596) 
PREMIUM -0.019 0.060 
 (-0.524) (1.130) 
POSTREG -0.026 0.066 
 (-0.859) (1.001) 
POSTREG* -0.022*** -0.005** 
AIM_SHOFF (-3.048) (-2.155) 
POSTREG* -0.057*** -0.027*** 
PREMIUM (-2.804) (-2.850) 
SIZE -0.007** -0.016** 
 (-2.056) (-1.968) 
ROA -0.001 -0.252 
 (-0.003) (-1.647) 
LEV 0.099*** 0.316 
 (2.657) (1.631) 
LOSS 0.004 -0.071 
 (0.206) (-0.959) 
MB -0.000 -0.010 
 (-0.108) (-0.955) 
LCACCR -0.031 -0.647 
 (-0.331) (-1.324) 
CFO -0.287 -0.458 
 (-1.274) (-1.528) 
VOLATILITY 0.014 0.097 
 (0.493) (1.555) 
LITIG 0.049*** 0.093 
 (2.800) (1.013) 
BIG6 -0.008 -0.006 
 (-0.506) (-0.252) 
CONSTANT 0.187*** 0.130 
 (4.301) (1.058) 
Industry-FE Included Included 
N 1074 1263 
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 Dependent Variable: |DA| 
 London Offices Non-London Offices 

 (1) (2) 

Adj. R2 0.159 0.111 

*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively 
(two-tailed). 
The standard errors are adjusted for firm clustering effects. 
Table 9 reports OLS regressions that separately examine the audit quality spillovers for clients of 
audit offices in London and audit offices outside of London. The dependent variable, |DA|, is the 
performance-adjusted discretionary accruals following Kothari et al. (2005). The test variable is 
POSTREG*AIM_SHOFF, the interaction term between POSTREG and AIM_SHOFF. 
POSTREG, AIM_SHOFF and PREMIUM are defined previously. Control variables are defined 
in Appendix A.  
 

  



 

107 
 

Table 10 
Audit Quality Time Trend 

 
  

Dependent Variable |DA| 
  

AIM_SHOFF 0.125 
 (1.475) 
PREMIUM 0.038 
 (0.630) 
POSTREG -0.047 
 (-1.257) 
POSTREG*AIM_SHOFF -0.018*** 
 (-3.525) 
POSTREG*PREMIUM -0.036*** 
 (-3.051) 
TREND -0.004 
 (-0.214) 
TREND*AIM_SHOFF -0.007 
 (-1.306) 
TREND*PREMIUM -0.001 
 (-0.046) 
SIZE -0.014*** 
 (-2.812) 
ROA -0.230 
 (-1.464) 
LEV 0.248* 
 (1.863) 
LOSS -0.052 
 (-0.965) 
MB -0.007 
 (-0.973) 
LCACCR -0.404 
 (-1.315) 
CFO -0.385* 
 (-1.884) 
VOLATILITY 0.074* 
 (1.735) 
LITIG 0.079 
 (1.342) 
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Dependent Variable |DA| 

  

BIG6 0.003 
 (0.168) 
  
CONSTANT 0.169** 
 (2.469) 
Industry-FE Included 
N 2,337 
Adj. R2 0.100 

*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively 
(two-tailed). 
The standard errors are adjusted for firm clustering effects. 
Table 10 reports OLS regressions that examine the audit quality spillover effects, controlling for 
audit quality time trend. The dependent variable, |DA|, is the performance-adjusted discretionary 
accruals following Kothari et al. (2005). TREND equals one for 2011 fiscal year-ends, two for 
2012 fiscal year-ends, three for 2013 fiscal year-ends, and four for 2014 fiscal year-ends. 
TREND*AIM_SHOFF is the interaction between TREND and AIM_SHOFF. 
TREND*PREMIUM is the interaction between TREND and PREMIUM. The test variable is 
POSTREG*AIM_SHOFF, the interaction term between POSTREG and AIM_SHOFF. 
POSTREG, AIM_SHOFF and PREMIUM are defined previously. Control variables are defined 
in Appendix A.  
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TABLE 11 
Audit Quality Spillover Effects over Time 

 
 Dependent Variable: |DA| 

  Average Spillover 
Effects 

Spillover Effects over 
Sub-Periods 

  (1) (2) (3) (4) 

AIM_SHOFF 0.056 0.054 0.023 0.022 
  (1.602) (1.599) (1.009) (0.989) 
PREMIUM 0.043 0.041 0.035 0.035 
  (1.109) (1.134) (1.034) (1.022) 
SPTIMEDA 0.005 0.019    

  (0.584) (0.999)    

SPTIMEDA*AIM_SHOFF -0.005** -0.005**    

  (-1.968) (-1.970)    

POSTREG*PREMIUM -0.026***   -0.033***  

  (-3.021)   (-3.840)  

SPTIMEDA*PREMIUM   -0.007***    

    (-2.600)    

POSTREG1DA     -0.075 -0.037 
      (-1.060) (-0.900) 
POSTREG2DA     0.003 0.157 
      (1.025) (1.477) 
POSTREG3DA     -0.015 0.113 
      (-0.308) (1.177) 
POSTREG1DA*AIM_SHOFF     0.152 0.251 
      (1.301) (1.276) 
POSTREG2DA*AIM_SHOFF     -0.139*** -0.010*** 
      (-3.570) (-2.715) 
POSTREG3DA*AIM_SHOFF     -0.128*** -0.010*** 
      (-3.331) (-2.818) 
POSTREG1DA*PREMIUM       -0.014** 
        (-2.524) 
POSTREG2DA*PREMIUM       -0.017*** 
        (-2.852) 
POSTREG3DA*PREMIUM       -0.019*** 
        (-2.786) 
SIZE -0.014*** -0.015*** -0.013*** -0.014*** 
  (-2.650) (-2.739) (-2.983) (-2.931) 
ROA -0.221 -0.217 -0.217 -0.217 
  (-1.407) (-1.400) (-1.415) (-1.405) 
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 Dependent Variable: |DA| 

  Average Spillover 
Effects 

Spillover Effects over 
Sub-Periods 

  (1) (2) (3) (4) 

LEV 0.252* 0.253* 0.251* 0.252* 
  (1.868) (1.863) (1.882) (1.882) 
LOSS -0.053 -0.054 -0.054 -0.054 
  (-0.954) (-0.955) (-0.959) (-0.954) 
MB -0.007 -0.007 -0.007 -0.007 
  (-0.956) (-0.958) (-0.962) (-0.957) 
LCACCR -0.418 -0.416 -0.415 -0.412 
  (-1.333) (-1.333) (-1.339) (-1.338) 
CFO -0.394* -0.397* -0.393* -0.392* 
  (-1.884) (-1.883) (-1.888) (-1.904) 
VOLATILITY 0.072* 0.070* 0.072* 0.070* 
  (1.700) (1.677) (1.726) (1.699) 
LITIG 0.082 0.083 0.081 0.084 
  (1.365) (1.362) (1.379) (1.389) 
BIG6 -0.003 0.005 -0.009 -0.007 
  (-0.225) (0.264) (-0.660) (-0.480) 
CONSTANT 0.146** 0.150** 0.161** 0.162** 
  (2.452) (2.461) (2.538) (2.520) 
Industry-FE Included Included Included Included 
N 2,337 2,337 2,337 2,337 
Adj.R2 0.098 0.098 0.103 0.101 
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TABLE 12 
Partner Analyses 

 
 Dependent Variable:  

|DA| 
 (1) (2) 

AIM_SHOFF  0.035 
  (1.407) 
AIM_SHPARTNER -0.019 -0.035 
 (-0.594) (-1.004) 
PREMIUM 0.009 0.032 
 (0.324) (0.980) 
POSTREG 0.120 0.025 
 (1.192) (0.773) 
POSTREG*AIM_SHOFF  -0.003** 
  (-2.188) 
POSTREG*AIM_SHPARTNER -0.064*** -0.011* 
 (-2.826) (-1.743) 
POSTREG*PREMIUM -0.049*** -0.036*** 
 (-2.849) (-3.009) 
SIZE -0.012** -0.013** 
 (-2.510) (-2.546) 
ROA -0.222 -0.218 
 (-1.389) (-1.387) 
LEV 0.254* 0.251* 
 (1.867) (1.881) 
LOSS -0.049 -0.050 
 (-0.912) (-0.935) 
MB -0.007 -0.007 
 (-0.955) (-0.956) 
LCACCR -0.419 -0.405 
 (-1.344) (-1.344) 
CFO -0.384* -0.399* 
 (-1.889) (-1.903) 
VOLATILITY 0.066 0.068 
 (1.541) (1.604) 
LITIG 0.082 0.084 
 (1.360) (1.376) 
BIG6 0.007 -0.003 
 (0.400) (-0.235) 
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 Dependent Variable:  
|DA| 

 (1) (2) 

CONSTANT 0.153*** 0.152** 
 (2.628) (2.475) 
Ind-FE Included Included 
N 2,337 2,337 
Adj. R2 0.099 0.103 

*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively 
(two-tailed). 
The standard errors are adjusted for firm clustering effects. 
Table 12 reports OLS regressions that examine audit quality spillovers through shared audit 
offices and shared audit partners. The dependent variable, |DA|, is the performance-adjusted 
discretionary accruals following Kothari et al. (2005). The test variable is 
POSTREG*AIM_SHOFF and POSTREG*AIM_SHPARTNER, the interaction terms between 
POSTREG and AIM_SHOFF, and POSTREG and AIM_SHPARTNER, respectively. 
AIM_SHPARTNER is an indicator variable coded 1 if the firm is listed on AIM and shares an 
engagement partner with one or more Premium clients, and 0 otherwise. 
POSTREG, AIM_SHOFF and PREMIUM are defined previously. Control variables are defined 
in Appendix A.  
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  Table 13  
Audit Opinion Sample 

 

Panel A: Sample Selection Premium AIM  Total 
Premium listed and AIM listed firms on the LSE from Worldscope that are not 
investment trusts or closed end funds, not inactive or suspended, with ISIN 
codes for the period 2011-2014 (representing 1,333 unique firms) 

2,082 3,177 5,259 

  
Less 

   

  Observations with missing values of control variables or missing values of 
audit opinions 

(849) (2,052) (2,901) 

  Financial companies (39) (70) (109) 

  AIM firms that voluntarily adopted the new audit report  0 (8) (8) 

  Observations without audit office or partner information (17) (43) (60) 

  Observations of AIM firms that share engagement partners but do not 
share audit offices with Premium firms 

(0) (11) (11) 

 Firms without at least one observation in the pre-regulation period and one 
observation in the post-regulation period. 

(85) (128) (213) 

Final sample for audit opinion analyses (531 unique firms) 1,092 865 1,957  
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Panel B: Descriptive Statistics   

  Premium Firms  
(N=1,092) 

AIM_SHOFF Firms  
(N=503) 

AIM_NOSHOFF Firms 
(N=362) 

Variable Mean Median Std. 
Dev. 

Mean Median Std. 
Dev. 

Mean Median Std. 
Dev. 

QUALMOD 0.021 0.000 0.144 0.097 0.000 0.297 0.039 0.000 0.193 

SIZE 13.531 13.306 1.802 10.323 10.525 1.277 9.662 9.799 1.169 

ROA 0.060 0.059 0.094 -0.051 0.024 0.263 -0.059 0.020 0.243 

LEV 0.581 0.570 0.242 0.495 0.445 0.300 0.458 0.425 0.300 

LOSS 0.134 0.000 0.340 0.400 0.000 0.490 0.403 0.000 0.491 

MB 3.061 2.174 4.167 2.337 1.519 3.858 2.724 1.666 4.037 

CFO 0.103 0.095 0.090 0.013 0.056 0.214 -0.005 0.039 0.209 

VOLATILITY 0.176 0.120 0.201 0.320 0.199 0.414 0.405 0.220 0.573 

LITIG 0.186 0.000 0.389 0.105 0.000 0.307 0.133 0.000 0.340 

BIG6 0.884 1.000 0.321 0.791 1.000 0.407 0.525 1.000 0.500 

REC 0.168 0.145 0.122 0.207 0.173 0.150 0.215 0.190 0.137 

INV 0.111 0.071 0.145 0.079 0.013 0.130 0.077 0.024 0.101 

FORTRANS 0.343 0.000 0.475 0.316 0.000 0.465 0.235 0.000 0.424 

BUSY 0.769 1.000 0.422 0.664 1.000 0.473 0.566 1.000 0.496 

Variable definitions are in Appendix A. 
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TABLE 14 
Audit Opinion Analyses 

 
  Dependent Variable: 

QUALMOD 
POSTREG 1.503** 

  (2.038) 
SIZE 0.121 

  (0.460) 
ROA -7.593** 

  (-2.393) 
LEV 1.522 

  (1.629) 
LOSS 0.579 

  (0.832) 
MB -0.003 

  (-0.044) 
CFO -0.023 

  (-0.007) 
VOLATILITY 1.860*** 

  (2.758) 
LITIG -0.377 

  (-0.541) 
REC -10.811*** 

  (-2.767) 
INV -1.689 

  (-0.856) 
FORTRANS -0.225 

  (-0.321) 
BUSY -0.484 

  (-0.611) 
CONSTANT -5.514 

  (-1.614) 
Industry-FE Included 
N 1,092 
pseudo R2 0.255 

*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively 
(two-tailed). 
The standard errors are adjusted for firm clustering effects. 
Table 14 reports logistic regressions that examine the impact of the enhanced auditor report on 
the propensity of an auditor to issue a qualified or modified opinion. The dependent variable, 
QUALMOD, is coded 1 if the firm receives a qualified or modified audit opinion, and 0 
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otherwise. The test variable is POSTREG, which is defined previously. Control variables are 
defined in Appendix A. 
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TABLE 15 
 

Panel A: Audit Opinion Spillover Effects from Premium Clients to AIM Clients 
 

  Dependent Variable: 
QUALMOD 

AIM_ SHOFF 0.583 

  (1.331) 
PREMIUM -0.757 

  (-1.097) 
POSTREG -0.707 

  (-0.879) 
POSTREG*AIM_SHOFF 1.078** 

  (2.122) 
POSTREG*PREMIUM 1.608** 

  (1.978) 
SIZE 0.053 

  (0.309) 
ROA -1.699 

  (-1.542) 
LEV 0.211 

  (0.388) 
LOSS 1.519*** 

  (4.279) 
MB -0.079* 

  (-1.914) 
CFO 0.074 

  (0.059) 
VOLATILITY -0.185 

  (-0.498) 
LITIG 0.551 

  (1.320) 
BIG6 0.354 

  (0.780) 
REC -3.490** 

  (-2.021) 
INV -2.069 

  (-1.166) 
FORTRANS 0.495 

  (1.364) 
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  Dependent Variable: 
QUALMOD 

BUSY -0.410 

  (-1.116) 
CONSTANT -4.214*** 

  (-2.657) 
Industry-FE Included 
N 1,957 
pseudo R2 0.242 

 
*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively 
(two-tailed). 
The standard errors are adjusted for firm clustering effects.  
Table 15 reports a logistic regression that examines the audit opinion spillover effects from 
Premium firms to AIM firms that share auditors with the Premium firms. The dependent variable 
is QUALMOD. The test variable is POSTREG*AIM_SHOFF.  
POSTREG, AIM_SHOFF and PREMIUM are defined previously. Control variables are defined 
in Appendix A.  
 

 
 
Panel B Predicted Probability of QUALMOD 

 
 Predicted Probability of QUALMOD 

 AIM_NOSHOFF 
(1) 

AIM_SHOFF 
(2) 

PREMIUM 
(3) 

Pre-Period 0.019 0.033 0.009 
Post-Period 0.009 0.048** 0.022* 
Difference between the 
Pre- and Post-Period 

-0.009 0.014** 0.013* 

Difference in Difference 

Between AIM_SHOFF 
and AIM_NOSHOFF 

 
0.024**  

Between  
PREMIUM and 
AIM_NOSHOFF 

 
 0.022** 

The predicted probability is calculated for each firm group and period combination, while 
restricting the indicators for the other firm groups and period to 0, and independent variables at 
their mean values.  
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TABLE 16 
Audit Opinion Spillover Effects over Sub-periods 

 
  Dependent Variable: QUALMOD 

  Average Spillover 
Effects 

Spillover Effects over 
sub-Periods 

  (1) (2) (3) (4) 

AIM_SHOFF 0.710* 0.711* 0.596 0.616 

  (1.700) (1.700) (1.350) (1.390) 
PREMIUM -0.698 -0.554 -0.744 -0.704 

  (-1.034) (-0.828) (-1.072) (-1.000) 
SPTIMEAO -0.406 -0.549    

  (-0.630) (-0.852)    

SPTIMEAO*AIM_SHOFF 0.382* 0.379*    

  (1.694) (1.686)    

POSTREG*PREMIUM 0.742**   0.779**  

  (2.350)   (1.977)  

SPTIMEAO*PREMIUM   0.718**    

    (1.985)    

POSTREG1AO     -1.230 -1.306 

      (-1.004) (-1.087) 
POSTREG2AO     0.015 -0.441 

      (0.014) (-0.435) 
POSTREG1AO*     1.824* 1.819* 
AIM_SHOFF      (1.662) (1.681) 
POSTREG2AO*     1.769** 1.634** 
AIM_SHOFF      (2.023) (2.188) 
POSTREG1AO*       2.031** 
PREMIUM        (1.986) 
POSTREG2AO*       2.473** 
PREMIUM        (2.011) 
SIZE 0.052 0.054 0.060 0.067 

  (0.308) (0.319) (0.351) (0.389) 
ROA -1.780 -1.792* -1.663 -1.795* 

  (-1.636) (-1.669) (-1.528) (-1.654) 
LEV 0.179 0.153 0.164 0.132 

  (0.328) (0.282) (0.296) (0.237) 
LOSS 1.502*** 1.505*** 1.515*** 1.519*** 

  (4.234) (4.248) (4.263) (4.296) 
MB -0.078* -0.077* -0.082* -0.085** 

  (-1.855) (-1.832) (-1.950) (-1.987) 
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  Dependent Variable: QUALMOD 

  Average Spillover 
Effects 

Spillover Effects over 
sub-Periods 

  (1) (2) (3) (4) 

CFO 0.155 0.139 -0.014 0.063 

  (0.124) (0.111) (-0.011) (0.050) 
VOLATILITY -0.183 -0.176 -0.180 -0.163 

  (-0.478) (-0.463) (-0.493) (-0.446) 
LITIG 0.555 0.537 0.530 0.510 

  (1.321) (1.276) (1.259) (1.184) 
BIG6 0.362 0.361 0.350 0.263 

  (0.795) (0.790) (0.770) (0.569) 
REC -3.450** -3.393* -3.349* -3.348* 

  (-1.985) (-1.955) (-1.927) (-1.914) 
INV -2.041 -2.065 -2.203 -2.232 

  (-1.173) (-1.193) (-1.217) (-1.226) 
FORTRANS 0.509 0.525 0.527 0.537 

  (1.397) (1.439) (1.438) (1.458) 
BUSY -0.372 -0.321 -0.488 -0.524 

  (-1.013) (-0.890) (-1.349) (-1.409) 
CONSTANT -4.322*** -4.409*** -4.245*** -4.244*** 

  (-2.727) (-2.807) (-2.664) (-2.646) 
Industry-FE Included Included Included Included 
N 1,957 1,957 1,957 1,957 
pseudo R2 0.241 0.238 0.247 0.250 

 
*, **, *** Denote significance at the 10 percent, 5 percent, and 1 percent levels, respectively 
(two-tailed). 
The standard errors are adjusted for firm clustering effects.   
Table 16 reports logistic regressions that examine how audit opinion spillover effects change over 
time. The dependent variable is QUALMOD. The test variable for columns 1 and 2 is the 
interaction term SPTIMEAO*AIM_SHOFF, where SPTIMEAO is coded 0 for fiscal year-ends in or 
before September 2013, 1 for fiscal year-ends between October 2013 and April 2014, and 2 for 
fiscal year-ends between May 2014 and December 2014. The test variable for column (3) 
(column (4)) is the interaction term POSTREG1AO*AIM_SHOFF 
(POSTREG2AO*AIM_SHOFF). POSTREG1AO (POSTREG2AO) is an indicator variable coded 1 
if the firm’s fiscal year-end is between October 2013 and April 2014 (May 2014 and December 
2014), and 0 otherwise. 
AIM_SHOFF and PREMIUM have been defined previously. Control variables are defined in 
Appendix A. 


